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Glossary

ACCC Australian Competition and Consumer Commission

AN Australian National

ARTC Australian Rail Track Corporation

CPI Consumer Price Index

DRP Australian Competition and Consumer Commission, Draft Satement of
Regulatory Principles for the Regulation of Transmission Revenues, May 1999.

DORC Depreciated Optimised Replacement Cost

GSR Great Southern Railway

gtkm gross tonne kilometres

IAP Indicative Access Proposal

IGA Inter Governmental Agreement signed by the Commonwealth, State and
Territory governments in November 1997

kgtkm 000 gross tonne kilometres

NCC National Competition Council

NPV Net Present Value

NR National Rail Corporation Limited

MRP Market Risk Premium

PTMS PTM Strategies

QCA Queensland Competition Authority

QR Queendand Rall

SAIIR South Australian Independent Industry Regulator

SCT Specialised Container Transport

SRA State Rail Authority of New South Wales

TPA Trade Practices Act, 1974

WACC Weighted Average Cost of Capital
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Executive Summary

The draft decision is to accept the undertaking subject to ARTC addressing certain
concerns raised by the Commission.

The application

Significant reforms to the rail industry have been initiated by the Commonwealth
Government in the past decade. These reforms have been designed, in part, to
introduce a more commercially focused rail industry. In conjunction with the reforms
being implemented at the State and Territory level, this has resulted in significant
changes to ownership structures and governance arrangements.

As part of this ongoing reform process, Australian Rail Track Corporation (ARTC) has
submitted an undertaking to the Commission in respect of third-party access to the rail
network it owns and manages. The undertaking was submitted pursuant to the
provisions of Part I11A of the TPA. The clauses contain ARTC’s commitment to the
Commission of the principles and processes for negotiating access and actual terms and
conditions which will form the basis for accessto its network. This report contains the
Commission’ s draft decision and the results of the assessment of each of the clausesin
the undertaking against the legidlative criteriain section 44ZZA(3) of the TPA. The
legislative criteriaimpose an obligation on the Commission to ensure that the
undertaking, among other things, achieves an appropriate balance between the interests
of the infrastructure owner and access seekers and the public interest.

The ARTC rail network comprises standard gauge tracks linking Wodonga, Melbourne,
Adelaide, Broken Hill (in New South Wales), Tarcoola and Kalgoorlie (in Western
Australia). The network is part of the larger standard gauge network linking al capital
cities from Brisbane to Perth, aswell as Broken Hill in NSW and Alice Springsin the
Northern Territory. The network is utilised by both passenger and freight operators.

Thisisthefirst rail access undertaking submitted to the Commission and it has been
made pursuant to the Inter-Governmental Agreement (IGA) signed by all governments
in Australiain November 1997. That agreement established ARTC with the objective
of becoming the sole manager and provider of access to the interstate network, thus
facilitating the process of gaining access to the nation’ s interstate network and
encouraging the use of rail infrastructure by rail service operators. The IGA aso
provided for ARTC to submit an undertaking to the Commission in respect of accessto
the entire interstate network once it secured the necessary arrangements with the states.

The Commission’s assessment process

Part 111A establishes alegal regimeto facilitate access to the services of certain
facilities of national significance. The Commission’srole in assessing undertakingsis
prescribed by section 44ZZA of the TPA. Once an undertaking has been submitted the
Commission must decide whether or not to accept the undertaking after conducting a
public consultation process. In making its decision the Commission is required to have
regard to the criteria set out in section 44ZZA (3). The criteriaare:
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 thelegitimate business interests of the provider;

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

 theinterests of persons who might want access to the service;
» whether accessto the service is already the subject of an accessregime; and
» any other matters that the Commission thinks are relevant.

If the Commission accepts an undertaking from ARTC then the terms and conditionsin
the undertaking form the basis on which rail operators can obtain accessto ARTC' srail
track services. Once accepted the services covered by the undertaking cannot be
declared.

If the undertaking is not accepted by the Commission, rail operators and other
interested parties have the option of seeking declaration of rail track services.
Declaration gives current and potential rail track users the right to negotiate terms of
access with ARTC in the first instance, and if the negotiations prove unsuccessful, the
opportunity to have the Commission arbitrate the access dispute.

To assist in assessing ARTC' s undertaking the Commission has formulated a number
of principles. The Commission considersthat, asfar as possible, the undertaking
should reflect these principles. The principles address three broad issues:

e pricing for accessto ARTC srail track that focuses on efficient outcomes,

» processes for gaining access including negotiation and dispute resolution
provisions that provide for timely, commercialy negotiated outcomes; and

» providing clear provisions that alow enforceability of the undertaking.

Also of importance is the Competition Principles Agreement which, amongst other
things, provides for a principle of competitive neutrality*'and, in respect to pric
oversight, that the prime objective should be one of efficient resource allocation.
Consistent with this Agreement the Commission has assessed ARTC'’ s proposal on the
same basis that would apply if a privately owned firm had lodged the proposed
undertaking. That is, ARTC is presumed to operate as a commercial, profit-
maximising business with a view to maintaining or increasing shareholder value over
time and the Commission has focussed on ensuring that ARTC has the appropriate
incentives to allow for efficient access to and provision of the network. The
Commission recognises that there is ongoing debate about the degree to which road
transport, to the extent that it represents an alternative to rail transport, competes on a
neutral basis regarding cost recovery and taxation. While measurement of any such
non-neutrality is beyond the scope of the Commission’s assessment of this undertaking,

! In the context of the Competition Principles Agreement, competitive neutrality refersto the business
activities of publicly owned entities not enjoying any net competitive advantage simply as a result of
their public sector ownership [ Competition Principles Agreement 3(1)].

2 Competition Principles Agreement 2(4)(b).
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the Commission notes that ARTC is not expected to achieve full recovery of economic
cost in the short to medium-term.

In assessing ARTC’ s proposed undertaking the Commission has formed the view that
the interstate rail network has many of the characteristics common to natural
monopolies. Theseinclude:

* investment in specialised assets that isto alarge extent irreversible;
» correspondingly high sunk fixed costs leading to economies of scale; and
* network effects.EI

The Commission also notes that some of ARTC’ s customers have significant sunk
investmentsin infrastructure associated with the ARTC network, which could
potentially provide ARTC with leverage in commercia negotiations. There may
however be some limitsto ARTC being able to take advantage of any consequent
market power when the nature of the markets in which its customers operate is
considered.

In making its assessment of ARTC' s proposed undertaking the Commission has not
attempted to closely define the boundaries of the market in which ARTC operates. A
significant proportion of ARTC’ srevenuesis however, derived from the interstate
transport of freight, especially full container loads. Moreover, in considering the
environment in which ARTC operates, the Commission regards the following features
as important:

* Both ARTC and the above-rail operators have argued that the majority of
ARTC srevenues, that is those earned from the interstate transport of
freight, are earned in markets that, in most cases, are subject to a substantial
degree of competition from non-rail sectors, predominantly road.

» Existing charges set by ARTC in the marketplace result in revenues that fall
significantly below alevel that would allow for the businessto earn an
adequate long-term economic rate of return.

 ARTCisnot vertically integrated. That is, ARTC does not, and does not
propose to, operate above-rail services.

A number of provisionsthat ARTC intends to commit itself to in the proposed
undertaking may act as constraints to the misuse of market power. ARTC intends to
commit to ongoing reductionsin real prices charged to users. This, combined with a
proposed curb on price discrimination, implies that future profitability will depend on
growing the amount of traffic on the network and on greater operating and cost
efficiency. Given that the most significant revenue sector of the ARTC businessis
freight that could alternatively travel by road or sea, there appears to be an incentive to
drive greater productivity from the asset and ensure that the physical asset is
maintained to increase rail’ s relative competitiveness.

% A network effect occurs when users of an infrastructure service benefit from other users deciding to use
that infrastructure. In ARTC's case this may include, for example, the ability to connect with other
users, the availability of complementary products or reduced network access costs.
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While these circumstances suggest that ARTC' s pricing behaviour may be constrained
by competition and its own pricing policy, the Commission has found that the
constraints on ARTC’ s non-price conduct may be less effective. A number of clauses
in the undertaking, notably those dealing with negotiation processes, capacity
management, network extensions and capacity additions, contain provisions that the
Commission considers do not satisfy the legidlative criteriain Part 111A. In particular,
it isconsidered that the effect of certain provisionsisto give ARTC unnecessary broad
scope in its dealings with access seekers. Asaresult, the Commission recommends
changes be made to certain provisions that impose more stringent obligationson ARTC
and/or greater safeguards for access seekers, thus achieving a more appropriate balance
between the interests of the infrastructure owner and access seekers.

The Commission has therefore considered the proposed undertaking from the point of
view of setting in place a structure that:

* recognises that competition imposes some degree of constraint, particularly
in relation to inter-modal freight;

* ensuresthat ARTC has the appropriate incentives to allow it to work
towards devel oping the economic sustainability of the interstate rail track
business; and

» provides safeguards against exploitation of market power that ARTC may
currently hold, or could hold at some future time.

Scope of undertaking

The undertaking sets out the terms and conditions of accessto ARTC’ srail network.
The services to which the undertaking applies include passenger as well as freight
services provided by operators.

The undertaking has aterm of five years with provision for areview upon expiry. The
undertaking may be varied by ARTC and may also be reviewed at ARTC’ s discretion.
Both variations to the undertaking and reviews of it, would be carried out by the
Commission under the provisions of Part I11A.

Comments from some operators suggested the undertaking deals amost exclusively
with freight services and did not seem to acknowledge that passenger services had
different characteristics. The undertaking does not contain provisions for passenger
servicesto be given priority in time path allocation or for ARTC to provide accessto
passenger services at subsidised prices. It was argued, for instance, that passenger
services had different specifications from those of the indicative service. It was aso
argued that many passenger services were more time-sensitive than freight services and
relied on government subsidies to be commercially viable and that this should be
reflected in the undertaking. The Commission was not convinced that the undertaking
needed to highlight the differences between passenger and other services. While the
technical characteristics may differ, the undertaking does not preclude negotiations on
services other than the indicative service, or in other ways differentiate the negotiation
principles and processes that apply to different types of services.
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Some operators submitted that the undertaking should apply to the entire interstate
network not just the tracks under the control of ARTC in Victoria, South Australiaand
Western Australia. The Commission considers that it could not assess an undertaking
from ARTC in respect of tracks not under its control because ARTC would not be
considered an access provider in relation to those tracks within the meaning of Part
HIA.

As the undertaking does not cover the entire interstate network, it isimportant that in
the interests of facilitating the movement of rail traffic across state borders, it interfaces
well with other access regimes. The Commission considered a number of interface
issues and concluded that while the level of interface is not optimal, ARTC’ s approach
should provide an adequate level of interoperability with other access regimes. The
undertaking itself represents an important step towards improving interstate rail access
for train operators. The Commission therefore anticipates that further access
undertakings covering other parts of the interstate rail network can use ARTC's
undertaking, and the Commission’ s assessment of it, asaguide.

The undertaking applies to agreements executed pursuant to the terms and conditions of
the undertaking and does not affect existing agreements. However, the undertaking and
many of ARTC’s contracts with operators contain a“like price for like service” clause
which commits ARTC to ensure uniformity of access charges for all operators
providing alike service and operating within the same end market. Thereisno
equivalent of this for non-price terms and conditions.

Negotiating for access

The basic framework for negotiating accessto ARTC’ s network consists of the
following steps:

» preliminary meetings and exchanges of information;
» submission of an access application by the operator;
* preparation of an indicative access proposal by ARTC; and

* negotiations to develop an access agreement for execution.

The framework is supported by a number of time lines and obligations on ARTC asthe
parties progress through the negotiation process.

The undertaking commits ARTC to “negotiate in good faith”. Thisrequires ARTC to
be reasonable and have appropriate justification for any decisions it may makein the
negotiation process, including whether or not to refuse to negotiate with an applicant.
Operators are offered further protection in negotiations with ARTC by the dispute
resolution process set out in clause 3.11. Clause 3.11.1(a) providesthat if any dispute
arisesin the context of negotiations pursuant to the undertaking, it can be referred to
the dispute resolution process. In addition, various clauses contain specific references
to dispute resolution. The obligation to negotiate in good faith alows the Commission
some discretion in matters it may pursue. For example, if circumstances were brought
to the Commission’ s attention that ARTC had refused to negotiate with an applicant
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without good cause, the Commission could inform ARTC that a dispute had arisen
relating to the obligation to negotiate in good faith in the undertaking, and that this
potentially may be a breach of the undertaking.

The negotiation provisions give ARTC the right to establish the “bonafide’ of the
applicant by applying criteriaregarding prudential requirement that the applicant must
satisfy before negotiations can proceed. These seek to determine whether the applicant
is solvent and whether it has been in default of access agreements. The Commission
considers that these criteria satisfy the legidlative requirements in Part 111A but has
recommended that ARTC should also be bound by an obligation to explain in writing
to the applicant reasons why it has refused to negotiate on these grounds.

The negotiation provisions include obligations on confidentiality. These provide that
information exchanged as part of the negotiation of access pursuant to the undertaking
isto be kept confidential to the purposes for which the information was required. They
also provide for exceptions when confidential information may be disclosed. The
undertaking also allows parties to enter into confidentiality arrangements if required.
The Commission accepts these provisions but has recommended that amendments
should be made that would allow information to be published in certain situations.

The negotiation period commences with the acknowledgment by the applicant that it
intends to progress negotiations on the basis of the indicative access proposal (IAP)
prepared by ARTC. The negotiation period lasts a maximum of ninety days after
which negotiations lapse and must recommence from the start if partieswish to
continue.

The IAP must set out a number of detailsincluding the results of a capacity analysis
and a copy of ARTC’ s standard terms and conditions. In response to expressions of
concern from operators, ARTC committed in its revised undertaking to provide more
information on capacity that would allow operators to quantify utilisation of the
network. The Commission, however, remains uncertain whether operators would, even
on the basis of this additional information, be able to quantify maximum capacity and
determine the level of capacity utilisation. The Commission thus invites comments on
the adequacy of information for the calculation of capacity utilisation. It isclear that
operators place considerable emphasis on this as a basis from which to engage in
effective negotiations with ARTC. In recognition of this, the Commission recommends
that disputes about matters arising from clause 3.7 dealing with the AP contain a
specific reference to dispute resolution processes under clause 3.11.

As noted, the negotiation process includes a number of time lines to ensure that
negotiations take place in an orderly and timely manner. To ensure that the
requirements in the undertaking achieve a balance between obligations imposed on
operators and ARTC, the Commission recommends that atime limit also be imposed
on ARTC in relation to the submission of arevised IAP. The Commission aso
recommends that ARTC be required to give notice of intent to end negotiations rather
than ssimply end them (in the event of certain conditions being satisfied).

In other cases the Commission recommends deletion of clauses that would have the
effect of providing ARTC with exemptions from the application of section 44Z7J of
the TPA on possible enforcement action against breaches of the undertaking.
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The undertaking’ s negotiation provisions also include reference to alist of matters that
represent core aspects of an access agreement. These core elements of an access
agreement encompass issues that have the following general characteristics:

* issuesthat must be dealt with (but without setting out details of any
commitments or obligations);

» formulaefor price variation and measuring under-utilisation of capacity;
» theability of ARTC to perform tasks;
» theright of ARTC to make demands on operators, and

» obligations on operators to perform tasks or comply with requirements.

Thislist (contained in Schedule C to the undertaking) does not present a detailed
description of the core elements of an access agreement. Nevertheless, the
Commission is of the view that thislist promotes understanding of issuesthat ARTC
considersto be important in providing access to its infrastructure, without
compromising access seekers' ability to negotiate reasonable terms and conditions.

The Commission’s approach in assessing the negotiation provisions of the undertaking
has been based on the premise that the undertaking should not be so detailed and
prescriptive that it would have the effect of reducing the scope for negotiation. In
applying the assessment criteriain Part [11A, the Commission has endeavoured to
balance the interests of the infrastructure owner and access seekers by seeking an
appropriate balance between certainty of terms and conditions desired by operators and
the exercise of discretion by ARTC in the pursuit of its own self-interest. The
Commission is of the view that the negotiation provisions of the undertaking enhance
certainty and clarity, without limiting the scope for access seekers to negotiate around
these terms and conditions.

While the Commission considers that the negotiation provisions of the undertaking
generally satisfy the legislative criteriain section 44ZZA(3) of the TPA, the
Commission has made a number of recommendations to improve the negotiation
process.

Disputeresolution

The amended undertaking provides for the parties to * use reasonable endeavours acting
in good faith to settle the Dispute as soon asis practicable”. Thereisprovision for a
three-step approach to dispute resol ution:

* Negotiation between the parties.

* Mediation by a person appointed by agreement between the parties or by
the President of the Law Society of South Australiaif the parties can not
agree on amediator. Mediation isoptional subject to agreement between
the parties.

* Arbitration by the Commission taking into account the provisions of the
undertaking, the objectives and principlesin Part I11A of the TPA and the
Competition Principles Agreement. In making a determination, the
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Commission isto be bound by Division 3 Subdivision D of Part I11A and
sections 44V, 44W and 44X of the TPA.

The Commission is prepared to adopt the role of arbitrator under the undertaking. As
such, anumber of recommendations are made in relation to the proposed dispute
resolution process. These include:

» the appointment of aconflict manager / panel of mediators;

» alowing the publication of arbitration decisions (subject to considerations
of commercial confidentiality); and

» adlowing joinder of arbitrations by the arbitrator.

Therole of the conflict manager is detailed in chapter D4 of this draft decision. The
recommended first step in the dispute resolution process is a meeting with the conflict
manager. Theinitial meeting with the conflict manager is designed to either
immediately resolve the dispute, or to establish the most appropriate processes for
consensual resolution in light of its particular circumstances. These processes — for
example, mediation or expert determination - can be run concurrently with arbitration,
if either party considers arbitration appropriate.

Publication of arbitration decisions would provide increased market transparency, and
discourage disputes arising over matters on which the Commission (as arbitrator) has
expressed a clear position. Similarly, the joinder and notification of arbitrationsis
designed to expedite the arbitration process by limiting the potential for separate,
bilateral arbitrations that are in many respects very similar.

In light of the provisions of the undertaking, the draft decision outlines the
Commission’s proposed approach to arbitration. The undertaking requires the
Commission to have regard to the indicative access charges. The undertaking does not
however, explicitly provide indicative prices for services other than the indicative
service. The Commission would consider any pricing dispute referred to it for
arbitration in light of its particular circumstances. Where atrain consist is not
explicitly described in the undertaking, the prevailing market prices provide a general
indication of differencesin both the market value of certain types of services and the
opportunity costs (to ARTC) associated with them. Proper application of the arbitration
criteriawould thus involve some consideration of these prices. This approach does not
preclude ARTC from differentiating its charges on the basis of other criteria (listed in
Part 4 of the undertaking) but may provide a starting point for the consideration of
disputes brought to arbitration.

The draft decision a so suggests that the enforcement mechanisms in the arbitration
provisions should be strengthened and, in relation to dispute resolution, a number of
recommendations relating to the drafting of the undertaking are made. For example,
the undertaking should expressly allow the Commission to levy charges to recover any
costs associated with arbitration.
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Pricing principles

This part of the undertaking sets out the principles used by ARTC to derive access
charges. Access charges will be based on an indicative access charge that ARTC
publishes for services in specific geographical segments and which have the following
characteristics:

» axleload of 21 tonnes,
*  maximum speed of 110km/h and an average speed of 80km/h; and

* length not exceeding 1500 metres east of Adelaide and 1800 metres west of
Adelaide.

Departures from these indicative charges will take account of the characteristics of
individual services, including technical aspects, the particular segments of the network
to which access is sought, the opportunity coststo ARTC, the impact on other traffic on
the network (including system capacity and flexibility) and the market value of the
particular time path being sought.

Access pricing will not however differentiate on the basis of the identities of operators
or between like services operating within the same end market.

Access charges will be structured as a two-part tariff comprising a fixed component and
avariable component. The fixed component will be levied on a $/km basis and be
specific to each train service type and segment. The variable component will be related
to distance and mass and be levied in terms of $/kgtkm (gross tonnes kilometre). The
fixed charge represents around 20-40% of charges for freight-type services and around
45-60% of charges for passenger services, on average. Both components of the access
charge will be open to negotiation.

Access pricing will be subject to floor-ceiling revenue limits. Thefloor is given by the
incremental or avoidable cost of providing a service, which excludes depreciation and a
return on assets employed. The ceiling is defined as the full economic cost of
providing a service over a certain segment of track including the costs specificto a
service, depreciation and an alocation of indirect costs, and areturn on assets
employed. ARTC claims that the costs are forward looking and include planned
efficiency improvements.

The indicative access charges are effectively price-capped. Thereis provision in the
undertaking for indicative access charges to be adjusted annually by afactor whichis
the greater of CPI-2% or 2/3 of CPI.

In evaluating ARTC’ s proposed approach to access pricing, the Commission has
considered the likely incentives facing ARTC and the impact that the adoption of the
undertaking would have on these incentives.

A number of submissions emphasise the intensity of the competitive pressures exerted
from road transport. These submissions tend to argue that the undertaking should
expressly provide that the effect on competition should be an explicit criterion which
ARTC should take into account in setting access charges.
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The Commission’s view of the implications of competition is somewhat different. The
Commission considers that to some degree competition has the effect of constraining
ARTC s ahility to increase charges and/or lower service quality. As a consequence,
ARTC’ s returns appear to be well below the full economic cost of providing services.
In the longer-term this may undermine investment incentives and compromise the
sustainability of the network.

The Commission also considers that, in the event that competition proves not to impose
genuine constraints on ARTC' s pricing behaviour, the price-capping of the indicative
access charges, combined with the imposition of floor/ceiling price limits, provide
users with substantial protection against monopolistic pricing.

In developing the floor and ceiling limits, ARTC has used a cost-based analysis that for
the most part is consistent with the Commission’s “building block” approach as
described in the Draft Statement of Regulatory Principles.* The Commission’sview is
that ARTC’ s estimates of operating costs, asset values and the weighted average cost of
capital arereasonable.

The Commission is however concerned about the possibility of prices leading to
revenues that fall outside the bands. Although interested parties have not expressed
concerns with ARTC’ s approach, and the “right of veto” may theoretically protect users
from pricing above economic cost, it seems possible that in a case where downstream
competition is less than perfect users may agree to the higher prices even where they
breach the revenue ceiling. Such a situation would have potentially adverse
consequences for allocative efficiency. The draft decision also invites comment from
interested parties as to whether users or access seekers would be in aposition to
establish where ARTC’ srevenue limits actually lay on any particular segment.

The draft decision notes that the undertaking includes indicative access charges for a
specifically defined service. For other service categories, the undertaking states that
ARTC will ‘have regard to’ the indicative access charges. The indicative access charge,
and the indicative service, represent a subset of ARTC' s current schedule of prices.

The draft decision interprets these provisions as implying that, for the other types of
services currently provided by ARTC, some consideration of the broader schedule may
be considered during negotiations. This may have the effect of price-capping the
charges for those services as well as for the indicative service explicitly included in the
undertaking.

The Commission has also closely considered other aspects of the pricing principles, in
particular the commitment to not differentiate charges between users of like services
who are operating in the same end markets, and the structure of the indicative charges.

The Commission has some concerns with the ‘like services' provision in relation to the
extent to which it limits ARTC’ s ability to recover its economic costs, particularly in
relation to those markets most constrained by strong inter-modal competition. Against
that, however, is the concern that discriminatory pricing may have potentially

4 Australian Competition and Consumer Commission, (1) Draft Statement of Principles for the
Regulation of Transmission Revenues, May 1999.
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detrimental effects on competition in downstream markets, particularly where inter-
modal competition is lessintense. On balance, the draft decision does not object to the
inclusion of the like services clause.

In relation to ARTC’ s proposed price structure, the Commission has some concerns
that the magnitude of the flagfall component of ARTC’ s charges (the ‘fixed charge’)
may act as a deterrent to new entry in the above-rail market. That said, the
Commission’ s general view isthat, provided price levels are not set at a point that
represents an abuse of market power, price structure is most appropriately decided
through commercial negotiation, augmented by the availability of arbitration.

If, over time, it appears that the two-part tariff is frustrating the attempts of potential
entrants to gain access to the ARTC network, then this could be taken into account in
evaluating an appropriate framework beyond the current 5-year period. On balance, and
in light of the fact that price structure is open to negotiation, the draft decision accepts
the structure proposed by ARTC.

Again, anumber of recommendations are made in relation to the drafting of the clauses
detailing the pricing principles.

M anagement of capacity

The undertaking sets out the processes by which the ARTC will deal with capacity
issues, such as assessing capacity, allocating capacity, transferring capacity and
cancelling capacity. A key aspect of managing capacity is assigning access rights
where multiple applicants seek access to mutually exclusive access rights.

Where two or more applicants have applied for access to mutually exclusive access
rights, ARTC proposes to allocate access on the basis of the proposal that generates the
highest net present value of future returns, adjusted for risk.

ARTC proposes to reserve the right to withdraw train paths allocated to an operator
under an access agreement in the event that the operator has under-utilised its capacity
entitlement ARTC has also proposed that an operator may cancel train paths or assign
them to third parties (subject to approval of ARTC).

The Commission accepts this part of the undertaking and considersthat it satisfies the
legislative criteriain section 44ZZA(3) of the TPA.

It considers that the method of allocating scarce capacity in the event of competing
requests for similar access rightsis not inappropriate. However, the Commission notes
the concerns from operators that ARTC may not provide sufficient information to
enable them to make an independent assessment of whether capacity isindeed scarce,
or whether ARTC may be abusing its discretion in forcing the costs of constructing
additional capacity onto operators. Asnoted, ARTC changed its commitment in the
revised undertaking to provide significantly more information on capacity. However,
the Commission seeks operators views on whether they will now have sufficient
information at their disposal to independently assess the extent of spare capacity in the
network.
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Networ k connections

Clause 6 provides the general framework for how ARTC intends to deal with requests
from access seekers for extensions to the network and expansions of capacity.

ARTC proposes to approve requests for connections to its network provided certain
conditions are met: relevant government approvals; the connection does not reduce
capacity; the connection complieswith ARTC' sinterface, safety, engineering and
operational standards; ARTC’strain control directions are observed by operators using
the connection; and the construction and maintenance costs associated with the
connection is met by the owners of connecting track.

ARTC commits to approve the construction of additional capacity if:

e itiscommercialy viableto ARTC; or

» if the applicant agrees to meet the cost of additional capacity, either directly
or through increased charges; and

* theextension to the network is, in the opinion of ARTC, technically and
economically feasible, and does not compromise the integrity of the
network.

The Commission has accepted these provisions on the basisthat ARTC is entitled to
seek to ensure that additions to capacity and extensions of the network maintain the
operational, technical and safety standards in the overall network. However, the
Commission noted the concerns of operators on these matters, particularly that the
decision to approve requests for extensions or additions to capacity could be subjective
and at ARTC s discretion. The Commission considers that ARTC should be required to
explain in writing reasons for its decisions on applications for extensions to the network
and additions to capacity. Thiswould provide operators comfort that ARTC would not
abuse its discretion in seeking to obstruct entry on the basis that additions to capacity or
extensions to the network threaten the integrity of the infrastructure.

Network transit management

The undertaking sets out ARTC' stransit management procedures. ARTC states that
these ensure that in essence those services that enter the network on time will generally
exit on time, while those that suffer operator incidents will frequently be delayed and
exit the network later than their scheduled arrival time.

ARTC argues that these principles have been in use since its inception and are widely
supported by operators as being fair and reasonable. ARTC further claims that
operators support these rules because they make users accountable for their
performance on the network. Under the network transit management rules, users who
manage their services effectively are insulated from the flow on effects in terms of
delays from poor performers.

The Commission considers that these rules meet the legislative criteriain Part I11A.
The network transit management rules are understood by operators and seem to be
applied by ARTC in an effective manner. The Commission notes, however, that some
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operators have guestioned the suitability of some of the rules that have been proposed
and have suggested that they should be further considered in the context of an industry
forum. The Commission considers that while the rules seem to have provided an
effective basis on which to manage the network, there is no reason rules could not be
further refined or improved. The Commission would welcome industry initiatives to
review these rules at appropriate intervals to ensure that they continue to be
appropriate. Depending on the timing, changes to the network transit management
rules may be incorporated into the Commission’s final decision or, if necessary, could
be the subject of a variation to the undertaking.

Perfor manceindicators

Section 8 of the undertaking imposes an obligation on ARTC to maintain the network
in afit for purpose condition and to publishing a set of specified performance indicators
on itswebsite. The Commission is encouraged by ARTC's willingness to publish
performance indicators and its commitment to maintaining the network in afit for
purpose condition.

However, the Commission considers that, as currently drafted, the "fit for purpose”
clause is quite vague, and therefore would be difficult to enforce. For example, it is not
clear what the purpose that the network isto be fit for is, or to what standard the
network should be maintained. Accordingly, the Commission considers that what
constitutes ‘fit for purpose’ condition needs to be appropriately defined.

Schedules

The schedules contain further terms and conditions of access which are pertinent to the
assessment of the undertaking. The schedules are the following:

» Schedule A: Access Application

» Schedule B: Information to Accompany Access Application
» Schedule C: Essentia Elements of Access Agreement

* Schedule D: Indicative Access Agreement

» Schedule E: Description of Network

o Schedule F: Network Management Principles

The Commission accepts schedules A, B and E. In each case, the schedules contain
descriptive information on the access application, information which is to accompany
the application and of the rail network. The schedules promote understanding of
ARTC’ s requirements for the provision of accessto itsrail network and represent an
adequate balance of the interests of the various stakeholders. The Commission
considers that these schedul es satisfy the assessment criteriain section 44ZZA(3) of the
TPA. Schedule C containsthe list of essential elements of the access agreement. The
Commission’s position in respect of Schedule Cisthat it also satisfies the requirements
of section 44ZZA(3) of the TPA. Schedule F was considered in the context of
assessing the network transit management procedures, and in the final analysis the
Commission expressed the view that it would not raise concerns under the assessment
criteria

Draft Decision — ARTC Access Undertaking Xiii



Schedule D contains an indicative access agreement. The indicative access agreement
adds clarity to access seekers and promotes understanding of the responsibilities and
obligations of parties should access be granted. Recognising the desirability to
maintain acertain level of flexibility and the ability to negotiate, the indicative access
agreement is included as a guide for those access seekers wishing to negotiate outside
of the published agreement. While ARTC states that the indicative access agreement is
incorporated into the undertaking as a guide, it is prepared to be bound by its terms and
conditions.

The Commission’s assessment of the indicative access agreement suggests that, in its
substantive form, it is acceptable under Part 111A, but the Commission has identified
certain aspects which may cause concerns. Among these substantive matters, a key
issue was whether the terms and conditions in the indicative access agreement were
consistent with the provisions of the undertaking. In thisregard the Commission
recommended that certain charges (overweight rolling stock and parking charges) and
the possibility of renewal of existing contracts, contained in the indicative access
agreement, also be provided for in the undertaking. The other key recommendation
made by the Commission was that, asit is precluded from acting as an arbitrator in
respect of disputes arising from actual access arrangements, the Commission should not
have arolein the dispute resolution mechanism, or indeed any role, under the
indicative access agreement.

Conclusions and Draft decision

The Commission’s assessment of the indicative access agreement suggests that, in its
substantive form, it is acceptable under Part I11A. The Commission has found that the
undertaking generally satisfies the legidative criteria pursuant to which the assessment
was carried out and represents an adequate basis for negotiating accessto ARTC’ s rall
network.

However, the draft decision raises concerns with a number of provisionsin the
undertaking. Primarily, these concerns relate to principles and processes for
negotiating access and resolution of disputes rather than prices charged for access. The
Commission aso makes recommendations regarding the provisions covering service
levels. Other key issues concerned the indicative access agreement. Specifically,
whether the terms and conditions in the indicative access agreement were consi stent
with the provisions of the undertaking. The Commission made recommendations in
thisregard. The other key recommendation made by the Commission wasthat, asit is
precluded from acting as an arbitrator in respect of disputes arising from actual access
arrangements, the Commission should not have arole in the dispute resolution
mechanism, or indeed any role, under the indicative access agreement.

Approval of the undertaking is subject to ARTC addressing the concerns raised by the
Commission in this draft decision.

Xiv Draft Decision — ARTC Access Undertaking



A Introduction

Significant reforms to the rail industry have been initiated by the Commonwealth
Government in the past decade. These reforms have been designed, in part, to
introduce a more commercially focused rail industry. In conjunction with the reforms
being implemented at the State and Territory level, this has resulted in significant
changes to ownership structures and governance arrangements.

In 1991, the Commonwealth Government owned the Australian National Railways
Commission, trading as Australian National (AN). AN owned and maintained track in
New South Wales, Western Australia, South Australia, Tasmania and the Northern
Territory. It also provided intrastate rail freight servicesin South Australiaand
Tasmania; and interstate rail freight servicesin the Northern Territory, South Australia,
Western Australia and New South Wales. Finally, it provided passenger services on
the Indian Pacific, Ghan and Overland trains.

Since this time, the Commonwealth Government has split up AN, separating out rail
track, freight and passenger services. 1n 1991-92, National Rail Corporation (NR) was
formed to conduct interstate rail freight operationsin Australia. NR’s shareholders are
the Commonwealth, New South Wales and Victorian Governments. NR commenced
commercia operationsin April 1993. In 1997-98, the Commonwealth Government
horizontally separated and privatised AN’ s intrastate freight operationsin Tasmania
and South Australia

Subsequently, a number of private operators have commenced interstate rail freight
operations in competition with NR. These include Patrick Rail, Speciaized Container
Transport (SCT), and Toll Rail. Over this period, rail freight haulage has been steadily
increasing from 85.8 billion net tonne kilometres in 1989-90 to 134.2 billion net tonne
kilometresin 1999-2000.

In 1997-98, AN’ s interstate passenger services were sold to Great Southern Railway,
which operates the long distance passenger trains between Perth, Adelaide, Sydney and
Alice Springs.

In an effort to, among other things, improve the efficiency and competitiveness of the
rail industry, Commonwealth and State Transport Ministers agreed to the establishment
of anational rail track access company to provide access to the interstate rail network.
Following the Rail Summit in September 1997, an Inter-Governmental Agreement
(IGA) was signed to this effect on 14 November 1997.

Australian Rail Track Corporation Ltd (ARTC) was incorporated in February 1998 and
commenced operations on 1 July 1998. AN’s mainline interstate track was transferred
to thiscompany. ARTC was established to manage the infrastructure, and access to,
the standard gauge rail network connecting the mainland capital cities between
Brisbane and Perth. Currently, ARTC has responsibility for management of access and
track maintenance in South Australia (and parts of New South Wales and Western
Australia) astrack owner and in Victoria as track manager via afifteen year lease
agreement.

Draft Decision — ARTC Access Undertaking



An element of the IGA between the Commonwealth and State Transport Ministers was
that ARTC would lodge an access undertaking application with the Australian
Competition and Consumer Commission (‘the Commission’) after consulting with
track owners.

On 22 February 2001, ARTC submitted an access undertaking to the Commission
under section 44ZZA of the Trade Practices Act 1974 (TPA). The undertaking was
subject to amendments submitted to the Commission on 14 and 21 September. The
undertaking sets out the terms and conditions of providing access to the interstate
mainline standard gauge track linking Kalgoorlie in Western Australia, Adelaide,
Wolseley and Crystal Brook in South Australia, Broken Hill in NSW and Melbourne
and Wodongain Victoria.

ARTC’ s undertaking consists of an undertaking application and appendices. The
access undertaking describes the terms and conditions on which the service provider
proposes to make access to this rail network available to third parties, the process for
determining access and the dispute resolution process. The proposed undertaking is for
aterm of five years from one month after acceptance by the Commission.

Al Commission assessment process

Figure 1 provides a summary of the proceduresinvolved in the Commission's
assessment of an undertaking. For more details see chapter 4 of the Commission
publication Access Und%taki ngs - a guide to access undertakings under Part I11A of
the Trade Practices Act.

® This document is available from the Commission’ s website at www.accc.gov.al.
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Figure 1. Assessment Procedure for ARTC undertaking
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Following receipt of undertaking on 22 February 2001, an Issues Paper was released on
29 March and submissions were sought by 4 June. Fourteen submissions were received
(see Appendix A for alist of partiesthat lodged submissions).

As part of the public consultation process, the Commission organised a public forum
which was held at the Commission’s Melbourne offices on 16 August 2001. The forum
was attended by representatives from all key industry players as well as government
departments and other regul atory agencies.

Subsequently, on 14 and 21 September, ARTC lodged revised versions of the
undertaking. These were also distributed to interested parties and comments sought on
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the amendments proposed by ARTC. The Commission received further submissions
from SCT, Freight Rail Corporation and Toll and considered these in arriving at a draft
decision.

The Commission has made a draft decision to accept the undertaking pending
resolution of some issues by ARTC. The Commission now invites submissions from
interested parties on this draft decision. Submissions should be delivered to the
Commission by 31 January 2002 and addressed to:

Margaret Arblaster

General Manager — Transport and Prices Oversight
Regulatory Affairs Division

Australian Competition and Consumer Commission
GPO Box 520J

MELBOURNE VIC 3001

Fax  (03) 9663-3699

Alternatively, submissions can be e-mailed to the following address:

Irenato.viglianti @accc.qov.au|

The Commission will hold another public forum at the Commission’s Melbourne
offices on Monday 17 December 2001. The purpose of the forum isto provide an
opportunity for interested parties to discuss the Commission’s draft decision.
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B Accessundertaking proposed by ARTC

This section describes the key features of the ARTC undertaking.

Bl Part1‘Preamble

This part of the undertaking provides background information on ARTC, its objectives
and functions pursuant to the IGA of November 1997, under which it was established.
It outlines the reasons why ARTC is submitting an undertaking to the Commission
under Part I11A of the TPA and the general objectives of the undertaking.

The relevant points in this part of the undertaking are:

1. ARTC was established to manage the process of granting access to the interstate
rail network.

2. The undertaking covers terms and conditions of access to that part of the interstate
rail network which comprises the network, ie tracks which ARTC either owns or
leases and for which it has responsibility for the granting of access. The network
comprises the interstate mainline standard gauge track linking Kalgoorliein
Western Australia, Adelaide, Wolseley and Crystal Brook in South Australia,
Broken Hill in New South Wales, and Melbourne and Wodongain Victoria.

3. ARTC intends to price access to the services in an equitable, transparent and non-
discriminatory manner in order to encourage growth of the rail market.

4. The undertaking seeks to achieve outcomes which strike a balance between the
interests of ARTC, potential access seekers and the public.

B2 Part 2‘Administration of undertaking’

This part defines the scope of the undertaking and notes that it applies only to services
defined in the undertaking. The undertaking does not apply to parts of the interstate
network not included in the definition of the network or to extensions of the network or
tracks that other track owners may connect to the network. The undertaking does not
affect existing access agreements.

This part also sets out the term of the undertaking which is five years from one month
after approval of the undertaking by the Commission. Thereis provision for variations
to the undertaking at ARTC’ s discretion and subject to consent from the Commission.

B3 Part 3‘Negotiating for access
This part sets out the framework within which ARTC intends to deal with operators

wishing to have access to services provided by its network. It covers matters such as
the initial negotiation procedures, issues relating to confidentiality, the actual
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application of request for access, negotiations following the lodgment of an application,
the finalisation of an access agreement and dispute resolution.

The principle issues of this part of the undertaking are the following:

1.

Framework. ARTC commitsto negotiating in good faith and outlines a series of
steps to be followed in negotiating access.

Partiesto Negotiation. This part of the undertaking stipulates that ARTC will
only deal with accredited operators or applicants who acquire the services of an
accredited operator in providing the services. The applicant must meet certain
criteriato commence negotiations, including that it is solvent and has not defaulted
on other access agreements. ARTC may refuse to negotiate with the applicant if it
considers that the applicant has failed to meet these criteria. The matter may be
referred to arbitration if the applicant considers that ARTC has unreasonably
refused to negotiate. Likewise ARTC may request arbitration if it considers the
applicant’ s request for access frivolous and wishes to cease negotiations.

Indicative Access Proposal. Within 30 days of acknowledging the applicant’s
request for access, ARTC undertakes to provide an indicative access proposal
stating, among other things:

» theextent of available capacity;

» details of the nature and cost of additional capacity that may be required
to meet the demands of the applicant in the case of insufficient existing

capacity;

» whether access applications exist from other operators which may
reduce available capacity for the applicant;

e acopy of ARTC s standard terms and conditions of access;
» access charges; and

* indicative train path availability.

Negotiation. Negotiations towards an access agreement may commence as soon as
the applicant notifies ARTC of its intention to do so following receipt of the
indicative access proposal by the applicant. The applicant may request that the
indicative access proposal berevised if it considersthat ARTC has not prepared it
in accordance with the terms of the undertaking. If the applicant considers that the
revised indicative access proposal is not satisfactory it can refer the matter to
arbitration. Continuation of negotiations is conditional upon several factors,
including that available capacity is not reduced as aresult of an access agreement
reached with another operator. Where two or more applicants are seeking mutually
exclusive access rights, ARTC intends to grant access to the applicant which
potentially provides “the highest present value of future returnsto ARTC after
considering all risks associated with the Access Agreement” [clause 3.9(d)(ii)].
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5. Dispute Resolution. The amended undertaking provides for the partiesto “use
reasonabl e endeavours acting in good faith to settle the Dispute as soon asis
practicable’”. Thereisprovision for athree-step approach to dispute resolution:

* Negotiation between the parties.

* Mediation by a person appointed by agreement between the parties or
by the President of the Law Society of South Australiaif the parties can
not agree on amediator. Mediation is optional subject to agreement
between the parties.

* Arbitration by the Commission taking into account the provisions of
the undertaking, the objectives and principlesin Part I11A of the TPA
and the Competition Principles Agreement. In making a determination,
the Commission isto be bound by Division 3 Subdivision D of Part I11A
and sections 44V, 44W and 44X of the TPA.

B4 Part 4‘Pricing principles

This part of the undertaking sets out the principles used by ARTC to derive access
charges. The stated objective isto apply access charges which aim to achieve a
practical balance between the legitimate business interests of ARTC, the interests of
operators wishing to have access to the services provided by ARTC and the interests of
the public. In doing so, access charges are designed to achieve the following ends:

* recover reasonable costs incurred by ARTC in providing access and afair
and reasonabl e return on investment which reflects the risks involved;

» promote efficient use and investment in the network; and

» dlimulate customer confidence and growth of therail industry.

Access charges will be based on an Indicative Access Charge that ARTC publishes for
services in specific geographical segments and which have the following
characteristics:

» axleload of 21 tonnes,
*  maximum speed of 110km/h and an average speed of 80km/h; and

» length not exceeding 1500 metres east of Adelaide and 1800 metres west of
Adelaide.

Departures from these indicative charges will take account of the characteristics of
individual services, including technical aspects, the particular segments of the network
to which access is sought, the opportunity coststo ARTC, the impact on other traffic on
the network (including system capacity and flexibility) and the market value of the
particular time path being sought.

In other respects, access pricing will be uniformly applied and will not differentiate
between types of operators or between like services operating within the same end
market.

Draft Decision — ARTC Access Undertaking 7



Access charges will be structured as a two-part tariff comprising a fixed component and
avariable component. The fixed component will be levied on a $/km basis and be
specific to each train service type and segment. The variable component will be related
to distance and mass and be levied in terms of $/kgtkm. Both components of the access
charge will be open to negotiation; however, the fixed component is proposed to be
levied irrespective of usage.

Access pricing will be subject to floor-ceiling revenue limits. Thefloor is given by the
incremental or avoidable cost of providing a service, excluding depreciation and a
return on assets employed. The ceiling is defined as the full economic cost of
providing a service including the costs specific to a service, depreciation and an
alocation of indirect costs, and areturn on assets employed. ARTC claimsthat costs
are forward looking and include planned efficiency improvements.

Returns on assets are calculated by applying ARTC’ s weighted average cost of capital
(WACC) to the value of the assets employed, based on a DORC valuation (depreciated
optimised replacement cost).

ARTC' s assets have been independently valued by Booz, Allen and Hamilton. The
optimised replacement cost for ARTC' s assets was assessed at $2.5 billion while the
discount for the current condition of the assets was estimated at 44% giving a DORC of
$1.4 billion.

ARTC has opted for a straight line method of depreciation applied to the DORC value
of the asset base. In calculating an annual depreciation charge, ARTC has taken into
account both the useful life and the economic life of its physical assets bearing in mind
the economic life of businesses using the infrastructure and technological obsolescence.

The WACC for ARTC was assessed by Equity and Advisory. Thereal pre-tax WACC
was estimated to be within arange of between 6.8% and 8.4% with amid point of
7.5%.

ARTC' sindicative access charges are such that revenues are at the low end of the
floor-ceiling range for each of the specified segments. ARTC claims that the indicative
access charges are market based rather than cost based and are designed to promote use
of itsinfrastructure in view of competition from road transport.

Thereis provision in the undertaking for the indicative access charges to be adjusted
annually by afactor which is the greater of CPI-2% or 2/3 of CPI.

B5 Part 5‘Management of capacity’

This part of the undertaking sets out the processes that ARTC will follow in dealing
with capacity issues. ARTC'sinitial indicative access proposa will include an
assessment of capacity to ascertain the extent to which the applicant’ s requirements can
be met within existing capacity constraints.

Where two or more applicants seek access to mutually exclusive access rights, ARTC
undertakes to grant access to the operator which offers the most favourable terms and
conditions. In such acase ARTC will base its decision on the basis of “the highest
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present value of future returns’ that an access agreement will produce having regard to
the relevant costs and risks.

Access rightsto train paths may be cancelled by the operator or assigned to another
party, subject to certain conditions including the approval of ARTC. The undertaking
also provides for ARTC to withdraw assigned access rights to specific train paths
where these have been under utilised.

B6 Part 6 ‘Network connections and additionsto capacity’

Where additional capacity is necessary to meet the demands of an access seeker, ARTC
will consider building the extra capacity provided the addition to capacity isin ARTC's
commercia interests bearing in mind its overall business activity and the economic and
technical feasibility of the extra capacity created. ARTC will consent to the provision
of the extra capacity if:

» the applicant meets the costs directly, or through increased access charges
or through other means such as periodic payments, subject to approval of
ARTC,; and

* theextension is consistent with the operational, engineering, and safety
requirements of ARTC aswell asits overall business interests.

Any addition to capacity will be ultimately owned and managed by ARTC.

The undertaking also provides for owners of other tracksto connect to ARTC's
network, subject to the following conditions:

*  The connections do not reduce capacity in other Parts of ARTC’s Network;

* The connections interface satisfactorily with ARTC'’ s requirements on
procedural, physical, technical, operational, engineering and safety
standards;

« Theonusison track ownersto ensure that all users of the connection
comply with the directions of ARTC’ strain controllers regarding entry and
exit from the network; and

» Thecosts of building and maintaining the connections are borne by the
other track owners.

B7 Part 7 ‘Network transit management’

This section sets out ARTC' s objectives in train management which is to exit trains
according to their contracted exit time. In the case of conflicting between trainsin
transit, the network management principles set out in Schedule F will apply.
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B8 Part 8 ‘Performanceindicators

This section sets out ARTC'’ s obligations to maintain the network in afit for purpose
condition and to publishing a set of specified performance indicators on its website.

B9 Schedules
There are anumber of schedules presented as part of the undertaking. These are:

» Schedule A — Access application

» Schedule B — Information to accompany access application

o Schedule C — Essentia elements of access agreement

» Schedule D — Indicative track access agreement as at commencement date
» Schedule E — Network

»  Schedule F — Network management principles

» Schedule G — Segments

In addition, the undertaking includes material providing details on asset valuation and
WACC aswell as other supporting documentation.
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C Legidative Framework and Principlesfor
Assessing ARTC’sUndertaking

C1l Introduction

This chapter provides an overview of the legidlative provisions relevant to ARTC's
access undertaking. It also discusses the principles underlying the Commission’s
approach to assessing the undertaking.

C2 Accessundertakingsand Part |I1A of the Trade Practices
Act

Part 111A establishes alegal regimeto facilitate access to the services of certain
facilities of national significance. It provides three alternative mechanisms for
achieving access.

+ undertakings,

+ declaration; and

+ effectiveregimes.
By lodging an access undertaking ARTC has opted to pursue the first of these. The
advantage of this approach isthat it “...provides a means by which the owner or
operator of afacil it)ﬁcan obtain certainty about access arrangements, before a third
party seeks access’.* It can also avoid the possibility of time consuming and expensive

disputes about whether a service should be declared and the terms and conditions on
which access should be granted.

The Commission’srole in assessing undertakings is prescribed by section 44ZZA of
the TPA. Once an undertaking has been submitted the Commission must decide
whether or not to accept the undertaking after conducting a public consultation process.
In making its decision the Commission is required to have regard to the criteria set out
in section 44ZZA (3). The criteriaare:

* thelegitimate business interests of the provider;

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

 theinterests of persons who might want access to the service;
» whether accessto the service is already the subject of an accessregime; and

» any other matters that the Commission thinks are relevant.

If the Commission accepts an undertaking from ARTC then the terms and conditionsin
the undertaking form the basis on which rail operators can obtain accessto ARTC' srail

® Second Reading Speech accompanying the Competition Policy Reform Bill 1995, page 7.
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track services. Once accepted the services covered by the undertaking cannot be
declared.

If the undertaking is not accepted by the Commission, rail operators and other
interested parties have the option of seeking declaration of rail track services.
Declaration gives current and potential rail track users the right to negotiate terms of
accesswith ARTC in the first instance, and if the negotiations prove unsuccessful, the
opportunity to have the Commission arbitrate the access dispute.

In this case the third mechanism for achieving access, establishment of an effective
regime, requires an application by state or territory governments The services covered
by the ARTC undertaking are not the subject of an application for certification to the
NCC.

The Commission’s publications Access Regime - a guide to Part I11A of The Trade
Practices and Access Undertakings — a guide to Part I11A of the Trade Practices Act
(“Access Undertakings Guide”) provide further information about Part 111A and access
undertakings. The publications:

» provide an overview of the legidlative regime established by Part I11A,
including the role of undertakings;

e set out procedures for assessment and lodgement of access undertakings;

* provide an overview of the legislative criteriafor assessment of
undertakings and the main factors that the Commission will take into
account in applying them; and

* provide guidelines on what an owner/operator of afacility should
include in an undertaking.

The publications can be obtained from all Commission offices and from the
Commission’s website.

Elements of an access undertaking

The Access Undertakings Guide sets out the matters that an undertaking should cover
in order to provide an effective third party right of access.

In particular, the Access Undertakings Guide notes that:

The Commission needs to be satisfied that the undertaking is sufficiently detailed to be court
enforceable. Thus the boundaries to negotiations specified in an undertaking must be clearly
defined.

Asastarting point for negotiations undertakings should:

» clearly specify what services are subject to the undertaking;
e specify what terms and conditions are open to negotiation;

» provide aframework for negotiations including clearly defined boundaries for the
negotiations;

e provide relevant information necessary for meaningful negotiations;
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» include effective provisions for dispute resolution;

»  provide for potential third party usersto be fully informed about non-negotiable
terms and conditions; and

»  gpecify an expiry date for the undertaking.
Negotiations could cover arange of issues, which might include:

*  accessprices;

* service standards;

e connection and disconnection arrangements;

e capacity constraints and extension of capacity;
e trading and queuing policies; and

e review and expiry.

Acceptance by the Commission of an access undertaking removes from third parties the
right or potential right to gain access under Part I11A to the service as a declared
service. Therightsof third party access to a declared service are substantial rights.
Accordingly, the Commission in considering an undertaking is likely to be concerned
to ensure that the proposed undertaking provides a clearly enforceable basis by which
third parties can gain access to such services on reasonable terms and conditions
(whether set out in the undertaking or to be negotiated).

C3 Principlesfor assessing ARTC’s access undertaking

To assist in assessing ARTC' s undertaking the Commission has formulated a number
of principles as set out below. The Commission considers that, as far as possible, the
undertaking should reflect these principles.

The principles address three broad issues. Thefirst is pricing for accessto ARTC' srail
track. The second is processes for gaining access including the negotiation and dispute
resolution provisions in the undertaking. The third is enforceability of the undertaking.
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Principlesfor assessing ARTC’ s access undertaking

The Commission considers that as far as possible ARTC' s access undertaking should
reflect the following principles:
Access pricing

» Access prices should be no more than the efficient costs incurred by ARTC,
including anormal commercia return on efficient investment.

» Access prices should provide ARTC with incentives to provide services at efficient
levels of cost and quality and to undertake efficient investment.

» Access prices should provide incentives for efficient use of rail track infrastructure.

Negotiation and arbitration

»  Access processes should promote commercially negotiated outcomesin atimely
manner.

» Access processes should provide timely and effective dispute resolution processes.

Enforcement

» The provisionsin the undertaking should be sufficiently clear to alow enforcement.

C31 Access undertaking principles and thelegidative criteria

The Commission considers that the principles outlined above provide an effective
means of applying the legidative framework, and are consistent with the criteria set out
in section 44ZZA of the TPA. This section considers each of the legidative criteriaand
how the principles give effect to them. The discussion first focuses on the
Commission’s access pricing principles. The negotiation and arbitration principles and
the enforcement principle are discussed separately.

Legitimate business interests of the service provider

This criterion focuses on the commercial considerations of the service provider (in this
case ARTC). Asstated in the Access Undertakings Guide, in ng undertakings
against this criteria the Commission will take into account the service provider’s
obligation to shareholders and other stakeholders.

By allowing ARTC to recover the costs of providing the service access undertaking
principles address the requirements of this criterion. Cost recovery allows the service
provider to earn acommercial rate of return on investments commensurate with the
risks associated with the investment. This outcome is consistent with those that could
be expected in competitive markets.
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Theinterests of potential third party users

Thisisthe counterpart to the ‘legitimate business interests' criterion. It addresses the
interests of access seekers.

The access pricing principles are directed to achieving reasonable prices for users and
as such address the requirements of this criterion. The resulting prices should reflect
efficient provision of the service and should not incorporate pricing designed to
generate monopoly profits.

In relation to investment incentives there is a degree of common interest between third
party users and service providers. The service provider has alegitimate interest in
achieving commercial returns on investments. It isalso in the long-term interests of
users that prices and returns are sufficient to provide the incentives needed to induce
service providersto invest in and maintain services. Thisis addressed by the second of
the access pricing principles. A related issue is whether there exists an appropriate
relationship between price and quality of service. That is, in asituation where an
access provider has market power there may be an incentive to increase profitability by
reducing quality of service.

In some cases access arrangements may incorporate non-price barriers to access.
Where the service provider is vertically integrated it may use its own services as an
input to compete in downstream markets. In such cases the service provider may have
incentives to use non-price barriers to prevent entry and in doing so may prevent
competition to its downstream services. However if the service provider isvertically
separated, asisthe case with ARTC, it should have fewer incentives to discourage
access. Thisis because increased usage increases ARTC' srevenues for any given price.
Nevertheless, there may be situations where vertical separation does not result in a
complete absence of non-price barriers. Accordingly, while the access undertaking
principles do not explicitly address the question of non-price barriers to access the
Commission’s assessment of ARTC’ s undertaking has not overlooked the issue of non-
price barriers, particularly where raised by interested parties.

The publicinterest

This criterion explores the extent to which an access undertaking contributes to the
improved welfare of the broader community. The Commission will be guided by the
objectives of the TPA, namely ‘to enhance the welfare of Australians through the
promotion of competition and fair trading and provision for consumer protection’. This
objective emphasises the role of competition in promoting the welfare of Australians.
Competition is a device for promoting economic efficiency. Asexplained in the
Hilmer Report:

Competition policy is not about the pursuit of competition for its own e. Rather it seeksto
facilitate effective competition in the interests of economic efficiency...”

" Commonwealth of Australia, National Competition Policy, Report by the Independent Committee of
Inquiry (Hilmer Report), 1993.

Draft Decision — ARTC Access Undertaking 15



Accordingly the Commission’s assessment of the public interest criterion has focused
on efficiency considerations. The access pricing principles address each of the three
elements of efficiency —dynamic, productive and allocative.

Dynamic efficiency requires that firms have appropriate incentives to invest and
innovate. It isaddressed by the first and second access pricing principles which
provide for prices which cover the costs of providing the investment including
commercia returns on investments. The reference to *efficient investment’ in the
second access pricing principle is targeted at achieving cost effective investment
solutions, both in terms of the cost of the investment and its effectiveness in achieving
the desired outcomes.

Productive efficiency requires that firms have appropriate incentives to produce
services of agiven quality at least cost. Prices which are no higher than the cost of
providing the service using the most efficient means generaly available (as required by
the first access pricing principle) encourage the service provider to continually improve
performance with the aim of lowering cost.

Allocative efficiency requires that firms employ resources to produce goods and
services that provide the maximum benefit to society. Thisis usually promoted by
access prices that are cost based (as required by the first access pricing principle) since
cost based prices usually reflect the value of society’ s resources consumed in providing
the service.

In this case one of the main issuesin terms of alocative efficiency is usage of rall
versusroad. The approach of limiting prices to efficient costs goes some way to
achieving allocative efficiency by avoiding distortions to consumption decisions
arising from monopoly pricing. Neverthel ess the Commission recognises that this
market may be distorted by inefficient road pricing arrangements and therefore that
cost based prices may not promote allocative efficiency in al circumstances.

The third access pricing principle (access prices should provide incentives for efficient
use of rail track infrastructure) also promotes allocative efficiency by encouraging use
of spare capacity.

C3.2 Whether thereisan existing access regime

In some instances, a service provider may already be covered by an access regime.
Access regimes may take the form of:

o State regimes,
» Commonwealth regimes; or
 private regimes such asindustry based access codes.

The Commission is required to consider whether access to the service is already the
subject of an access regime.

In thisinstance the Commission is not aware of any access regime or codes covering
ARTC' s services.

16 Draft Decision — ARTC Access Undertaking



C3.3 Any other mattersthe Commission thinksrelevant

This criterion gives the Commission the flexibility to consider circumstances specific to
aparticular service. Asan example the Commission’s access undertakings guide refers
to regulatory provisions and community service obligations that apply to the service
provider. These may be relevant to ARTC and can be taken into account in considering
ARTC's cost base.

C4 Principlesfor negotiation and arbitration and the legidative
criteria

Part I11A of the TPA establishes an access regime which encourages negotiation of
terms and conditions of access in the first instance with recourse to arbitration only
when the negotiations fail. The principles for negotiation and arbitration adopted for
assessing ARTC' s access undertaking reflect this.

The principles for negotiation and arbitration are also consistent with the legislative
criteriafor assessing undertakingsin section 44ZZA. 1tisin the interests of potential
third party users and in the public interest that the negotiation and arbitration processes
proposed by ARTC are effective. There are several elementsto effectiveness. The first
isthat the principles for negotiation are set out with clarity ensuring that the parties are
under no uncertainty regarding processes and obligations. The second is that the time
frames are reasonable. Unnecessary delays can be a means of frustrating access. The
third is that the dispute resolution processes are independent and impartial, and that the
dispute resolution body has appropriate skills.

The requirements of an undertaking in relation to negotiation and arbitration are
discussed in some detail in chapter 3 of the Commission’s Access Undertakings Guide.

C5 Enforcement

Section 4477J of the TPA sets out the mechanism for enforcing access undertakings. It
provides for the Commission to apply for a Federal Court order if it considers that the
service provider has breached any terms of the undertaking. The Federal Court can
make an order:

e directing the provider to comply with the undertaking;

e directing the provider to pay compensation for any breach; or
e any other order that the Court thinks appropriate.

In order for the Federal Court to enforce the undertaking it will need to be able to
clearly identify the terms and conditions set out in the undertaking. Hence the principle
that the provisionsin the undertaking should be sufficiently clear to allow enforcement.
This principle covers terms and conditions of access as well as processes for gaining
access and for dispute resolution.
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Compliance with the provisions of the undertaking is an obligation that falls on the
access provider. The undertaking concerns ARTC' s abligationsin relation to the
granting of accessto itsrail network. It issubmitted solely by ARTC. The undertaking
cannot impose obligations on the behalf of applicants. Any failure by an operator to
comply with the obligations that the undertaking purports to provide for it, isnot a
breach of the undertaking. While the undertaking expresses itself as seeking to impose
obligations on operators, it does this only on the basis of ARTC requiring operators to
respond to certain events and enable ARTC fulfil its obligations.
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D Assessment of the ARTC Undertaking

This section analyses the access undertaking, highlighting comments made by
interested partiesin their submissions to the Commission.

The Commission has assessed the undertaking against the criteriain the TPA. This
section of the paper discusses the factors considered by the Commission in reaching its
decisions and how those factors relate to its consideration of the criteria.

The discussion follows the structure of the ARTC Undertaking. Each clause of the
Undertaking has been assessed against the criteriain section 44ZZA(3) of the TPA.
Only those clauses that raise concern are addressed in detail. By and large, issues about
style of expression or definitions, rather than substance, were ignored unless these were
considered to have material effect on the interpretation of clauses. Whereit was
deemed appropriate such concerns are considered as “drafting issues’.

D1 Preamble

ARTC proposal

Part 1 of the undertaking provides information on ARTC and the objectives of the
undertaking. The key objectives can be summarised as follows:

* Asavertically separated infrastructure owner, and pursuant to the
objectives of the Intergovernmental Agreement under which ARTC was
established, ARTC claimsto be committed to encouraging access to the
part of the interstate network which is under its control.

* ARTC intends to promote use of its network by adopting transparent and
equitable pricing principles designed to provide access on a non-
discriminatory basis.

» Theobjectivein respect of infrastructure maintenance isto achieve
“efficient infrastructure practice”. Cost efficiency will be pursued by out
sourcing maintenance subject to a competitive tendering process.

» Theundertaking is designed to facilitate negotiations over terms and
conditions for access, including dispute resolution, that reach a balance
between the needs of the access provider, access seekers and the public
interest. Section 1.2(c) of the preamble states that the undertaking is an
attempt to:

reach an appropriate balance between:
(i) thelegitimate businessinterest of ARTC:

(A) therecovery of all reasonable costs associated with the granting of Access
to the Network;

(B) afair and reasonable return on ARTC'sinvestment in the Network and
Associated Facilities (including maintenance costs) commensurate with its
commercial risk; and
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(C)  timulate customer confidence and market growth in the rail industry;

(i) theinterest of the public:
(A) increase competition ensuring efficient use of resources;

(B)  reducing the potential for abuse of market power by operators or major
users of single purpose infrastructure facilities; and

(C)  promoting other relevant social objectives, such as an increase of freight
traffic from road to rail;

iii) theinterests of Applicant’s wanting Access to the Network:
pp g
(A)  providing Access to the Network on fair and reasonable terms; and

(B)  providing Accessin an open, efficient and non-discriminatory manner.

Views of interested parties

Operators have raised concerns with some of the statements of objectivesin the
preambl e to the undertaking.

FreightCorp and Toll in their joint submission have questioned the significance of
clause 1.2(c)(ii)(B) which links the public interest with, among other things, the need to
reduce the potential for abuse of market power by operators. They indicate that it is not
necessary for the undertaking to incorporate this provision given the broader functions
of the TPA (annotated undertaking, page 7).

National Rail (NR) argues that the preambleis not sufficiently clear on what is meant
by efficient access and efficient infrastructure. NR points out that to this extent the
undertaking does not give “reassurance that there will be continuing advancement of
efficiency going forward” (submission page 6). According to NR there should be a
forward looking approach based on the notion of “continuous improvement”.

Other comments on the preamble centred on the type of comments made by ARTC in
respect of its objectives as the owner of rail track. For example, ARTC statesin clause
1.1(f) that it “ seeks to stimulate customer confidence and market growth in the rail
industry in an evolving environment...”. Operators have indicated that such statements
are of vague significance and have questioned their relevance in an undertaking.

Commission’ s position
Nature of preamble

A preamble contains preliminary statements, usually as an introduction to aformal
document, that serve to explain its purpose. It assistsin the interpretation of the
document but does not impose a legal obligation on ARTC per se.

The statements made by ARTC in the preamble fall largely into this category. They are
generally of an explanatory nature and assist in the interpretation of other substantive
clauses and do not raise concerns.

Some clauses, however, were potentially of concern and these are considered below.
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Return and risk

Clause 1.2(c)(i)(B) statesthat alegitimate business interest of ARTC includes afair
and reasonable return on ARTC' sinvestment in the network and associated facilities
(including maintenance costs) commensurate with its commercial risk.

Section 44ZZA(3) of the TPA states that the Commission may accept the undertaking,
if it thinks it appropriate to do so having regard to:...

(a) the legitimate business interests of the provider;

Theissue iswhether afair and reasonable return on ARTC’ sinvestment in the network
and associated facilities (including maintenance costs) commensurate with its
commercia risk may be considered a legitimate business interest.

Guidance on this point may be obtained from the Access Undertakings Guide, which
states that the Commission’s analysis of |egitimate business interests of the service
provider will focus on the commercia considerations of the service provider. That is,
the Commission will take into account issues such as the provider’ s obligations to
shareholders and stakeholders and the need to earn commercial returns on the facility
and incentives for the provider to maintain, improve and invest in the efficient
provision of the service. Specifically, the Access Undertakings Guide states that one of
the issues the Commission will consider is the:

ongoing viability of services covered by the undertaking and commercial returns on
investment in the facility.

The Commission takes the view that pricing principlesincluded in an undertaking
should permit service providers to gai rhorospective returns on their investments
commensurate with the risks involved.

It is appropriate to consider the concept of “risk” as encompassing “normal commercial
risk”. Itisappropriate for abusinessto seek to cover normal commercial risk. Having
said this, the Commission does not consider that its obligation to take into account the
legitimate business interests of the provider extends to protecting providers from
normal commercial risk. It isreasonableto consider clause 1.2(c)(i)(B) of the
undertaking consistent with ARTC'’ s legitimate business interest.

Abuse of market power by operators

FreightCorp and Toll raise the issue whether the undertaking should have as one of its
objectives the desirability of minimising the potential for abuse of market power by
operators (clause 1.2(c)(ii)(B)) when there are provisions in the TPA specifically
intended to deal with such issues. The relationship between Part 111A and other
sections of the TPA dealing with abuse of market power is documented in the Access
Undertakings Guide. Essentially, Part I11A isintended to deal with potential misuse of
market power in the context of providing access to infrastructure facilitiesin amore
effective way than would be possible under the provisions of section 46 of the TPA.

8 Australian Competition and Consumer Commission, (2) Access Undertakings, September 1999, p5.
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In clause 1.2(c) of the undertaking, ARTC states that it is seeking a balance between
the interests of access seekers, the infrastructure owner and the public interest. Inthis
regard, the ARTC undertaking is trying to achieve consistency with the criteriain
section 44ZZA(3). However, it isdifficult to envisage how ARTC may seek to achieve
the objective of countering the market power of operators and, beyond that, whether it
isthe objective of the undertaking to do that. The Commission considers that the
public interest criterion for assessing undertakings under Part I11A of the TPA
encompasses the desirability of constraining the potential for misuse of market power
by the infrastructure owner. Part [11A was not introduced into the TPA to deal with
concerns about anti-competitive practices of operatorsin downstream industries.
Among other things, by purporting to set out to limit the potential for abuse of market
power by operators, ARTC isimplicitly seeking to impose obligations on the conduct
of operators. As noted, provisions of the undertaking that impose obligations on
operators are not enforceable. In any event, it is arguable as to what benefit such an
objective could have beyond what is expressly provided for in Part 111A of the TPA.

Accordingly, the Commission recommends that clause 1.2(c)(ii)(B) of the undertaking
be deleted.

Interests of applicant
Clause 1.2(c)(iii) states that:

...the interest of Applicants wanting access to the network:
(A) providing Access to the Network on fair and reasonable terms; and

(B) providing Accessin aopen, efficient and non-discriminatory manner;

FreightCorp and Toll propose to insert the word ‘including’ in the following manner:

...the interest of Applicant’s wanting Access to the network, including [emphasis added]:
(A) providing Access to the Network on fair and reasonable terms; and

(B) providing Accessin aopen, efficient and non-discriminatory manner;

Theissueiswhether ARTC’s exclusion of theword ‘including’ remains consistent with
Section 44Z2ZA(3) of the TPA.

The Access Undertakings Guide states that the Commission will take into account a
range of factors when assessing the interests of applicants or potential third party users.
The factors listed in the Access Undertakings Guide representative of ARTC’ s clause
include whether the terms and conditions are reasonabl e; whether processes are
transparent; whether prices are based on efficient provision of services and whether
thereis provision or need for avoiding price discrimination (‘ ring fencing’). Other
factors not limited to these are also listed. It appears that the intention with all criteria
listed under section 44ZZA isthat they be interpreted in a non-exhaustive manner. The
factorslisted in the clause are consistent with the Access Undertakings Guide, but,
should not be interpreted as the sole factors when considering the interests of the
applicant. As such, it would be consistent with interpretation of the legislation for the
list of factors to be non-exhaustive and for ‘including’ to be inserted.
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In other respects, the Commission considers that the preambl e satisfies the
requirements of the assessment criteriain section 44ZZA(3) of the TPA.

Recommendations
Clause 1.2(c)(ii)(B) of the ARTC undertaking be deleted.

Clause 1.2(c)(iii) of the ARTC undertaking be amended by adding the word
“including”. For example: theinterestsof Applicants wanting Accessto
the Network, including:

D2 Scopeand administration of undertaking

Part 2 describes the scope, applicability and term of the undertaking, and the review
arrangements. It notes that the undertaking only applies to the negotiation of new
access agreements or the negotiation of access rights in addition to those already the
subject of an access agreement. These clauses are important as they help set the
boundaries of the undertaking and therefore determine the undertaking' s enforceability.

D2.1 Scope of undertaking

The scope of the undertaking encompasses important issues such as the definition of
the services provided by ARTC and the infrastructure with which these services are
provided. Also of relevanceisthe related issue of interface between the ARTC
undertaking and the regimes covering tracks in adjoining jurisdictions. These are
considered in turn below.

D211 Definition of services. freight and passenger services

Comments on this issue have centred on the notion that the undertaking does not
recognise services other than freight services. Notably, it has been submitted that
passenger services are disadvantaged under the provisions of the ARTC undertaking.

ARTC proposal
Clause 9.1 defines the services to which the undertaking applies as.

A train run by the Operator using the Network which provides railway freight or passenger
services including work Trains (ARTC Undertaking, page 45)

Views of interested parties
Freight Australia

Freight Australia utilises ARTC tracksin Victoriato provide intrastate rail services.
Thisis primarily grain traffic moving from Northwestern Victoriato the port of
Portland and “runs ﬁn train paths which are to some extent dictated by the grain
shipping program”.® Freight Australia believes that the ARTC undertaking does not

¢ Australian Competition and Consumer Commission, (3) Workshop on ARTC Undertaking, 16 August
2001, Auscript, p. 12. This document is available from the Commission’ s website at

WWW.acCC.gov.au.
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provide for the characteristics of itstraffic. Instead, the ARTC undertaking is designed
to cater for long-distance traffic that typically runs on the interstate network between
the eastern states and Perth. According to Freight Australia:

..such access requirements would be typified by scheduled paths, planned well in advance
of the run dates and used almost every week of the year. In such asituation, flagfall “take
or pay” obligations “healthy trains having utmost priority and availability of access being
predominantly based on path availability...are appropriate. I—Igﬁwever, each isinappropriate
for typical Freight Australia access to the Interstate Mainline.

To deal with this, Freight Australia propose that:

As aminimum, the Access Undertaking should acknowledge the terms and conditionsin the
Interstate Agreement but it would be more preferable for a more integrated approach hetween
the ARTC network and the Freight Australia network and operations to be developed.

VIC Department of Infrastructure (VDI)

The concernsraised by VDI centre around the fact that tracks leased by ARTC in VIC
are used by various operators to provide subsidised passenger services. Some of these
utilise “premium” train paths. Under Section 10 of the Transport Act 1982 (Vic),
passenger services have priority in Victoria. VDI argues that the ARTC undertaking
does not explicitly refer to these services or that they currently have priority. Itisalso
argued that ARTC could in the future take over the management of other tracksin VIC,
such as for example, the yet to-be standardised broad-gauge track between Seymour
and Wodonga (currently leased to Freight Australia and running parallel to the standard
gauge track leased to ARTC). VDI would like the ARTC undertaking to provide for
operators running passenger services on these tracks to continue to be given accessto
appropriate time paths on reasonable terms.

Great Southern Railway (GSR)

GSR operates the passenger services The Ghan, Indian Pacific and The Overlander.
GSR also argues that the ARTC undertaking should note that trains running on ARTC
tracks are not just freight trains but include passenger trains aswell. GSR raises the
issue of the undertaking not recognising passenger services provided with the
assistance of government subsidies. Thisissue isin essence about the desirability of
engaging in price discrimination when social/political considerations are of
significance.

Sate Rail Authority of NSW (SRA)

SRA operates passenger services between Sydney and Melbourne. SRA isalso
concerned about the low level of acknowledgment of passenger servicesinthe ARTC
undertaking. Among other things, SRA points to the description of the indicative
service having the characteristics of freight trains. In addition, the proposal to allocate
scarce capacity on the basis of the most commercially favourable proposition to ARTC,
also discriminates unfavourably against long-distance passenger services. SRA argues

10 Freight Australia, Submission p. 4.
Uihid., p. 4.
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that passenger services are more time-sensitive and should be given priority under the
undertaking.

Commission’s position

The concerns raised by interested parties can be categorised as follows:

Passenger services have different characteristicsrelative to freight
services and yet the undertaking does not seem to recognisethis. The
definition of servicesin the undertaking incorporates passenger as well as
freight services. While the indicative service is of a configuration that
seemingly differs from that of atypical passenger service, the undertaking
does not preclude negotiations over services with characteristics other than
the indicative service.

Operatorscurrently providing serviceson ARTC’stracks should be able
to continueto have accessto the tracks pursuant to the undertaking on
the sameterms and conditions as they have been up to now. The
undertaking should not restrict operators from being able to negotiate new
access agreements on the same terms and conditions they have enjoyed under
existing agreements. However, there do not appear to be grounds for an
undertaking to provide assurances that existing arrangements would be
permitted to be rolled over into the future without areview, a renegotiation
option or otherwise without agreement between the parties.

Clause 2.8 of the indicative access agreement provides for renewal of access
rights in certain circumstances for holders of long term contracts. But
renegotiated access is to be in accordance with the undertaking, unless
otherwise agreed.

As amatter of principle, the Commission considers that automatic rolling
over of contractsis quite a different matter and that such a provision would
not achieve a desirable balance of interests as required under Part 111A. With
conditions in the rail industry subject to changes, one of the partiesin the
contract will be worse off if contracts are not adjusted to reflect new market
conditions. Thereisalso apublicinterest issue. Entry of potentially more
efficient operators may be deterred if existing operators are able to exercise a
right of automatic renewal and the network is approaching capacity
constraints. Theissue of the relationship between the undertaking and
existing contracts is further explored in section 2.3 of this report.

In the specific case of passenger services raised by certain operators, if the
continued use of premium time-paths is essential to some operators as part of
government policy designed to achieve certain social objectivesin respect of
passenger services, and ARTC is bound to supply these timepaths
irrespective of commercial considerations, then these should be formally
recognised in the undertaking. ARTC have not included in the undertaking a
provision in respect of such obligations. As such, there does not appear to be
abasis for excluding these services from the negotiations provisions of the
undertaking.
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In some cases, as pointed out by the VIC Department of Infrastructure, state
legislation provides for passenger services to have priority. The undertaking
does not preclude ARTC from giving priority to passenger services but it
does not contain an obligation on ARTC to do so.

The Commission notes that the undertaking requires ARTC not to
discriminate between operators in giving access to its network. As
mentioned, the Commission has received a submission that suggests that
ARTC may be required by law to discriminate in favour of operators of
passenger services operating in Victoriain certain circumstances. The
Commission hasrelied upon ARTC to satisfy itself that it islegally able to
comply with each of the obligations that the undertaking providesfor it. The
Commission makes clear that, should it accept the undertaking from ARTC,
it would not alter ARTC's general legal obligations or provide any defence to
ARTC in respect of them.

Should it however be the case that ARTC could be required by law to
discriminate in favour of passenger servicesin Victoria, then the Commission
considersthat ARTC should expressly provide for thisin its undertaking.

The undertaking should recognise that certain services, particularly
passenger services, are provided by operatorswith the assistance of
government subsidies. The fact that some operators require government
assistance to provide services they would not otherwise commercially
provide, should not affect the commercial decisions ARTC makes in respect
of negotiations with those operators. If these operators require further
concessions from ARTC financed through government subsidies, these
would need to be formally recognised in the undertaking. The undertaking
does not include a provision regarding the needs of operators who provide
services that would not otherwise be commercially viable.

The undertaking should providethat if the ARTC wereto gain control
over additional tracksin thefuture, it should provide access to existing
operators on no wor se conditionsthan is presently thecase. ARTC
cannot give an undertaking in respect of track it does not control, or
reasonably expects to control, asit would not be a provider of aservicein
respect of that track within the meaning of Part I11A of the TPA. However,
ARTC has amended the origina undertaking and now has committed in
clause 2.1(d) that, should it become an access provider under Part I11A of the
TPA in respect of tracks not presently under its control, it will lodge with the
Commission an undertaking covering access to those tracks (see further
commentsin section D2.1.2).

D2.1.2 Definition of network

ARTC proposal

The facilities covered by the undertaking are included in the network, which is defined
in clause 9.1 as “the network of railway lines delineated in Schedule E”.
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Schedule E describes the network as encompassing tracks owned by ARTC in SA,
extending to Broken Hill in NSW (from Crystal Brook) and Kalgoorliein WA, and
leased in VIC. The network as described in ARTC’ s undertaking is part of the standard
gauge interstate network linking all capital citiesin Australia from Brisbane to Perth.

The undertaking does not apply to parts of the interstate network not included in the
definition of the network or to extensions of the network or tracks that other track
owners may connect to the network.

Views of interested parties

Submissions have generally emphasised the desirability for the scope of the ARTC
undertaking to be expanded so that it includes tracks in adjoining jurisdictions. This
would enable ARTC to create a national access regime covering all tracksin the
interstate network.

National Rail

NR points out that ARTC was established pursuant to an Intergovernmental Agreement
to be the manager of accessto the entire interstate network. While ARTC is not
presently in a position to act as the single provider of access to the entire network, there
isan expectation that it will bein the future. The present undertaking is seen asthe
initial step with other jurisdictions eventually joining the ARTC access regime to
establish a national access regime. According to NR this expectation is sufficient for
ARTC to be considered an access provider in relation to the entire network under the
meaning of section 44ZZA, viz “aperson who is, or expectsto be, the provider of a
service'.

Accordingly, NR concludes that the definition of the interstate network adopted in the
undertaking should be broadened so that the scope of the undertaking extends to the
entire interstate network. The terms and conditions of the undertaking would apply to
the segments outside the current control of ARTC when it was able to gain effective
control of those particular tracks.

Commission’s position

The Intergovernmental Agreement which established ARTC clearly stipulates that one
of ARTC'skey objectivesisto promote use of Australia srail infrastructure by, among
other things, facilitating the process of gaining access to the tracks by operators. A key
plank of this strategy was for ARTC to act as the sole manager and provider of access
to the entire interstate network.

As aready noted, ARTC isnot in aposition to provide an undertaking covering access
to the entire interstate network because it does not meet the test of being an access
provider under Part I11A in respect of tracks outside SA and VIC. Essentially, ARTC
does not have control over tracks in other jurisdictions. Accessto tracksin QLD,
NSW, WA and NT is subject to the terms and conditions stipulated in the respective
access regimes covering rail servicesin those states. Establishing a common
framework for access to al tracksin the interstate network is beyond the control of
ARTC, depending largely on the policies of the respective state governments.
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It isunderstood that ARTC is committed to the process of establishing a national rail
access regime, as envisaged in the Intergovernmental Agreement. To thisend, ARTC
will submit an undertaking in respect of additional tracks over which it may gain
control in the future. To ensure this commitment is reflected in the undertaking, ARTC
has amended the original undertaking and introduced a new clause 2.1(d) providing for
the lodgement of an undertaking to the Commission in respect of access to any tracks
that may come under its control. The Commission considers that thisis a positive
response from ARTC on this particular issue but is of the view that, all things
considered, it would probably be preferable to amend the existing undertaking than
submit a separate one. Nevertheless, the appropriateness of either step may depend on
the particular circumstances involved at the time.

D2.1.3 I nterface with tracksin other jurisdictions

Operators, government bodies and regulatory agencies have made comments about the
fact that as parts of the interstate rail network are outside the scope of the undertaking,
there may be inconsistencies between the access arrangements in the parts of the
interstate network covered by the undertaking and those outside ARTC’ s control. This
raises the issue of how the network covered by the ARTC undertaking interfaces with
other rail accessregimes. At the very least, some government and regulatory bodies
have argued, the ARTC undertaking should attempt to achieve consistency with the
terms and conditions found in the regimes of adjoining jurisdictions.

ARTC proposal

The undertaking submitted by ARTC relates exclusively to tracks under its control.
There are provisions in the undertaking that cover connections to the ARTC network
that set out conditions for other track owners to observe. These conditions deal with
operational, engineering and procedural standards that connecting track owners must
observe. In all other respects the undertaking appears to be independent of access
regimes in other jurisdictions.

Views of interested parties
National Rail

National Rail (NR) argues that the undertaking should include an objective to promote
the adoption of a uniform code of accessto all parts of the interstate rail network, not
just the network outlined in the undertaking. It argues that the issue of consistency
with other access regimes or codes — uniformity of track access arrangements covering
the interstate network and contiguous intrastate networks —is critical to National Rall
and other rail operators.

South Australian Independent Industry Regulator (SAIIR)

The SAIIR fulfils the functions of regulator and arbitrator in the Tarcoolato Darwin
regime certified by the NCC. SAIIR has submitted that the ARTC undertaking must
reflect the facts that ARTC' s tracks are geographically linked to the tracks covered by
the Tarcoola-Darwin regime and that ARTC has arole in facilitating access to the
Tarcoola-Darwin line. According to SAIIR:
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Interface issues are defined as those issues (including pricing) which directly affect two or more
railways. Such issues arise because anyone wishing to operate arail service on the Tarcoola-
Darwin railway is likely to need access both to thisinfrastructure and also to infrastructure
owned by ARTC aswell as potentially infrastructure owned by other track owners.

The potential for interface issues requires a coordinated approach to interstate rail services, and
consistency between the various access frameworks.

B

The Undertaking contains no explicit recognition of such interface issues.

SAIIR has submitted that just because the ARTC undertaking is the first in the
interstate network to be assessed under Part I11A, it is not sufficient reason for the
interface issues to be neglected. Indeed, SAIIR consider that there are issues associated
with ARTC' s access arrangements which give rise to the need for the ARTC
undertaking to include “ codification” similar to what will be necessary in third-party
access regimes like Tarcoola-Darwin. Access arrangements applying with respect to
the interstate rail network are pivotal and have important consequences for all
connecting State regimes. It is also important that key principles and methodologies be
codified because they will set precedents for other regimes.

If such codification is not done, at the very least the undertaking should incorporate an
obligation on the part of ARTC to consult with interfacing jurisdictional regulatorsto
reveal its approach beyond that provided in the letter of the undertaking and to enter
into dialogue with aview to achieving acceptable regulatory outcomes.

Finally, SAIIR argues that if appropriate provisions for regulatory coordination cannot
be included in the undertaking, it is essential the Commission delay its approval until
such time as all principles and methodologies are codified and subject to the
Commission’s assessment against national competition principles.

New South Wales Gover nment

The New South Wales Government states that the limited area covered by the ARTC
undertaking in the definition of “network” cannot achieve true interstate rail access asit
cannot provide access for train paths with origins and final destinations outside the
ARTC network. The New South Wales Government argues that this problem inherent
in the undertaking cannot be solved by ARTC alone, but rather requires ARTC and the
States and Territories to work together. It adds that the rail access provider in New
South Wales, Rail Infrastructure Corporation, is currently working with ARTC in order
to see whether the interface between the ARTC network and the New South Wales
network can be improved.

Transport WA

Transport WA arguesthat it is of some importance to Western Australia that the ARTC
undertaking is framed with an “interstate” perspective in mind to ensure that its
influence across the Western Australia— South Australia border is fully recognised and
addressed. It claimsthat the ARTC undertaking does not make provisions to establish
an appropriate interface with respective access regimes in other States or Territories.
Transport WA notes that while there are many similarities between the ARTC

12 South Australian | ndependent Industry Regulator, Submission, p. 5.
Draft Decision — ARTC Access Undertaking 29




undertaking and the Western Australian rail access regime, there are different
negotiation and dispute resolution processes, pricing principles, and accountability and
sanctioning arrangements. ARTC has entered into an agreement with Westnet, the new
vertically integrated owner of former Westrail’ s freight business, to “wholesale” access
to the track west of Kalgoorlieto Perth.

Queendand Rail

Queendand Rail (QR) argues that the maintenance of consistency, or the incorporation
of ways to manage any inconsistencies, across the various rail access regimes should be
aconsideration of the Commission in assessing ARTC’ sundertaking. Further, QR
considersthat it may be appropriate to allow ARTC to review its undertaking in the
future to facilitate the promotion of consistency across rail access regimes.

Freight Australia

Freight Australia argues that the undertaking isreally only relevant to the present
ARTC activities (South Australiaand Victoria). It adds that the traffic demandsin
other states (New South Wales and Western Australia) are different and therefore the
South Australia/Victoria solution is unlikely to be appropriate.

FreightCorp and Toll (FCT)

The submission from FCT notes that it may be appropriate to anticipate interface issues
under aformal consultation process that would allow operators and other interested
parties to make submissions.

Commission’ s position

As ARTC cannot provide an undertaking under Part I11A of the TPA in respect of the
entire interstate network, the issue of interface between the ARTC undertaking and rail
access regimes covering other parts of the network is an important one. There seemsto
be general agreement that rail infrastructure is presently under utilised in Australia.
Growth of rail traffic to alarge degree depends on the competitiveness of rail relative to
other modes of transport, principally road. The competitiveness of rail is enhanced
when rail traffic can move seamlessly and efficiently from origin to destination. A lack
of consistency in the rules that govern the movement of rail traffic across jurisdictions,
including rules about access to tracks, can have a detrimental effect on the efficiency of
rail movements.

Much of the traffic on ARTC’ s network is“in transit”, that is, originates and ends on
tracks not controlled by ARTC. Assuch, it can be argued that it would bein ARTC’s
interest to ensure that its undertaking does not conflict with the terms and conditions of
access to other tracks in the interstate network thus maximising the natural advantages
rail may have over road over longer distances. Having said this, the scope for ARTC to
minimise conflict with other regimesis limited due to the fact that it must seek
compatibility with several regimes: the ARTC network connects with tracks covered
by three different access regimes, viz NSW, WA and NT.

As trains move across jurisdictions, the quality of traffic flow can be affected by
several types of interface issues. management of access; traffic flow arrangements;
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dispute resolution and operational and procedural arrangements. There are economies
in centralising access management, dispute resolution and traffic flow management and
also in having a high degree of uniformity of operational rules and requirements. In the
absence of complete uniformity of the latter, a single provider of access and asingle
decision-maker on disputes and traffic flow matters, train services can be expected to
run less efficiently than otherwise might be the case.

Access management

ARTC isconstrained in its ability to become the single provider and manager of access
to Australia sinterstate network because it does not have control over rail tracks
outside of SA and VIC. Thisisamatter outside the control of ARTC as the current
arrangements in place do not provide ARTC sufficient control over the infrastructure in
NSW, WA and QLD and NT to be deemed an access provider under Part I11A.

In Nﬁv, the access regime in place is not presently certified under Part I111A of the
TPA ™ It isunderstood that the NSW government isin the process of formalising its
approach to rail accessin NSW, which may include arole for ARTC,

In WA, therail accessregimeis not certified under Part I1IA. ARTC hasan
agent/wholesaler arrangement with Westnet, the recent acquirer of Westrail’ s vertically
integrated freight business, to on-sell access to operators wishing to providerail freight
services west of Kalgoorlieto Perth. However, this arrangement does not give ARTC
control over theinfrastructure.

In QLD thereisashort piece of track that is part of the interstate network linking
Brisbane and Sydney. The undertaking from Queensland Rail (QR) covering access
arrangementsin QLD has not been approved by the Queensland Competition Authority
(QCA). ARTC does not presently have any role in respect of thistrack.

In NT, the access regime applying to the proposed line from Tarcoolain SA to Darwin
inthe NT, was certified by the Commonwealth Treasurer in February 2000. The
regime will take effect when operations begin on any part of the newly constructed line
between Alice Springs and Darwin. The existing line from Tarcoolato Alice Springs,
isowned by ARTC but control will passto Asia Pacific Transport Consortium as
winner of the tender for the construction of the Alice Springsto Darwinrail link. Itis
understood that ARTC has an access agency role in respect of the Tarcoolato Alice
Springs line and there will be asimilar arrangement in respect of accessto the
Tarcoola-Darwin line when it is compl eted.

In assessing ARTC’ s undertaking against the criteriain section 44ZZA(3), the
Commission cannot ignore the potentially dysfunctional effects on the demand for
services provided by ARTC, and in turn on intraand inter modal competition, that may
result from the fact that accessto Australia s interstate network is the subject of four
different access regimes. However, the Commission is cognisant of the constraints on
ARTC in achieving an optimal level of consistency acrossjurisdictions. It aso notes
that ARTC and relevant authorities in various jurisdictions are cooperating with aview

2 The regime had been previously certified by the NCC for a fixed term, expiring in December 1999.
Draft Decision — ARTC Access Undertaking 31




to fostering the devel opment of arrangements which will minimise inconsistencies
across access regimes.

Operational and procedural arrangements

Asfar as operational and procedural interface arrangements are concerned, these differ
across regimes. The potential for the ARTC undertaking to be consistent with the
operational standards of neighbouring access regimesislimited. On the other hand,
consistency with the National Code of Practiceisfar easier. A National Code of
Practice isin the process of being implemented with the aim of achieving
harmonisation of rules and requirements of providing rail services on the interstate
network. The Code covers all aspects of rail services. Volumes already published
focus on safety and communications while additional volumes will cover track, civil
and electrical infrastructure and rolling stock design and maintenance. However,
compliance with the Code is voluntary. Assuch ARTC isnot in aposition to make
commitments in the undertaking in respect of operational and procedural arrangements
contained in the National Code of Practice.

Traffic management

Another potential aspect of ARTC’ s operations where interface issues may be
important includes alocation of time paths, particularly in times of congestion caused
by eventsin tracks in adjoining jurisdictions. Again, to some degree, delays caused by
unforeseen delays in tracks in other networks, are beyond the control of ARTC. From
time to time ARTC will be required to make decisions in relation to delayed entry.
ARTC claims that its network management principles are well understood by operators
and have been in use since ARTC’ sinception. Essentialy, the rules of transit
management ensure that trains that enter the network on time are assured of exiting on
time. Those operators who do not comply with scheduled entry times risk being held
up until there is capacity in the network for them to continue.

The assessment of the network management principles against the criteriain section
4477 A(3) of the TPA is discussed in chapter D8 of thisreport. The Commission
considers that the management of flows of traffic into the ARTC network is generaly
based on sound principles and would enable ARTC to deal adequately with interface
issues that might arise in traffic management.

Dispute Resolution

The ease with which the ARTC undertaking inter-rel ates with other access regimesin
respect of dispute resolution is akey issuein interstate rail access. In recognition of
this, the Commission has accepted arole in the dispute resolution process in this
undertaking. Through such arole, the Commission intends, where appropriate, to seek
to implement a national approach to dealing with disputes involving interjurisdictional
interests.

The Commission considers that it would be difficult to be prescriptive about the precise
processes to be adopted to facilitate interface on dispute resolution. It isnoted that in
the Tarcoolato Darwin certified regime, there are provisions that aim to specifically
deal with interface issues. These include the regime allowing for an arbitrator to be
selected who can conduct arbitrations under other regimes. If thisis not possible the
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arbitrator under this regime must consult with arbitrators under other regimes when
relevant to the dispute being considered.

The Commission recognises that this level of prescriptiveness may be appropriatein
the case of the Tarcoolato Darwin regime. In the case of the ARTC undertaking,
however, the Commission is of the view that it is desirable to maintain alevel of
flexibility to allow for the particular circumstances of individual disputes. The
Commission is a Commonwealth agency with a national focus and will consider
consulting widely in resolving disputes as appropriate in each case, including regulators
and arbitrators in the relevant jurisdictions.

Summary

In coming to aview on the matter of interface issues, the Commission recognises that
the ARTC rail network isitself part of alarger rail network and as such, it isimportant
that in the interests of facilitating the movement of rail traffic across state borders, it
interfaces well with other access regimes. Optimal interface can only be achieved if the
owners of the connecting tracks cooperate to bring about a complete integration of the
management of the entire interstate network. As noted, the Commission is aware of
efforts towards thisend. Nevertheless, the Commission isrequired to assessthe ARTC
undertaking pursuant to the criteriain section 44ZZA(3) of the TPA. While the
Commission notes the constraints on ARTC to achieve an ideal level of interface with
other tracks, it considers that the proposed processes for managing interjurisdictional
traffic movements in the undertaking achieve an adequate level of interoperability with
adjoining tracks.

The Commission considers that the undertaking itself represents an important step
towards improving interstate rail access for train operators. Other jurisdictions may be
expected to follow with access undertakings covering other parts of the interstate rail
network. ARTC’s undertaking, and the Commission’ s assessment of it, can be used as
aqguidefor this process.

Overall, the Commission concludes that matters covered by the scope of the
undertaking do not raise concerns under the legislative criteriain section 44ZZA(3).

D2.2 Grant, duration, term and review of undertaking
ARTC's proposal

ARTC proposes that the undertaking take effect one month after it is accepted by the
Commission and expire at the earlier of the end of the term or the termination of the
undertaking. The undertaking is proposed to have aterm of five years from its
commencement date. A review of the undertaking is at the discretion of ARTC subject
to approval from the Commission and prior consultation with operators.

ARTC argues that the rail industry is undergoing arange of significant changes at the
current time, ranging from the restructure of state based entities such as Rall
Infrastructure Corporation in New South Wales to complete privatisation as occurred in
Western Australia. It argues that this environment of uncertainty is not conducive to
capital investment in rail by the private sector. ARTC adds that such uncertainty has,
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perceptually at least, been exacerbated by the lack a consistent national access regime.
ARTC believes, therefore, that the undertaking will provide some stability in an
industry and environment undergoing transition in structure and form.

However, ARTC recognises that in five years the environment will have evolved and
the changes arising from the current reforms will have had an opportunity to settle
down. Onthisbasis, ARTC isof the view that thiswill be an appropriate time-framein
which to review the undertaking in order to evaluate the effectiveness of the current
undertaking and assess its suitability for the next phase of industry devel opment.

Views of interested parties
FreightCorp and Toll

FreightCorp and Toll have inquired in their joint submission whether it is appropriate
for the undertaking to become effective after it is approved by the Commission when
section 44ZZA(5)(a) of the TPA stipulates that an undertaking comes into operation
when accepted by the Commission. They agree that the five-year term appears
appropriate. FreightCorp and Toll note that prior to seeking the approval of the
Commission to vary the access undertaking, ARTC will consult with operators
regarding the proposed variation. FreightCorp and Toll suggest that the undertaking
should state what is meant by consultation and should assert that operators and
interested parties may make submissions to the Commission in respect of the proposed
variation. FreightCorp and Toll also believe that it is appropriate to have areview of
the undertaking 12 months after it is accepted. They further argue that no variation to
the undertaking should vary, or require any operator to agree to vary, an access
agreement.

National Rail

NR claims that there should be provision for stakeholders other than ARTC to initiate
reviews. NR contends that the undertaking should be revised to provide for it to be
reviewed at the request of (say) any two customers. Once areview isinitiated, NR
argues that it should be conducted in atransparent manner, with transparent review
criteria.

New South Wales Gover nment

The New South Wales Government argues that the five year term appears reasonable,
particularly given that it isthe first rail undertaking lodged with the Commission and
the undertaking processis so far untested in rail.

T

According to SCT the term of the undertaking should not be five years. Thisis
considered too short and suggest it should be 15 years which is the term recommended
by the National Competition Council in its assessment of SCT’s application for the
declaration of rail services provided by NSW Rail Access Corporation.
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Commission’s position

Timing of effectiveness of undertaking

Clause 2.2 states that “ ARTC undertakes to the Commission that it will comply with
the terms and conditions specified in this Undertaking in relation to the grant of Access
to Operators to the Network for Services. This Undertaking takes effect one (1) month
after it is accepted by the Commission [under] section 44ZZA(3) of the TPA ...”

FreightCorp and Toll raise the point that section 44ZZA (5)(a) of the TPA provides that
an undertaking comes into operation at the time of acceptance by the Commission.

Section 44ZZA(5) states:

If the Commission accepts the undertaking:

(8 theundertaking comesinto operation at the time of acceptance;

The Commission considers that the approach adopted by ARTC in stipulating the time
the undertaking becomes effective is not inconsistent with the provisions of Part I111A of
the TPA.

The undertaking becomes operational when approved by the Commission asit becomes
at that date an instrument that is binding on ARTC if it is acted upon. By stating that
the undertaking becomes effective one month after approval, ARTC is essentially
delaying its implementation. This can assist achieve a smooth transition to negotiating
access pursuant to the provisions of the undertaking. Both ARTC and operators could
benefit from such a“grace” period.

On the other hand, it may be argued that if ARTC are to receive the benefit ensuing
from acceptance of the undertaking (protection from declaration), it should also be
bound by its obligations at the same time. However, on this occasion, one month is
arguably not asignificant period of time.

Termination/withdrawal of undertaking

Clause 2.2(b) states that the undertaking will continue until the earlier to occur of:

@ the expiry of the Term; or

(b) termination of this Undertaking in accordance with its terms or the TPA.

FreightCorp and Toll suggest that the TPA does not anticipate ‘termination’ rather it
anticipates ‘withdrawal’ and the clause should be changed to reflect this.

Section 44ZZA(5)(b) provides that “the undertaking continues in operation until its
expiry date, unlessit is earlier withdrawn”. Section 44ZZAA(7) providesthat “the
provider may withdraw or vary the undertaking at any time, but, only with the consent
of the Commission”.

Itisclear the TPA contemplates withdrawal of the undertaking, with the consent of the
Commission and does not contemplate termination. It would be appropriate, when
discussing circumstances under which the undertaking would cease, that the
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undertaking reflect what isintended in the TPA. That is, the undertaking will continue
until withdrawn with the consent of the Commission. As such, the clause should be
amended to reflect this approach.

Term of undertaking

The Commission does not consider that the term of the undertaking is inappropriate.
The Commission concurs with the view that the rail industry is undergoing a period of
substantial change, from both the supply and demand aspects of the industry. A review
in five years provides the opportunity to reassess the undertaking in the light of
developmentsin the industry, particularly asfar as access arrangements are concerned.
For this same reason the Commission does not consider that aformal review of the
undertaking in twelve months is warranted. The fact that the undertaking has a term of
five years should not act as a deterrent on ARTC and operators entering access
arrangements of alonger duration.

Review of undertaking

The Commission considersthat it is appropriate that areview of the undertaking should
be at theinitial discretion of ARTC. Among other things, the undertaking was
voluntarily submitted by ARTC and is legally binding on ARTC. The interests of
operators are afforded sufficient protection by the fact that the review is subject to
approval by the Commission, that the review would be conducted under the provisions
of Part Il1A of the TPA.

Further, any amendments proposed by ARTC during the term of the undertaking would
also be subject to the provisions of the TPA. ARTC have proposed to consult operators
prior to seeking areview.

Drafting issue

Clause 2.4(c) states that “ARTC may only vary the undertaking with the consent of the
Commission under section 44ZZA(6) of the TPA”. FreightCorp and Toll comment that
itisin fact section 44ZZA(7) that provides for variation with the consent of the
Commission, not section 44ZZA(6).

Sections 44ZZA(6) and (7) state:
(6) If the undertaking provides for disputes about the undertaking to be resolved by the
Commission, then the Commission may resolve the disputes in accordance with the
undertaking.

@) The provider may withdraw or vary the undertaking at any time, but, only with the
consent of the Commission.

It is clear that the appropriate section that should be referred to in the clause relating to
variation of the undertaking, is section 44ZZA(7) of the TPA. As such, the undertaking
should be amended to reflect this.
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Recommendations

Clause 2.2(b) of the ARTC undertaking be amended to replace
“termination” with “withdrawal”:
“withdrawal of this Undertaking in accordance with itstermsor the
TPA”

Clause 2.4(c) of the ARTC undertaking be amended to reflect correct
section of TPA that dealswith variations:
“ARTC may only vary the Undertaking with the consent of the
Commission under section 44ZZA(7) of the TPA”.

Overall, clauses of the undertaking dealing with the duration, term and review of the
undertaking are acceptable to the Commission. The provisions in these clauses contain
an appropriate balance of the interests of ARTC, access seekers and the public.

D2.3 Existing contractual arrangements

ARTC's proposal

Clause 2.5 states that the proposed undertaking applies to new access agreements and
to the negotiation of new access rights in addition to those already the subject of an
access agreement. Clause 2.5 also provides that the undertaking can not require
changes to be made to an existing access agreement.

Views of interested parties
National Rail

National Rail arguesthat clause 2.5 should be amended to reflect the fact that access
agreements executed between ARTC and operators may contain enforceable provisions
dealing with variation of accessrights (asis, in fact, provided for in the indicative
access agreement).

FreightCorp and Toll

FreightCorp and Toll note that it is possible under the provisions of the undertaking for
access seekers to negotiate more favourable terms than operators which already had
access agreementsin place. They argue that operators with existing access
arrangements could be disadvantaged. They claim, therefore, that the access
undertaking should allow operators with existing access agreements the option to bring
their existing agreements into conformity with Schedule C or the indicative access
agreement to ensure they are not disadvantaged relative to outcomes negotiated
pursuant to the undertaking.

At the same time FreightCorp and Toll argue that the provision in clause 2.5 (viz, that
“nothing in this Undertaking can require a party to an existing access agreement to vary
aterm or provision of that agreement”) is not sufficiently strong to prevent
amendments to the undertaking flowing automatically through to existing access
agreements. To prevent this, FreightCorp and Toll have submitted that clause 2.5 of
the undertaking should be strengthened.
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T

The concern about the possibility of access agreements incorporating more favourable
terms and conditions contained in the undertaking was also raised by SCT at the public
forum:

What would happen if we signed an agreement first and the undertaking provides for more
favourable t(jﬂ]s and conditions than the agreement we have signed? Will we ableto
access those”

Commission’s position
Existing contracts

Clause 2.5 deals with the relationship between the undertaking (and access contracts
executed pursuant to the provisions of the undertaking) and existing contractual
arrangements. Essentialy, it is proposed that the undertaking should relate only to
future agreements negotiated pursuant to the terms and conditions of the undertaking
and that thus it should have no bearing on existing contracts.

Operators are concerned that those with existing contracts could be locked into
arrangements less favourabl e than could be available to new access seekers under an
undertaking. Operatorswould like potentially more favourable terms and conditions
available to new access seekers to be also made available to those who negotiated
contracts prior to the approval of the undertaking. Operators would aso like this *non-
discrimination” provision to apply to contracts negotiated under different undertakings,
thus ensuring that amendments effected over time are automatically reflected in
existing contracts.

Asamatter of principle, the Commission considers that an undertaking represents
something of a*base case”, around which operators can negotiate actual terms and
conditions of access, including more advantageous terms and conditions than may be
provided for in the undertaking itself. However, it isnot the purpose of an undertaking
to act as an instrument for improving terms and conditions in existing contractual
arrangements.

Accordingly, the Commission does not believe that the ARTC undertaking should
contain a provision whereby changes to the undertaking are automatically fed into
existing access agreements.

It is noted, however, that ARTC has proposed not to differentiate between “like’
services in formulating its access charges (clause 4.3). This gives access seekers
security that they can gain accessto ARTC tracks at prices that are no worse off than
offered to other applicants with “like” services. Thisprovision is also contained in the
indicative access agreement (clause 5.6), ensuring that no operator should be
disadvantaged as far as pricing is concerned, relative to other operators, provided the
services are alike.

This commitment to not discriminate on price is not expressly provided for in respect
of other terms and conditions.

14 Australian Competition and Consumer Commission, (3) op. cit., p. 16.
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In this regard, however, the Commission notes that in the public forum held on 16
August (as part of the public consultation process conducted to assess the undertaking),
ARTC made acommitment to give operators an opportunity to change existing
agreements to reflect more favourabl e terms negotiated in new agreements.

It has, in fact, been our practice that if there are any proposed amendments to an access
agreement and that we intend to execute those agreements and those amendments ... we
actualy circulate them to all contract companiesand ... we even circulate those to those
that aren't contracted with us. And the framework has been that any contract operator can
take up the choice of that amended clause in their existing contract. So, effectively, ARTC
in negotiating variations to the indicative access contract is mindful that in having given
that variation it has an obligation under its contract to offer it to al and therefore the cost
benefit of that particular thing isavailableto all. And some customerErfan choose to take
that amendment up or they may like their contract in its present form.

The Commission points out that this statement from ARTC is not reflected in the terms
of the undertaking. ARTC isnot required to have this commitment incorporated in the
undertaking but if ARTC wishesto formally do so it may seek to vary the present
undertaking. Operators may need to be aware of this when negotiating access.

The “non-discriminatory” pricing provisions are assessed in detail in section D5 of this
report.

Another source of concern for operatorsis the potential for ARTC to seek variations to
existing agreements as aresult of amendments to the undertaking. Reflecting this
concern, FreightCorp and Toll have submitted that clause 2.5 of the undertaking should
be strengthened to ensure that ARTC is nhot permitted to require an operator to vary an
existing agreement purely as a consequence of changes to the undertaking.

The Commission is of the view that clause 2.5 in the undertaking provides adequate
protection to operators from ARTC seeking potentially detrimental variations to
existing contracts. It has the effect of ensuring that changes to the undertaking do not
automatically require changes to existing access agreements. But it does not prohibit
parties from seeking amendments to access agreementsin the light of changes to terms
and conditionsin either the undertaking or new agreements executed.

The Commission considers that clause 2.5 does not require modification as it satisfies
the requirements of the assessment criteriain section 44ZZA(3) of the TPA.

D3 Negotiating for access

Part 3 of the undertaking outlines the process which ARTC will follow to negotiate
with an operator to gain accessto ARTC' s network.

D3.1 Basic approach and framewor k

Clauses 3.1 and 3.2 of the undertaking outline the broad objectives and approach that
ARTC wishes to adopt in conducting negotiations for access.

Bibid., p. 46.
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ARTC's proposal

ARTC proposes to attempt to strike a balance between flexibility to accommodate
different circumstances and the desirability of providing certainty to prospective access
seekers. The framework for negotiation provides for:

. preliminary meetings and exchanges of information;

. submission of an access application by the operator;

. preparation of an indicative access proposal by ARTC;

. negotiations to develop an access agreement for execution; and
. dispute resolution procedures.

Further, in an amendment to the original undertaking ARTC has replaced the general
objectiveto “...not seek to frustrate the negotiation process’ with a commitment to
“negotiate in good faith”.

Views of interested parties

Many of the comments from operators on the original undertaking centre around the
notion that ARTC “not seek to frustrate the negotiation process’. Thisis not
considered appropriate. For example, FreightCorp and Toll noted in their submission
that:

....ARTC undertakes not to seek to frustrate the negotiation process. This should not be
mistaken for an obligation to negotiate in good faith by some other name. Note that there
isthe world of difference between an obligation to do something and an obligation not to
do something. dﬁl this context, ARTC is agreeing not to do something. Thisis
unsatisfactory.

They conclude that “amutual ﬂfligati on to negotiate in good faith should be imposed
on ARTC and each applicant”.

FreightCorp and Toll

FreightCorp and Toll also argue that ARTC should provide on request relevant
information necessary for meaningful negotiations. This encompasses information on
capacity. FreightCorp and Toll suggest that the findings of the Queensland
Competition Authority (QCA) should be considered closely, particularly in relation to
disclosure of capacity information to provide access seekers with information necessary
for meaningful negotiations.

In the QCA’ s Draft Decision on Queensland Rail’ s Draft Undertaking (Volume 2 — The
Draft Undertaking, December 2000) the QCA statesthat “... QR should disclose
sufficient capacity information to allow access seekers to conduct their own capacity
analysis’.

18 Freight Rail Corporation and Toll Rail, Submission by Freight Rail Corporation and Toll Rail
concerning the Australian Rail Track Corporation Access Undertaking, pp. 10-11.
ibid, p. 9.
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The Queensland Competition Authority Act 1997 (Qld), under which Queensland

Rail’ s undertaking was assessed, imposes an obligation on an access provider to make
all reasonable efforts to satisfy the reasonabl e requirements of the access seeker.
Section 101(2) lists the information an access provider must give the access seeker,
which includes information about the access price and pricing methodol ogy, costs,
asset values and spare capacity, including the way in which the capacity was cal culated.
Section 101(3) provides protection to the access provider with respect to the potential
disclosure of commercially sensitive information.

FreightCorp and Toll are also concerned with the length of time that the negotiation
process may take. It is noted that the New South Wales regime provides for the
reporting to the responsible Minister of negotiations that take in excess of three months.
FreightCorp and Toll propose that indicators of length of negotiation should be
developed (for example, average length of negotiations and number of negotiations that
exceed three months) and that ARTC should be required to report on actual
performance against these indicators of negotiation.

Commission’ s position
Negotiating in good faith

The Commission considers that operators' concerns on the lack of obligation on ARTC
to make a reasonabl e attempt to negotiate with access seekers have been dealt with in
amendments to the original undertaking. These amendments provide as follows:

» clause 3.1 has been changed from a position where ARTC would “not seek
to frustrate the negotiation process’ to ARTC will “negotiate with the
Applicant in good faith”; and

* inclause 3.2, thelist of factors that describe the framework for negotiation
has been expanded to include a provision for “both ARTC and the
Applicant to negotiate in good faith”.

The obligation on ARTC to negotiate in good faith should allay concerns about ARTC
not making reasonable endeavours to comply with arequest for access aswell as
seeking to unnecessarily prolong the negotiation process. Many of the concerns that
led to stricter provisions on negotiations in other regimes stemmed from the fact that in
those jurisdictions, vertically integrated providers operated in a network characterised
by relatively high levels of capacity utilisation. Thisis not the case with ARTC, which
isvertically separated, has clear incentives to increase traffic in its network and faces a
relatively high degree of competition from road transport. These, plus the obligation
to negotiate in good faith, should act as an effective restraint on ARTC from seeking to
frustrate the negotiation process.

The insertion in the amended undertaking of the obligation for ARTC to negotiate in
good faith requires ARTC to be reasonable and have appropriate justification for any
decisions it may make in the negotiation process, including whether or not to refuse to
negotiate with an applicant. In addition to the dispute resolution procedures, such an
obligation could be enforced pursuant to section 44ZZJ of the TPA.
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Section 4477 provides:

(@D} If the Commission thinks that the provider of an access undertaking in operation under
section 44Z A has breached any of its terms, the Commission may apply to the Federal
Court for an order under subsection (2).

2 If the federal Court is satisfied that the provider has breached a term of the undertaking,
the Court may make all or any of the following orders:

@ an order directing the provider to comply with that term of the undertaking;

(b) an order directing the provider to compensate any other person who has
suffered loss or damage as a result of the breach;

(© any other order that the Court thinks appropriate.

This provision allows the Commission some discretion in mattersit may pursue.
Therefore, if circumstances were brought to the Commission’s attention that ARTC had
refused to negotiate with an applicant without good cause the Commission could
inform ARTC that a dispute had arisen relating to the obligation in the undertaking to
negotiate in good faith, which potentially may be a breach of the undertaking.

Information provision

On the issue of information provision, thisis considered one of the issues that might be
dealt with in an undertaking (s 44ZZA(1) of the TPA, Note (€)). The Access
Undertakings Guide states that in assessing the terms and conditions included in an
undertaking against the interests of potential third party users (as required by section
4477A(3)(c)) the Commission will take into consideration a range of factorsincluding
whether sufficient information is available to users to engage in meaningful negotiation
with the prospect of outcomes reflecting Part [11A objectives.

The Commission considers that the undertaking should incorporate a provision that
gives access seekers comfort that ARTC will not refuse reasonable requests for
information to facilitate meaningful negotiations. It would be appropriateif the
undertaking reflected such requirements for provision of information, subject to
ARTC’ s obligations in respect of confidential information.

Asnoted in section D2.4 of thisreport, ARTC has responded to specific concerns from
operators about the lack of information on capacity by committing to publish on its web
site additional information. Theissue of capacity analysisis further considered in
section D3.5.

Recommendation

The ARTC undertaking be amended to include a provision obliging ARTC
to take all reasonable stepsto comply with requests for information that
facilitates negotiation.

In other respects, clauses 3.1 and 3.2 are considered to be acceptable to the
Commission. These clauses set the basis and framework for negotiations in away that
satisfy the requirement under Part I11A of the TPA to balance the interests of ARTC,
access seekers and the public.
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D3.2 Partiesto negotiation

Clause 3.3 of the undertaking describes the type of access seekers with which ARTC
will negotiate, the conditions and requirements access seekers must observe for ARTC
to continue negotiations and situations in which ARTC may refuse to continue
negotiations.

ARTC's proposal
ARTC proposes as follows:

* to negotiate with applicants who are not accredited operators but who
acquire the services of an accredited operator in providing the services and
either the applicant or the accredited operator meet al the terms and
conditions of the access agreement;

* toreservetheright to negotiate only so long as operators:

—comply with the relevant obligations and processes contained in the
undertaking; and

* can demonstrate that they meet certain prudential requirements, including
that they are solvent and have not been in material default of rail access
agreements (whether with ARTC or other track owners) either currently or
in the previous two years, where “material default” is defined as:

any breach of afundamental or essential term or repeated breaches of any of the
terms of the agreements referred to in clause 3.2(d)(ii);

» to provide written reasons to an operator for refusing to negotiate due to
concerns about prudential requirements; and

» tomakerefusal to negotiate a matter that may be referred to dispute
resolution.

ARTC argues that the objective of the undertaking is to encourage the broadest range
of applicantsto consider rail as ameans of transport and thus not exclude any genuine
applicant from gaining access.

ARTC claims that the requirements laid down by the undertaking are minimal and will
not present any difficulty to a genuine applicant. However, ARTC adds that the effect
of the requirements is to discourage frivolous applications and new applications being
made by those already in material default of an access agreement.

Views of interested parties
Queendand Rail

QR considers that the provisions in the ARTC undertaking regarding the processes for
theinitial phase of negotiations and relating to ARTC’ s ability to “screen” applicants
are reasonable.

Draft Decision — ARTC Access Undertaking



National Rail

NR argues that the undertaking should be more explicit as to which obligations and
processes would be material to adecision by ARTC to refuse to negotiate. It adds that
ARTC should also be required to provide reasons in writing within 14 days for its
refusal to negotiate.

NR argues that there is considerable ambiguity about which aspects of an access
agreement may be negotiated with an end user and which by an accredited rail operator
and that the undertaking must be redrafted to remove this ambiguity. It argues that
provisions relating to capacity (analysis, alocation and transfer) are clearly relevant
only to an access right and could be negotiated either by an end user or an operator.
However, it claims that those relating to network transit management (part of haulage
arrangements) are clearly most relevant to applicants who are accredited operators.

FreightCorp and Toll

Freight Corp and Toll note that ARTC reserves the right not to continue negotiations if
an applicant does not comply with the relevant obligations and processes, and ARTC
considers that such non-compliance is material. Freight Corp and Toll argue that if
ARTC isto have aright to refuse to negotiate the basis of that right, it should be
prescribed clearly. Freight Corp and Toll add that it is not clear at exactly what point
this right arises in the negotiation process.

FreightCorp and Toll consider that while the solvency of an applicant is areasonable
criterion to not commence or continue the negotiation process, the burden should be on
the ARTC to demonstrate a reasonable apprehension of insolvency. Further,
FreightCorp and Toll do not believe that it is appropriate for ARTC to have aright not
to negotiate if the applicant isin breach of another access agreement, whether it iswith
ARTC or another access provider. They argue that thisis an intrusive process, made
worse by the fact that ARTC is provided with considerable scope to exercise thisright.

FreightCorp and Toll also note that it would appear that an access seeker can not refer a
matter to an arbitrator in these circumstances. Given the subject matter of this clause,
they argue that thisisodd. Further, FreightCorp and Toll believe that the matters that
an arbitrator must take into account do not include a referral under these clauses.

FreightCorp and Toll add that it is not clear, in the event of ARTC exercising its right
to not continue negotiations and the applicant remedying the situation which led to
ARTC halting negotiations, whether negotiations can carry on or the process must
recommence from the start. It is noted that negotiations may only recommence if the
matter is taken to arbitration.

Commission’s position

Clause 3.3 of the undertaking is a key clause because it sets out the thresholds for
operators that ARTC will negotiate with and conditions upon which ARTC will cease
negotiations. So in asense, the tenor of the entire negotiation process rests on the

framework provided for in this clause. Operators generaly claim that clause 3.3 hasa
potentially exclusionary tone which can be in direct contrast to the underlying rationale
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for Part I11A of the TPA which isto establish aright for third parties to negotiate
access.

Prudential requirements

ARTC claims that the objective of the provisos and conditionsisto “screen” obviously
unsuitable operators, that the requirements imposed are minimal and would not affect
genuine applicants for access.

Operators, mainly FreightCorp, contend that the conditions are intrusive and
burdensome. They also argue that the obligations fall excessively on the side of access
seekers. For example, the undertaking does not prescribe factors which provide ARTC
the right to refuse to negotiate. Rather, the undertaking simply gives ARTC a blanket
right to discontinue negotiations if the applicant does not comply with the “relevant
obligations and applicable processes set out in the Undertaking” (clause 3.3(a)).

Overdl, the Commission considers that ARTC is entitled to assess whether the access
seeker is agenuine provider of rail freight services and is therefore not acting
inappropriately in seeking to screen applicants. The issue is whether the screening
process is unduly intrusive or onerous to the point where it discourages entry.

One of the prudential requirements proposed by ARTC concerns whether an applicant
has been or isin breach of an access agreement. As noted, FreightCorp and Toll do not
agreethat it is appropriate for ARTC to have aright not to commence or continue the
negotiation process if the applicant isin breach of another access agreement whether it
iswith ARTC or another provider. FreightCorp and Toll recommend the findings of
the QCA.

The findings of the QCA are of interest because they dealt with issues which were
similar to the provisions contained in the ARTC undertaking. These are outlined
below.

In the Draft Decision on Queensland Rail’ s Draft Undertaking, the QCA stated that it
believed that QR’ s proposed discretion to refu& to negotiate on the grounds of material
default could become amajor barrier to entry.* The QCA believes that defaults of
access agreements should be brought within the list of factors relevant to QR
demonstrating that an access seeker is not capable, to a material extent, of meeting the
terms and conditions specified in its proposed access agreement. The key issueisto

bal ance the need to protect QR’s legitimate business interests through specifying key
risks, against the potential for this to prevent third-party operators from entering the
above-rail market in Queensland.

Queensland Rail’ s proposed ‘ material default’ definition encompasses repeated failure
to comply with the terms and/or conditions of any of the agreements specifiedin a
clause of the draft undertaking or any breach of a fundamental term and/or condition in
these agreements.

18 Queensland Competition Authority, Draft Decision on Queensland Rail’s Draft Undertaking (Volume
2 —The Draft Undertaking), December 2000), p. 168.

Draft Decision — ARTC Access Undertaking 45



The QCA believesthat the first part of this definition relating to repeated breachesis
reasonabl e provided that QR recognises that the breaches are non-trivial and assuming
that either party isfreeto refer the matter for dispute resolution. The distinction
between a breach and a‘non-trivial’ breach isimportant. It is possible that an
agreement may be breached inadvertently and in a manner that has no material effect
on QR. The breach could be the subject of a dispute relating to an existing access
agreement and non-compliance may be rectified as soon as it becomes apparent. It
would be difficult to sustain the argument that this would be sufficient ground for QR
not to enter into future access agreements.

The second part of the definition refers to any breach of afundamental term and the
QCA dtates that this lacks objectivity. The QCA proposed that defaults of access
agreements should be brought within alist of factors relevant to QR demonstrating that
an access seeker is not capable of meeting the terms and conditions specified in its
proposed access agreement. That is, that QR clearly states what it considers to be
significant events of default so the scope for disputesis reduced. Materia events of
default should be agreed during the access negotiation process rather than being
specified in the undertaking. The QCA outlined a non-exhaustive list of factors that
could be used by the service provider to demonstrate an access seeker’sinability to
comply, to amaterial extent, with the terms of its proposed access agreement. These
include:

» thesuspension of arail operator’s safety accreditation;
» the safety accreditation of arail operator or a contractor being cancelled,;

» therail operator failing to maintain insurances required under the access
agreement;

» therail operator failing to comply with a suspension;

* repeated non-trivial breachesin the last two years of existing access
agreements with QR, and

* insolvency, in the absence of aternative arrangements, such as security
deposits, which protect the service provider’s financial exposure.

The Commission does not find it compelling to recommend a highly prescriptive
approach to prudentia requirement. The combined effect of the requirement to
negotiate in good faith plus the obligation to provide written reasons for refusal to
negotiate should be sufficient to ensure ARTC do not abuse the prudential requirement
provisions. Also, it isnoted again that there are different circumstances inherent in the
QR and ARTC situations, especially the facts that ARTC is not vertically integrated,
and has a network which is under utilised subject to intermodal competition for much
of thetraffic utilising its tracks.

Asfor theissue of solvency of applicants, the Commission is of the view that it is
appropriate that ARTC take into account the financial circumstances of applicants
when considering the provision of accessto itsinfrastructure. As a matter of principle,
ARTC should not be required to have a degree of apprehension about the solvency of
applicants prior to embarking on inquiries on this matter. Rather, it should be able to
do this as part of its normal commercia activities.
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Overall, the Commission considers that the prudential requirements contained in
section 3.3 are not unreasonably onerous.

Accordingly, the Commission considers that clause 3.3(d)(ii) should not act as a
deterrent to access seekers. Should there be evidence that ARTC is using these
provisions unreasonably, the Commission may take this into account in any review of
the regulatory arrangement upon expiry of the undertaking in five years.

Clause 3.3(a) states that “ ARTC reserves the right to negotiate with Applicants who
comply with the [relevant obligations and applicable processes] ... If an Applicant does
not comply with the relevant obligations and processes, and ARTC considers that such
non-compliance is material ARTC will not be obliged to continue negotiations
regarding the provision of Accessfor that Applicant”.

FreightCorp and Toll suggest that the clause should read as follows:

ARTC reserves the right to negotiate only [emphasis added] with Applicants who comply
with the [relevant obligations and applicable processes....

FreightCorp and Toll also suggest that “relevant obligations and applicable processes’
should be explained to clarify the meanings of the terms. Additionally, FreightCorp and
Toll question what “material” is intended to mean.

Moving the word ‘only’ as contended by FreightCorp and Toll is a drafting matter.
However, it will avoid an unintended ambiguity in the operation of the clause. It would
be appropriate for the word ‘only’ to be inserted in the clause.

By requiring an applicant to comply with “relevant obligations and applicable
processes” ARTC isimposing a condition upon with whom it will negotiate. It is
permissible for ARTC to make the obligations under the undertaking conditional.
FreightCorp and Toll’ s concerns essentially go to the clarity of the phrase, which is
primarily a drafting issue. It should be clarified so prospective applicants are aware of
the conditions upon which negotiation for access may be refused.

This may be done by clarifying “relevant obligations and applicable processes’ to mean
“complying with the general obligations set out in this undertaking”. It is not necessary
to define ‘material’. The word should be given its ordinary meaning.

End-users other than accredited operators

The Commission considers that clause 3.3(b) adequately covers the situation where
ARTC deals with end-user applicants who are not accredited operators. Essentially, the
undertaking provides scope for end users and operators to collaborate on an application
without being constrained by an overly prescriptive approach. This degree of
flexibility should encourage potential applicants to explore avariety of possible
approaches. From ARTC' s perspective, its key requirement is that the terms and
conditions of the access agreement are observed - it is less important whether the
obligations towards ARTC under the access agreement are discharged by the end-user
or the operator. The sharing of responsibilities could be a matter for the accredited
operator and end-user to agree on.
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Refusal to negotiate

On the other hand, it would appear that operators may be justifiably concerned about
the way the undertaking gives ARTC the right to cease negotiations. Clause 3.3 (¢)
provides that ARTC may refuse to negotiate where ARTC considers that the access
seeker does not meet the prudential requirements stipulated in clause 3.3 (d). In this
case ARTC isrequired to provide written reasons for its refusal to negotiate. For any
other reason, ARTC is not required to provide a written explanation for ceasing
negotiations. The Commission considers that this provides ARTC with a degree of
discretion in dealing with access seekers that is not consistent with the intent of the
provisions of Part I11A of the TPA. Among other things, it may not engender
confidence among prospective access seekers and may discourage applications for
access.

FreightCorp and Toll suggest that this clause raises the question as to whether ARTC
may refuse to commence negotiations at al. FreightCorp and Toll suggest that if ARTC
isto have thisright the basis upon which ARTC may refuse to commence negotiations
should be clearly stated. In response to this observation, the Commission would note
that there may be situations where ARTC would be reasonably expected to refuse to
commence negotiations and thus should not be prohibited from taking this course of
action. However, it should provide its reasons for doing this.

Accordingly, the Commission is of the view that ARTC should be required under the
undertaking to provide written reasons why it may decide not to negotiate with an
access seeker.

It is not necessary for the undertaking to be prescriptive about the reasons on which
ARTC needsto base a decision not to negotiate. Thereis sufficient protection for
applicants in case of unreasonable refusal. Clauses 3.1 and 3.2 provide grounds for
possible enforcement action in case of ARTC mot negotiating in good faith. Further,
there isthe option of referring the matter to dispute resolution in clause 3.3(f) which
states that:

[i]f the Applicant considers that ARTC has unreasonably refused to commence or subsequently
unreasonably ceased negotiations in accordance with clause 3.3, then the Applicant may refer
the matter to the arbitrator in accordance with clause 3.11. If the arbitrator determines that
ARTC has unreasonably refused to commence or subsequently unreasonably ceased
negotiations, ARTC will recommence negotiations immediately.

The Commission notes the advice of expert consultants Resolve who expressed the
view that many of the specific references in the undertaking to matters that an applicant
could refer to dispute resolution were unnecessary (including in respect of failure to
negotiate in good faith). According to Resolve, these would all be caught in the
umbrella provision contained in clause 3.11.1. Resolve further contend that most of
these specific references relate to the conduct of negotiations rather than issu out
which dispute resolution might typically be considered the appropriate option.

1% Resolve Advisors, Draft Report on Dispute Resolution Provisions in ARTC Undertaking and Access
Agreements, October 2001, pp. 9-10.
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The Commission agrees that the enforcement provisions in section 44Z227J of the TPA
may be an appropriate response to these types of disputes, but considersthat it is not
inappropriate for the undertaking to provide that access applicants may refer matters
about the conduct of negotiation to dispute resolution. Asargued already, this
represents an aternative to seeking enforcement action from the Commission in respect
of possible breaches of the undertaking under section 44ZZJ of the TPA. The
Commission considers that there are no grounds under the Part I11A criteriafor arguing
that operators would gain by having these specific references to dispute resolution
deleted from the undertaking.

FreightCorp and Toll also consider that it is appropriate for the access undertaking to
state the consequences of the ARTC’ srefusal to negotiate (that is, whether the process
starts from the beginning again). The Commission is of the view that in the absence of
an express provision that the negotiations that preceded an arbitration determination are
deemed terminated, it is reasonable to infer that negotiations will recommence from
where the parties |eft them prior to proceeding to arbitration.

Recommendations

Clause 3.3(a) of the ARTC undertaking be amended to clarify that:
ARTC reserves the right to negotiate only with Applicants who
comply with the general obligations set out in thisundertaking. If an
Applicant does not comply with the general obligations set out in this
Undertaking ,Jand ARTC considers...]

The ARTC undertaking be amended to include a provision to the
following effect: ARTC to explain in writing to an Applicant reasons for any
refusal to negotiate within fourteen days of a refusal.

In other respects, the Commission considers that clause 3.3 of the undertaking is
consistent with the intent of the legislative criteriain section 44ZZA(3) of the TPA.

D3.3 Confidentiality

ARTC proposal

The confidentiality provisions contained in clause 3.4 stipulate that information
exchanged as part of the negotiation of access pursuant to the undertaking is to be kept
confidential to the purposes for which the information was required. Clause 3.4 also
provides for exceptions when confidential information may be disclosed. The
undertaking also allows parties to enter into confidentiality arrangements if required.

Views of interested parties
National Rail

NR notes that confidentiality is adifficult area, as the legitimate commercia interests
of the parties to an access negotiation can be in conflict with the expressed desire for
transparency. It argues that some principles are required in order to distinguish
between these two interests, namely:
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» where applicants request it, ARTC and its consultants must be willing to
sign confidentiality agreements with respect to the specified information;

» theidentity of applicants must not be revealed to third parties during
negotiations (for example in disclosure of applications for mutually
exclusive capacity); and

» access prices should be disclosed only after commencement of agreements.

FreightCorp and Toll

FreightCorp and Toll note that the confidentiality obligation relates to confidential
information exchanged as part of the negotiation for access. They believe that as there
is some doubt as to when negotiation commences, the access undertaking should
provide that all confidential information must be kept confidential and not disclosed.
Further, FCT consider that to ensure that information is used only for the negotiation of
access, the undertaking should contain a definition of the purpose for whichitis
exchanged.

Commission’s position
Clause 3.4 of the undertaking deals with confidentiality of information that is
exchanged between an operator and ARTC. It operates to impose obligations on

ARTC, and to make ARTC's obligations to negotiate conditional on an operator
agreeing to accept similar obligations.

The Commission considersthat it isimportant that these obligations of confidence
strike an appropriate balance between the legitimate interests of operators and ARTC,
and the public interest in transparency of decision making and efficient management of
the network.

The Commission considersthat it is appropriate for the undertaking to provide at first
instance for ARTC and operators to not disclose information given in confidence
except in specified circumstances. The Commission considers that clause 3.4(a) serves
this purpose.

In other respects, however, the Commission recommends that amendments are made to
the undertaking in respect of striking this balance. The Commission considers that the
specified circumstances where disclosure is permitted in 3.4(c) should be expanded to
permit the following additional disclosures:

. ARTC may publish information that it is obliged to publish by this
undertaking;

. ARTC may notify operators that a conflicting access application has been
received as required by the undertaking (provided that the identity of the
operator is not disclosed);

. applicants may disclose network availability information to end-user
customers or accredited operators, or potential customers for the purpose
of considering whether or not to accept access as offered by ARTC; and

. where ARTC and the applicant agree that information may be disclosed.
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The Commission also considersthat it is appropriate for determinations made in
arbitration and reasons for them to be published. The Commission notes that the current
confidentiality obligations would not restrict it from doing this. However, the
Commission will have regard for the confidentiality of information in doing so. Thisis
discussed further in chapter D4 of this report.

The Commission considers that apart from the recommendations listed below, the
confidentiality provisionsin clause 3.4 are acceptable in terms of the requirementsin
section 44ZZA(3) of the TPA.

Recommendations

The ARTC undertaking be amended by inserting further sub-clausesinto clause
3.4(c) that permits:

* ARTC publishing information that it is obliged to publish by thisundertaking;

* ARTC notifying operator s that a conflicting access application has been
received asrequired by the undertaking (provided that the identity of the
operator isnot disclosed);

» applicantsdisclosing network availability infor mation to end-user customers
or accredited operators, or potential customersfor the purpose of considering
whether or not to accept access asoffered by ARTC; and

* ARTC and the applicant agreeing that infor mation may be disclosed.

D34 Access application and acknowledgment

Clauses 3.5 and 3.6 of the undertaking deal with the submission of an access
application by an access seeker and its follow up acknowledgment by ARTC.

ARTC proposal

Clause 3.5 provides that the applicant must apply for access by lodging an access
application containing information as set out in Schedule B. The applicant may also
seek initial meetings with ARTC prior to submitting an access application.

Following receipt of an application, clause 3.6 provides that ARTC must, within five
business days, either acknowledge the application or request additional information if
considered necessary to process the application. If additional information has been
requested, ARTC must acknowledge the application within five business days of
receiving the additional information.

Views of interested parties
Freight Corp and Tall

FreightCorp and Toll note that the ARTC has no obligation, not even areasonable
endeavours obligation, to meet with an applicant within a reasonable time.

Draft Decision — ARTC Access Undertaking 51




Commission’s position

The Commission considers that the requirement on ARTC to “negotiate in good faith”
should be sufficient to ensure that ARTC does not frustrate the negotiation process with
an applicant by not meeting within a reasonable time to discuss the application. The
contents Clauses 3.5 and 3.6 dealing with the processes for submitting an application
and its subsequent acknowledgment by ARTC achieve an acceptabl e balance between
the interests of ARTC, access seekers and the public, as required under section

4477 A(3) of the TPA.

D35 I ndicative access proposal

The terms and conditions pertaining to the contents of the Indicative Access proposal,
as well as the processes associated with its submission to the Applicant are dealt with in
clause 3.7 of the undertaking.

ARTC proposal
The information set out in the indicative access proposal includes the following:

» whether capacity to accommodate the requests already exists;

« additional works and an estimate of the order of cost should additional
capacity be required;

» whether or not there is a conflicting request;

* anestimate of the likely charges (or additional information required to
estimate likely charges); and

* anindicative train path.

ARTC argues that in its experience this is the key information required by operatorsin
order to evaluate the potential viability of commencing a new train service. It believes
that this information enables an operator to evaluate the feasibility and indicative costs
associated with the service and whether or not it is worth pursuing further. The ARTC
adds that this information provides the foundation for detailed discussion with ARTC
on any aspect of the proposal.

Clause 3.7 aso outlines the conditions for referring a dispute about the indicative
access proposal to the dispute resolution process. The applicant may request that the
matter be subjected to the dispute resolution process where ARTC fails to provide an
indicative access proposal within 30 business days of the acknowledgment by ARTC of
an application, or, if ARTC requires more than 30 days, within such timeas ARTC
may have indicated.

Views of interested parties
Queendand Rail

QR argues that, based on its own experience in dealing with requests for access,
ARTC’sindicative access proposal contains sufficient information and details to enable
an access seeker to adequately evaluate the proposal and begin meaningful

negotiations.

52 Draft Decision — ARTC Access Undertaking



National Rail

NR argues that both the nature of capacity and the process of capacity analysis are
unclear in the undertaking and this can act as an obstacle to initial negotiation. It
argues that thisis akey issue because if capacity means more than the defined term
train path, it gives ARTC the potential to require in itsindicative access proposal that
an applicant meet the cost of additional capacity. NR claims, therefore, that the
undertaking must contain a useable definition of capacity.

NR further adds that as the indicative access proposa does not oblige ARTC to provide
access in accordance with specific terms and conditions contained within it, the ARTC
has the ability to ‘move the goalposts during the negotiation. NR claimsthat thisissue
could be addressed by committing the ARTC to negotiate ‘in good faith.’

Alternatively, NR argues that the undertaking could specify that the indicative access
proposal isafirm offer subject to negotiation, or require that the ARTC provide afirm
offer for future negotiation at an early stage in the negotiation (say 30 days).

FreightCorp and Toll

Similarly, Freight Corp and Toll consider that it is appropriate for the access
undertaking to contain an obligation on ARTC to be bound by an indicative access
proposal for aperiod of time and to inform applicants immediately if it no longer wants
or isno longer able to provide access in accordance with an indicative access proposal.
They argue that under the proposed undertaking there is arisk that applicants may
engage in negotiations only for ARTC to change the proposal.

Commission’s position
Accessrights

Clause 3.7(c)(i) states “the results of a Capacity Analysis determining whether thereis
sufficient Available Capacity to accommodate the requested Access Rights’.

FreightCorp and Toll note that * Access Rights' is not defined. FreightCorp and Toll
also suggest words be inserted that state “...if there is not, suggestion as to Access
Rights that can be accommodated”.

The Commission considersthat if it is a separate term ‘ Access Rights' should be
defined. If *Access Rights' isintended to have the same meaning as ‘ Train Path’, then
the term ‘ Train Path’ should be substituted for ‘ Access Rights'.

Clause 3.7(f) states that:

[i]n the event that ARTC is unable to provide an Indicative Access Proposal based on the
Access Application, ARTC will, if possible, submit to the Applicant an Indicative Access
Proposal offering alternative Access which it reasonably believes may meet the Applicant’s
Access requirements.

It would appear that clause 3.7(f) addresses the concerns raised by FreightCorp and
Toll in relation to aternative access rights. FreightCorp and Toll suggest that clause
3.7(f) does not provide a clear statement as to when the indicative access proposal
offering alternative access must be provided.
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Clause 3.7(a) states that:

subject to clause 3.7(b), ARTC will use reasonable efforts to provide the Indicative Access
proposal to the Applicant within thirty (30) Business Days of the acknowledgment given under
clause 3.6.

Therefore, ARTC must us reasonable efforts to provide the indicative access proposal
to the Applicant with 30 days, and if unable to provide an indicative access proposal
based on that access application, will, if possible, suggest aternative access.

There are two pointsto note. Firstly, the access seeker could request alternative access
rights in its access application should its preferred access rights be unavail able.
Secondly, that there is the overriding obligation on ARTC to negotiate in good faith (as
per the amended undertaking submitted by ARTC). It is not necessary that clause
3.7(c)(i) be changed.

Indicative access proposal

Two key issues are whether the indicative access proposal (IAP):

» provides sufficient detail and adequate definitions, such as, for example, on
capacity, to represent afirm basis on which to commence negotiations and
allow operators to assess the IAP; and

» should be binding on ARTC.

ARTC has committed in the revised undertaking to publish more information on
capacity than was the case in the original undertaking. Asnoted in section 2.4 of this
report, ARTC has revised the original clause 2.6 of the undertaking and now proposes
to publish on its web site the following additiona information:

» agraphical representation of committed capacity on the network (excluding
track possessions for network maintenance);

* indicative section running times for indicative services by corridor;
* route standards by corridor; and

» the performance indicators.

Clause 3.7(c)(ii) states that:

in the event the Access Application requires the Applicant to have recourse to
Additional Capacity, an outline of the works and an indicative estimate of the cost of
such works required to provide the Additional Capacity or an outline of the
requirements for an investigation into the provision of Additional Capacity for the
requested Access Rights.

“Available Capacity” is defined in the original undertaking as meaning “ Capacity that
is not Committed Capacity (including Committed Capacity in instances where it will
cease being committed Capacity prior to the timein respect of which Capacity is being
assessed”. “Additiona Capacity” means “additions to the Network or other
enhancements of Capacity”.
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FreightCorp and Toll consider that greater definition is required of both Available
Capacity and Additional Capacity. FreightCorp and Toll query whether ‘ enhancement’
isintended to mean increased and that it is not clear how this differs from extensions to
the track.

ARTC responded to these concerns about definitions of capacity and amended the
definition of Additional Capacity in the revised undertaking to: “the capability of the
Network to carry additional task”. This seems to eliminate confusion surrounding
extensions, additions and enhancements to the network in the context of altering

capacity

Clause 3.7(c) requires ARTC to include in its indicative access proposal details of a
capacity analysis showing whether there is sufficient available capacity to
accommodate the applicant’s request. The Commission considers that there is now
sufficient information available to operators to quantify utilisation of the system
independent of information contained in indicative access proposal . Butitis
guestionable whether operators have at their disposal sufficient information to
independently determine when the system is approaching full capacity such that further
traffic volumes can only be accommodated by increasing capacity. That is, the
applicant may not be able to relate utilisation to the system’s capabilities on the basis of
the information presented by ARTC. The Commission notes in thisregard that ARTC
claimsin aresponse to comments from operators to its revised undertaking that:

“Spare capacity may be inferred and calibrated from thiﬁraphs providedmand this
provides an adequate basis for discussion with ARTC.”

The Commission invites further comment from ARTC and interested parties on the
matter of spare capacity.

It is aso noted that matters arising in clause 3.7(c) are not subject to dispute resolution.
Given the uncertainties about whether operators can independently assess capacity
utilisation, the Commission is of the view that as a safeguard for operators, disputes
arising from mattersin clause 3.7 should contain a specific reference to the dispute
resolution mechanismin clause 3.11.

The Commission notes the concerns of operators that ARTC could walk away from an
AP thus raising uncertainty about the effectiveness of the early phases of the
negotiation process. However, the requirement to negotiate in good faith should act as
adeterrent on ARTC from failing to “stand by” the IAP. As such, the Commission
does not consider it necessary or appropriate for the undertaking to expressly provide
for the IAP to be binding on ARTC.

In addition, there are grounds to believe that the indicative access proposal should not
bind ARTC even for alimited timein all cases. Firstly, it may have a negative effect
on third-party access to the ARTC network. At ageneral level, it would not be
unreasonabl e to expect an infrastructure owner to be inclined to provide access on less
favourable terms and conditions if it is bound by its original offer. An example would

2 As proposed in the revised undertaking, clause 2.6(b)(viii).
2 ARTC, (1) Responseto SCT, p. 1.
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beif ARTC built into the IAP a safeguard or buffer against potentially negative effects
of unforeseen changes in circumstances during the time the offer is binding.

Further, the notion of a binding offer isinconsistent with generally accepted common
law principles. Generally, a person who receives an offer cannot enforce it unless they
accept it, by giving consideration or in some cases, by relying on it to their detriment.
Until that happens, an offer is not binding and can be withdrawn.

In al, the Commission considers that it does not have concerns with clause 3.6 of the
undertaking under section 44ZZA(3) of the TPA.

Confidentiality of applicants
Clause 3.7(c)(iii) states that:

advice in respect of the existence of other operators who have submitted an Access Application
(where negotiations are continuing in accordance with this Undertaking) in respect of Access
which, if it were to be provided, would limit the ability of ARTC to provide Accessin
accordance with the Indicative Access Proposal.

FreightCorp and Toll raise the concern that there is an issue as to how this provisionis
intended to interrelate with the confidentiality provisions. FreightCorp and Toll suggest
that the undertaking should make it clear that the existence only, not the identity of
other operators nor the access sought by them, should be disclosed.

The natural effect of this clause, in light of clause 3.4 relating to confidentiality, is that
itisimplicit that the identity of another access seeker would not be disclosed, merely
that there is another access application being considered. As such, it is not necessary to
amend this clause.

Standard terms and conditions of access

Clause 3.7(c)(iv) states that the indicative access proposal will set out “... a copy of
ARTC's standard terms and conditions of Access’.

FreightCorp and Toll query whether “standard terms and conditions of Access’ are
intended to be the same as the indicative access agreement or different.

If standard terms and conditions of access are intended to be the same as the indicative
access agreement then this should be more clearly stated to ensure consistency. If the
standard terms and conditions are different these should be stated to ensure that access
seekers know the standard terms and conditions.

Progressin preparing indicative access proposal

Clause 3.7(e) states that if the applicant believes that ARTC is not making reasonable
progress in the preparation of the proposal (either 30 business days after
acknowledgment or time estimated by ARTC) then the applicant may refer the matter
to the arbitrator for a determination in accordance with clause 3.11(f). The clause also
providesthat if ARTC is unable to provide an indicative access proposal based on the
access application, ARTC will if possible, submit an IAP offering alternative access.
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FreightCorp and Toll again raise the point in response to this clause that they consider
it appropriate for the access undertaking to state the consequences of a determination
against ARTC. FreightCorp and Toll aso consider that it would be appropriate for the
access undertaking to provide a processin this instance that can be resolved
expeditiously.

If the clause were to be breached, that is, if it were thought that ARTC was not making
reasonabl e progress in preparation of the proposal, there are two options available to
either the applicant or the Commission. Firstly, the applicant could have the matter
referred to dispute resolution and receive a direction that ARTC must prepare the
proposal in atimelier manner. Secondly, the Commission could seek enforcement of
the undertaking pursuant to section 44Z7J of the TPA, ultimately resulting in a court
order requiring ARTC to remedy the breach.

Recommendations

The status of ‘ Access Rights' should beclarified. If ‘AccessRights' is
intended to have the same meaning as‘Train Path’, then theterm ‘Train
Path’ should be substituted for ‘Access Rights'.

The status of standard terms and conditions of access should beclarified
by ARTC, particularly if they arethe same asthe indicative access
agreement.

Disputes arising from mattersin clause 3.7 should contain a specific
referenceto the dispute resolution mechanism in clause 3.11.

In other respects, the Commission considers that the process set out in clause 3.7 of the
undertaking for preparing and submitting an indicative access proposal represent an
adequate balance of interests as required under section 44ZZA(3) of the TPA.

D3.6 Negotiation

Clause 3.8 of the undertaking deals with processes for an applicant to respond to an
indicative access proposal from ARTC. The negotiation period is deemed to
commence when the applicant provides anotification to ARTC to the effect that it is
willing to proceed with negotiations.

ARTC proposal

Clause 3.8 of the undertaking provides for notification by the access seeker of intention
to progress its application for access as indicated in the AP within 30 business days of
receiving the IAP. It also provides for the access seeker to notify ARTC of any
concerns it may have about the IAP (also within 30 business days) and for ARTC to
modify the IAP if considered appropriate. If the applicant is still not satisfied with the
IAP then it has 30 business days to refer the matter to dispute resolution.

Views of interested parties
FreightCorp and Toll

FCT are concerned that the process set out in clause 3.8 is too prescriptive in terms of
the time lines imposed on access seekers. In particular, they are concerned that the
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negotiation process may be unnecessarily delayed if operatorsfail to act within the time
lines stipulated. FCT argue that there should be no time constraints on operators.

It is aso pointed out that the obligations and responsibilitiesin clause 3.8 are not equal
on ARTC and operators as the time constraints only apply to operators with ARTC, for
example, being unburdened by time lines to produce arevised I1AP.

Commission’ s position
Timelines

As noted, the undertaking imposes time limits on the applicant if it wishes to proceed
with the negotiation process. Clauses 3.8(a) and (b) impose a 30 business day time
limit on applicants to notify ARTC of their intention to progress the access application
under the negotiation process set out in the undertaking. The applicant must also notify
ARTC of an intention to proceed with negotiations within 30 business days of receiving
ARTC’ sresponse. If deemed appropriate, the applicant must also seek to commence
the dispute resolution process within 30 business days of receiving ARTC' s response.

FreightCorp and Toll are concerned that ARTC is seeking to impose such time limits
on an applicant’s action. FreightCorp and Toll also suggest that if, for some reason, an
applicant does not give notice within the specified time frame, the applicant should not
have to start the entire access application process from the beginning again.
FreightCorp and Toll argue that such time limits do not have regard to the interests of
access seekers as required by section 44ZZA(3)(c) of the TPA.

Theissue of time limitsis an important one for the Commission’ s assessment of the
undertaking. Time constraints can be seen as a necessary element of ensuring that the
negotiation process proceeds in atimely and orderly manner. It could be argued that in
the absence of time constraints, the negotiation process could become inordinately long
and deter demand for access. On the other hand, having crucial steps in the negotiation
process subject to time limits creates triggers that could end the negotiation process
prematurely if the relevant party does not act within the required time.

The Commission considers that timeliness is an essential ingredient of access
procedures in any network industry. The alternative, in an industry whereit is
important that parties be required to progress matters as efficacioudy as possible, isan
unacceptable level of delay and confusion with potentially disruptive effects.

Theissue with time limitsisthat it defeats the objective of having them if parties are
permitted to act outside them without consequences. Likewise, it appears unreasonable
to structure a negotiation process without time constraints at various steps and expect
that it would generate acceptable outcomes as expeditioudly as possible.

On balance, the effects of not having time limits are probably more detrimental to the
effectiveness of the negotiation process than the burden associated with having to abide
by them. Theissueiswhat isan appropriate time limit for the various steps of the
negotiation process. In the absence of evidence that the time limits stipulated in clause
3.8 of the undertaking are obviously inappropriate, the Commission is not in a position
to recommend different time lines in respect of the negotiation process.
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Should ARTC also be subject to time constraints? There do not appear to be valid
reasons why ARTC should not also be required to act within certain time limitsin
attempting to balance the interests of ARTC and access seekers. Clause 3.8(c) of the
undertaking requires ARTC to respond to concerns from an applicant about the IAP,
including preparing arevised AP, “within areasonable time”. The Commission
considers that ARTC should be required to provide arevised IAP (where appropriate)
within 30 business days of receiving a notice from the applicant.

Recommendation

Clause 3.8 (c) of the ARTC undertaking be amended to include a provision
to the following effect:

ARTC will respond to these concernsincluding, where appropriate,
the making of revisionsto the I ndicative Access Proposal, within 30
business days of the date of receipt of the notice from the
Applicant.

In other respects, the Commission considers that clause 3.8 satisfies the requirements of
section 44ZZA(3) of the TPA. The provisionsin clause 3.8 provide ARTC and access
seekers with processes for negotiations around the Indicative Access Proposal which
meet the legidlative criteria

D3.7 Negotiation process

Clause 3.9 sets out the conditions that terminate the negotiation period, how ARTC will
deal with mutually exclusive applications for access and a provision for referral of
disputes to the dispute resolution process.

ARTC proposal
ARTC proposes that negotiations over access commence when the applicant
acknowledges the IAP and that the negotiation period ends when one of the following
OCCUrS:

» final execution of access agreement;

» written advice from the applicant that it is withdrawing the application;

» execution of agreement with another operator which reduces capacity to
meet the applicant’ s request;

* expiration of three months from commencement of negotiation period or
such period as agreed by ARTC and the operator;

» adetermination under the dispute resolution process that negotiations are
not proceeding in good faith; or

» evidence that applicant no longer meets prudential requirements.
Clause 3.9 further provides that where there are applications for mutually exclusive

capacity, ARTC will grant access to the most favourable proposal as given by the
highest risk-adjusted present value of future returns.
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Clause 3.9 a'so provides that disputes that occur during the negotiation period may be
resolved subject to the dispute resolution process outlined in clause 3.11. Finally
clause 3.9 provides that negotiations may have to recommence as a consequence of
another party finalising an access agreement.

D3.7.1 Commencement and termination of negotiation period

The provisions of the undertaking dealing with the commencement and termination of
the negotiation period are contained in clauses 3.9(a), (b), (¢) and (e).

Views of interested parties
Freight Corp and Tall

Freight Corp and Toll argue that the combination of clauses 3.9 (a), (b), (c) and clause
3.9(e) will force access seekers to proceed to dispute resolution, rather than allow the
three months' negotiation period to expire and start the application process again,
which isvery time consuming. FCT contend that while three monthsis an appropriate
period to try to negotiate an agreement, if negotiations are unsuccessful, negotiations
should not be terminated. Rather, according to FCT th&obj ective should be to “treat
the access seeker as in dispute with the railway owner”# and thus refer negotiations to
dispute resolution. Freight Corp and Toll argue that clause 3.9(e) of the undertaking
should be deleted and replaced by a provision that acknowledges that if agreement is
not reached within three months, either party may refer the matter to dispute resolution.

Commission’s position

The Commission considersthat it is appropriate that the negotiation period should have
a specific termination date to deal with the possibility of negotiations simply being
allowed to go on for an unacceptably long time. The expiry of the negotiation period
should signal the end of negotiations. To avoid this, an applicant has the option of
referring the matter to dispute resolution or to the Commission for possible breach of
the undertaking just prior to the expiration of the three month negotiation period if it
feelsthat ARTC is not meeting its obligation to negotiate in good faith.

However, it would be of concern to the Commission if ARTC were in aposition to
terminate negotiations before the expiration of three months from the commencement
date, without prior notice to the applicant and thus without providing the applicant the
option of referring the matter to dispute resolution. There are two provisionsin clause
3.9 which appear to provide ARTC the right to cease negotiations without prior notice
to the applicant. In clause 3.9(b)(iii) the negotiation period ends when thereisa
reduction in available capacity while clause 3.9(b)(vi) provides that it ends when
ARTC receives evidence that the applicant has breached the prudential requirements of
clause 3.4(d).

While these events may provide ARTC the right to seek an end to negotiations, the
negotiation period should end at the expiration of suitable notification. Thiswould
give applicants an opportunity to challenge ARTC and take matters to dispute
resolution rather than recommence the application process from the start.

2 FreightCorp and Toll, op.cit., p. 18.
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Accordingly, the Commission recommends that under clauses 3.9(b)(iii) and (vi)
ARTC be required to give applicants 14 days' notice of intent to end negotiations on
the grounds of reduced “Available Capacity” and breach of prudentia requirements of
clause 3.4(d).

Clause 3.9(e) provides for dispute resolution if a dispute arises within the negotiation
period. The Commission views this as an option for applicants an alternative to
seeking enforcement action on the grounds of a possible breach of obligation to
negotiate in good faith. The Commission is satisfied that these options provide
applicants with adequate protection from unreasonabl e negotiation practices by ARTC.

Recommendation

Clauses 3.9 (b)(iii) and (vi) of the ARTC undertaking be amended to include a
provision to the following effect:

ARTC gives 14 business day' s notice of intent to end negotiation
period.

In all other respects, clauses 3.9(a), (b), (c) and (€) do not raise concerns under the
assessment criteriain section 44ZZA(3) of the TPA.

D3.7.2 Requests for mutually exclusive capacity

Applications for mutually exclusive capacity are dealt with in clause 3.9(d) of the
undertaking. ARTC's approach to requests for mutually exclusive accessrightsis also
set out in clause 5.2(b).

ARTC proposal

Essentially, in the event of there being more than one application for the same time
path, ARTC proposes to:

» notify each applicant (without basis for being in breach of undertaking if
failure to notify is not wilful);

* grant access to the applicant with the most favourable proposal where the
decision would reflect the highest risk-adjusted present value of future
returns.

ARTC have stressed that the proposal for granting access to mutually exclusive
capacity on the network is not an auction whereby applicants are engaged in a bidding
process to determine the highest price each iswilling to pay for access. ARTC have
described the process as follows:

Due to the nature of freight traffic demands, it is not unlikely that two or more operators
may request the same Access Rights on the network. Under these circumstances ARTC
must have atransparent way of dealing with the conflicting demands. ARTC has proposed
to do this by assessing the value to ARTC of each of the applications; where value to
ARTC ismeasured in terms of present value of future returns and associated risks, having
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regard to the ci rﬁnstances including terms and conditions, customer profile and history of
each application.

The crucia aspect of assessing conflicting applications may not be access price. While
applications may be for the same time path they may relate to entirely different services
for which the access charges may differ. In thiscase, ARTC proposes to grant access
to the service yielding the highest net present value. ARTC indicated at the workshop
that:

If in fact it is an 80km/hr freight service for four years against an intermodal service for

eight years ... then effectively ... the NPV of those will be different without gﬁ‘ng
anywhere near an auction on price because the prices are generally published.

Where the applications are for the same time path and the same service, the successful
applicant may be determined either by having applicants effectively tender for the
access rights or by ARTC giving applicants the same indicative access proposal and
allowing applicants to compete for the contract with the end user. This seemsto be the
process ARTC described at the workshop:

... our traditional approach has been that if, in fact, both services are bidding for the same
contract, which has happened a couple of times, we have indicated to both applicants that
the person who is successful with the contract will have the path and we have sometimes
indicated to both of them that ... if the end user is happy we will give them both an
indicative proposal and if they are successful with their contract that there will be a path
there. ... b%the mutually exclusive rights provision isn't an (auction), as some have
suggested.

Views of interested parties
National Rail

NR argues that the undertaking should require the ARTC to use its best endeavours to
accommodate al applicants by flexible adjustment of requested paths. If thisis not
possible, NR argues that the process by which the ARTC assesses the “most
favourable” must be undertaken with transparent criteria.

There is generaly insufficient clarity about how mutually exclusive access applications
are dealt with. Thisin part stems from the lack of definition of capacity. But also from
alack of definition of factors and processes for assessing the ‘ most favourabl €
applicant. The key is the assessment of risk in quantifying net present value. Also there
isno way of an applicant knowing whether heis effectively engaged in an auction
while negotiating terms and conditions. ARTC should inform applicants of potentialy
mutually exclusive access requests.

NR also argues that clause 3.9(d) exempts ARTC from failure to notify applicants of
the existence of a potentially conflicting application. There must be an obligation on
ARTC to inform each applicant that there is a potential conflict, but not of the identity
of the other party. It claimsthat without this knowledge, subsequent negotiations could
(unknown to the applicant) be a complete waste of time and expense.

Z ARTC, (2) Response to Commission Issues Paper, April 2001, p. 31.
2 Australian Competition and Consumber Commission, op cit (3), pp. 22-23.
2 ihid, p. 23,
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SCT argues that the granting of access on the basis of the highest present value of
future returnsis not appropriate. SCT states that it is unacceptable that operators who
have built their businesses around their train paths face uncertainty following the
expiration of these paths. SCT contends that at the very least, those operators require a
continuation of these train paths whilst the parties negotiate in good faith on new terms
and conditions.

FreightCorp and Toll

Freight Corp and Toll contend that this provision is tantamount to auctioning time
paths. They consider that if an auction processisto be considered, the basis upon
which it isto be conducted is critical. They argue that the criteria for assessing each
bid must be prescribed and must go beyond the “highest present value” and state how
that value is determined.

Commission’s position
Auctions

The Commission has considered the issue of auctioning scarce capacity in section 5 of
thisreport. Essentially, an auction represents the most efficient way of alocating
congested time-space on the network. It ensures that scarce capacity is allocated to
users who value it most highly. The Commission has come to the view that the
undertaking does not contain provisions for auctions to be used as a means of allocating
time paths. In the absence of an auction, the Commission must assess whether the
ARTC proposal satisfies the legidative criteriain section 44Z2ZA(3) of the TPA.

Assessment of competing requests for access

The method chosen by ARTC to grant access in the case of conflicting applicationsis
in principle not inappropriate given the objectives of the legislative criteria. Assessing
applications on the basis of anet present value analysis would appear to be an adequate
basis for granting access to competing applicants.

The issue is whether the process for allocating scarce capacity is characterised by the
necessary clarity and transparency to give operators confidence in the system and
encourage access. For example, has ARTC provided sufficient information on how the
present value analysis will be conducted? In all, the Commission considersthat ARTC
has no incentive to award access rights to the applicant with the least favourable
proposal. The undertaking does not provide precise details on how the present value
analysiswill be carried out such that an access seeker would be able to have complete
certainty about the methodology employed. Nevertheless, this does not detract from
the Commission’s view that given the commercia circumstancesin which ARTC
operates, particularly competitive constraints imposed by road transport, that ARTC is
unlikely to award access rights to the operator that represents the most unfavourable
outcome.
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Exemptions on ARTC

The Commission also notes that the obligation on ARTC to advise applicants of
competing access requests may be somewhat constrained by the provision in clause
3.9(d) that:

Failure by ARTC to provide such notification shall not constitute a breach of the
Undertaking where such failure was not wilful and ARTC acted in good faith.

The Commission considers that this provision in clause 3.9(d) is detrimental to the
interests of access seekers. It isan exemption that acts as a defence to proceedings that
the Commission may otherwise have brought against ARTC for breach of an
undertaking under section 44ZZJ of the TP Act. Accordingly, the exemption greatly
reduces ARTC's potential liability to an order under s44Z2ZJ. In the course of these
proceedings, a court may compensate an operator who has suffered loss as aresult of a
breach of an undertaking: in this case, a breach of the notification obligation. Inthe
event such a matter came to court, the Commission would have to prove that the failure
to notify was wilful (ie deliberate) or otherwise arose out of bad faith (eg to perpetrate a
fraud or further an improper purpose) before the Commission could succeed in any
proceeding, and before a person could be compensated in the course of an Commission
proceeding for any loss they suffer as aresult of not being notified.

The Commission does not consider it appropriate for a person who provides an
undertaking under Part I11A of the TPA to seek to make their obligations conditional in
thisway. Removal of this exemption from clause 3.9(d) should mean that the
provisions of the clause achieve a more appropriate balance of the requirements
imposed by section 44ZZA(3) of the TPA.

Recommendation

Thefollowing provision be deleted from Clause 3.9 (d):

“Failure by ARTC to provide such natification shall not constitute a
breach of the undertaking where such failure was not wilful and
ARTC acted in good faith.”

D3.8 Mattersfor inclusion in agreement

Clause 3.10 sets out the key features of the access agreement: the partiesto the
agreement; the term and conditions that may be covered in an access agreement; and
execution of the agreement.

ARTC

In clause 3.10, ARTC provides that the access agreement must be between ARTC and
the applicant where the applicant may be either or both an accredited operator and a
person which is not an accredited operator. The agreement must be consistent with the
indicative access agreement and address at |east the matters set out in Schedule C of the
undertaking. In clause 3.10(b) of the undertaking, ARTC says that Schedule C does not
“provide an exhaustive list of the issues that may be included in an Access Agreement”.

64 Draft Decision — ARTC Access Undertaking




Views of interested parties
National Rail

NR argues that the matters for inclusion in an access agreement (which are outlined in
Schedule C) are vague. For example, NR clams that aright for the ARTC to vary,
remove or review train pathsis stated without qualification, while aright for the ARTC
to conduct audits does not specify what type of audits it may conduct.

FreightCorp and Toll

FreightCorp and Toll argue that the list of mattersin Schedule C is unclear and
incomplete and does not represent a reasonable starting point for negotiations. FCT
have provided detailed comments on issues that they consider Schedule C should
include. Among other things, FCT have submitted that Schedule C should list matters
that ARTC considers must be included in an access agreement (ie non-negotiable),
matters that ARTC will not seek to include in an access agreement and those matters
that ARTC may seek to include in an access agreement.

Commission’s position
Schedule C of the undertaking lists a number of matters that ARTC has described as

“Essential Elements of Access Agreement”. These core elements of an access
agreement encompass issues that have the following general characteristics:

* issuesthat must be dealt with (but without stating commitments or
obligations);

» formulae for price variation and measuring under-utilisation of capacity;
» theability of ARTC to perform tasks;
» theright of ARTC to make demands on operators; and

» oObligations on operators to perform tasks or comply with requirements.

Schedule C provides clarity to operators on matters that ARTC considers indispensable
in an access agreement. On the basis of items listed in Schedule C, operators should
have certainty as to the nature of issues that are not negotiable and without which
ARTC will not enter into an access agreement. Schedule C does not present a detailed
description of the core elements of an access agreement, so it is not possible to discern
ARTC’sfinal position on theseissues. While some operators, notably FreightCorp,
argue that thisis undesirable, Schedule C at |least provides a statement of key issues
whose presence in an access agreement is considered crucial by ARTC. The detalil
about many of the matters raised in Schedule C is contained in the indicative access
agreement and is subject to further negotiation.

The Commission does not consider that Schedule C, or indeed the undertaking itself,
should be so detailed and prescriptive that it would have the effect of reducing the
scope for negotiation. Balancing the interests of the infrastructure owner and access
seekersis about striking an appropriate balance between certainty of terms and
conditions desired by operators and the exercise of discretion by ARTC in the pursuit
of itsown self-interest. The Commission is of the view that Schedule C of the
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undertaking promotes understanding of issues that ARTC considers to be important in
providing access to itsinfrastructure, and enhances certainty and clarity beyond what
would be achieved in its absence, without compromising access seekers' ability to
negotiate reasonabl e terms and conditions.

On balance, the Commission considers that the provisions of clause 3.10 of the
undertaking do not raise concerns under section 44ZZA (3) of the TPA.

D4. Disputeresolution under the undertaking

In the issues paper, the Commission questioned whether the dispute resolution
processes are reasonable, appropriate and adequate.

D4.1 ARTC proposal

Clause 3.11 of the undertaking originally submitted by ARTC provided for a four-step
approach to dispute resolution:

* Negotiation between the parties;

» Mediation by a person appointed by agreement between the parties or
by the President of the Law Society of South Australiaif the parties can
not agree on a mediator;

» Arbitration by a person appointed by agreement between the parties or
by the President of the Institute of Commercial Arbitratorsif the parties
can not agree on an arbitrator. The arbitration isto be conducted in
accordance with the Commercial Arbitration Act 1986 (SA). The
arbitrator must take into account the objectives and principlesin Part
[11A of the TPA and the Competition Principles Agreement.

* Determination by the Commission in case where one of the partiesto
the dispute considers that the arbitrator’ s decision contains a“ manifest
error”. If the Commission finds there has been manifest error, then the
parties may refer the matter to another arbitrator or to the Commission
for resolution. In making a determination, the Commission isto be
bound by Division 3 of Part I11A, sections 44V, 44W and 44X of the
TPA and Division 3 Subdivision D of Part I111A of the TPA.

The original undertaking provided for a number of notification/grace periods as part of
the dispute resolution process such that a period of 100 days could elapse prior to the
appointment of an arbitrator.

In response to submissions made to the Commission by operators, and to comments
made at the public forum hosted by the Commission, ARTC submitted to the
Commission an amended version of the undertaking which incorporated significant
changes to the dispute resolution process. The Commission sought from interested
parties further comments on these amendments.

The major amendments were that the mediation stage was no longer compulsory, and
that the Commission would act as the arbitrator rather than relying on commercial
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arbitrators. The option of determination subsequent to arbitration was also removed,
although the arbitration would be subject to any rights of appeal granted under the
TPA.

The amended undertaking incorporates the following dispute resolution processin
respect of disputes arising prior to execution of an access agreement.

Progressive stagesin case of unsuccessful Timelapse Instigation

outcomes (calender days)
Negotiation 21 daysto Either party. Thisisan
Notification of dispute — senior resolve obligatory step.

representatives of both parties must meet
within 7 days to endeavour to resolve the

dispute.
M ediation 14 daysto Optional step, only
CEO negotiation for 14 days, then, if no resolve, 14 days | undertaken if agreed by

agreement on mediator within afurther 14 to appoint then | both parties.
days, amediator is appointed by President of | 30 daysto

Law Society of South Australia. Mediation is | mediate.

to be conducted under * Guidelines for Legal | Total of 58 days.
Practitioners Acting as Mediators' of the

Law Society of SA.

Arbitration Indefinite Either party. Arbitration
Refer dispute to arbitration. The arbitrator is can be pursued after 21
the Commission. The Commission isto take day negotiation period,
into account provisions set out in the or after mediation (79
undertaking, Part I11A of TPA and the days after Dispute
Competition Principles Agreement. Notice lodged).

Appeal Indefinite

Commission arbitration subject to any rights
of appeal granted under the TPA.

ARTC states that in the past, operators have stipulated that a dispute resolution
should have the following characteristics:

* it should be hierarchical, commencing with attempts by the parties
themselves to resolve specific issues;

e it should beinexpensive;
* it should be quick/timely; and

» theuseof lawyers and the legal system should be avoided where
possible.

ARTC argues that the proposed dispute resolution process has been designed to
provide the above features. The process alows a number of opportunities for
resolution or escalation meeting the requirement by operators that the process
should be hierarchical and cost effective. ARTC also argues that the undertaking
provides clear guidelines for matters such as how appointments should be made,
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costs are to be borne and criteria by which mediation and arbitration are to be
conducted.

ARTC acknowledges that following the original process might result in await of up
to 100 days before an arbitrator could be appointed. In recognition of this
drawback, the amended undertaking has allowed the mediation phase to be passed
over in situations where either party considersthat it will be ineffectual. ARTC
notes that arbitration isa“worst case” scenario, and it is hoped that most disputes
could be resolved long before it becomes necessary to appoint an arbitrator.

In relation to enforceability, ARTC argues that at each level of dispute resolution
the outcome is either that the parties agree and the issueis resolved or it is escal ated
to the next level. At its highest, the arbitrator will make a decison which will, in the
absence of manifest error, be final and binding on both parties.

ARTC aso puts forward the view that timeliness need not be compromised at the
expense of efficient and fair outcomes. The process outlined in the undertaking
effectively achieves afair outcome through the use of independent parties, but with
arealistic timetable that allows for deliberation of the issues without unnecessary
delay of aresolution.

D4.2 Viewsof interested parties

Interested parties were provided with two opportunities to comment on ARTC's
proposed dispute resolution processes. The following comments largely relate to the
process specified in the undertaking as it was originally submitted. Following the
amendments later submitted by ARTC (as discussed above), the Commission aso
sought comments on the revised version. Comments on the amendments were
generaly supportive. Unless otherwise specified, the following summaries reflect
the earlier submissions provided.

D4.21  Queensand Rail

QR views favourably ARTC' s approach to dispute resolution. QR considers it
reasonabl e to include chief executive resolution as the first dispute resolution step.
While there are some differences in the dispute resolution procedures proposed by
QR and ARTC, both ultimately provide for disputes to be resolved by an
independent party. Thiswas acritical issue for stakeholdersin relation to QR’s
undertaking.

QR does not consider it necessary to specify all the issues that may lead to dispute
resolution. These are adequately defined as disputes arising under the undertaking
or in relation to access negotiations.

% The ‘final and binding’ nature of the arbitration decision is subject to any rights of appeal granted
under the TPA (clause 3.11.4(b)(vii) of the undertaking).
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D4.2.2 National Rail

NR is satisfied that the approach to dispute resolution taken by ARTC clearly sets
out the specific steps to be taken at each stage of the process. However, this results
in the process being cumbersome and drawn out. NR argues that the dispute
resolution provisions should be reconsidered, with aview to providing amore
direct path to arbitration and determination of all unresolved disputes by the
Commission.

NR has observed that the dispute resolution process could potentially deter new
operators from commencing the process. There should therefore be scope for either
party to go directly to arbitration sooner than is currently the case (the QCA has
sanctioned amore direct model in relation to the Queensland Rail undertaking).

According to NR, there should be a greater specification of matters an arbitrator
should be required to take into account. These include the interests of persons who
want access, uniformity with inter-connecting networks and the direct costs of
providing access. Furthermore, the arbitrator should be given the power to obtain
access to relevant information.

NR also comments about the enforceability of arbitration decisions, suggesting it is
sufficient that the undertaking says that the decision of the arbitrator is‘final and
binding'.

D4.2.3 New South Wales

The New South Wales Government argues that the proposed dispute resolution
process is lengthy and cumbersome. It also notes that arbitration is to be conducted
in accordance with the South Australian Commercial Arbitration Act 1986, arguing
that this jurisdiction may not be suitable to all applicants. It may therefore be better
to have some flexibility in this process.

D4.2.4  State Rail Authority of NSW

SRA argues that in the event of adispute over any issue other than safety, the
operator’ strain paths should continue to be available during the process of
resolving the dispute.

D425  SCT

SCT argues that the dispute resolution processes are flawed because the
undertaking does not expressly provide for the arbitrator to take into account the
legitimate business interests and investments by operators aready using the
network where these operators do not have current contracts. SCT adds that the
undertaking does not expressly set out the actual standards that an arbitrator must
refer to when resolving a dispute.

In commenting on ARTC’ s amendments to the original undertaking, SCT supports
ARTC' s proposed changes to the dispute resolution process. SCT adds that in
conducting an arbitration, an arbitrator should take into account the legitimate
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business interests of the applicant, the binding contractual obligations of ARTC and
the reasonabl e expectations of existing users.

D4.26  FreightCorp and Toll

Access seekers have incentives to gain access as quickly as possible to commence
operations, and try to avoid arbitration asit is costly and uncertain.
FreightCorp/Toll accept compulsory negotiation but not compulsory mediation.
Given that it needs to be consensual to be effective, making mediation compulsory
is an unnecessary step which ssimply delays resolution of disputes. Asan
alternative, FreightCorp/Toll suggest that mediation should not be compulsory but
rather an option subject to agreement by the parties or to a determination by the
arbitrator as to whether or not mediation is appropriate. Compulsory negotiation
should last seven days after which either party may notify the other of intention to
proceed to arbitration. The initiating party should be able to assess whether it is
appropriate to proceed to an arbitration and, if so, on which issues.

On that topic, FreightCorp/Toll consider that the nature of the issues that may be
subject to dispute resolution is unclear. Indeed, it appears that certain matters
should be non-negotiable and, accordingly, not subject to arbitration.

FreightCorp/Toll also argue that all determinations of the arbitrator should be
published. Publication of determinationsis likely to result in fewer disputes over
time, as negotiations will not be stalled over matters on which the arbitrator has
expressed clear views.

FreightCorp/Toll express a preference for the Commission to be nominated as
arbitrator.

In commenting on ARTC’ s amendments to the original undertaking, FreightCorp
suggests that the role of the Commission as arbitrator is uncertain.

D4.2.7 WA Transport

The submission from WA Department of Transport generally covers issues relating
to compatibility between the ARTC undertaking and the WA Rail Access Regime.

The submission notes the requirements in the WA regime for an arbitrator to be
qualified and acceptable to conduct an arbitration both under the WA Rail Access
Code and any other regime affected by the proposed rail operations. It argues that
thisis an important mechanism for dealing with interface issues, and should be
incorporated into the ARTC undertaking.

WA Transport also notes that the decision of the arbitrator is not binding on access
seekersin WA: an access seeker is free to reopen negotiations with the track owner
if an arbitration determination is not favourable to the access seeker. The ARTC
undertaking should also allow for the arbitrator to be able to call on the regulator
for expert assistance, asisthe case in the WA regime.
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D4.2.8 Great Southern Railway
GSR argues that ARTC'’ s proposed dispute resolution process is unwieldy and
could be improved and streamlined by ARTC:
* publishing details of all available capacity on the network; and

» accepting any proposal to utilise that capacity from an operator
which:

» fulfilled the criteriain clause 3.3 (d); and
» agreed to ARTC' s standard published contractual terms.

ARTC should also be required to take account of the legitimate business interests of

an operator or person seeking access to the network.

D4.3 Consultants views

To assist in its assessment, particularly in light of ARTC’ s proposal to incorporate a

formal role for the Commission, the Commission engaged consultants, Resolve
Advisors (Resolve), to provide advice on ARTC' s proposed dispute resolution
processes. The draft report and a document providing a summayy of the

recommendations are available on the Commission’ s website.* This paper provided

an analysis and evaluation of the dispute resolution process in Part 3 of the
undertaking relating to disputes arising out of negotiations between ARTC and

applicants for access to the ARTC network, and also of clause 17 of the indicative

access agreement, relating to disputes arising under an agreement.

The key points and recommendations made by Resolve in relation to dispute
resolution under the undertaking are summarised below.

In general, Resolve expresses a concern that the process proposed by ARTC is

overly long, and that timelinessisacritical concern of the industry in such matters.

Furthermore, a distinction is made between resolution of a dispute between the
parties and determination of adispute by athird party. The former isthe preferred
outcome and, accordingly, Resolve has proposed an aternative model which
attempts to facilitate a consensual outcome while allowing for arbitration to be
pursued concurrently should either party consider consensus is unachievable.

Resolve considers its proposal provides a balance of flexibility, choice, clarity and

guidance to the parties. The alternative dispute resolution model (for disputes
arising under the undertaking) is set out in the table on the following page.

Some of the key differences between Resolve s model and that proposed by ARTC

are summarised below.

* The Resolve model does not specify CEO negotiation, sinceit is
unlikely that a dispute resolution process would be initiated unless this
avenue had already been explored.

% Resolve Advisors, op. cit. This report is available on the Commission’ s website at www.accc.gov.au.
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Rather than specifying mediation and the approach to appointing a
mediator, Resolve proposes the appointment of a genera * conflict
manager’ to act as afacilitator. Mediation may be one process agreed to
by the parties, expert determination another.

Under the Resolve model, the determinative process of arbitration can
be initiated by either party at any time after a meeting with the conflict
manager has occurred. This can be run in parallel with any other
processes agreed between the parties for resolving some or al of the
aspects of the dispute.

Resolve considers that the Commission is a more appropriate arbitrator
than commercia arbitrators in relation to negotiating access, since the
arbitration is likely to involve a broad discretionary, and policy-related,
component. Were the Commission to be nominated in thisrole, it would
be inappropriate to make reference to the Commercia Arbitration Act
(SA).
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Resolve: Recommended Dispute Resolution Process for Access Undertaking

MEDIATION

Dispute Notice
7 days

CEOQO’ s meet with Conflict
M anager
7 days

BINDING EXPERT

ARBITRATION

By agreement in aresolution
contract

Appointment of Mediator

By agreement in aresolution
contract notice for Binding
expert evaluation without
reasons unless otherwise

With or without agreement in a
resolution contract

Notice to Arbitrate

agreed 7 days
7 days
7 days
M ediation Appointment of Expert Appoint Commission
14 days 14 days arbitrator (Commission or

Commission appointee)
14 days

Termination of Mediation
Max: 25 days from Notice of
Dispute

Submissionsto Expert

14 days

Termination:
Binding Decision

Max: 49 days from Notice of
Dispute

Arbitration to be conducted by
Commission on time frames
directed by arbitrators
(seedso clause 2.3.5.1 of this

report)

\Z

Award

v

Appea

Resolve argues that the model provides flexibility for dealing with disputes while
the parties are committed to a consensual outcome, but certainty of time-frames and
processes in the event the consensual approach breaks down.

Therole of the conflict manager is central to Resolve’ s model. The conflict
manager has no decision-making power but is simply afacilitator, tasked with
assisting the parties to agree on a process for resolution of the dispute. Resolve
suggests that this person should be either selected from a panel approved by the
Commission or, failing this, by the Commission itself. Resolve lists the attributes of
the conflict manager as being a person or body whom:

e understandsthe rail industry and the needs of industry participants;

e isfamiliar with ADR processes and their strengths and weaknesses;

e ispurpose appointed;
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« iscapable of either conducting any mediation process themselves or assisting the
parties in the selection of a suitable mediator;

« would have the skill and knowledge to dovetail all ADR processes where appropriate
and disseminate information on the processes available to ARTC and industry
generaly;

»  should also have knowledge of and access to appropriately qualified p%sons to appoint
as arbitrators or expertsif the parties agree to a determinative process.

In addition to proposing an alternative model, Resolve notes the potential for parties
other than the access seeker and the access provider to have an interest in a dispute
arising under the undertaking. Given this possibility, Resolve suggests amending the
undertaking to alow for such parties to be notified of the dispute, and to join if deemed
appropriate by the arbitrator.

D4.4 Commission’s position

In its Access Undertakings Guide, the Commission indicated that effective dispute
resolution procedures are an essential component of an access undertaking. More
specifically, the Commission needs to be satisfied that the undertaking:

» identifies a dispute resolution body or outlines a process for the selection of a dispute resolution
body;

« clearly defines the powers, functions and jurisdiction of the dispute resol ution body; and

» clearly describes the dispute resol ution process which will govern any dispute, including the
definition and ambit of matters which may be resolved pursuant to the undertaking.

The guide also comments further on the Commission’ s expectations that dispute
resolution processes only eventuate after genuine attempts at negotiations have been
made by both parties to the dispute. As noted earlier, the fact that ARTC has committed
to negotiating in good faith places an onus on ARTC to make reasonable endeavours to
negotiate an access arrangement. Clauses 3.11.1 and 3.11.2 specifically extend the
requirement to act in good faith to situations where a dispute has arisen. In addition,
clause 3.11.3 of the undertaking requires negotiation between CEOs as the first stage of
the mediation process. A seven-day period of compulsory negotiation was supported in
the FreightCorp/Toll submission.

The Commission has had considerable experience in relation to arbitration of access
disputes in the telecommunications industry. In light of that experience the
Commission’s submission commenting on the Productivity Commission’s draft report
into telecommuni cations competition regul ation made several recommendations as to
haw the process could be improved.* One of these recommendations deals with
increased transparency of information through the publication of arbitration decisions.
Thisis designed to encourage commercial negotiations. Another recommendation is to

%ibid, p. 33.

2 Australian Competition and Consumer Commission, (2) op cit, p. 22.

% Australian Competition and Consumer Commission, (4) Response to the Productivity Commission
Draft Report: Telecommunications Competition Regulation, June 2001.
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allow the arbitrator to join related arbitrations and share information between such
disputes.

Given its potentia involvement, the Commission has considered ARTC’ s proposed
dispute resolution process very closely and, as already mentioned, sought external
advice on possible alternative dispute resolution models. While the process proposed
by ARTC displays the features listed in the Access Undertakings Guide, the
Commission has some concerns that there are potential difficulties with the approach.
That said, the difficulties should not be insurmountable.

D4.4.1 Timeliness of dispute resolution process

The amended undertaking, while alowing mediation as a voluntary step, appears to
treat mediation and arbitration as mutually exclusive processes. Potentidly, this gives
rise to difficult decisions for access seekers who may be considering mediation, asit is
not clear that they would then be in a position to request an arbitration until the
specified mediation option has run its full 58-day course. As Resolve have argued, it is
not necessary for these processes to be structured in this fashion. The undertaking
should clarify whether arbitration can commence prior to the conclusion of a mediation
process.

D4.4.2 Negotiations and mediation

The Commission has previously made clear that it considers negotiation an essential
precursor to the initiation of aformal dispute resolution process. In this regard, the
inclusion of a specific requirement for the CEO’ sto meet (clause 3.11.2 of the
undertaking) is an acceptable starting point. That said, Resolve considers it unnecessary
to explicitly specify negotiation as a separate step, as substantial negotiation islikely to
have already occurred prior to the lodgment of a dispute notice.

The requirement on the CEO’ sto meet is, however, consistent with Resolve's
recommended dispute resolution model. Similarly, the inclusion of an optional
mediation process is consistent. The Commission’sview isthat ARTC's proposed
process could be fairly easily reconciled with the Resolve model through some
amendmentsto clauses 3.11.2 and 3.11.3. The Commission is supportive of the
suggestion that the dispute resolution process be facilitated, in the first instance,
through a designated conflict manager.

Recommendation

The Commission recommends that the ARTC undertaking incor poratethe
appointment of a suitably skilled, independent conflict management body
to betheinitial point of contact for disputes under the undertaking.

The Commission also supports a clear distinction between the body responsible for
consensual resolution of disputes (the conflict manager or mediator) and the body

% The conflict manager should perform the role, and possess the attributes, as described in the Resolve
report.
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responsible for the determinative process of arbitration. As the Resolve report notes
(albeit in the context of disputes arising under access agreements):

It is most undesirable for the parties to have a decision maker moving from that transparent role
where rules of natural justice prevail to arole that has the capacity for one-sided discussions.
Thisis particularly so where s27(2) [of the Commercia Arbitration Act EA)] permits an
arbitrator who has acted as a mediator to return to acting as an arbitrator.

In this respect the approach proposed by ARTC again appears acceptable.

The Commission has some concerns, however, with ARTC’ s proposed mediation
process, primarily relating to the manner in which the mediator is appointed. Clause
3.11.39(c) stipulates that, if the parties cannot agree on a suitable mediator, one shall be
appointed by the President of the Law Society of South Australia. This appears
unnecessarily time-consuming, and has the potential to result in the appointment of
mediators not suitably skilled or qualified to act in therole.

The proposed role of a conflict manager is closely linked to the function of mediation
of disputes. In many circumstancesit islikely that mediation will closely follow the
formal meeting with the conflict manager, and in some cases be conducted by the
conflict manager her/himself. It islikely, however, that the demands of mediation will
require the appointment of a number of suitably qualified mediators, rather than a
single body. For this reason, the Commission considers that ARTC should include in
the undertaking a provision committing it to assembling, and publishing details of, a
panel of suitably qualified, independent persons to conduct dispute resolution services.
In addition to the explicit function of mediation under the undertaking, this panel might
perform other dispute resolution services where the Commission is unable to act (for
example, disputes under access agreements®), or considers that another person should
act. It should be emphasised though, that the panel must be independent.

The appointment of a panel has a number of advantages. The pandl islikely to quickly
develop an understanding of the industry through practical experience. Having a
number of paths to choose from allows for more timely commencement of mediation
processes.

The Commission notes, however, that it may be the case that the panel is unable or
unwilling to act in particular cases or at particular times. In these circumstances, it may
be appropriate to allow for the appointment — by mutual agreement - of a person other
than those on the panel, in order to provide a greater degree of flexibility to
accommodate the needs of access seekers. Where parties cannot agree on the
appointment of a mediator, however, athird party such as the Commission or the
President of the Law Society of SA) should be limited to appointing a member of the
panel.

%2 Resolve Advisors, op. cit, p. 27.
% Dispute resolution under access agreementsiis discussed in more detail in chapter D4 of the draft
decision.
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Recommendation

The ARTC undertaking should include a provision committing ARTC to
appointing a panel of suitable skilled, independent mediatorsto, unless
otherwise agreed by the parties, undertake mediation under the
undertaking (and under access agreements) or wherethe arbitrator
consider s another party should act in relation to a dispute.

One further issue raised by Resolve relates to indemnifying the neutral partiesto the
dispute resolution process. The Commission considers that ARTC should undertake
that they will indemnify the person providing dispute resolution services, and that
operators be required to do the same before ARTC'’ s obligations to submit to dispute
resolution apply in respect of a particular dispute. To thisend, the onusison ARTC to
ensure the willingness of the selected parties to act in the roles described in the
undertaking. From a public policy viewpoint, the Commission also notes that a person
should not be indemnified against ‘wilful negligence or dishonest conduct’. The
Commission considers that the particular wording of such a clause should be addressed
by ARTC.

D4.4.3 Arbitration

In the event that a party to negotiation is unable to satisfactorily resolve a dispute
through the earlier stages of the formal dispute resolution process, the matter may be
referred to arbitration. Thisis broadly consistent with the process applicable to services
declared under Part I11A of the TPA. As such, the Commission considers the inclusion
of arbitration provisions appropriate, provided the process can beinitiated in atimely
fashion.

D4.4.4 Commission as arbitrator

There may be sound reasons for having a single arbitration body rather than allowing a
variety of arbitrators, as would have been the case under the undertaking originally
submitted by ARTC. A single arbitrator will have a better understanding of the issues
and parties likely to be interested in a particular dispute if it has been handling all such
disputes. Having a single arbitrator has an additional advantagein that it islikely to
result in consistency of decisions over time. A combination of consistency and
transparency should provide added certainty to the industry and encourage
commercially negotiated outcomes.

There may be further benefitsif this single arbitrator is the Commission itself. Resolve
suggests that a key advantage of this approachis:

...that [the Commission] is well qualified and experienced at weighing the criteriareferred to in
section 1.44)&1) of the Act, which are essentially the same considerations that arise under the
undertaking.

A further advantage relates to the current market environment in the inter-stete rail
industry. Inconsistencies in access regimes across state boundaries are currently a

% Resolve Advisors, op. cit, p. 18.
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significant impediment to improved performance of the rail sector.FJThe Commission
iswell placed to overcome this difficulty. Furthermore, the submissions have been
supportive of the Commission taking on thisrole.

Accordingly, the Commission sees some benefit in acting as the arbitrator, as ARTC
has proposed in its amended undertaking. That said, the acceptance of the role in this
particular case does not imply that the Commission always expects, nor will be aways
willing, to adopt an arbitration role under access undertakings.

D4.4.5 Transparency of arbitration determinations

Recommendation

The Commission notesthat all referencesin the ARTC undertaking to
“Subdivision D of Part [11A” should be amended to refer to “Division 3
Subdivision D of Part I11A”.

In relation to arbitration determinations, one issue of concern isthat of transparency.
Clause 3.11.4(b)(vi)(D) of the amended ARTC undertaking stipulates that in
conducting an arbitration, the Commission must comply with the procedures described
in Division 3 Subdivision D of Part I11A of the TPA. In that context, the Commission
notes that s44ZD of the TPA requires arbitrations to be conducted in private. The
Commission is of the view that this section may preclude it from publishing details of
its determinations or providing reasons for them. The Commission considers that such
an outcome would be inappropriate and that it isin the public interest that this
information is published so that all operators are aware of the Commission’s attitude to
particular issues. Thisis emphasised by the potential for the same or similar types of
dispute to arise between operators and ARTC.

Asin the case of telecommunications, the Commission is of the view that transparency
isan important element of a dispute resolution model. While the Commission is
encouraged by ARTC’s commitment to publish the prices for which access has been
granted [clause 2.6(b)(iv)], it may be that the decision reached by an arbitrator is based
on particular principles which the arbitrator believes should be widely available to the
industry. For these reasons, the Commission has a preference for arbitration decisions
to be publicly released, subject to the requirement that, in releasing its decisions, the
arbitrator have regard to the potential commercial sensitivity of the material.
Commercially sensitive information could be protected through the inclusion in the
undertaking of a clause based on s44ZL of the TPA, which relates to the treatment of
such information provided to the Commission during the course of an arbitration. This
clause would need to be modified to deal with the potential for broader public release
of information.

It should be noted that Resolve makes a similar recommendation in its report to the
Commission (p. 19).

% See Productivity Commission, Progressin Rail Reform, Report No. 6, August 1999, p. XX VII.
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Recommendation

Clause 3.11.4(b)(vi) of the ARTC undertaking be amended to allow the
arbitrator discretion to publish arbitration deter minations.

Commercially sensitive information be dealt with through theintroduction
of an additional provision based on s44ZL of the TPA, but modified to deal
with the potential for broader public release of information, into clause
3.11.4 of the ARTC undertaking.

Clause 3.11.4(b)(vi)(D) also appears to preclude the Commission from notifying or
joining other parties to an arbitration, through its reference to s44ZD of Part 111A of the
TPA. More specificaly, it actsto preclude the joining of separate arbitration to
expedite the process. This may waste both time and resources as creates the potential
for separate, private bilateral arbitration that in other respects are very similar. Possible
optionsto avoid such situations could be through allowing access seekers to lodge joint
dispute notices or allowing the arbitrator to join parties where it considers appropriate.
Given that the former option assumes a commonality of interest and knowledge on the
part of access seekers, and that such an assumption may not be appropriate, the
Commission has a preference for the latter approach.

The Commission considers that the undertaking should contemplate a limited discretion
to join arbitration where there are common issues to be resolved, or to join additional
parties to an arbitration.

In reaching the view that this discretion should be limited, the Commission is mindful
that joining a party to the arbitration of a commercial dispute has the potential to delay
its resolution. Accordingly, it would not be in the public interest for the undertaking to
provide a general discretion to join any person who may wish to participate.

The Commission considers that only those persons who could clearly demonstrate that
they arein aposition to assist an arbitration based upon their specialised knowledge of
the matters in dispute should be permitted to join an arbitration. It would not be
appropriate that a person be permitted to join an arbitration simply because they may
anticipate a potential for the determination to in some way affect its own commercial
interests in future.

Recommendation

Clause 3.11 of the ARTC undertaking be amended to allow the arbitrator
limited discretion to join related arbitrations, and to allow the ar bitrator
limited discretion to notify other affected partiesof arbitrationsasit
consider s appropriate.

This recommendation is consistent with the findings of Resolve. Initsreport to the
Commission, Resolve argues that the arbitrator should have the power to join interested
parties, noting that if “the like for like provision isto be retained, the lack of a
procedura mechanism through which the interests of incumbent operators can be
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represented is...asignificant concern” FFJResolve suggests that this should be
incorporated into the undertaking in two ways. Firstly, ARTC should have an
obligation to invite affected or potentially affected non-parties to participate in
resolving the dispute. Secondly, the arbitrator should have the power to join non-parties
to an arbitration.

D4.4.6 Criteria for arbitration

In light of the Commission’ s willingness to accept the role of arbitrator under ARTC's
undertaking, it is appropriate to provide some further guidance on the principlesit
might apply in making arbitration determinations. In this respect, the Commission is
guided in thefirst instance by the terms of the undertaking, provided the terms are
consistent with the Commission’ s powers and functions under the TPA.

The amended undertaking provides criteria which an arbitrator must take into account
in making its determination. Clause 3.11.4(b)(vi)(C) requires the Commission to take
into account the matters referred to in s44X of the TPA. Over and above this, clause
3.11.4(b)(v) lists anumber of specific factors which the arbitrator must take into
account in resolving disputes. On this point, Resolve notes that while the two clauses
are broadly consistent, the criteriain sub-paragraphs (F) and (G) of 3.11.4(b)(v) may
establish amore limited field of consideration than the criterion of paragraph (c) of
A4X(1) of the TPA.

The former appears to allow the decision maker to consider the interests of those who have
current contractual rightsin relation to the service, while the latter appears to contemplate that
the decision maker should also be able to consider the interests those with rights other than
other under contract, for example rights that arise under the Act.

In general, these two definitions are likely to substantially overlap. Given the objectives
of Part I11A, however, on thisissue the Commission has a preference for the ability to
broaden the scope for consideration as per the wording of s44X(1). The Commission
considers that the criteria specified by ARTC should therefore be modified to eliminate
any possible inconsistency between the two clauses.

Recommendation

Clause 3.11.4(b)(v)(F) and clause 3.11.4(b)(v)(G) of the ARTC undertaking
be amended to make them consistent with s44X(1)(c) of the TPA.

The Commission notes that s44X does not explicitly list as a criterion the interests of
access seekers. However, it should be noted that in considering the interests of potential
third party usersin relation to access undertakings, the Commission has stated that it
“will consider the extent to which access arrangements generate real benefits to final
consumers and the community in general” .*Given that s44X addresses both the public
interest and the interests of all persons who have rights to use the service, the
Commission considers that the interests of access seekerswill, in practice, be

% Resolve Advisors, op. cit, p. 21.
7ibid, p. 17.
% Australian Competition and Consumer Commission, (2) op. cit, p. 7.
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considered. Accordingly, it does not seem necessary to explicitly stipulate a separate
criterion in clause 3.11.4(b)(v) of the undertaking. That said, the inclusion of such a
clause would be consistent with the other applicable criteria

Clause 3.11.4(b)(v)(K) of the undertaking and s44X(2) of the TPA aso grant the
Commission the power to take into consideration any other matter that it considers
appropriate. In general, the Commission would exercise this discretion on a case by
case basis. The Resolve report suggests one additional matter that might be relevant in
the case of ARTC is considetation of the interests of operators with rightsto use an
interconnecting rail network.* The Commission’s views on interface issues are
discussed in more detail in section D2.1.3. In general, the Commission considers that
interface considerations can be adequately dealt with on a case by case basis, rather
than as aformal criterion applicable to all arbitrations.

Other than with respect to the above clauses, the Commission considers the proposed
criteriawhich should be taken into account in conducting an arbitration under the
undertaking are acceptable.

D4.47 The Commission’s approach to arbitration under the undertaking

If the Commission accepts the ARTC undertaking and, in particular, the role of
arbitrator, it may be called upon to approve or determine a price for a particular service.
It is therefore appropriate to provide some guidance as to the approach the Commission
would adopt in making such determinations. Providing guidance is not intended to limit
the outcomes of commercia negotiations, athough it may assist parties to negotiations
by limiting the boundaries for those negotiations.

It isimportant to note that the Commission’ s approach does not preclude variations to
price that might be negotiated between ARTC and an access seeker, nor isit intended
to prevent ARTC from varying its charges to take account of the factorslisted in clause
4.2 of the undertaking.

The arbitrator will be bound by the undertaking. Clause 3.11.4(b)(A) stipulates that the
arbitrator must take into account the principles, methodologies and provisions of the
undertaking in deciding a dispute. An important consequence of this requirement is that
it requires the arbitrator to have regard to the indicative access charges when making a
determination on prices [clause 4.2(b)]. That is, the indicative access charge acts as a
reference tariff. Thisis discussed in more detail in chapter D5. Where ARTC's
proposed charge differs from the indicative access charges, the arbitrator would aso be
required to have regard to the other factors listed in clause 4.2. These include the
particular characteristics of the service and the commercial and logistical impacts on
ARTC'sbusiness.

Given that the indicative access charge only applies to a specific service category,
however, it isimportant to consider what ‘ having regard to’ means in the context of
determining charges for train consists not explicitly included in the undertaking. A
number of such services are currently provided by ARTC. In these cases, the factors
listed in clause 4.2(a) and 4.2(c)—f) are likely to be relevant in the context of an

* Resolve Advisors, op.cit, p. 18.
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arbitration determination. Among these factors are the opportunity cost to ARTC and
the market value of the train path sought.

Given the general nature of such criteria, the Commission has considered further how
these factors might be applied should it be called upon to make an arbitration
determination for a non-standard service. As noted in chapter D5, the Commission is of
the view that the market prices prevailing at the time of this draft decision are not
unreasonabl e charges for those services. While the Commission would consider any
pricing dispute referred to it for arbitration in light of its particular circumstances, it
also considers that, where atrain consist is not explicitly described in the undertaking,
the prevailing market prices are a general indication of differencesin both the market
val uelﬁf certain types of services and the opportunity costs (to ARTC) associated with
them.* Proper application of the opportunity cost and market value criteriawould thus
involve some consideration of these prices. These prevailing charges are listed in the
table on the following page, fﬂ the train consists defined in terms of maximum speed,
axleloading and train length.

As aready noted, the approach the Commission intends to adopt does not preclude
ARTC from differentiating its charges on the basis of the other criteriait haslisted in
clause 4.2. Indeed, in specific cases the opportunity cost to ARTC and/or the market
value of the train path may require consideration of additional information. The
Commission considers that such differentiation is acceptable provided prices fall within
the levels defined by the revenue limits specified in clause 4.4 of the undertaking.

0 An example of such prevailing market prices is the indicative access charges contained in the
undertaking.

“ These prices are based on the schedule of charges prevailing at the time of this draft decision (currently
cited on the ARTC website).

82 Draft Decision — ARTC Access Undertaking



Table4.1: Reference Tariffsfor Arbitrationgl

Units Adelaide- | Crystal Brook- | Pt Augusta- | Adelaide- Adelaide- Melbour ne-

Parkeston | Broken Hill Whyalla Pelican Point | Melbourne | Albury
Variable Charges per '000 gtk $2.262 $2.558 $3.996 $3.557 $2.602 $2.372
Flagfall Charges
Super Premium per train per km | $- $ $ $ $ $2.665
Premium per train per km | $3.306 $2.085 $2.079 $2.451 $2.061 $1.877
High per train per km | $2.865 $1.807 $1.808 $2.109 $1.942 $1.680
Standard per train per km | $2.424 $1.526 $1.537 $1.767 $1.690 $1.250
Low per train per km | $2.204 $1.387 $1.386 $1.596 $1.632 $1.250

Table4.2: Service Characteristics

Service Category Maximum Train Speed Maximum AxleLoading | Maximum Length

Super Premium 130 km/h 20t N/A

Premium 115 km/h 20t N/A

High 110 km/h 21t Corridor-standard maximum
Standard 80 km/h 23t Corridor-standard maximum
Low Off-peak train paths

“2 The prices currently listed on the ARTC website, and from which the figuresin Table 4.1 are based, are quoted exclusive of GST. Clause 4.6 of the undertaking, however,
makes no mention of whether prices are inclusive or exclusive of GST. For the purposes of this draft decision, the Commission has assumed that the prices are
inclusive of GST, and that the relativities are as described in the table. This should be clarified by ARTC. At a minimum, GST-inclusive prices should be specified in
the undertaking.

Draft Decision — ARTC Access Undertaking






D4.4.8 Review of arbitration decisions

The Commission notes that clause 3.11.4(b)(vii) states that arbitration determinations
under the undertaking would be subject to any rights of appeal granted under the TPA.
The Commission understands that thisis intended to allow for review of an arbitration
decision. The Commission considers that the rights of appeal that will liein the event
of the Commission making arbitration determinations will be in the nature of judicial
reviews. The undertaking does not provide for merits review, or re-arbitration, of
disputes by a body such as the Australian Competition Tribunal (‘the Tribunal’).
Strictly speaking however, there are no rights of appeal under the TPA. Accordingly,
the Commission recommends that this clause be amended.

Recommendation

Clause 3.11.4(b)(vii) of the ARTC undertaking be amended to remove the
words*“under the TPA”.

It is questionable whether, even if ARTC wanted to provide for such are-arbitration in
its undertaking, it would be within the scope of the Tribunal’ s jurisdiction to perform a
function or provide it a power that an undertaking purports to provide it with.

In this context, the comments of WA Transport should be noted. In the Western
Australian regime, an arbitrator’ s decision is not binding on an access seeker; rather,
the access seeker is able to re-open negotiations in the event it is dissatisfied with the
arbitrator’ s decision. By contrast, clause 3.11.4(b)(vii) stipulates that the determination
of the arbitrator shall be final and binding on the parties. Given the provisions of

A4V (2), in making an arbitration determination the Commission has the power, should
it consider it appropriate, to enforce acquisition of the service. The Commission
considersthat, given it isthe intention of Part I11A of the TPA, such discretion is not
inappropriate.

449 Compliance with arbitration

Clause 3.11.4(b)(vi)(D) of the undertaking requires the Commission to comply with the
procedures described in Division 3 Subdivision D of Part 1A of the TPA. Section
447G of the TPA provides the Commission with particular powers for the purpose of
arbitrating an access dispute, including the right to give directions necessary to
determine the dispute. The Commission has some concerns that the undertaking asit is
currently drafted does not adequately allow for the enforcement of directions that may
be given by the arbitrator to an access seeker or ARTC. Clause 3.11.4(b)(ix) of the
undertaking allows ARTC to cease negotiations with an applicant if the applicant does
not comply with the determination of the arbitrator, but does not refer to directions
given during the course of making that determination. Failure to comply with directions
islikely to significantly limit the ability of the arbitrator to reach an appropriate
decision.
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Recommendation

Clause 3.11.4(b)(ix) of the ARTC undertaking be amended to allow ARTC
to cease negotiationsin the event that an applicant does not comply with
thedirections or determination of the arbitrator (subject to any rights of

appeal).

The Commission also notes that there is no corresponding clause requiring the
compliance of ARTC with the directions and determination of the arbitrator. Again,
this may give rise to problems of enforcement. Accordingly, the Commission considers
that express provision to this effect be made by ARTC in the undertaking. Failure to
comply with the directions or determination of the arbitrator would thus represent a
breach of the undertaking.

Recommendation

Clause 3.11.4(b) of the ARTC undertaking include a provision expressly
requiring ARTC to comply with the directions or deter mination of the
arbitrator (subject to any rights of appeal).

4.4.10 Prevalence of disputes

The Commission’s experience in telecommunications suggests that the ARTC
undertaking contains features which should lessen the likelihood of disputes proceeding
to the point of arbitration. A significant cause of the large number of arbitrationsin the
telecommunications industry is the private, bilateral nature of the arbitrations, and
associated uncertainty over the pricing outcomes generated by arbitration. As already
argued, this can be alleviated by increased transparency. An important aspect of
transparency relates to pricing principles. In the absence of principlesto guide access
seekers' price expectations there is a higher probability of disputes arising and being
brought to arbitration.

The Commission has found that the publication of pricing principles for

telecommuni cations services has expedited the process of commercial negotiation. For
example, when the Commission released its draft pricing principles for GSM mobile
services in December 2000, there were six GSM arbitrations in progress. Further
information regarding the implementation of those principles has since been published.
As a consequence, five of those arbitration notices have been withdrawn. Similarly, in
relation to local carriage services (LCS), the Commission released final pricing
principlesin November 2000. Since then, the Commission has engaged consultants to
provide an assessment of the quantum of inputs into the methodology recommended in
the pricing principles paper. This was completed in August 2001. Since thistime, two
LCS arbitration have been withdrawn. While there are other factorsthat are likely to
have contributed to the withdrawal of these disputes, it is arguable that the rel ease of
pricing principles and the final results of the consultants’ study have contributed to
thelir resolution.

It should be noted that the Commission does not consider the publication of principles
alone as reason for these outcomes, but publication in conjunction with guidance as to
their application. This, too, is addressed in the ARTC undertaking, through the
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commitment to publishing agreed access prices. As discussed earlier, the Commission
recommends that this transparency be extended to allowing the arbitrator to publish
arbitration decisions. Transparency is also improved through the assessment of the
access undertaking itself: in reaching this draft decision, the Commission is presenting
itsviews on ARTC' s pricing principles and approach and its views on how it would
interpret them in the context of arbitration of a dispute. The assessment of pricing
principlesis detailed in chapter D5 of the draft decision. The telecommunications
examples suggest that a combination of clear pricing principles, a published assessment
by the Commission of ARTC'’ s approach to pricing, and the publication of arbitration
decisions will help to facilitate the process of commercia negotiation and to minimise
access disputes.

4.4.11 Costsof arbitration

In the event the Commission is required to make an arbitration determination in relation
to adeclared service, it isempowered by s171A of the TPA to charge afeefor its
services. Fees relating to the notification and conduct of an arbitration are set out in
paragraphs 2.6C and 2.6F of the Trade Practices Regulations.

Thereis no corresponding provision in the ARTC undertaking as to how the
Commission is to be compensated for adopting the role of arbitrator. Given that the
Commission is accepting additional responsibilities under ARTC’ s proposal, it
considers that the inclusion of a clause stipulating how an arbitration isfunded isa
necessary element of the undertaking. This might be worded similarly to, or make
explicit reference to, the clauses in the Trade Practices Regulations.

It should be noted that the undertaking is a commitment made by ARTC. To ensure that
parties other than ARTC (ie access seekers) are obligated to make appropriate
payments for the costs of arbitration, the access undertaking will require careful
drafting.

Recommendation

The ARTC undertaking include provision for the Commission to charge
feesin relation to the performance of itsdutiesin relation to arbitration of
disputes.

4412 Summary

As noted in the Access Undertakings Guide, the Commission will generally accept a
dispute resolution role only if an appropriate alternative is not readily available. On
balance, however, the Commission is prepared to accept a dispute resolution role under
the ARTC undertaking provided the processis revised to address the concerns
indicated above. The Commission notes that the reasons behind its preparedness to
accept arolein this particular case include:

* having asingle arbitrator is more likely to ensure consistency of arbitration
determinations over time;

» access disputes may require a significant consideration of competition policy,
which represents an inappropriate role for commercial arbitrators;
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* the ARTC undertaking isthe first operational rail access arrangement which
spans state boundaries, and involvement by the Commisﬁonﬂay assist the
facilitation of a nationally consistent approach to rail access;

* the ARTC undertaking contains provisions which should ensure the
transparency of access pricing agreements and, if suitable revisions are made,
arbitration decisions;

* the ARTC undertaking contains explicit pricing principles which are assessed
in this draft decision: such transparency has been shown to facilitate
commercia negotiations in the telecommunications industry;

* the ARTC undertaking contains an explicit reference tariff, and this draft
decision sets out further explicit prices which the Commission would consider
in conducting an arbitration; and

* the Commission considers that inter-modal competition will significantly limit
the extent to which ARTC is able to price in afashion that would breach the
revenue limits specified in the undertaking.

The Commission anticipates that the combination of a number of these factors should
minimise the number of disputes that are progressed to arbitration. Should it become
evident over time that thisis not the case, and that commercial negotiations are being
hindered by either the terms of the undertaking or by the dispute resolution process
itself, ARTC may consider modifications to the undertaking. The Commission notes
that the term of the undertaking islimited to five years, at which time the provisions
will no longer apply. At the outside, such difficulties could be taken into account in
evaluating an appropriate framework beyond this 5-year term.

The Commission accepts the role of arbitrator under the ARTC undertaking provided
the undertaking is refined to address the concerns indicated above.

The Commission has a strong preference for access agreements to be reached through a
negotiated, consensual outcome rather than through the determinative approach implied
by arbitration. For these reasons, the Commission would like to see implemented a
dispute resolution process that most effectively pursues genuine agreement between the
parties. The expert advice provided to the Commission is designed to achieve thisaim
and, accordingly, the Commission strongly encourages ARTC to adopt a dispute
resolution process along the lines proposed by Resolve.

The Commission considers that, as presently drafted, clause 3.11 does not fully meet
the requirements of section 44Z2ZA(3) of the TPA. Most particularly, the Commission
is not convinced that the proposed dispute resolution process is sufficiently timely to
meet the interests of access seekers. Ultimately, this lack of timeliness comes at a cost
to consumers and the community in general.

3 The Darwin to Tarcoolarail access regime has been certified by the Minister but is not yet operational.
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Recommendation

Clause 3.11 of the ARTC undertaking be amended to broadly reflect a dispute
resolution model along thelines proposed in the Draft Report on Dispute
Resolution Provisionsin ARTC Undertaking and Access Agreement*, provided the
amendments ar e consistent with the assessment and recommendations set out in
thisdraft decision. In particular, it isrecommended that the undertaking make
provision for:

» theappointment of a conflict manager;
* theappointment of a panel of mediators,

» thecommencement of arbitration at any time beyond the initial meeting of the
parties with the conflict manager;

e transparency of arbitration deter minations;
» discretion for the arbitrator to notify partiesof, and join to, arbitrations; and

* theCommission to charge feesfor making arbitration deter minations.

4.4.13 Implementation - appointment of a conflict manager

Adoption of amodel along the lines proposed by Resolve raises the question of how a
conflict manager isto be appointed. Resolve suggests that the appointment could be
made by either an industry body, ARTC or the Commission. Given that the submission
of an undertaking is avoluntary decision on the part of ARTC, however, the
Commission does not consider it appropriate for the regulator to impose upon the
industry.

The Commission notes that the el ectricity industry hasin place asimilar model to that
proposed by Resolve.* That said, the structure of the electricity market is quite
different to the rail market under consideration. There, the National Electricity Code
Administrator (NECA) has a central role in the operation of the market. The
appointment of a dispute resolution advisor in that industry can therefore be
coordinated viaNECA rather than by a particular participant in the market.

The Commission’s preference isfor ARTC to make an explicit commitment in the
undertaking to appointing, within a specified timeframe, an independent, suitably
skilled party to the role. A failure to meet this obligation would then constitute a breach
of the terms of the undertaking. The process might seek endorsement of the appointed
party by the Commission as afinal step. In ng any proposed process, the
Commission’s main concerns will be to ensure that the appointed conflict manager is
independent and impartial, and appropriately skilled. The Commission seeks feedback
from interested parties on the proposed approach to establishing such a model.

“ Resolve Advisors, op. cit.
“ Proposed changes to the dispute resolution provisionsin the National Electricity Code are currently
under review by the Commission.
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D5. Pricing principles

Part 4 of the undertaking sets out the principles used by ARTC to derive access
charges. ARTC argues that its objective is to apply access charges which achieve a
practical balance between the legitimate business interests of ARTC, the interests of
third party access seekers, and the interests of the public.

Access charges are structured as a two-part tariff comprising afixed and a variable
component. The fixed (‘flagfall’ ) component islevied on the basis of the length of the
train path, irrespective of whether the path is actually utilised. The variable component
islevied on the basis of gross mass and distance, and is charged only when the path is
utilised.

Indicative access charges for each segment of the network are included in the
undertaking. The indicative access charge is effectively subjected to a price cap in the
undertaking, which means it cannot be increased by more than the greater of two-thirds
of the percentage increase in CPI or the percentage increase in CPI less 2% in any one
year.

The indicative access charge applies to services having the following characteristics:

» axleload of 21 tonnes;
* maximum speed of 110 km/h and average speed of 80 km/h; and

* length not exceeding 1500 metres east of Adelaide and 1800 metres west
of Adelaide.

This service effectively actsasa‘standard’ service, which ARTC is committing to
providing at the indicative access charges. Where an access seeker requests a service
different to this standard (a‘ non-standard’ service), the undertaking sets out the
considerations ARTC will take into account in formulating the charges for that service.
The undertaking also constrains ARTC from differentiating charges either on the basis
of the characteristics or identity of the applicant, or - where users are operating within
the same end market - from discriminating charges for services that are alike.

The extent to which ARTC can vary the charges for access for these kind of non-
standard servicesis limited by a requirement to have regard to the indicative access
charge when setting prices, and by the floor/ceiling revenue limits defined in the
undertaking. The floor/ceiling limits restrict the amount of revenue ARTC can recover
from a segment or group of segments, and act as an overall constraint on the prices
ARTC can charge. The floor limit is defined as the amount of revenue required to cover
the incremental cost of a segment. The ceiling limit is defined as the amount of revenue
required to cover the economic cost of a segment. These concepts are discussed in more
detail in section D5.3.

A number of issues wereraised in relation to ARTC' s proposed access pricing
principles during the course of the Commission’s public consultation process. This
chapter addresses these issues under four broad headings. First, the general approach to
access pricing is discussed. Second, issues relating to the proposed pricing and
structure are discussed. These issues include competition considerations, the level and
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structure of the indicative access charges, and the efficiency implications of ARTC's
approach. Thirdly, a cost-based assessment of ARTC' s floor/ceiling limitsis
conducted. This section addresses issuesin relation to asset valuation, depreciation, rate
of return and operating expenditure. The final section provides a specific assessment of
the clausesin Part 4 of the undertaking in light of the preceding discussions.

D5.1 General approach

In the Issues Paper, the Commission questioned whether the general approach to access
pricing achieves the undertaking' s stated objective of striking a balance between the
businessinterests of ARTC, access seekers and the general public.

D5.1.1 ARTC proposal

ARTC is of the view that the pricing principles are generally balanced in favour of the
access seeker. Essentially, ARTC believes it manages an asset that is significantly
under-utilised in various parts and at various times. As such, the volumes currently
available in the market will not generate sufficient revenue to recover the full economic
cost of the asset where access is charged so as to make rail inter-modally competitive.
Given this spare capacity, and the constraint placed on pricing by inter-modal
competition, ARTC sees growth in volumes as the primary means by which the asset
can become sustainable in the long term. In the shorter term, however, it is essential
that sufficient revenue be generated to cover incremental cost. ARTC argues that, in
order to price access in away that makes rail competitive, it must take some long term
commercial risk, which it is seeking to mitigate by growing its markets and revenues.

Specific features of ARTC's pricing policy which it claims are designed to promote
market growth through the encouragement of competition, resulting in wider
community benefits, include:

e Operators competing in the same market environment and operating under like
terms and conditions of access are not price differentiated.

» Indicative charges and terms and conditions are published, as well as any prices
associated with deviations from the indicative terms and conditions, providing
prospective users with guidance, and some certainty, with respect to access
pricing.

 ARTC charges are levied in two parts, being a variable usage related charge and
afixed flagfall charge. The relativity of charges results in revenue collected
from the fixed flagfall charge being only around 33% of total revenue. In
addition, the flagfall component is only ‘fixed’ to the extent that the path exists.
The only risk to the operator isthat if the path is not sufficiently utilised, it may
be withdrawn.

» Infrastructure maintenance is currently outsourced and managed under
mai ntenance contracts entered into on commercia terms as aresult of a
competitive tender process. ARTC argues that it has adopted this practice with a
view to ensuring that its cost structure reflects efficient infrastructure
mai ntenance practice, and access pricing is efficient and competitive.
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» Vauation of theinfrastructure asset base reflects an optimised network so as to
ensure that revenue collected does not inefficiently recover the costs of
redundant assets.

e Theannual increase in the indicative access charge is limited to the greater of
CPI less 2% or 2/3 of CPl. ARTC argues that thisimplies an annual real
reduction in access pricing of up to 2% may be made available to users, as well
as the possibility that pricing may not be increased at all, offering the possibility
of even greater real reductionsto users.

* Inadditiontoreal falsin access pricing, ARTC argues that strategic investment
in the infrastructure, together with improved asset management practices at
lower unit cost, has given users the opportunity to make significant yield
improvements in above rail operations. For example, the operation of longer
trains, increased wagon loading and better train loading potentially further
reduce effective access charges.

D5.1.2 Views of interested parties

National Rail

NR argueﬁhat, provided a number of network pricing issuesthat it raises are fully
addressed®, the undertaking strikes a balance between the businessinterests of ARTC,
access seekers and the general public.

Given that most prices are in fact the indicative access charges, the floor and ceiling
revenue diminish in importance. Instead the * X’ in CPI-X becomes critically important.

New South Wales Government

The NSW government supports the floor/ceiling approach, but notes that the NSW
approach to access pricing may impose more constraints on pricing than the approach
adopted by ARTC. For example, the NSW regime does not allow the inclusion of
formation value of assets such as cuttings and embankment in the estimate of asset
valuation. Given the gap between indicative charges and the price ceiling, however, it
may not be necessary to impose such a rigorous methodol ogy.

Transport WA

Transport WA notes some differences between the ARTC undertaking and the WA
Rail Access Regime, including the ability of ARTC to charge more than the ceiling (ie
monopoly rent) with the consent of the access seeker and to charge less than the floor
(ie cross subsidisation) at its discretion; and the absence of a mechanism for adjusting
for over or under recoveries.

SCT

SCT argues that the ARTC undertaking does not properly take into account the
interests of existing users of its network. The undertaking does not properly

% These are outlined below.
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differentiate between existing operators and prospective users. SCT also considers that
the undertaking lacks transparency. Operators are not in a position to know whether the
access price has been calculated in accordance with the undertaking. Furthermore,
operators cannot be certain whether some operators and not others have benefited from
price and non-price conditions.

State Rail Authority of NSW

ARTC isonly setting out an indicative access charge for one class of train, which is
significantly different from Countrylink XPT passenger services. Previously, ARTC
has published a schedule of pricesfor different categories of train. SRA believe that the
undertaking should provide an explanation of pricing treatment for trains that differ
from the ‘standard’ specification.

Queendand Rail

ARTC pricing limits should have a combinational test to ensure there is no cross-
subsidisation between individual train services or combinations of train services. By
not using a combinational test, ARTC is adopting an average cost methodology, which
resultsin alower ceiling limit and a higher floor limit than under more typical
constrained market pricing approaches.* This produces a narrower band and reduces
the scope for price differentiation.

ARTC isnot in a position to charge monopoly rents. Its pricing is significantly below
its allowable revenue limit. The pricing regime contains sufficient incentives for ARTC
to continue to seek to improve the market value of its business. It is not necessary to
enhance incentives through regulatory measures.

Pricing in rail should be set in amanner that will promote efficient utilisation of the
network, ensure the appropriate sharing of risk and allocate volume benefits in an
appropriate manner. Rail systems are characterised by the potential for substantial cost
trade offs between the provision of rail infrastructure and the operators of services on
that infrastructure. Optimisation of the performance of rail infrastructure does not
necessarily result in optimisation of the performance of the logistics chain. It is
therefore necessary for access pricing to provide appropriate signals to both
infrastructure owners and operators in terms of the need for additional investment.

FreightCorp and Toll

While price discrimination between competing access seekers is necessary and
desirable, price discrimination on the basis of demand factors can lead to distorted
outcomes if applied subjectively. This creates uncertainty about pricing outcomes. To
address this uncertainty issue, ARTC should indicate how it intends to take account of
demand factors.

FreightCorp/Toll argue that the floor/ceiling band proposed by ARTC is so wide that
price certainty is difficult to achieve. The only other indication of future pricing isthe

4" The Commission’s views on the distinction between average, marginal and incremental cost are
discussed in section D5.2.4.
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CPI-linked price escalation formula, which is unlikely to achieve the desired balance
between the interests of ARTC, access seekers and the public. Accordingly, this should
be replaced with either acommitment to maintain constant nominal prices, or if an
index isto be adopted, that index should be related to interstate general road freight
pricing. FreightCorp/Toll suggest that the fact that most assets are gift funded shows
that the Government wants to improve rail’ s viability versus road, rather than to make
commercia investments.

D5.1.3 Commission position

In its Access Undertakings Guide, the Commission notes that the criteria by which it
must assess access undertakings are fairly general. The criterialargely involve
balancing the interests of the access provider, access seekers and the public. Clauses
1.2(c) and 4.1 explicitly state balancing these interests as one of ARTC’ s objectivesin
lodging the undertaking.

Submissions to the Commission expressed a range of views in response to thisissue.
For example, National Rail and the NSW government expressed the view that the
undertaking was able to achieve a balance between the interests of various parties;
while on the other hand SCT argues that the legitimate interests of users of the network
are not properly taken into account. Similarly, the FreightCorp/Toll submission
suggests that the proposed pricing principles would be unlikely to achieve the desired
bal ance between the interests of ARTC, users and the public.

The remainder of this chapter discussesin detail the Commission’s views on the
implications and appropriateness of ARTC' s proposed approach to pricing, and
provides an assessment of the proposed principles against the criteria of s44ZZA of the
TPA. In summary, the Commission is of the view that Part 4 of the undertaking is
acceptable, subject to some refinement of the wording. The Commission considers that
the undertaking provides users with a substantial degree of certainty, aswell as
protection against any market power that ARTC currently holds (or could hold in the
future), while allowing ARTC to pursue its intended growth strategy over the five-year
duration of the undertaking. In so doing, it should further the interests of the public,
through providing falling real access charges®and facilitating increased intra and inter-
modal competition.

D5.2 Proposed pricesand structure
D5.2.1 Intra-modal / inter-modal competition

The Issues Paper sought comments on the likely effect of the proposed access pricing
approach on intraamodal and inter-modal competition.

ARTC proposal

ARTC argues that its approach to pricing promotes intra-modal competition. In
particular, ARTC believes that its pricing regime will encourage the entry into markets

“8 Falling real access charges are adirect consequence of clause 4.6 of the undertaking. This is discussed
in more detail in section D5.2.4.
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of newer operators. Such operators can enter the market with confidence that they will
be able to compete on an even playing field with incumbent carriers, and certainty asto
the level of access pricing which will be made available to them.

Concerning inter-modal competition, ARTC argues that it faces competition (to varying
extents) from road and sea transport in all the marketsit serves. Therefore, access price
negotiation must consider the competitive position of rail in the end markets. Both
ARTC and the operator lose revenue if rail is unable to compete in the markets.

For thisreason, ARTC argues that it has endeavoured to tailor its approach to pricing to
facilitate the growth of rail volume in these markets, whilst still retaining as much
flexibility for commercial negotiation as possible. ARTC argues that the indicative
access charge enablesrail to compete effectively in East — West markets, while the
structure of access charges provide incentive for operators to improve yield from both
their own above rail assets, as well as from usage of the track.

Views of interested parties
T

In considering variations to charges, ARTC should be required take into account the
effect of an increase in charges on inter-modal competition. Furthermore, the
uncertainty in relation to the pricing principles and the application of non-price
conditions will hinder competition.

National Rail

NR indicates that it believes the ARTC undertaking will provide a continued balance
between stability for existing rail operators and ease of new entry.

Freight Australia

Freight Australia expresses the concern that while ARTC iscompelledto actin a
commercial manner there is no corresponding obligation on road transport, rail’s
primary competitor. Freight Australia proposes that one of the objectives of the
undertaking should therefore be rail access charges that are competitively neutral with
road access charges.

FreightCorp and Toll

The FreightCorp/Toll submission suggests that automatic linkage of access pricesto
CPI will limit rail’ s ability to compete with road and coastal shipping.

Commission’s position

A number of submissions commented on the possible effects of the undertaking on
inter-modal competition. Generally, the suggestions were that the effect of pricing on
inter-modal competition should be aformal consideration within the ARTC
undertaking. The Commission’s view isthat the inclusion of such aclauseis
unnecessary, as competition provides a constraint on ARTC’ s behaviour regardless of
the inclusion of formal provisions. Indeed, the inclusion of such a clause may result in
wasteful disputes as to whether ARTC has taken the effect on competition into
consideration in its pricing.
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It iswidely accepted that vigorous and effective competition normally provides the best
means of promoting economic efficiency, a competitive economy and the welfare of
consumers. Competition is a process which centres on the active efforts of firmsto
keep ahead by reducing costs, developing new products and enhancing the quality of
thelr services. It is a process which forces businesses to offer “more for less’ by
improving quality and/or lowering prices. At a broader level competition also helpsto
ensure that the community’ s scarce resources are used in the most valuable way now
and through time.

Pricesin competitive markets reflect the marginal costs of production. This allows all
consumers who value the good/service above marginal cost to obtain that good/service,
and consequently for social welfare to be maximised. In amarket where thereisa
monopoly provider of infrastructure, thisis not the case, and society suffers associated
welfare losses. The monopolist is said to hold * market power’, which is generaly
manifested in prices above marginal cost and consequently lower output than the
socialy optimal level. The loss associated with the lesser use of the serviceistermed
alocative inefficiency.

Competition is characterised by substitutability; that is, users of a service can either
seek an alternative kind of service (demand side substitution) or an aternative service
provider (supply side substitution) in the event that they are dissatisfied with their
current provider. The high sunk costs associated with building arail network, the
specialised nature of rail-track assets and the network economies associated with
having a single network suggest that it is generally more efficient to have asingle
supplier of rail track in broad geographical areas. Not surprisingly, ARTC isthe sole
provider of interstate rail track in the regions under consideration and, consequently,
train operators do not have the option of approaching an alternative network on which
to run trains. Accordingly, supply side substitution options are limited.

The fact that freight (the major above-rail market on the ARTC network) can be
transported using alternative modes, however, suggests that there is a high degree of
demand side substitutability in the market for rail track services. In general, a profit-
maximising monopoly provider sets prices at levels that are higher than the socially
optimal level. However, where users have the option of utilising a different service,
such as road transport, even asingle provider of rail network infrastructure will face
limitations on the extent to which it can increase its charges. A signifigant proportion of
ARTC’ s business appears to be operating in this kind of environment.*'It is therefore
unlikely that, for these customer segments, ARTC would be able to significantly raise
prices from their current levels, or significantly reduce the quality of service, asthis
would result in large reductions in rail freight volumes as freight is switched to
alternative transport modes such as road and shipping. A similar argument holds for

4 ARTC argues that “around 60% of ARTC businessis priced at the Indicative Access Charge. This
business includes most containerised freight that is characterised by a high level of inter-modal
competition”. ARTC, (2) op. cit, p. 17.
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passenger traffic. In economic terms, this suggests tt’ﬂ asignificant proportion of the
demand for use of ARTC'strack isrelatively elastic.

The Commission notes that there may be less competition from road in the market for
bulk freight. The term ‘bulk freight’ generally refers to commodities such as coa and
grain. That said, it may be the case that ARTC faces competition in this customer
segment from other modes, such as sea transport. Furthermore, as the NCC notes, “the
majority of freight transported between Sydney/Melbourne and Perth is non-bulk”.
Accordingly, while ARTC may hold market power in some more narrowly defined
markets, such power islikely to be limited.

The argument that ARTC is constrained in its behaviour by inter-modal competition is
supported by the Commission’ s analysis of the costs of providing rail infrastructure
across the ARTC network. In general, ARTC appears to be recovering revenues well
below the economic cost of providing services. Such an outcome would be unlikely to
eventuate in the absence of competition. Moreover, until recent years, rail’ s share of the
interstate freight market — its largest customer segment — has been declining relative to
road, suggesting that relative prices could not be substantially increased without ARTC
facing a significant volume impact. Notably, the improved market share performance of
rail against road on the east-west corridor in the Ig]q few years has occurred at atime
when real rail access prices have been in decline.

Under these conditions of competitive constraint, ARTC has strong incentives not to
increase prices, or at least to limit price increases. Prices negotiated between ARTC and
access seekers will therefore generally reflect a competitive outcome. An access seeker
will not accept a high access price that prevents|t from effectively competing against
alternative modes of transport in the long term.®* Similarly, ARTC has an incentive to
negotiate a price which the access seeker finds acceptable, thereby providing ARTC
with additional volume and revenue. If ARTC does not negotiate such aprice, the
businessislost not only to the operator, but to ARTC itself. Thus prices are essentially
market based.

The Commission thus disagrees with suggestions that ARTC will ignore the effect of
its pricing on competition, or without considering the effect its pricing will have on its
downstream customers.

® Thisis supported by Freebairn, who notes that “elasticity islikely to be high and to increase with
higher prices’. Freebairn, J., Access Prices for Rail Infrastructure, Economic Record, Vol. 70, No.
226, September 1998, p. 289.

® National Competition Council, Specialised Container Transport Applications for Declaration of
Services Provided by Westrail: Recommendations, November 1997, p. 15.

52 With the exception of increasesin July 2001, ARTC's offered prices have been constant in nominal
terms since 1995. This equates to a decline of approximately 15% in real terms over asix year
period. Changesin real prices approximately equal the change in nominal price lessinflation, so
constant nominal pricesimply falling real prices, unlessinflation is negative.

%3 In determining whether an offered access price is acceptable, an access seeker will take into account all
other long-term costs of providing rail services and the prices it needs to charge its customers to
justify its own investment. Where thisinvolves some level of ‘sunk’ cost —ie, where the access
seeker’ sinvestment is specialised and cannot be recovered upon exit from the business — this will be
factored in to the access seeker’ s decision to operate or not operate the service. Thus exit costs will
be factored into any decision to introduce a new service, irrespective of whether the access seeker is
currently providing above-rail services or whether it isanew entrant.
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In this context, it is worth considering whether the fact that ARTC isavertically
separated rail provider has a bearing on the incentivesit facesin relation to pricing. In
its submission to the Productivity Commission’s review of Part I11A of the TPA, the
NCC argued that even avertically separated firm has incentives to distort competition
in dependent markets.

In effect, avertically separated upstream monopoly can deal on an exclusive basis with the most
efficient downstream firm, precluding all downstream competitors, and extract the chosen
downstream firm'’s rents by means of a two-part tariff. The downstream firm earns zero
econorrg'ﬁ profit while the upstream firm secures whatever rent is available in the dependent
market.

While this argument may have some merit, it applies to markets in which the
(effectively vertically integrated) entity is not subject to competition. As already noted,
therail market in which ARTC operates is subject to arelatively high degree of
competition. Accordingly, the extent to which it would be able to extract rentsisvery
limited. That said, there may be some customer segments in which ARTC does hold, or
may in future hold, some market power. For these reasons, the Commission considers it
important to ensure that ARTC' s undertaking does not allow it to earn monopoly rents.
Thisis discussed further in the context of the Commission’s assessment of the ceiling
limits ARTC has proposed.

While ARTC reserves the right to increase the indicative access charge by the greater
of CPI-2% or 2/3 of CPI, thisincrease is not automatic. Ultimately, the extent to which
access charges increase will be determined through commercial negotiation in the
context of market realities. Accordingly, the Commission does not consider that the
ARTC undertaking will have a detrimental effect on inter-modal competition.

It follows from the above reasoning that a clause explicitly requiring ARTC to take into
account the effect on inter-modal competition would be redundant. It may even be the
case that such a clause would create increased complexity during access negotiations or
in enforcement of the undertaking.

The further issue of whether there exists competitive neutrality between rail and road
transport is highly complex and contentious. However, while important to the
efficiency of the national transport system, the question is beyond the scope of the
Commission’srole in assessing ARTC’ s undertaking. Even if it was clearly the case,
however, that the road transport market was competitively ‘non-neutral’ in the sense
that providers of road infrastructure did not operate on afully commercial basis and/or
other distortions existed in the road market, in the Commission’s view it would be
inappropriate to expect ARTC to factor thisinto its undertaking. Asfar as possible,
issues regarding competitive neutrality should be addressed directly in the road market
rather than indirectly viathe rail market.

The Commission notes that the Productivity Commission inquiry into rail reform did
find that the road charging system for heavy vehicles under-recovers costs attributable
to classes of vehicle which compete directly with railways, thereby conferring a

% National Competition Council, Legislation Review of Clause 6 of the Competition Principles
Agreement and Part I11A of the Trade Practices Act 1974: Submission to the Productivity
Commission, January 2001, p. 23.
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competitive advantage on road transport. A similar finding was reported by the Bureau
for Transport Economics (BTE).* The BTE concluded that even if both road and rail
paid more competitively neutral charges, the freight rates for each would be likely to
fall by similar proportions. Thus the relative price of rail and road may not be
substantially altered, and the market share of rail may continue to decline over time.
From the Commission’ s perspective, though, the important point to note isthat ARTC
does face significant competitive constraints on its business from inter-modal
competition. The Commission seeks comments from interested parties on itsinitial
assessment of ARTC’ s competitive environment.

Submissions to the Commission contained few comments on the likely effects on intra-
modal competition. It should be noted that healthy intra-modal competition is generally
likely to contribute towards rail’ s ability to compete inter-modally. Competition
between train operatorsislikely to place continued pressure on those firmsto lower
costs and/or increase service quality over time. Thisin turnislikely to increaserail’s
competitiveness aggnst road, potentially increasing rail’ s share of the total freight and
passenger markets.>' Increased intra-modal competition can be facilitated by reducing
barriersto new entry in the market. Such barriersinclude start-up costs and the costs

associated with uncertainty.

The Commission considers that the acceptance of an access undertaking will provide
potential entrants into the above-rail market a greater degree of certainty than may
otherwise be the case. It should be noted, however, that the undertaking commits
ARTC to providing like services at like prices, where access seekers are operating in
the same end market.~ In making this commitment, ARTC is effectively limiting the
extent to which it can price discriminate between customers. Given ARTC' s difficulties
in covering the replacement costs of its existing assets®, it may actually be preferable
for AﬁTC to be charging customers according to their valuation of a particular train
path.

That said, the earlier discussion on vertical integration noted the NCC’ s argument that
there may be some incentives for avertically separated infrastructure provider to distort
competition in the downstream market. Furthermore, if competition in the downstream
market isimperfect, the welfare losses from monopolisticpricing are potentially greater
in the case where the entity has been vertically separated.*While the earlier discussion
noted that, in relation to ARTC, inter-moda competition islikely to limit the extent to

% Bureau of Transport Economics, Competitive Neutrality Between Road and Rail, Working Paper 40,
September 1999, p. x.

% This point was noted by the Productivity Commission in itsinquiry report, op. cit, pp. 162-163.

" While the definitions of “alike” services and “same end market” are open to some interpretation, these
principles have been generally well established under trade practices case law. The Commission
does not, therefore, see definitional impedi ments to accepting these terms.

% This is a consequence of the fact that ARTC' s revenues do not cover the economic costs of its assets.
See sections 4.2.4 and 5.3 for more discussion of this point.

% Given ARTC' s high proportion of joint and common long run costs, efficient recovery of such costs
calls for mark-ups above incremental service costs based on demand-side considerations.
Specifically, the mark-up should be inversely proportional to the elasticity of demand for the service
(Ramsey pricing). In aregulatory context, however, the informational requirements of implementing
such an approach can be very high.

% For amore detailed discussion of thisissue, see King, S. and Maddock, R., Unlocking the
Infrastructure: The Reform of Public Utilitiesin Australia, Allen and Unwin, 1996, pp. 87-94.
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which such pricing can be sustained, the Commission’sview isthat ARTC’sinclusion
of acommitment to not differentiating charges for users of like services provides a
further degree of protection to above-rail operators. If ARTC does have a significant
degree of market power (or at some future point comes to have market power), and thus
has (or gains) some incentive to distort competition, this ‘like for like’' clause should
prevent ARTC from actually implementing distortionary pricing.

A number of operators have expressed support for non-discrimi natij pricing, and
ARTC has responded to these concerns in preparing its undertaking.* For these
reasons, the Commission is not proposing to object to the inclusion of acommitment to
pricing like services equally. Thisissueis discussed further in section D5.2.2.

D5.2.2 Setting access charges

In the Issues Paper, the Commission sought comment on whether the indicative access
charge provides a reasonable basis for the setting of access prices, and whether thereis
sufficient clarity about how ARTC will deal with deviations from the indicative access
charge.

ARTC proposal

ARTC argues that the existence of the indicative access charge considerably reduces
uncertainty for new applicants. However, where an operator’ s requirements differ from
the indicative terms and conditions, ARTC proposes to formulate an access charge that
considers arange of factors including the particular characteristics of the relevant
service, the commercial and logistical impact on ARTC’ s business, the cost of any
additional capacity required, and any contribution made by the operator.

In order to provide additional certainty to operators seeking terms and conditions other
than the indicative terms and conditions, ARTC has proposed publishing any
negotiated access prices, together with related terms and conditions, on its website. The
purpose of thisisto provide additional guidance to prospective operators as to how
their requirements might be priced. ARTC expects that, over time, the high incidence
of situations where specific requirements have either been exactly or closely handled in
previous negotiations would considerably reduce uncertainty for new applicants.

Views of interested parties
T

SCT argues that the indicative access charge does not provide areasonable basis for the
setting of access prices because the manner in which that charge is determined is
neither market based nor clear, and the access arrangements are not clear in terms of
price and non-price conditions. SCT adds that adopting floor/ceiling limitsis not
appropriate given that ARTC indicates that the indicative charges are market based
rather than cost based.

& For example, SCT states that allowing price discrimination between operators “will lead to uncertainty
and adversely affect the interests of operators and adversely affect competition”. Not all operators
expressed this view — for example, Toll expressly argues that a degree of price discrimination should
be allowed.
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FreightCorp and Toll

The FreightCorp/Toll submission highlights concerns with the indicative access change
with respect to the way it islinked to increases in CPI, the excessive weighting given to
the flag fall component and the lack of quality of service standards. CPI-linked
increases are argued to be inappropriate as general freight prices are not keeping pace
with inflation. Such price increases will hinder rail’s ability to compete with road and
coastal shipping. With regards to service quality, FreightCorp/Toll argue that the
absence of quality service standards allows the price-regulated firm to maximise
profitability by sacrificing service quality.

Toll

In a separate submission commenting on ARTC’ s amendments to the undertaking, Toll
argues that the undertaking is proposing a price structure that is not designed to be cost
reflective. CPI linked price increases should be replaced by a commitment to annual
review of the indicative access charge having regard to efficient costs. Toll also argues
that the obligations introduced by Part 8 of the amended undertaking (relating to
maintaining the network in a‘fit for purpose’ condition and publishing performance
indicators) are inadequate.

The submission also comments on the subject of non-discriminatory access charges.
Toll suggests that the “revised undertaking seems to assume that there is something
inherently inefficient in pricediscrimination and that price discrimination is aform of
anti-competitive behaviour” * By contrast, Toll argues that:

Unless the undertaking recognises the differing ability of usersto pay depending on the use to
which track accessis being put by that user, optimal output will_not be achieved and rail will be
utilised less and less where there are alternate modes available.

Toll suggests that ARTC isfailing to take into account the effect of its pricing on
downstream markets, and that the access prices that users can afford to pay depends on
the market in which that user is operating.

Another point made by Toll relates to consistency within the undertaking. Toll argues
that the commitment to not differentiating charges between applicants using like
services and operating in the same end market is narrower than the broad principle of
non-discrimination described el sewhere in the undertaking.

National Rail

NR suggests that the implied X-value of 2% should be reviewed after two years or,
aternatively, that there should be provision for regular review of the reference tariff.
NR also adds that the undertaking must fix dates for the application of the CPI-X
escalation of the reference tariff.

Great Southern Railways

GSR contend that profit and cashflow figures suggest that track access fees could be
lowered by as much as 15% while still generating acceptable returnsto ARTC. The fact

2 Toll Group, Issues Arising from the Revised ARTC Undertaking, October 2001, p. 2.
2ihid, p. 2.
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that prices are above the floor on all major line segments indicates there is considerable
scope for reducing prices.

Commission’s position
Indicative access charge

In aregulatory context, a critical concern is the potential for monopoly providersto
charge excessive prices; that is prices which are above the long run costs of production.
In the case of ARTC' sinterstate rail network there has, to date, been no regulatory
involvement that has warranted an investigation into the appropriateness of ARTC's
charges. It should be stressed that it is ARTC’ s decision to voluntarily lodge an access
undertaking with the Commission which has initiated the first such examination. The
Commission’s cost based assessment is detailed in section D5.3.

The purpose of a cost-based assessment is as a benchmark against which ARTC's
proposed charges can be compared. ARTC has not proposed setting its charges on the
basis of costs; rather, the floor/ceiling limits specify boundaries beyond which ARTC
pricing will be constrained over the term of the undertaking. Currently, no such formal
limits exist, nor would they exist in the absence of an undertaking. Accordingly,
ARTC’ s undertaking represents a self-induced limitation that would otherwise only be
likely to arise in the event that ARTC' srail-track services were declared by the NCC
under Part I11A of the TPA.

In the absence of regulation, the pricesfor rail track services are essentially market
based. That does not necessarily imply that they are efficient; as already mentioned a
monopoly provider may be able to sustain pricing above socialy optimal levels.
However, prices that generate revenues below the economic cost of providing services
are generally inconsistent with monopoly pricing outcomes. In those circumstances, the
Commission considersit reasonable to assume that prices have been determined on a
commercial basis. This appears to be the current situation in the markets in which
ARTC is operating, with the limitations on ARTC’s pricing stemming largely from
inter-modal competition from road and shipping. Inter-modal competition was
discussed in more detail in section D5.2.1.

The indicative access prices contained in the undertaking are the same as ARTC's
current charges for services classed as superfreighters. This superfreighter service has
the same characteristics as the indicative service defined in the undertaking. According
to ARTC, the history of these charges dates back to 1995, when they were determined
by commercial negotiation between ARTC and above-rail operatorsin the market at
that time.* This view of the process was supported by the Toll Group at the
Commission’s public forum, who noted that the access price reflects “what [ARTC]
can get from you” .* The important point hereis that historically, pricesfor rail track
services have not be determined with reference to costs but are essentially market
based; ie reflective of prevailing demand. Recent increasesin rail volumes and rail’s
share of the freight transport market on the east-west corridor are consistent with this
view.

% Australian Rail Track Corporation, (2) op. cit, p. 17.
& Australian Competition and Consumer Commission, Transcript of Proceedings, (3) op. cit, pp. 23-24.
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As noted above, from aregulatory perspective the prevention of excessive pricing by a
monopoly provider isamajor justification for intervention. Where ARTC’ s revenues
remain below the appropriately defined and measured economic cost of providing
services, however, the Commission considers that commercia negotiations are likely to
provide the most efficient short-run pricing outcomes. Commercia negotiation islikely
to award train paths to the party that values the path most highly, and isaso likely to
provide ARTC with incentives to maintain and expand capacity as it becomes
necessary. That said, the Commission notes that the inclusion of a‘like for like’
provision may somewhat limit these potential gains.

Indeed, in circumstances where ARTC is constrained by market forces to pricing below
the levels necessary to recover the full economic cost of providing services, the
Commission has concerns regarding the sustainability of the network infrastructure. If
ARTC isnot able to generate sufficient cash flow to replace assets as becomes
necessary, the longer term viability of the industry is compromised. The Commission
notes that in these circumstances, a degree of price discrimination, even between
different users operating the same type of service, may be a desirable practice. Such an
approach may facilitate the efficient allocation of common costs. That said, thiswould
only be appropriate to the extent that it does not distort competition in downstream
markets. ARTC has suggested that its strategy isto reduce its long-run age costs -
through productivity gains and volume growth - to the leve of its prices®™ ARTC
appears to believe that this strategy can be achieved most readily through a
commitment to non-discriminatory pricing. In light of the benefits of promoting
competition in downstream markets, the Commission’ s draft decision does not object to
the inclusion of alike for like provision in the undertaking.

In relation to the issue of consistency between clause 4.3 (‘ Limits on Charge
Differentiation’) and clause 1.1 (f) of the undertaking, which states that ARTC will not
discriminate price on the basis of commodity being transported®, the Commission notes
again that the role of the preambleisto assist in ﬂtj interpretation of the document
rather than imposing alegal obligation on ARTC.* Accordingly, the Commission
considersthat it is clause 4.3 which specifies the obligation upon ARTC. This suggests
that the inconsistency does not present a practical problem. That said, it is preferable
for inconsistencies to be removed from the undertaking as far as possible.

Service quality

A possible concern that arises when prices are constrained by regulation, however, is
the incentives the regulated business faces with regard to service quality. Quality of
service measures are an important aspect of the oversight arrangements in most
regulated industries - for example, price-capped airports are subject to quality of
service monitoring. Potential service quality issues arise in the context of the ARTC
undertaking because the ways in which a price-constrained rail track operator can
increase its profits are primarily through increasing volumes, or through lowering
operating costs. In situations where users of the track cannot elect to use some

®That is, ARTC's strategy is designed to move towards a position of full cost recovery.

 Thisissue was expresdy raised in the Toll submission in response to the amended undertaking
submitted by ARTC.

% See chapter D1 of this draft decision.
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alternative provider, it may be the case that a monopolist has incentives to cut costs
beyond an efficient level, to the point where the standard of service deterioratesto an
unacceptable level. In that context, some submissions commented on the absence of
service quality measuresin ARTC’ s undertaking.

This does not necessarily imply that a set of service standards is a mandatory
component of an access undertaking. A trade-off exists between price and quality, and
it may be the case that different classes of access seeker, and even different individual
access seekers, want different standards. There can be advantages, therefore, in
allowing service quality to be a negotiable term of access. The Commission has
indicated, in its Access Undertakings Guide, that service standards will be assessed on
a case-by-case basis. The guide aso notes that any commitment to particular service
standards needs to be complemented by adequate mechanisms for measuring and
reviewing service performance.

ARTC’ s original undertaking contained little in the way of service standards or
performance indicators. In the main, ARTC'’ s service standard obligations are more
fully laid out in the indicative access agreement. For example, clause 5.3 sets out
ARTC’ s obligations under an agreement; while clause 6.1 commits ARTC to maintain
the network to the higher of the standard existing at the commencement of an
agreement, the minimum standard required to maintain ARTC'’ s accreditation as a track
owner, or some other standard agreed between the parties. Similarly, clause 12 requires
all parties to an agreement to comply with minimum safety standards, while clause 2.9
requires the compliance of both the track owner and applicant with negotiated key
performance indicators.

In response to submissions and comments made at the public forum hosted by the
Commission, ARTC submitted on 14 September 2001 an amended undertaking to the
Commission. This amended undertaking includes an explicit commitment by ARTC to
maintain the network in afit for purpose condition (clause 8.1), and a commitment to
regularly publish specified key performance indicators. These indicators are discussed
in more detail in chapter D9.

The Commission considers that the circumstances under which ARTC has lodged its
undertaking are relatively unusual. As noted in section D5.2.1, ARTC faces a
significant degree of inter-modal competition from road and shipping in a number of its
customer segments. Just as the existence of such competition islikely to constrain the
extent to which ARTC can increase its prices, competition will limit the extent to which
ARTC is able to decrease service quality. As noted earlier, competition is characterised
by substitutability; users of a service can either seek an aternative kind of service
(demand side substitution) or an alternative service provider (supply side substitution)
in the event that they are dissatisfied with their current provider. This dissatisfaction
may be the result of high prices for a certain service, or poor quality of servicefor a
given price. Given the demand side substitution possibilities (such as road transport)
available to users of the ARTC infrastructure, ARTC is likely to face limitations on the
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extent to which it can run down service quality at given price levels. Customers w&o
find service levels unacceptable may choose to use alternative modes of transport.

In light of this relatively high degree of inter-modal competition, the Commission is of
the view that explicit service standards are not an essential component of the ARTC
undertaking. Indeed, it may be the case that the inclusion of universal standards creates
unnecessarily high prices, thereby limiting access. Furthermore, the inclusion of
particular performance indicators in the indicative access agreement (the effect of
which is discussed in chapter D10) means that, unless an operator agrees that there
should be no such indicators, ARTC will be obliged to maintain a standard of servicein
accordance with those indicators. On balance, the Commission considers that specific
service standards can be left open to negotiation between ARTC and access seekers,
with the “fit for purpose” clause acting as a safeguard against provision of inadequate
services by ARTC. This can be monitored over the term of the undertaking through
examination of appropriate performance indicators. ARTC’ s proposed indicators are
discussed in chapter D9.

Non-standard services

The Commission’s Access Undertakings Guide notes that access pricing arrangements
are anecessary element of any access undertaking. The form in which these
arrangements are specified can, however, vary. Some possible approaches include the
specification of alist of prices, specification of arange of possible prices, specification
of reference prices for areference service, or specifi cﬁi on of aprice menu allowing
different combinations of fixed and variable charges.** The ARTC undertaking adopts a
combination of these approaches, allowing for arange of allowable prices (the floor
and ceiling limits) as well as effectively including areference tariff for the
superfreighter-type service. This reference tariff is the indicative access charge.

As noted earlier, the indicative access charge relates to a particular service with defined
characteristics. In the event that the undertaking is accepted, ARTC becomes bound to
offer those services at the indicative access price (adjusted over timein line with CPI
increases). For services other than the indicative service, ARTC is bound by clause
4.2(b) to have regard to the indicative access charge, amongst other criteria, in
formulating its charges. Over and above this, ARTC is expressly constrained by the
revenue limits set out in clause 4.4. Prices for these other services are therefore not
directly limited by a CPI-linked cap. ARTC currently publishes a schedule of prices
which covers the mgjority, if not all, of these services.

There are certain implications of ARTC’ s decision to select a single customer segment
as an indicative service with accompanying indicative prices, rather than including all
its major service categories. In theory, thisallows ARTC greater flexibility to meet
operators’ needs and vary prices for those services, with the specified revenue limits
acting as an overal constraint. Indeed, for these reasons ARTC points out that “it

% This may be mitigated somewhat by the exit costs faced by above-rail operators. That said, exit costs
will have been factored in to an operator’s decision to provide the service. See footnote 53 for
further discussion of exit costs.

" For more discussion on these types of approach, see Australian Competition and Consumer
Commission, (2) op. cit, pp.29-30.
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considers it important not tae too prescriptive in price setting at other than the
Indicative Access Charge”.* In practice, though, the limitation introduced by clause
4.2(b) will require ARTC to justify any departures from the indicative access charge.

That said, in the Commission’ s view, the current schedule of charges appears
reasonable. Although differentiated between services, these prices appear to be well
within the revenue ceiling (see chapter D5.3) and, as aready noted, are likely to reflect
prevailing demand conditions in the market. Relativities between the level of charges
across different service categories are therefore likely to be reflective of generally
different competitive constraints upon the service typically provided within each
category, and the relative opportunity coststo ARTC of offering such services. For
example, passenger services, which mainly fall within ARTC’ s premium category,
would be subject to different competitive constraints than the freight services provided
using superfreighters. Furthermore, the different types of service may have different
effects upon ARTC' s ability to accommodate other network users, and thus upon
ARTC' srevenues from those other users. In this sense, there are likely to be generally
different opportunity coststo ARTC of accommodating different types of service.
These differences - ability to pay and opportunity cost - would be expected to largely
explain the different charging levels currently observed between the premium and
superfreighter categories.

Furthermore, as noted in chapter D4.4.7, both opportunity cost and the market value of
the train path sought are flg]ctors which must be taken into account in making an
arbitration determination.” Proper application of these two arbitration criteriawould
thus involve some consideration of the full schedule of ARTC' s current prices. The
Commission’s approach to arbitration of disputes arising under the undertaking is
discussed in more detail in chapter D4.4.7.

It should also be noted that only the indicative access charge is expressly price-capped
by clause 4.6(c) of the undertaking. However, an attempt by ARTC to increase charges
for its other services by more than the variation allowed by clause 4.6(c) would appear
to be inconsistent with to the notion of ‘having regard to’ the indicative access charge.
Thus clause 4.6(c) may have the effect of capping thei nﬂ cative prices for those other
services currently covered by ARTC' s pricing schedule.

The Commission has considered the relative merits of ARTC’ s approach to thisissue
against possible alternatives such asincluding indicative prices for all mgor customer
segments, or excluding indicative prices atogether. The decision represents something
of atrade-off for an access provider between offering customers a reasonabl e degree of
price certainty and retaining the ability to vary prices across different types of service
(although, in the case of ARTC, not between different operators depending on their
relative willingness to pay). In thisinstance, it appears that ARTC has elected to offer
increased certainty primarily to its largest customer group, which provides around 60%
of ARTC' s business.Given the Commission’s stated position on what it considers
‘having regard to’ meansin the context of the undertaking, however, the practical effect

" ARTC, (2) op. cit., p. 17.

2 Market value of the train path is likely to be representative of a user’s ability to pay.
" The price cap is discussed in more detail in section D5.2.4.

" ARTC, (2) op. cit, p. 17.
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of ARTC’'s commitment to take the indicative access charge into account in
formulating charges for services other than the indicative service may beto imply a
broader range of indicative prices than is actually specified in the undertaking. Thisis
perhaps also broader than ARTC intended in submitting its undertaking. That is, the
effect of clause 4.2(b) is similar to the position that would eventuate if ARTC had
specified its full set of access charges and associated service categories. The
Commission seeks comment from ARTC and other interested parties on its
interpretation of the undertaking.

Deviations from the indicative access charge

The indicative access charge does, however, alow for some further negotiation by
access seekers over terms and conditions of access, and associated variations to price
levels and structure. These negotiations will be conducted with reference to the
indicative access charges, as clause 4.2(b) of the undertaking expressly provides. In
general, the specification of appropriate revenue limits may well be a sufficient level of
price specification. The inclusion of indicative access charges thus adds a further
constraint on ARTC, and offers further protection and certainty for rail track users. The
Commission does not, therefore, consider that a more detailed schedule of indicative
chargesin the ARTC undertaking is necessary to achieve a workable outcome for
ARTC, access seekers and the Commission.

D5.2.3 Fixed and variable components of access charges

In the Issues Paper, the Commission questioned whether the fixed and variable
components of the access charge are set reasonably.

ARTC proposal

ARTC argues that the relativity of the fixed and variable component of access charges
has resulted in revenue from the fixed charge representing around 33% of total revenue.
ARTC contends that, asit is generally accepted that a significant proportion of rail
infrastructure costs are fixed, the structure of access charges places market risk on
ARTC. ARTC arguesthat it has taken this market risk in order to grow rail’s market
share. The strategy is based on reducing the relativity of fixed charges for access (a
potential barrier to new entry) and thereby encouraging intra-modal competition.

ARTC adds that, where possible, it seeks to attribute as much expenditure to specific
pricing segments as possible. ARTC has sought to allocate other costs using methods
commonly employed in the rail industry. Unattributable infrastructure maintenance
expenditure has been allocated 60 percent with respect to gtks and 40 percent with
respect to track kilometres, while al other operations and management expenditure has
been allocated on the basis of train kilometres. ARTC argues that it has sought to
allocate costs so that any operator pays afair share of expenses which reflect the costs
incurred by its operation.

Views of interested parties
Queendand Rail

QR argues that the assessment of incremental cost for incorporation in a multi-part
access chargeis not asimple exercise, and the extent of incremental costs will
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potentially vary over time, particularly in the event of significant changesintrain
operations or volume. QR therefore believes that it may be appropriate to enable ARTC
to review the two part tariff if it becomes apparent that the tariff structure isleading to
inappropriate pricing signals. QR argues that such areview may be appropriate if, for
example, the tariff is leading to perverse decisions by operators for the purpose of
minimising access charges, or if the operating paradigm on a system changesto such an
extent that the cost elements are no longer reflective of future incremental costs.

T

SCT arguesthat it isinappropriate for the flagfall component to be charged irrespective
of whether atrain path is utilised. It claims that the undertaking should provide that
cancellation fees will not be imposed when an operator does not use a scheduled train
path.

SCT argues that the allocation of non-segment specific costs is not soundly based and
would not contribute to efficient outcomes.

FreightCorp and Toll

The weight placed on the flagfall component should be considered carefully. There are
already some incentives to operate long trains, however, this incentive should not be
too strong as there are costs of being constrained to operating only long trains. These
costsinclude aloss of flexibility and increased terminal costs. FreightCorp/Toll argue
that, ultimately, terminal costs and terminal size constraints will determine maximum
train lengths, irrespective of access price signals. FreightCorp and Toll consider the
reliance on flag fall ratesistoo heavy and that there should be an opportunity to
negotiate a more flexible balance.

National Rail

NR considers the fixed and variable components of ARTC' s indicative access charges
appropriate.

Commission’s position

The ARTC undertaking specifically stipulates a two-part tariff, comprising avariable
charge based on actual usage of atrain path ($/kgtkm basis), and afixed flagfall
component charged irrespective of whether atrain path is utilised ($/km basis). The
Commission estimates that across the various geographic segments of the ARTC
network, the fixed charge represents around 20-40% of charges for freight-type
services and around 45-60% of charges for passenger services, on average.

In its Access Undertakings Guide, the Commission has previously encouraged the use
of two-part tariffs in undertakings. Two-part tariffs may have the advantage of allowing
an asset owner areasonable rate of return on investment without constraining capacity
in an undesirable way. By allowing for short-run marginal cost pricing, it can provide
an approach to recovering common costs while minimising allocative efficiency |osses.

One concern associated with two-part tariffsis the potential for a uniform up-front fee
to exclude some users from access despite such users being prepared to pay an access
price above marginal cost. For example, this may occur in circumstances where the
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fixed charge is determined as an average of (fixed) facility development costs. The
discussion in sections D5.2.1 and D5.2.2 argued, however, that ARTC’ s proposed
charges are essentially demand determined. One consequence of thisis that the fixed
charge is not uniform; rather, it varies across different service categories.

In the context of rail access, the entry fee (the flagfall component of ARTC’ s charges)
isan input cost in the downstream train operator market. In deciding whether to enter
the above raill market, an operator will take into account all the costs associated with
providing its service, and the charges the market will alow it to levy. Asa
consequence, from an end-user’ s perspective, arevenue-neutral two-part tariff and a
single price charge will result in similar price-quantity outcomes for using rail transport
(as opposed to rail track) services.

Freebairn argues thai_a two-part tariff may actually have detrimental effectsin the
downstream market.*That is, it may result in arelatively inefficient train operator
market because of the way it affects operators’ market entry and exit decisions. Since
the flagfall charge isfixed per entrant, the minimum efficient scale for operatorsis
higher than it would beif only a variable charge applied. Operators will have incentives
to run fewer, heavier trains than may be desirable. The resulting market will therefore
be characterised by fewer, larger operators than may be socially optimal. For these
reasons, it may be desirable to alow an access provider to discriminate the level of
fixed charges between different users of the infrastructure in order to facilitate entry. In
ARTC' s case, thisis enabled through clause 4.5(c) of the undertaking, which expressly
provides for negotiation over price structure.

These arguments were reflected in submissions to the Commission, athough a range of
views on the appropriateness of ARTC’ s proposed structure was presented. National
Rail endorsed the weighting specified in the undertaking, while the FreightCorp/Toll
submission suggested that the fixed component was too high. SCT went further again,
arguing that the fixed charge should be zero.

The issue of two-part tariffs should be considered in the context of potential
competition. As noted in section D5.2.1, the ARTC network faces significant
competition from alternative transport modes. Thisislikely to affect the incentives
faced by ARTC in relation to negotiating alternative fixed/variable price structures. For
example, if apotential entrant to the train operator market finds the level of the fixed
charge too high, it may be deterred from entering the market, and the business may be
transferred to the road transport sector. Under these conditions, ARTC has an incentive
to negotiate an alternative price structure. Indeed, the different levels of competitive
constraint across different types of serviceislikely to be one reason ARTC’s current
fixed charge does vary between them.

ARTC may aso have incentives to negotiate alternative structuresif the potential
entrant is seeking to win business from incumbent operators. Section D5.2.1 noted that
increased intra-modal competition will over the longer term increase rail’ s ability to
compete against other transport modes. Accordingly, it may bein ARTC’sinterests to
facilitate new entry as expeditiously as possible.

™ Freebairn, J., op. cit., pp. 293-294.
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The ability of ARTC to price in this manner is constrained, however, by it undertaking
to offer like prices for like services, and to offer to include in its access agreements
ongoing rights to operators to renegotiate prices previously agreed in light of new
pricing decisions. It can be expected from thisthat ARTC' s pricing decisionsfor a
given service would be relatively consistent over the term of the undertaking. In the
course of negotiating with a potential entrant, ARTC will be mindful of the fact that all
the current users of that service would have aright to access on the basis of the newly
negotiated price structure. It is conceivable that this may actually undermine ARTC's
incentives to negotiate an outcome that might otherwise be acceptableto it. That is, it
may be that the lost revenues to ARTC from incumbents switching to the new pricing
structure are greater than the revenues it gains from the new operator. That said, if the
negotiated outcome facilitates a greater volume of train services over time, the price-
volume trade-off may ultimately increase ARTC’s profitability. The incentives would
therefore appear to be appropriate, in that sustainable pricing outcomes should be
achieved through negotiation.

In summary, the Commission has some concerns that the adoption of atwo-part tariff,
particularly in conjunction with a commitment to provide like services at the same
price, may act as a barrier to entry for some smaller train operators. This may be the
case even where those operators are prepared to pay access charges that are above the
short-run marginal cost of the service.

Furthermore, the like service provisions may constrain ARTC in the degree to which it
is prepared to negotiate alternative proportions of the fixed/variable charges.

Nonethel ess, the proportions remain open to negotiation. In general, the Commission
considersthat, provided price levels are not set at a point that represents an abuse of
market power, price structure is most appropriatel y decided through commercial
negotiation, augmented by the availability of arbitration.

The Commission acknowledges that the effects of locking in atwo-part pricing
structure remain to be fully explored. It also notes that the ARTC undertaking has a
five-year time horizon. If, over time, it appears that potential entrants are being
frustrated in their attempts to gain access to the ARTC network, then this could be
taken into account in evaluating an appropriate framework beyond the current 5-year
period. The Commission considers that such an approach is preferable to undertaking a
review of the tariff structure part-way through the term of the undertaking. Such a
review of prices may have the effect of increasing regulatory uncertainty, thereby
counteracting the objectives of lodging an undertaking in the first place. On balance,
the Commission considers that the concerns of operators are largely addressed in the
undertaking, particularly given the fact that price structure is open to negotiation. The
Commission does, however, seek further comments from interested partieson itsinitial
assessment of ARTC' s proposed two-part tariff.

The above discussion has not touched on the potential issue of congestion. In the event
that volume growth leads to congestion problems at certain peak timesin parts of the
network, the ARTC undertaking has separate provisions which could be brought into
play. Accordingly, the Commission does not consider that potential congestion
problems are necessarily dealt with through changes to the price structure provisions of
the undertaking. Congestion pricing is discussed in more detail in section D5.2.4.
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D5.24 Efficiency considerations

In the Issues Paper, the Commission questioned whether the pricing principles
contained sufficient incentives to promote efficient use of tracks by operators and
efficient maintenance and investment in infrastructure by ARTC. The Commission aso
guestioned whether, if access prices are only approximately set on the basis of costs,
ARTC haslittle incentive to seek efficiencies and reduce costs over time.

ARTC proposal

ARTC argues that incentives to promote the economically efficient use of the asset by
operators are embedded in equitable two part pricing. This provides alevel playing
field for above rail competition, encouraging maximum path utilisation to minimise the
cost of access. The use of DORC is argued to provide efficient investment incentives,
provided it recognises capacity enhancements.

Furthermore, ARTC claims that irrespective of whether prices are directly linked to
costs, the inability of the access provider to achieve full CPI escalation (with any
productivity allowance) means that the provider has incentive to seek greater
efficiencies and reduce costs over time. ARTC adds that the contestable nature of
infrastructure maintenance also provides incentive to maintenance providers to achieve
cost efficiencies over time.

Views of interested parties
Queendand Rail

QR accepts that revenues to therail track provider should not exceed the ceiling limit
based upon the DORC valuation and efficient operating costs. Where this maximum
revenue can not be attained, QR considers that the railway manager should be able to
charge any price within the determined floor and ceiling limits, providing it does not
distort competition. QR argues that in situations where a businessis not recovering a
return on its full asset value (as appears to be the case with ARTC), thereis a strong
incentive for it to seek efficiencies and cost reductions. QR adds that it is not necessary
to attempt to enhance this incentive through regulatory measures.

National Rail

NR argues that to give incentive for productivity gains, the implied factor X should
share benefits from provider efficiency gains between access provider and users. The
X-factor is a constant 2%, which is broadly in line with historical experience. The X
needs to be reviewed to ensure that if efficiency gains are consistently greater than 2%
then the X is adjusted upwards to ensure that operators can share in the benefits of
efficiency improvements. Thus there should be areview of the X after around two
years to ensure that it is not understating the underlying assumption about actual
efficiency gains.

T

SCT arguesthat it is not clear whether access costs reflect the efficient provision of
infrastructure by ARTC. It adds that the access undertaking does not refer to the
standard to which the network must be maintained, nor refer to the manner in which the
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maintenance will be managed and in particular, whether a competitive tender process
will be employed.

The undertaking should impose requirements on ARTC to demonstrate efficiency
improvements by:

e introducing key performance indicators,
e comparing these to agreed targets,; and
* reporting results of actual performance compared to targets.

SCT addsthat it is not sufficient for the annexed access agreement to make reference to
certain key performance indicators.

SCT also suggests that the undertaking does not ensure that access costs do not reflect
the cost of maintaining sub-standard infrastructure and that future higher standards
should not result in higher access prices unless operators directly benefit and past
neglect is not an issue.

SCT argues that section 4.3 of the undertaking allows ARTC to unfairly discriminate
between operators when pricing train paths. As an example, SCT states that ARTC may
determine that two train paths are not alike because the duration differs between access
agreements.

The undertaking has no provision that ensures that cross-subsidisation across different
segments does not occur. The undertaking should expressly prohibit cross-subsidisation
of other rail segments.

SCT notes that the undertaking does not allow for the access price to be regularly
reviewed so asto require ARTC to reduce access prices in circumstances where ARTC
has achieved benefits from increased rail usage.

Sate Rail Authority of NSW

SRA argues that the ARTC undertaking imposes no obligations on ARTC to ensure the
integrity and longevity of infrastructure. SRA understands that ARTC considers itself
accountabl e to its customers through its executed access agreements, but SRA does not
believe that access agreements allow any single customer to ensure that the
infrastructure is adequately maintained.

Commission’s position
X-value

ARTC has made a commitment to capping the indicative access charge for a particular
class of service. Price caps are usually specified in terms of alowing increasesin line
with CPI-X inflation, where the X-value represents a productivity component. Users of
the indicative service are thus guaranteed to receive prices that, in real terms, are falling
over time. One of the advantages of a price-cap approach in aregulatory setting is the
incentives it provides to regulated businesses. Because prices are not linked to actual
costs over the duration of the price cap, the business can increase profits by reducing
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the costs of providing its services. Similarly, by only restricting price, the business also
benefits from any increase in volumes, since these trandate into increased revenues and
profits.

Clause 4.6(c) of the undertaking ﬁectively specifies the X-values, which in practice
amount to a range between 0-2%.“'The undertaking does not provide for these
parameters to be revisited during the five-year tenure of the undertaking. The
Commission considers this to be an acceptable approach, given the rational e behind
having price caps at al. If the X-values were open to regular review, the incentives
provided to the regulated business would be undermined. Efficiency gains would not
accrue to the business that generated them, thereby removing any incentive for the
business to pursue those gainsin the first place.

An important further point to note isthat the ‘variation’ articulated in clause 4.6 isan
option to increase prices, not acommitment to actually increasing prices. It follows
that, should ARTC be likely to lose significant amounts of business through increased
charges, it would be unlikely to exercise its option to do so. The inclusion of this clause
thus specifically prevents price increases above a certain level rather than guaranteeing
any actual increases.

The Commission notes that ARTC has provided little justification for its choice of a
‘greater than two-thirds CPI or CPI-2%’ value for its price cap. Typicaly, an X-value
might be chosen to reflect anticipated productivity gains. In the case of ARTC, where
recovering the full economic cost of its business appears to be problematic (see section
D5.3), it might be chosen such that ARTC reaches a point of full-cost recovery by a
specified time. That said, it may be that this latter approach is not feasible given the
nature of the market in which ARTC is operating. The Commission’s assessment of
ARTC’ sfinancial modelling tends to support the view that full cost recovery is unlikely
to be achieved over the five-year term of the undertaking. Accordingly, there seemsto
be no reason for limiting price increases any further than ARTC has proposed; for
example, to require ARTC to hold nominal prices constant over the next five years.

Asnoted in section D5.2.2, the indicative access charges only apply to the indicative
service. Nonethel ess, the Commission notes that clauses 4.5(a) and (b) of the indicative
access agreement provide for asimilar escalation for prices negotiated between ARTC
and access seekers. Furthermore, clause 4.2(b) of the undertaking expressly requires the
indicative access charge to be taken into account by ARTC when formulating charges
for other services. Accordingly, the price capping approach islikely to have broader
implications than just for users of the indicative service.

Incentives for investment

An important question that arises as a consequence of the price bounds ARTC has
proposed relates to ARTC' sincentives to operate and maintain the rail track
infrastructure. Rail infrastructure is characterised by economies of scale and scope that

" Clause 4.6(c) specifies the allowable price increases as “the greater of CPI less 2%; or two-thirds of
CPI”. This meansthere is not afixed X-value, although the maximumis 2%. In practice X will
nonethel ess be positive (in the specified range), and provide real reductionsin pricesto users of the
indicative service.
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mean it is productively more efficient to have a single provider of the service than
multiple providers. A further characteristic of such a market, however, is adivergence
betweenﬁverage costs and marginal costs of production given the level of market
demand.*In general, marginal cost is lower than average cost in these markets
(compared to competitive markets where the two values are generally the same). This
has implications for pricing; for example, if asingle provider is constrained to pricing
at marginal cost, then in the long run it will not recover the full costs of providing the
service, and ultimately will cease operations (assuming a profit-maximising firm).
Conversdly, if prices are set at the level of average cost, at the margin there will be
users whose valuation of the service exceeds the marginal cost of providing the service
but who are unwilling to pay the full average cost of the service. These users will be
priced out of using the service and allocative efficiency losses to society result.

The Commission’sanalysis of ARTC' s costs (chapter D5.3) suggeststhat ARTCisina
difficult position. Pressure from inter-modal competition appears to constrain ARTC
from pricing at alevel sufficient to cover the long-run average cost of providing rail
track services. (ARTC’s ‘economic cost’ concept is effectively equivalent to long-run
average cost.) As aresult, the Commission has some concernsregarding ARTC's
incentives to continue providing the service over alonger time horizon. That said, as
was noted previously, ARTC are pursuing a strategy designed to move, over time, to a
position of full cost recovery. The Commission considers that, in the case of ARTC,
pricing which is below these levels does not represent a misuse of market power.
Rather, it reflects competitive pressure imposed by the strong competition from road.
Full cost recovery isunlikely to occur during the term of the current undertaking since,
given the limitations on pricing imposed by the undertaking, the volume growth
required to achieveit isvery high.

Pricing at levels below the full economic cost of the infrastructure also has implications
for ARTC' sincentives to increase capacity or quality through new investment. In
general, aservice provider is unlikely to have an incentive to invest where it cannot
recover its economic cost of making that investment. This may give rise to dynamic
inefficiency — the loss of future welfare resulting from investment falling below
efficient levels. That said, the ARTC undertaking applies primarily to the existing
infrastructure: clause 2.1(c) expreﬁy excludes any extensions to the [existing] network
from the scope of the undertaking.” The Commission considers that new investment in
the existing network, should it become necessary for the provision of certain services,
can and should be adequately dealt with by negotiation between ARTC and the party or
parties who benefit from the investment. The Commission also notes that this stage, it
IS not apparent that network capacity isamajor issue.

Accordingly, despite some concerns about the economic sustainability of the
infrastructure, the Commission has no objectionsto ARTC' s proposed approach in
relation to the incentives for investment. In stating this view, the Commission notes that
such concerns have not dissuaded ARTC from voluntarily submitting its undertaking.

" Costs include the opportunity cost of capital. Thisis measured with reference to the DORC valuation
of ARTC' s assets (see section D4.4.3).

8 |f ARTC becomes the provider of rail services using track that is not part of the network defined in the
current undertaking and previously owned by a government or government authority, clause 2.1(d)
commits ARCT to lodging a separate access undertaking in respect of that track.
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The Commission would not in general require such an approach to be adopted in
voluntary undertakings from access providers.

Incentives for use of the ARTC network

A positive aspect of the competitive constraint faced by ARTC, however, isthe
implicationsit holds for users of the ARTC network. Constrained pricing means a
greater number of usersfind it economically viable to use the ARTC track.
Accordingly, allocative efficiency losses are significantly lower than may be the case in
other infrastructure markets. ARTC’s market is thus characterised quite differently to
most ‘monopoly’ markets, one in which productive and allocative efficiency are not the
primary concerns. Rather, the main economic concerns relate to dynamic efficiency.

Associated with this problem is the possibility of government funding to accommodate
investment needs. Such funding is potentially distortionary in an efficiency sense.. If
new investment in rail infrastructure cannot be funded through increased revenues
either from additional volume or increasesin price, then the shortfall presumably
represents government funding. The investment might still be justified, provided it
passes amore strict ‘global’ cost-benefit test; ie the total social benefits exceed the total
socia costs of the investment. These social costs would include any distortions arising
as a conseguence of the manner in which the government funds have been raised.

However, provided prices are not set to alevel below marginal cost, welfare losses
should be minimised by allowing prices to be determined competitively; ie by what
users are prepared to pay. In practice, it is unlikely (in the absence of community
service obligations [CSOs| that prices would fall below marginal cost, as additional
users at these price levelswill reduce ARTC' s profits.

It should be noted, though, that ARTC'’ s floor limit is defined by reference to
incremental cost rather than marginal cost. This distinction isimportant: “marginal cost
of aserviceisthe additional cost that would be incurred in order to supply an additional
unit”, while “incremental cost of a serviceisthe cost per unit of ﬁvice necessary to
provide the entire service...given al the other services supplied”.*Marginal cost is
thus like a unit incremental cost. The Commission is not convinced that ARTC's
description of ‘incremental cost’ reflects the definition given here. ARTC' s definition
distinguishes between geographic segments rather than services, and might be more
appropriatel y described as an avoidable cost methodology.

Nonetheless, the floor limit asit is currently defined is likely to achieve the objectives
for which it has been included. In the Explanatory Guide to the undertaking, ARTC
suggests that the floor limit is designed to ‘ ensure that unprofitable parts of the rail
network are not cross-subsidised by highly profitable parts of the network’ * ARTC
argues that thisis similar to ‘combinatorial’ tests used in other access regimes. The
Commission notes that the incentives for a vertically separated access provider to
cross-subsidise certain services or segments is limited. Accordingly, the Commission
has no particular objections to the principles which ARTC has adopted for formulating

™ Kessides, I.N., and Willig, R.D., Restructuring Regulation of the Rail Industry for the Public Interest,
World Bank Working Paper 1506, September 1995, p. 32.

8 Australian Rail Track Corporation, (3) Draft Access Undertaking: Explanatory Guide, February 2001,
p. 8.
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afloor limit. However, the definition contained in clause 4.4(b) might be clarified to
better express this principle. The undertaking could be amended to remove any
potential ambiguity as to the definition of the floor limit and how it is calcul ated.

Congestion

Part 4 of the ARTC undertaking does not make any specific mention of pricing in the
event of congestion on the network. Whilein general it seems likely that there exists
sufficient capaciﬁﬁ to cope with demand, particular time slots are more highly sought
after than others.® It may be the case that a number of access seekers are competing for
the same train path.

In these circumstances, it would generally be appropriate for the price of the sought
after path to increase. In an unconstrained market, price would increase until all the
access seekers except the one who values the path most highly are unwilling to pay the
asking price. Thisis an efficient outcome, as the path is allocated to the user who
valuesit most, at a price below that user’s valuation of it (otherwise the user would not
have agreed to that price). Such an outcome might be facilitated through an auction of
thetrain pathd ndeed, this approach has been encouraged by the Productivity
Commission.

An auction mechanism has the advantage of simultaneously dealing with the related
guestion of price and allocation of a particular path. Such an approach also allows the
market outcome to reflect demand-side considerations, rather than just mandating
supply-driven concerns. The Commission notes, however, that auctioning of train paths
isacomplex exercise, and almost certainly not feasible to implement for the purposes
of the current undertaking. It should also be noted that the use of auctions does not
guarantee efficient outcomes; in a number of situations the use of auctions can lead to
unsatisfactory outcomes.

One of these situations is the case of a natural monopoly. For this reason, the
Commission has closely examined ARTC' s proposed approach to allocating capacity
between competing users. Clauses 3.9(d) and 5.2(b) of ARTC’ s undertaking reserve to
ARTC theright to negotiate and allocate a train path which is the subject of competing
requests to the access seeker Whi@ ARTC considersto provide the highest present
value of future returns to ARTC.* This does not mean, however, that ARTC isable to
award the path to the access seeker which is prepared to pay the most for it. The
constraints on pricing introduced under clauses 4.2, 4.3, 4.4 and 4.6 would continue to
apply. Rather, the *highest present value' criterion islikely to allow ARTC to award the
scarce capacity to the applicant which is seeking the longer path, is prepared to enter

8 The Commission received few comments suggesting that capacity on the ARTC network was
significantly constrained. ARTC does note, however, that “due to the nature of freight traffic
demands, it is not unlikely that two or more operators may request the same Access Rights on the
network” , ARTC, (2) op. cit., p. 31.

8 Productivity Commission, op. cit., pp. 180-185. This report also argued that an auctioning system
should be supported by some allowance for secondary trading of allocated train paths to be fully
efficient.

& The present value of future returns might involve a consideration of non-price terms and conditions.

For example, it may be that one access seeker is prepared to enter alonger-term agreement than
others.
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into alonger term agreement with ARTC, or in some other way offer ARTC amore
attractive commercial proposition. ARTC'’ s undertaking thus precludesit from
conducting a genuine auction.

SCT argues that auctioning of train paths will reduceﬁompetition in the above-rail
market because auctioning favours larger companies® The Commission does not agree
with this view. Rather, the path would go to the user which values the path most highly;
if thisisalarger company, then it islikely that its higher valuation of the path reflects
the fact that there are some economies of scale in the above-rail business. It does not
necessarily imply that the auction mechanism itself is problematic. It should be noted,
though, that allowing ARTC to capture scarcity rents in the short term — by levying
higher charges for paths at congested times - might actually translate into a monopoly
rent in the long term, as ARTC isin a position to create congestion by restricting
capacity. That said, the competitive constraints discussed earlier limit the extent to
which this would be likely to occur.

In light of this discussion regarding the allocation of scarce capacity, the Commission
considers ARTC' s proposed approach has merit. The main concern that might arise
here is the extent to which this approach might allow ARTC to engage in pricing
practices that generate monopoly rents. In this context, the Commission’ s view is that
the ARTC undertaking contains sufficient safeguards to prevent such outcomes
materialising. Specifically, clauses 4.3 and 4.4 — relating to the limits on pricing and
price differentiation —would continue to apply. The rights granted by clauses 3.9(d)
and 5.2(b) are of ageneral nature that can be applied subject to the specific constraints
of Part 4 of the undertaking.

Even without the limitations set out in Part 4 of the undertaking, the extent to which
ARTC would be able to raise charges at congested times will have some limitations.
These include the inter-modal competition from road (demand-side substitution) and
the ability of access seekers to substitute the preferred path for an alternative path at a
time where congestion is less of an issue (supply-side substitution). While the
Commission recognises that some times are strongly preferred by users, it is not
inappropriate for charges at these times to be higher than those for off-peak times.
Indeed, ARTC might offer a discount to users prepared to utilise the network during
off-peak periods.

It should also be noted that ARTC’s commitment to publishing capacity and service
quality measures should provide a degree of transparency to the process of determining
whether or not congestion does, in fact, exist.

Other efficiency considerations

ARTC’sincentivesin relation to service quality were discussed in chapter D5.2.2. For
the reasons detailed in that section, the Commission considers that ARTC faces
appropriate incentives to maintain and improve service quality. That discussion aso
noted that detailed service quality standards are not an essential component of ARTC's
undertaking, given the inclusion of a‘fit for purpose’ clause in the undertaking.

8 SCT Submission, p. 11.
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The above discussion refers to possible distortions that may arise given the potential for
government involvement in the rail industry. Furthermore, a number of submissions
have suggested that the extent of government funding of the ARTC network should be
taken into account in determining access charges.

ARTC' s status as a government-owned entity is not unique: government ownership
often coincides with industries subject to regulatory oversight. In this context,
paragraph 13.2(4)(b) of the Competition Principles Agreement notes that independent
prices oversight of government business enterprises should have as its prime objective
efficient resource allocation. Accordingly, the Commission considers it appropriate to
assume that ARTC, being a corporatised entity, faces the same commercial incentives
as privately owned businesses. In practical terms, an example of this approach is the
fact that the Commission accepts a DORC valuation of the ARTC network rather than
historic cost (which some submissions have argued for).

D5.3 Assessment of cost based model
D5.3.1 Floor/ceiling test

In the Issues Paper the Commission questioned whether the definitions of “floor” and
“celling” revenues are appropriate, and whether the ceiling limit was defined in such a
way that ARTC cannot exercise market power.

ARTC proposal

ARTC proposes ‘combinatorial’ floor and ceiling tests to the revenue it could extract
from the network. That is, prices must be such that the total revenue extracted from a
segment or group of segments on the network must be no less than the incremental cost
(costs avoided if the segment or group of segments were removed from the network),
nor greater than the full economic costs of the segment or group of segments. ARTC
argues that asimilar test is used in most other existing rail regimesin Australia.

The undertaking allows for revenues to be higher than the ceiling limit, or lower than
the floor limit, but only where agreed by the operators and ARTC respectively. The
floor limit for revenues on a segment is the cost that would be avoided if the segment
(or group of segments) were removed from the network. The ceiling limit for a segment
isthe full economic cost of the segment (or group of segments).

A portion of infrastructure maintenance expenditure has been directly identified with
segments. ARTC argues that as information systems improve over time, this portion
could be expected to increase. Depreciation and return are also directly identified with
segments. Remaining maintenance expenditure as well as contract management, train
control, operations management and system management have been alocated to
segments in accordance with the cost allocation rules identified in the undertaking.

ARTC argues that the floor and ceiling revenues are effectively set so as to ensure more
profitable parts of the network do not ‘ cross-subsidise’ unprofitable parts. In other
words, revenues would be maintained so as to lie between the floor and ceiling limits
on any segment. ARTC argues that, in most cases, revenue extracted for each segment
lies between the floor and ceiling limits. ARTC notes that thisis certainly the case on

118 Draft Decision — ARTC Access Undertaking



ARTC skey ‘trunk’ segments between Albury/Broken Hill and Parkeston. As such,
ARTC considers that there is no cross-subsidisation between parts of its network.

ARTC states that the nature of its business (where significant inter-modal competition
existsin ARTC' s downstream business) does not permit ARTC to have ‘ market power’
despite it controlling a monopoly asset with respect to some customers.

In addition, ARTC argues that its objective to grow therail freight market is
contradictory to the use and abuse of market power. ARTC considers that the definition
of celling revenue limits as proposed has little bearing on the commercia negotiation of
access pricing in such an instance. The ceiling limits serve more as revenue targets for
future market growth.

Views of interested parties
New South Wales Gover nment

The New South Wales Government supports the floor/ceiling approach to pricing taken
by ARTC, noting that this approach has also been taken in the New South Walesralil
access regime.

Queendand Rail

QR arguesthat ARTC s“floor” and “ceiling” approach variesin some aspects from the
generally accepted constrained market pricing limits. Under QR’ s proposed
methodology, revenue limits are applied to both the individual train service and to any
combination of train services (for example, all services operating in the systemin
which that individual train service operates). QR argues that it therefore,undertakes
both a combinatorial test and an individual test to ensure there is no cross subsidisation
between individual train services or between combinations of train services.

QR states that by contrast ARTC’ s proposed pricing methodology does not make
provision for both an individual test and combinatorial test to determine pricing limits.
Under ARTC’ s definitions, the floor limit means the charges which, if applied to all
operators on a segment or group of segments, would generate revenue for ARTC
sufficient to cover the incremental costs of that segment or group of segments. QR
notes that similarly ARTC defines the ceiling limit to mean the charges which, if
applied to all operators on a segment or a group of segments would generate revenue
for ARTC sufficient to cover the economic cost of that segment or group of segments.
QR contends, therefore, that the price limits for individual services are determined by
an average cost methodology which would result in alower ceiling limit and a higher
floor limit than under the more typical constrained market pricing approach used by
other railway managers.

QR recommends that ARTC incorporate a more typical constrained market pricing
approach. QR not only considers such an approach to be more economically sound, but
also believesthat it has the added benefit of facilitating consistent pricing principles
across various rail access regimes.
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National Rail

NR argues that the definitions of floor and ceiling revenues are appropriate. It believes
it is not necessary to have a combinational test becauseit is unlikely ARTC will have
significant scope for price discrimination. Thisis not surprising given the relatively
homogenous and competitive market served by ARTC. The market power of ARTC is
constrained by competition from road transport.

T

SCT notes that the calculations used to arrive at the floor and ceiling revenues have not
been provided in the undertaking. In particular, the DORC approach to asset valuation
IS not an appropriate measure of economic cost. It adds that there is no evidence to
suggest that the ceiling revenues have been defined in such away that ARTC cannot
exercise market power.

Great Southern Railways

GSR expresses concern that the floor/ceiling approach is not the best available asit is
subjective and reliant on potentially arbitrary assumptions. Furthermore, in ARTC's
case, the bands are so far apart that they do not set meaningful constraintson ARTC's
indicative prices.

FreightCorp and Toll

The FreightCorp/Toll submission notes that the floor/ceiling limits are consistent with
economic tests to ensure the track owner’s market power is not being misused.
However, the distance between the two measures in the case of ARTC means that they
provide negligible price certainty to track users.

South Australian Independent Industry Regulator

SAIIR notes that the ARTC undertaking provides minimal detail on the principles and
methodol ogies underlying the definition of stand-alone economic cost or avoided cost.

Commission’ s position

The Commission considers that the inclusion in ARTC’ s proposed undertaking of floor
and ceiling revenue limits provide one form of constraint on ARTC’ s pricing. Clauses
4.2 and 4.6 introduce further such constraints, and it will often be the casethat it is
these constraints with which a particular operator will be primarily concerned.
Nevertheless the floor and, particularly, ceiling revenues are important for forming
views as to the competitiveness and viability of the service provided by ARTC and for
the determination of charges for new services.

The proposed undertaking ties the revenue floor to the concept of incremental cost.
ARTC’ s undertaking contains the following definition of incremental costs:

For the purpose of this clause, incremental costs means the costs that could have been avoided if
a Segment was removed from the Network excluding Depreciation and a return on assets
employed, such return being an amount determined by applying to WACC to the DORC
associated with the assets. (Clause 4.4(b)).
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The financial model ARTC provided to the Commission provides a better description
of what isincluded and what is excluded from the definition. Examples of items
included as incremental costs are:

» contract maintenance for the track and signalling and communications
assets;

e train control and communications;
e contract management costs (in part);
» train planning and administration (in part);

» corporate, finance and administration costs (in part);

Examples of items that are not included as incremental costs are:

* maintenance of facilities and buildings that are dedicated to the particular
segment;

* depreciation;
e return on capital.

In choosing an avoidable cost approach as afloor, ARTC has focused on ongoing cash
costs, such as commitments under contracts. Whether such costs represent an
appropriate floor is not strictly a question that the Commission is best placed to answer.
The Commission notes however that, in the longer term, there is alack of incentive to
invest in assets that do not earn an economic return. Further, there isarisk that prices
struck at below economic cost may encourage inefficient entry into the downstream
market. In shorter time periods however it may be efficient to price below cost if the
result isthat demand is established that will eventually provide an economic return.

The floor chosen by ARTC appears designed to ensure that ARTC can meet the
immediate cash commitments associated with providing the service, although ongoing
revenues at this level may not allow for financing or replacement of the assets
providing the service. Bearing thisin mind the Commission prefers to leave decisions
regarding pricing below economic cost to the discretion of the asset owner or to be
negotiated between the asset owner and users. As such the Commission does not object
to ARTC’s methodology for determining a revenue floor for its segments. The
Commission does, however, take the view that ARTC'’ s undertaking should refine its
definition of incremental costs to more clearly express what isincluded and what is
excluded.

In determining a ceiling for revenues ARTC has adopted a definition of “Economic
Cost”. The meaning of economic cost in the context of the undertaking is defined by
examplein Clause 4.4(d). Economic cost includes:

*  costs specific to a segment;

» the costs of additiona capacity;

* depreciation;

* return on segment-specific assets; and
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+ an alocation of overhead costs.

Essentially, economic cost is defined to include all costs that are attributable to the
provision of aservice over asegment. Such an approach is comparable with the
“building block” ?gproach endorsed by the Commission in its Draft Regulatory
Principles (DRP).*" The adoption of a cost-based “building block” methodology to
arrive at arevenue ceiling or “cap” is an appropriate approach to constraining an asset
operator to charging levels that could be expected in the presence of competition.
Revenues at this level aso allow the asset owner areturn on assets and to allow an
efficient asset base to be maintained. ARTC' s application of the DORC asset
valuation, the cost of capital and operating costs are explored elsewhere in this draft
decision.

Within the proposed undertaking, “additional capacity” is adefined term. Additional
capacity as defined would appear to exclude excess capacity. A further constraint on
pricing for excess capacity is provided by the DORC valuation process which limits
returns on assets to those required for future growth.

The commitment to prices reflected in the indicative access charges essentially means
that ARTC can only achieve its ceiling revenues through the annual price changes
and/or growth in the volume of traffic carried. Further, the undertaking's proposal to
not price discriminate between services that are alike combined with the commitment
to publish new prices that may be negotiated appears to restrain ARTC from moving
beyond its revenue ceiling except through volume growth in the short to medium term.
The Commission’s position is therefore that it does not object to the approach that
ARTC has used to derive a ceiling for revenues. The Commission has analysed
ARTC’ s application of the approach and has recommended that ARTC make some
refinements to cal culation methodol ogy.

Regarding the “combinatorial” test, the Commission is of the view that ARTC’s
description could benefit from greater clarification. Theterm “...the Charges which, if
applied to all Operators on a Segment or a group of Segments” is uncertain. For
example, does it mean that if anew priceis struck for anew service an a particular
segment, then that price is notionally applied across all existing services regardless of
which indicative category they fall into in order to test whether the revenue floor or
ceiling is breached?

Finally, the Commission is concerned about the possibility of prices leading to
revenues that fall outside the bands. Although interested parties have not expressed
concerns with ARTC’ s approach, and the “right of veto” may theoretically protect users
from pricing above economic cost, it seems possible that in a case where downstream
competition is less than perfect users may agree to the higher prices even where they
breach the revenue ceiling. Such a situation would have potentially adverse
consequences for allocative efficiency.

The Commission also invites comment from interested parties as to whether users or
access seekers would be in a position to establish where ARTC' s revenue limits
actualy lay on any particular segment.

& Australian Competition and Consumer Commission (1) op. cit.
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Setting revenue limits is a forward-looking exercise and there are some circumstances
where the Commission expects that actual revenues could exceed predicted revenues.
An example of this occurs where actual traffic or volume levels exceeds those forecast.
Such a phenomenon should however be allowed for such that on average and over the
medium term the firm does not set charges that exceed the stand alone cost of providing
the service.

D5.3.2 Use of DORC

In the Issues Paper, the Commission raised the question as to whether ARTC’ s use of
DORC to value is assets was the most appropriate methodol ogy.

ARTC proposal

ARTC isof the view that the DORC methodology is appropriate in the case of its
infrastructure assets. The ARTC believes that a major advantage of DORC compared to
other methodologies is that it replicates the asset valuation outcome in a competitive
market. In particular, ARTC argues that it provides a disincentive to the infrastructure
operator to ‘gold plate’ its asset base by not alowing redundant or excessive assets and
technologies to be included in the asset base (an efficient outcome which would result
in a competitive market). In addition to adjustments for depreciation and optimisation,
ARTC supports the requirement that the valuation should be ‘forward looking’ and take
into consideration reasonably forecasted demand for the infrastructure with respect to
volumes, service levels and performance.

A further benefit seen by ARTC of adopting a DORC valuation is that such an
approach would result in some consistency in regulatory asset valuation throughout
Australia. Thiswill benefit the interstate rail freight industry, which represents a
dominant portion of ARTC business.

The ARTC notes that it has adopted an independent, transparent val uation approach
and outcome as part of its application. The report ‘ ARTC Standard Gauge Rail
Network DORC’ prepared by independent transport economics consulting group Booz
Allen & Hamilton (BAH) has been included in documentation supporting the
undertaking application. The ARTC argues that this has been done to reduce
uncertainty and any lack of transparency surrounding the cal culation of revenue floor
and ceiling limits. ARTC claims that the methodology employed by BAH issimilar to
that used in previous valuations.

ARTC argues that the BAH assessment understates the value of the network in that it
does not fully address the current and future demand characteristics of businesses using
the network. ARTC claims that improved capability and performance is being extracted
from assets that have been in place for some time and have previously operated at a
lower standard, with the same or higher ongoing maintenance cost. ARTC argues that
by taking a narrow view of future demand in a DORC valuation, as has been done, only
the existing assets are considered sufficient to meet current demand and growth
(despite being previously considered insufficient without capital investment). It states
that there is no incentive for the infrastructure operator to seek ways of improving
capability and performance of the existing asset base. Infact, if theinfrastructure
operator can achieve this at alower cost of maintenance, it is penalised viaalower
access price. On the other hand, investment in the current asset base to achieve the
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same end is rewarded via an increased valuation, whether or not such an approach is
the most efficient meansto achieve that end.

ARTC therefore proposes that awider view of current and future ‘demand’ should be
taken in assessing the asset requirement to meet existing capacity. Where higher
demand with respect to asset capability and service performance has been met through
the extending existing engineering capability at no additional operating cost, the asset
base for valuation purposes should include the alternative (higher) cost of investment
that might have been made to achieve the same capability and performance had the
existing asset not been ‘ sweated'.

Without any adjustment to account for the narrow view taken by BAH in the valuation
of ARTC' s assets, ARTC would consider the valuation very conservative.

The depreciated component of asset life is generally measured in terms of asset age or
asset condition. The choice of method often depends on the observability of condition,
availability of information and the extent to which asset condition is maintained over
time. Where assets are maintained with aview to significantly extending useful life, an
asset condition assessment is more appropriate. 1n the assessment carried out by BAH,
information with respect to the current condition of the asset was used where
appropriate and where datawas available and useful. This applied with respect to a
major proportion of the asset base. Detailed information regarding the methodol ogy
employed, sources of information, and conclusions drawn is provided in the BAH
report.

In its application, ARTC has proposed to annually increase the regul atory asset base by
CPI during the term of the undertaking, for the purpose of ceiling revenue limit
calculation. This has been so asto merely allow for the increased replacement cost, as
originally contemplated, of the original optimised asset base and recognises the
forward-looking nature of the initial valuation in terms of an allowance for growth
only, as has been assumed in the BAH valuation.

Views of interested parties
Queendand Rail

QR agrees that the DORC valuation methodology provides the most appropriate initial
capital base for calculating revenue limits for rail infrastructure, provided the
optimisation is conducted in an appropriate manner.

DORC is the appropriate asset valuation methodology for use in the rail industry.

PTM

PTM Strategies, however, argues that the use of DORC as the asset base on which
ceiling prices are determined should not be accepted. PTM strategies contends that the
asset base on which areturn should be based should be the owner’ s actual investment
in the facility. PTM Strategies supplementary submission adds that, to the extent that
infrastructure is leased, then thereisno “owner'sinvestment.” DORC is not consistent
with the concept of ‘owner’sinvestment’. Ceiling revenues should only include assets
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actually owned. For |leased assets, only the lease cost should be included asavalid
expense.

T

DORC should not be used to value assets. SCT argues that in calculating DORC, itis
not appropriate to assign a value to an asset for which the ARTC incurred no cost in
acquiring or constructing. It states that a depreciated actual cost methodology would be
appropriate. SCT similarly contends that where assets have been built as aresult of
government grants, no costs should be attributable to these assets.

SCT takesissue with BAH’s argument that the cost of investment to raise standards
will be allowed into the asset base once the raised standards are in place. SCT contends
that this should not be the case unless those higher standards directly benefit operators
and they are not the result of past neglect.

NSW Government

The New South Wales Government argues that its approach to rail access pricing
would appear to contain more constraints on pricing than that of ARTC. InARTC's
DORC valuation of assets, ARTC has included formation value such as earthworks
(which includes cuttings and embankments) while the NSW regimes valuation of assets
does not.

National Rail

NR arguesthat DORC is an appropriate asset valuation methodology in the rail
industry.

NR comments on the annual revision of DORC in line with CPI. It strongly supports
ARTC' srecently released network audit, which proposes new investment of $507
million in the rail network, of which approximately quarter isin therail network that is
the subject of this undertaking. It believesthat a‘CPI-X’ approach to DORC (where
CPI has no logical relationship to future investment and where X = zero) isan arbitrary
and unsatisfactory way to make up ashortfal in notional future network investment. It
contends that a more acceptable approach to thisissue would be to:

» upscalethe DORC valuation to take account of the portion of the proposed
investment program which appliesto the ARTC’ s network; and

» formally review the DORC at the end of 2004, to incorporate any other
actua or planned investment in the ARTC network.

Freight Australia

DORC is not the appropriate valuation approach, it is not areflection of the ‘owner’s
investment’ as provided for in Part I11A. Valuations should be restricted to the actual
dollarsinvested by the owner. Alternatively, any increase in value arising as a result of
the DORC valuations should be considered part of the earnings of the access provider.
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FreightCorp and Toll
FCT argue that:

ARTC'sasset base islargely “gift-funded” by the Commonwealth. That is the case both
historically and with respect to ongoing investments. Arguably the Commonwealth’s
intention is to donate assetsto ARTC to improve rail’ s viability versus road, rather than
to make commercial inﬁstments in abusiness which is earning less than 2% return on
(DORC-vaued) assets.

While not criticising the use of DORC of itself, FCT argue that the resulting distance
between the floor and ceiling revenues m the exercise “...nearly useless as ameans
of creating price certainty for rail traffics’.

Advisersto FCT, NECG, also raise concerns regarding ARTC’ s application of the
DORC methodology. Specifically, NECG question the inclusion in the regulatory asset
base of assets that have been financed by the Commonwealth. NECG aso note that
“...the mgority of infraggﬁucture investment was and continues to be funded by
Commonwealth grants”.

Commission’s position

The Commission’s view, expressed in the DRP, isthat DORC is an appropriate
methodology for the economic valuation of infrastructure assets as it represents a
measure of forward-looking, long-term replacement cost. In raising the appropriateness
of DORC as an asset valuation in its Issues Paper the Commission was interested in
possible reasons why DORC may be unsuitable for ARTC' s particular circumstances.

A number of parties have raised concerns regarding ARTC assets that were funded
through Government grants. Infrastructure that has been financed by the
Commonwealth may be considered separately as existing infrastructure that has been
financed by Commonwealth grants in the past and future infrastructure development
that will be financed by ongoing Commonwealth grants. Regarding existing, or
“sunk”, infrastructure, any adjustment to DORC to alow for a previous imbalance
between the historical level of cost recovery on road freight versus rail freight would at
best involve avery difficult measurement process. Additionally, going forward, any
such adjustment would become less relevant given that existing revenues are currently
significantly below the ceiling and charges for road use hae been subject to some
adjustment with the introduction of the New Tax System.

Regarding ongoing Commonwealth grants, the Commission sees merit in NECG’s
view that such funding needs to be taken into account in determining floor and ceiling

% Freight Rail Corporation and Toll Rail, op. cit., p.25.

 ibid.

Bibid. p.44.

8 The Commission understands that under the New Tax System introduced from 1 July 2000, rail
transport businesses can claim a 100% rebate for Federal excise paid on diesel fuel. Rebates on
diesel excise for road transport businesses are limited to 18.51 cents per litre (out of a current
Federal excise of 38.143 cents per litre).
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revenue limits. Thisview is consistent with that of the NCC in its Final
Recommendation regarding the Darwin to Tarcoolarail line[

The Commission recommends that ARTC set out how it intends to allow for the value
of expenditure on infrastructure which is refunded by Government.

A number of submissions raised the issue of the “owner’sinvestment” and argued that
ARTC’ s charges should relate only to those assets that it owns outright. The concept of
“owner’sinvestment” arisesin Part [11A of the TPA in relation to access disputes over
declared facilities. Part I11A provides that in making a determination on an access
dispute the Commission must, among other things, take into account “...the IegiEHnate
businessinterests of the provider, and the provider’sinvestment in the facility”.
Another consideration the Commission is bound to have in the determingation of an
access disputeis“...the economically efficient operation of the facility”.

Consideration of the s.44X criteriais not relevant to the Commission’ s decision on
whether t&laccept ARTC' s proposed undertaking, which is based on the criteriain
s.44ZZA * This notwithstanding, the Commission is of the preliminary view that
criteriaprovided in s.44X would not restrict prices to those based on the historic cost of
amounts invested by the access provider, particularly where the result of doing so may
lead to operation of the facility that is not economically efficient.

The Commission employed cost consultants Currie & Brown to review the DORC
valuation carried out for ARTC by BAH. A copy of the Currie and Brown report is
available from the Commission’ s web-site. The report largely supports BAH’s
valuation and concludes that, using benchmarked costs, the ORC value “...could be
approximately 10% too low”. The Commission does not therefore object to the DORC
value of the assets used by ARTC as a starting point.

From this starting point, ARTC has proposed to index the DORC value going forward
using CPI. Explaining this approach, ARTC’ s David Marchant commented:

(the CPI) was put against the reference service price to provide certainty, clarity and capping so
that the market could actually have a transparent base to deal with against the indicative access
service agreement so on the second issue, then, relates to the DORC with regard to the CPI and
the DORC actually comes from a slightly different angle with regard to those issues. It isquite
simply dealt with a CPI mi nu% basis- a CPl basis| should say and is not there again asa
surrogate for the productivity.

The Commission understands that applying an indexation factor to DORC can have the
effect of providing an approximation of a service provider’s DORC at pointsin time
between valuations. Leaving aside for one moment optimisation and depreciation the
changein DORC over a period of time for a given set of assets could be expected to

% National Competition Council Australasia Railway Access Regime — Application for Certification
under Section 44M(2) of the Trade Practices Act 1974 — Final Recommendation February 2000.
The NCC’s decision was to allow the regulator of the Darwin to Tarcoolatrack discretion to adjust
the DORC valuation of assets to account for government-contributed assets and other government
financial assistance.

1 S.44X(1)(a) of the Trade Practices Act 1974.

%2 S.44X(1)(g) of the Trade Practices Act 1974.

% See, however, the discussion regarding access disputes in chapter D4.

% Australian Competition and Consumer Commission, (3) op. cit., p.20.
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vary by the rate of inflation and the rate of technological change. By indexing DORC
by CPI, ARTC is assuming that advances in technology will have no significant effect
in reducing the cost of replacing the asset. The Commission notes however that ARTC
claims to have assumed some future efficienciesin its Mg or Periodic Maintenance.

The Commission does not object to ARTC indexing its asset base.

ARTC’s comments regarding the degree of optimisation assumed in BAH’s DORC
valuation and the potential disincentive for ARTC to seek asset efficiency ismore a
guestion of benefit sharing than DORC itself. It isdifficult to see how ARTC's
incentives are adversely affected when current prices are currently set below those that
would recover the full economic cost of the service provided. It isnoted that Currie &
Brown support BAH’s view of allowance for future demand.

D5.3.3 Depreciation

ARTC proposal

ARTC has opted for a straight line method of depreciation applied to the DORC value
of the asset base. In calculating an annual depreciation charge, ARTC hastaken into
account both the useful life and the economic life of its physical assets bearing in mind
the economic life of businesses using the infrastructure and technological obsolescence.
The useful life of ARTC' s assets is kept at a “steady state standard in perpetuity”
through regular maintenance which is expensed and passed on to operators as part of
the access charge. Asthe assets do not decay, the component of the depreciation
charge which isintended to reflect the gradual erosion of the assets' physical
capabilitiesis zero. Asfor the economic life of the asset base, ARTC considers that
neither loss of rail freight business nor technological changes are likely to render the
tracks “stranded”. As such, track assets are deemed to have an infinite economic life
and thus no depreciation is required. However, some assets are deemed to have a
limited economic life due to the possibility of technological obsolescence, viz
signalling and train control assets, communications equipment and cabling. A
depreciation charge of $6.8 million isincluded in the revenue ceiling limit in respect of
these assets.

ARTC has proposed to differentiate certain components of its asset base with regard to
the characteristics of the decline in the economic value of these assets. Specifically,
ARTC has chosen not to depreciate its track, formation and structures related assets for
the purposes of inclusion in the ceiling revenue limits. It was also concluded that,
because railway tracks are generally maintained to a steady-state standard through the
application of expensed Major Periodic Maintenance (MPM), the physical assets have a
perpetual useful life. For these reasons, no depreciation with respect to track assets has
been included in revenue ceilings to avoid any possibility of double counting MPM in
operating expenses and as a depreciation charge.

ARTC has a'so chosen to depreciate its signalling and communications assets over the
estimated technological (economic) life. The BAH report estimated the useful
economic life of the various asset types owned or leased by ARTC. BAH assumed an
economic life of 30 years with respect to signalling assets, and 15 years (radio
equipment) and 20 years (cabled communications backbone systems) with respect to
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communications assets, consistent with other assessments it has made. Modelled
depreciation determined for these assets simply applied these lives on a straight-line
basis to the optimised replacement costs for these assets determined on a segment by
segment basis.

ARTC has proposed to depreciate its depreciabl e assets on a straight-line basis. ARTC
favours this method on the basis of its ease-of-use and transparency. ARTC notes that
the use of the straight-line method of depreciation has been employed in access
regulation for a number of other industries.

Views of interested parties
Queendand Rail

QR arguesthat ARTC is best placed to determine the nature of its own assets and the
asset life that best represents their character. However, QR considers that the
assumption of an infinite track life would be inappropriate to QR’ s rail infrastructure.

QR notes that the adoption of straight line depreciation is consistent with the approach
that will be incorporated in QR’ s undertaking.

Straight line depreciation is consistent with the approach incorporated in other rail
access regimes, including the assumption of infinite track life.

Commission’s position

ARTC has assumed the “ steady state standard in perpetuity” for the magjority of its
assets, representing 93% of DORC. In such circumstances the levelised MPM becomes
aproxy for depreciation in that, by any name, the resulting revenue “building block”
represents a funding of asset refurbishment, renovation and/or replacement. Therefore,
arelevant question for the regulator is whether the level of MPM is greater than a
notional depreciation charge.

The Commission employed cost consultants Currie & Brownto review ARTC's
assumption of “steady state standard in perpetuity” and its relationship to the level of
MPM. Currie & Brown noted the relationship of the MPM charge to ARTC s 15-year
rolling Asset Management Plan and described the approach as “reasonabl e’*.

A further check on the reasonableness of the level of the MPM charge can be made by
comparing the implied depreciation charge for the “ steady state” assets in the 2001
financial year to the 2001 MPM charge. ARTC's MPM charge for 2001 is $15.5
million compared to assets with an ORC value of $2,329.1 million®; which implies a
weighted average useful life of approximately 150 years. This may be compared to an
estimation of aweighted average useful life using the BAH (Table 15) ORC vaues and
depreciation rates drawn from the BAH report and ARTC’ s 2000 Annual Report.
Based on this information the Commission derived an estimation of approximately 105

% Currie & Brown, Report on Review of ARTC's Access Undertaking Submission to Commission,
October 2001, available from the Commission web-site at http://www.accc.gov.au.

% The ORC figure of $2,329.1m is the result of removing the ORC value of the depreciating assets
(Signals and Train Control, Communications) from the total ORC value of $2,514.5m. The MPM
charge of $15.45m excludes MPM for assets associated with Signals and Train Control, and
Communications.
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years.f’] This suggests that ARTC has not developed an MPM charge that would allow
afaster return of capital than an engineering assessment of useful life would estimate as
being appropriate.

For those assets that are assumed to depreciate, representing approximately 7% of
DORC, ARTC has adopted the useful lives asin the BAH report of:

e Signaling, train control and safe working — 30 years;

e Communications (radio equipment) — 15 years,

»  Communications (cabled backbone systems) — 20 years.

Currie & Brown comment that BAH’ s approach to determining depreciation formed a
“reasonable basis’.

The Commission’s conclusion is therefore that the depreciation charges and the
assumptions regarding the “ steady state” assets included in ARTC' s proposed
undertaking form a reasonable basis for determining arate of return of capital.

D5.34 Weighted average cost of capital

The weighted average cost of capital (WACC) indicates the risk-adjusted rate of return
to be earned by debt and equity capital providers. The rate of return reflects what these
investors could be earning by committing their funds to an alternative project of similar
risk; that is the opportunity cost of capital.

ARTC bases its approach to WACC on areport resulting from an independent
assessment of ARTC's WACC by investment banking consultants, Equity & Advisory
(E&A). E&A have utilised the capital asset pricing model (CAPM) in order to establish
WACC.

The submissions and the Commission are supportive of the use of the WACC/CAPM
model. The contentious issues concern the appropriateness of the parameters used to
build up the WACC. These are discussed below.

Risk freerate
ARTC proposal

Equity & Advisory argues that bond rate maturity should match asset lives. Whilst in
this case, the average life islonger than ten years, the markets for very long term bonds
are not very liquid and hence volatile. Therefore ARTC adopts the yield on 10 year
government bonds for the risk free rate assumption. The rate adopted for the
undertaking is 5.46%.

" The Commission based its estimation on the ORC values in the BAH report and the following
depreciation rates for each category: Track (including rail, sleepers and ballast) — 90 years;
Earthworks — 250 years; Structures— 100 years.
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Views of Interested Parties

Fundamental issuesin relation to the selection of the appropriate risk free rate are not
raised in submissions. However, National Rail raises the issue of what date the bond
rate will be taken for the purposes of the undertaking. It suggests that the date should
be stated explicitly in the undertaking. It states alternatively, that the date for fixing this
parameter value to be used in the CAPM quantification of WACC should be the date of
approval of the undertaking.

Commission’s position
Two major issues associated with the risk free rate assumption have emerged in the

regulatory context. Oneis the appropriate bond maturity. The other is how to select the
rate given the chosen bond yield.

The issue of bond maturity concerns the selection of the appropriate term of
Commonwealth bond as the basis for the risk free rate assumption. The debate on this
issue generally revolves around whether the 5 year bond or 10 year bond is most
suitable.

The Commission has stated a preference in several decisions for the use of the 5 year
bond due to the higher inflation risk premium embedded in the 10 year bond, which is
unjustified in frameworks designed to ameliorate thisrisk. In the case of ARTC, the
review period of 5 years meansthat ARTC’ s exposure to inflation risk islimited to that
extent.

Therefore the Commission considers that the use of the government bond of 5 year
maturity as the basis for the risk free rate assumption to be most appropriate.

As stated in past decisions, the Commission has supported the use of short-term
averaging of yieldsin order to smooth out the effects of financial markets volatility.
The 40-day moving average approach is therefore adopted.

The date at which the risk free rate will be calculated and incorporated into the WACC
will be the Wednesday of the week before the Commission’s decision is announced.

Therisk freerate ption is taken from the 40 day average yield of the 5 year
government bond rate®, which as at 8 October 2001 was 5.28%.

Inflation

The expected inflation rate is used to convert nominal rates of return, such asthe
nominal WACC, into real rates of return.

ARTC proposal

In converting nominal rates into real rates, ARTC applies the Fisher formula using an
inflation assumption of 2.5%.

% Since the exact 5 year rate is unknown the Commission calculated it using extrapolation procedures on
the yields of July 2005 and June 2011 series government bonds.
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Views of interested parties

Submissions do not raise the inflation assumption as an issue.

Commission’s position

The Commission considers that the use of market-based inflation expectation is the
most appropriate measure of expected inflation. Asin other Commission regulatory
decisions, a market expectations inflation measure can be inferred by deriving the
implied expectation of inflation existing between nominal and indexed bonds of the
same maturity and term. In this case, it means calculating the difference between the
chosen nﬁni nal 5-year bond yield and the yield on indexed bonds of corresponding
maturity.* The Fisher equation is then applied to the two yields to arrive at the inflation
figure.

Although there are many respected sources providing inflation forecasts, the
Commission considers that the use of market-inferred inflation forecasts is most
consistent with the view that the WACC is a forward-looking market-based number, in
concept and in regulatory practice.

The Commission has decided to again adopt the market-inferred method of deriving
inflation, asimplied by difference between nominal and real bond rates.

At the time of this decision, the 5-year-equivalent real bond rate is 3.02%. Using the
Fisher equation, thisimplies an expected inflation rate of 2.19%.

Cost of debt

The typical practice in determining a company’s future cost of debt capital isto
nominate a debt risk margin over and above the risk free rate, which is assumed to
reflect what afirm of similar credit risk could be expected to obtain.

ARTC proposal

ARTC assumes a 1.2% debt margin over and above the risk free rate. Its consultants
arrived at this figure by estimating the rate at which ARTC is expected to be able to
borrow over the relevant term. The 1.2% estimate is based on recent negotiations with
major banks, and the regulatory decisions in the following table:

Decision Date Debt Margin
IPART fina decision - March 1999 1.2%

Wagga Gas

IPART final report - NSW | April 1999 1.0%

Rail Access

Commission final decision | December 1999 1.2%

- Victorian Gas

Transmission

% These were extrapolated from the yields on August 2005 and August 2010 series capital indexed bonds
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Views of interested parties

Submissions do not raise the cost of debt as an issue.

Commission’s position

The experience in Australia suggests that a 1.2% debt margin is not an unreasonable
benchmark for companies with similar debt risk characteristicsto ARTC. The
Commission therefore does not propose to amend ARTC’ s proposed debt margin.

Cost of equity

In evaluating afirm’s cost of equity capital, or required rate of return to equity, itis
usual regulatory and corporate financial practice to apply the widely known and
accepted CAPM model.

The CAPM stipulates that afirm’s cost of equity (R,) is given by the following
relationship:
Re = I:afr +Be* MRP

where R, =risk free rate of return, MRP (market risk premium) = R_ - R, ,and 3, =
equity beta.
In the CAPM context, the two variables of note involved are the betaand MRP..

Beta

The purpose of abetais simply to measure the sensitivity of the return on an individual
investment to changes in returns for the market as awhole.

More formally, the beta of any entity (project or firm) is defined as the covariance
between itsreturn R, and the market portfolio’sreturn, R, divided by the variance of
the market return:

_Cov(R,R))
' var(R)

Under standard econometric assumptions it coincides with the slope coefficient of the
line of best fit in aregression of the entity’ s return with that of the market; that is:

R, =a+bR +e€
where a istheintercept, and e isamean zero residual uncorrelated with R .

Being specified in this way, beta then captures the systematic risk component of the
total risk of acompany’sreturns. Also called “non-diversifiablerisk”, it is that type of
risk that cannot be eliminated by diversification, so that the expected systematic returns
have an ‘unavoidable’ correlation or co-variation with market returns.

One of the risks associated with holding risky assetsis financial risk; that is, the risk
arising from how the underlying assets are financed. In thisregard, the betareferred to
thus far isknown as an equity beta, to distinguish it from an asset beta. The latter isthe
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beta that would apply if the company were 100% financed by equity, thereby
eliminating the effect of leveraging. The equity beta takes account of the effect of
mixing equity and debt. A higher level of gearing, ceteris parabis, increases the risk to
equity-holders, and hence the equity beta, sinceit is debt holders who are compensated
first out of the firm’'s revenues, and in the event of insolvency. However the risk
associated with an asset’ s cash flows is given irrespective of the financing used in
purchasing the asset. The conversion from an equity betato an asset beta attempts to
divorce therisk arising to the entity purely due to financing arrangements, from the
inherent risk of the underlying assets’ cash flows. More meaningful comparisons
between companies on the basis of systematic risk can be made once the layer of
financial risk is removed.

ARTC proposal

E& A recognises the difficulties associated with determining an appropriate beta where
an entity, such as ARTC, isnot listed. E& A employs a comparison approach to
estimating ARTC’ s beta. It compiled (equity) betas of listed railway companies, road
transport companies, infrastructure funds, and decisions on regulated infrastructure.
Citing similar systematic risk characteristics to rail, and more devel oped regulatory
environments, E& A places greater weight on the betas quoted for listed infrastructure
funds and regulatory decisions. It concludes that a range of equity betaof 0.90—-1.0is

appropriate.

ARTC points out that although thisis higher than those used with respect to the
regulated coal businesses of other operators (0.76-0.85), it is lower than the mixed, but
bulk commodity dominated freight businessin WA.

Given the highly competitive nature of most of ARTC’ s business, and linkage to overall
domestic economic activity, compared to the regulated business of other operators, many
of which are well placed in diversified international markets, ARTC considers an equity
beta higher than that considered reasonable to other rail regulated businesses, to be
appropriate....In addition, ARTC has taken on higher exposure to such risks brought about
by its approach to pricing, which is weighted towards market growth...

Views of interested parties

Queendand Rail

QR makes genera comments on risk which imply that the assumed betais perhaps too
low:

QR believesit is critical that it be recognised that the rate of return being established at
this time reflects only the risks associated with existing assets with a proven demand.
Onthisbasis, QR believesthat in the event that arailway manager constructs significant
new assets, a separate analysis of the project risk should occur to identify whether a
different rate of return should apply. For example, in relation to recent major rail
projects, it is clear that the investment community is seeking higher returns than would
be derived through the ARTC' s proposed approach.

Commission’s position

E& A’s approach appears to be reasonable given the well-known difficulties of
determining beta for unlisted utility companies. The comparators used are likely to
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display similar risk characteristics to rail infrastructure providers. However the
Commission questions why equity beta was used as the basis for comparison. Closer
comparison can be achieved by “de-levering” the equity betas into asset betas. As
explained above, this process effectively removes the financial risk (due to gearing)
component embedded in equity beta. Asset betas thus enable ready comparison of betas
between companies of varying gearing levels. Once the appropriate asset beta has been
selected, it can then be re-levered into an equity beta consistent with the financial
structure of the business.

Given the advantages of comparing and assessing companies using asset betas, the
Commission has considered ARTC' s proposed equity beta under the guise of an asset
beta. The asset betaimplied by an equity beta of 0.95 (ARTC’s mid-point), aswell as
ARTC’ s gearing assumption, is calculated to be 0.58.

The Commission’s survey of asset betasin utility industries suggests that an asset beta
of 0.59 appears to be at the upper end of areasonable range of asset beta for companies
with systematic risk characteristics typically characterising infrastructure.

In this regard, while the 0.58 assumption compares favourably to the 0.60 — 0.75 asset
beta range applied to airports, it is perhaps generous in comparison to gas and
electricity decisions (0.40-0.45). A recent study by the Australian Graduate School of
M anﬁement calculated the equity betafor the infrastructure and utilities sector to be
0.81.

A higher asset beta accorded to rail infrastructure than to energy utilities could be
justified as reflecting possibly higher sensitivity of rail transportation to movementsin
the national economy than is the case with demand by households and firms for energy
sources. Consequently, the returns of the railway entities may arguably fluctuate more
with the returns available in the market generally than might the returns of more stable
utilities.

The Commission does not propose at this stage to make an adjustment to ARTC's
implied asset beta of 0.58, but seeks comments on it from interested parties. The 0.95
mid-point equity beta assumed by ARTC is therefore accepted for this draft decision.

Market risk premium (MRP)

The MRP isthe compensation required by equity investors for assuming the extrarisks
(systematic volatility) associated with providing funds to a diversified basket of “risky”
assets (such as astock portfolio) over risk-free assets.

ARTC proposal
ARTC assumes amid-point MRP of 5.75%.

100 Australian Graduate School of Management, Risk Measurement Service, September 2000.
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Views of interested parties

Queendand Rail

QR argues that the market risk premium ( MRP) range assumed by ARTC is
conservative. QR questions ARTC’ s use of the MRP of 5.5% - 6%, considering a
higher figure to be more realistic. In proposing a“low” MRP thereisthe underlying
assumption that the MRP has declined over the last decade. However, QR considers
thereislittle empirical evidence to support thisview. The history of Australian (and
US) MRP shows high volatility, particularly when measured over five or ten year
periods. This high volatility means that it is very hard to argue that the MRP measured
over the last decade is not ssimply reflecting volatility. QR believesit would be abrave
argument to suggest that there has clearly been areductionin MRP.

Based upon Dr Bishop's advice, QR believes that the MRP is best represented as arange
between 6% and 8%. If a point estimate were used, QR believesthat 7% is a reasonable

assumption to apply, given the potential costs associated with discouraging investment in
rail infrastructure.

SCT

In respect of rate of return, SCT argues that there is negligible risk in the duplication of
certain segments and thus little risk of competition for ARTC.

Commission’s position

The Commission acknowledges the various compl exities and uncertainties involved in
the estimation of this parameter.

The adoption of a MRP has difficulties not unlike those associated with deriving beta,
inthat it will typically involve an estimate of an historical variable for use as a proxy
for aforward-looking ex ante variable.

Since the market risk premium is a parameter that does not vary according to the
company in question, the Commission will apply its standard value that it has used in
CAPM estimation across its regulatory functions. That value is 6%. For further
discussion, see past decisions such as the Sydney Airport Aeronautical Pricing Proposal
and the DRP.

Gearing

In order for an entity’s WACC to be determined, its gearing levels must be specified.
Gearing refersto the use of debt and equity capital in the financing of afirm’s assets.
The entity’ s debt and equity proportions are then used in the cal culation of equity beta,
the debt margin, and the weights applied in the WACC.

ARTC proposal

E& A assumes agearing level (debt as a percentage of debt plus equity) for ARTC of
45% (mid point), compared to assumed gearing of 50-55% it observed for other rail
infrastructure operators. ARTC states that this has been done to recognise the higher
commercia risks faced by ARTC compared to those facing the regulated business of
other operators.
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Views of interested parties
No views were expressed in submissions on the gearing assumption.

Commission’s position

The tax deductibility of debt interest payments means that the WACC will generaly
decline with increasing leverage. The Commission considers that a benchmarked
approach to the gearing ratio has advantages both in efficiency and ssmplicity. In past
decisions on the WA CC of infrastructure entities, the Commission has applied a 60%
gearing assumption as a benchmark. Therefore, the Commission’s decision is to adopt
this gearing ratio to apply to ARTC' s WACC. The Commission notes, asit has in other
decisions, that varying the adopted gearing assumption does not have significant
impacts on the ultimate cal culated WACC figure, given the offsetting channels
provided by the equity (levered) beta and the favoured tax treatment of debt.

Financial Mode
ARTC proposal

ARTC uses a pre-tax building block model with which to calculate its allowable
revenues. In adopting a pre-tax framework, ARTC require atax parameter with which
to convert a post tax WACC into its pre-tax equivalent. For the purposes of the
anaysis, ARTC assumes that its effective tax rate equates to the corporate tax rate of
30%, and therefore uses a 30% assumption to “gross up” its post tax WACC.

Commission’s position

The Commission has expressed a clear preference across its regulatory functionsfor a
post tax framework, where tax is treated as a cost in the expected cash flows, rather
than compensated for in a higher “grossed-up” return. The adoption of a post tax
approach is driven largely by the difficulty of determining the long-term effective tax
rate asis necessary in the pre-tax approach.

ARTC’ s use of apre-tax model and 30% for the grossing-up assumption overlooks the
importance under a pre-tax approach of accurately estimating the long-term effective
tax rate. The effective tax rate must be estimated through financial modelling of the
entity’s tax position throughout the term of the revenues.

The Commission conducted modelling of its own in order to determine ARTC's
maximum allowable revenues on a post tax basis. Revenues were generated over 6
years using a post tax building block model, which matches the modelling period
adopted in ARTC' s pre-tax model. This process enabled comparison with ARTC's
modelled “ceiling” revenues, as well aswith ARTC' s forecast actual revenues. The
results of the post tax analysis were that ARTC’ s maximum allowable revenues were
somewhat below ARTC' s estimate of its ceiling revenues, while being significantly
above ARTC' sforecast actual revenues. Therefore, while the Commission does not
support ARTC’ s use of a pre-tax model with which to determine revenues, it is satisfied
that allowable revenues generated using a post tax approach still lie significantly above
proposed actual revenues.
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I mputation factor

The dividend imputation system in Australia compensates investors for the tax paid out
of company earnings through the distribution of franking credits, recognising that tax
paid at the company level effectively represents the pre-payment of personal tax. These
franking credits have value in the hands of investors, and accordingly are accounted for
in the determination of allowable revenues. The extent to which they are of valueis
captured by the gamma factor.

ARTC proposal

ARTC proposes to adopt arange for gamma of 0.40 to 0.50, based on past regul atory
decisions and studies.

Views of interested parties

Queendand Rail

QR understands gammato “represent the value that an organisation’ s shareholders gain
from each dollar of dividendsthat is covered by an imputation credit”. QR believes that
ARTC' s proposed gamma of between 0.4 and 0.5 may be too high:

A recent working paper by Cannavan D, Finn F and Gray S, “The Value of Dividend
Imputation Credits” November 2000 indicates that the value of imputation creditsis
significantly lower than this. It is acknowledged that the results of this paper are
significantly different to previous studies. The reasons for these differences are:

e itincorporates the 45 day rule (introduced in 1997) which takes away the ability to
trade the imputation credits and therefore decreases the value that can be attributed to
those credits; and

e ittakesadifferent ec&e_lometric approach which alows for alarger sampling and tighter
confidence intervals.

On this basis QR recommends that the valuation of ARTC’s gamma be reviewed to
take account of these new findings.
Commission’s position

The gamma parameter, like the market risk premium, is a parameter used across the
regulatory areas of the Commission. The current practice of the Commission is to adopt
a0.50 gamma assumption.

Summary

ARTC proposal
ARTC submits a pre-tax real WACC (mid-point) of 7.20%.

101 Queend and Rail, Submission Responding to QCA's Draft Decision on QR's Draft Undertaking, April
2001, p. 35.
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ARTC considers that the resultant WA CC under-estimates ARTC’ s cost of capital in
that the assessment has not fully addressed the market risk faced by the company.
ARTC pointsto several factorsin support of this contention.

It operatesin a commercia environment where strong inter-modal competition
existsin amost al markets and such markets are closely linked to economic
activity.

The WACC noted in recent regulatory assessmentsin the rail sector are
generally similar to that assessed by E&A.

These decisions have been primarily concerning rail providers serving bulk
freight (coal & minerals, ores, grains etc).

ARTC' s dominant businesses are subject to stronger inter-modal competition
than faced by bulk commodity movements.

Coa movements derive stability from contractual ties and/or economic
advantage (end users have made financial commitment to supporting
infrastructure). Whilst bulk commaodities do face some inherent risks (price risk,
climate), volumes are generally reasonably reliable.

A credit assessment carried out by Access Economichwith respect to QR’s
below rail coal business found the risk profile to be ‘ above average to excellent
compared to the business of QR’s Network Access as awhole’. This ‘reflected
its low risk as a natural monopoly business and the stability of its revenues
given stable growth and a very low volume and price volatility to which it is
exposed'.

ARTC would expect the movement of agricultural products (facing both price
and climate risk) to be more volatile than coa and minerals business.

ARTC s approach to pricing and relatively few direct customers, where seven
major operators account for approximately 91% of business. Its major customer
National Rail and another smaller customer FreightCorp are expected to be
privatised within the next 12 months. ARTC expects that a new commercial
operator could seek to rationalise unprofitable operations and improve operating
efficiency generally, further increasing revenue risk to ARTC.

ARTC also produces a comparative table that it considersindicates that the
assumptions made by E& A with respect to the various parameters incorporated
in the WACC calculation are reasonabl e.

Commission’s position

The Commission’s use of a post tax financial model meant that the pre-tax real WACC
determined by ARTC was not relevant. Rather a post tax real “vanilla” WACC is
required. Essentially, thisinvolvesa WACC that is built up using pre-tax return on
debt, and a post tax return on equity. This reflects the fact that returnsto debt holders
(interest payments) are received before company tax is paid, while equity holders are

102 Queend and Competition Authority, Draft Decision on QR's Draft Access Undertaking, December
2000. Working Paper 4 — The Estimation of Queensland Rail’ s Below Rail Coal Network Expected
Rate of Return.
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compensated once tax is paid on profits. Applying the parameters as discussed, the
Commission arrived at a post tax real vanillaWACC of 6.70%.

The Commission considers that the WACC/CAPM framework provides appropriate
compensation for capital providers of ARTC for the systematic risks facing the
enterprise. The factors argued by ARTC to contribute to the riskiness of its business are
primarily specific and diversifiable. Whilst ARTC’ sinter-modal competition may be
stronger than what prevailsin bulk commodities, it is not necessarily the case that this
increases systematic or betarisk of the entity. Rather, thisis a specific risk of investing
in that sector of the industry. Similarly, ARTC’ srelatively few customers and approach
to pricing are aspects specific to ARTC and may therefore be diversifiable factors.

The Commission considers that the WACC applied to ARTC is consistent with the
Commission’s access undertaking pricing principles enunciated in Chapter C3.

The WACC ensures that expected revenues imply anormal commercia expected return
(Principle 1) on efficient investment is being earned. The WA CC methodology is
designed specifically to arrive at arisk-adjusted forward-looking market-based return
recognising the investor’s opportunity cost of providing capital.

The second principle is that access prices should provide ARTC with incentives to
provide services efficiently and to undertake efficient investment. The WACC applied
to ARTC is considered to give effect to these goals. A return somewhat below that
implied by the chosen WACC may jeopardise ARTC' s incentives to provide efficient
service and to undertake timely and sufficient investment. Similarly, an over-
compensated return may lead to inefficient investment being undertaken.

Principle 3 states that access prices should provide incentives for efficient use of rail
track infrastructure. This relates to the notion of allocative efficiency. The WACC
accorded to ARTC should help ensure that prices reman close to the commercial costs
of service provision. The WACC ensures that acommercial return is being earned by
the operator, and prevents pricing that takes advantage of any market power. The
outcome is that competitive prices and quantities should be supplied to users.

The WACC parameters proposed by ARTC and those accepted by the Commission are
set out in the following table.
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TableD5.1: WACC Parameters

WACC parameters ARTC proposal |{Commission draft
(mid-point) decision
Inflation rate, % 2.50 2.19
Debt, % 45 60
Equity, % 55 40
Nominal risk freerate, % 5.50 5.28
Real risk freerate, % 3.00 3.02
Market risk premium, % 5.75 6.0
Asset beta - 0.58
Debt beta - 0.12
Equity beta 0.95 1.27
Debt Margin, % 1.2 1.2
Nominal cost of debt, % 6.70 6.48
Franking credit utilisation —gamma  |0.45 0.50
Post-tax cost of equity (CAPM), %  |10.98 12.99
Post tax real WACC (Vanilla), % |- 6.70
Pretax real WACC, (%) 7.20 -

D5.3.5 Operations and maintenance expenditure

ARTC proposal

ARTC' sroutine maintenance work is carried out under private sector maintenance
contracts tendered on a competitive basis. ARTC has adopted this practice with aview
to ensuring that its cost structure reflects efficient practice. ARTC also provides
measures to support its claim that current and expected future infrastructure
maintenance unit costs compare favourably with national average and ‘world’ s best
practice’ for freight operations over the last decade.

Where contract maintenance expenditure has been identified directly with a particular
Segment (usually labour), this expenditure is reflected in Segment costs. Expenditure
not directly identified with a segment (mainly materials, overheads, margins) have been
allocated to segments on a gtk (60%) and track kilometre (40%) basis.

A further area of costs that represents around 6% of ARTC' stotal operating
expenditure outlined includes the train control, transit management and consist data
processing functions. These functions are resourced internally at one location for the
entire Network. ARTC has presented information that compares its unit cost
performance for train control functions with nation erage and ‘world’ s best
practice’ for freight operations over the last decade.**ARTC claims that rationalisation
of this function between 1998/99 and 2000/01 resulting in “...significant productivity
improvements’.

108 ARTC, (2) op. cit., p.11.
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Finally, ARTC sets out arange of costs broadly categorised as Other Management
Functions. It includes:

* Maintenance contract management (administration, accounting, project
management and maintenance planning) representing around 5% of total
ARTC operating expenditure.

* Operations and safety management function includes long and short term
service planning, service quality control and safety management. This
function (included in above train control comparisons) represents around
2.5% of total ARTC operating expenditure.

» System management and administration function includes IT, property
management, security, accounting, insurance, strategic management and
executive. Thisfunction represents around 12% of total ARTC operating
expenditure.

Views of interested parties
T

SCT notes that the undertaking does not ensure that the access provider’s costs do not
reflect the cost of maintaining sub-standard infrastructure. The additional component of
current maintenance costs that arises from past decisions to reduce maintenance
resources should not be borne by parties currently granted access.

Commission’s position
In itswork on behalf of the Commission, Currie & Brown reviewed the]evel of
ARTC’ s operating costs and compared them to available benchmarks.*+*Noting the

difficulties of comparing costs for ARTC' s network with other rail networks, Currie &
Brown nevertheless considered ARTC' s routine maintenance costs to be “low”.

Currie & Brown generally regard as reasonable the cost alocation rules used by ARTC.

The Commission notes SCT’ s concern that future maintenance costs may be higher asa
result of asset degradation that may have occurred in the past. However, the
Commission’sview isthat ARTC’ s low operating costs compared to other rail

networks tend to reduce the risk that maintenance costs are excessive. The level of
MPM costs has been discussed in the DORC section, above.

The Commission does not object to the level of operating costs that ARTC has
incorporated into its calculation of revenue limits.

D54 Specific assessment of pricing principles

The discussions contained in sections D5.1-5.3 deal primarily with the economic
principles behind the various aspects of ARTC' s draft undertaking. The Commission is
broadly satisfied that these principles will give rise to outcomes that are consistent with
the objectives and principles specified in Part 111A of the TPA. However, since an

104 Currie & Brown, op. cit., pp.15-17.
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undertaking is a court-enforceable document, for the undertaking to be acceptable to
the Commission the specific words of the undertaking must articulate those principles
in asufficiently clear and unambiguous manner. Accordingly, this section presents a
clause by clause evaluation of Part 4 of the ARTC undertaking, in light of the views
articulated earlier in this chapter.

D5.4.1 Objectives

Clause 4.1 of the undertaking states that ARTC will develop its chargesin line with the
principles set out in section 1.2(c). These are discussed in more detail in chapter D1 of
this draft decision. Clause 4.1 of the undertaking also states that the charges are
developed with aview to stimulate customer confidence and market growth in the rail
industry and promote efficient use and investment in the network.

The objectives specified in clause 1.2(c) are very similar to the words of s44ZZA.
Clause 4.1 serves as some additional detail asto ARTC' sinterpretation of such words.
The Commission considers this interpretation reasonable.

The Commission considers that clause 4.1 meets the requirements of section 44ZZA(3)
of the TPA.

The Commission accepts the provisions of clause 4.1 of the ARTC draft access
undertaking.

D5.4.2 Charge differentiation

Clause 4.2 of the undertaking specifies the criteria by which ARTC will useto
formulate its charges. These include the particular characteristics of the relevant
service, the indicative access charges, the commercia and logistical impact on ARTC's
business, contributions by applicantsto ARTC’ s costs and the cost of any additional

capacity.

Sections 4.4.7 and 5.2.2 detailed the implications of requiring access charges to be
formulated ‘having regard to’ the indicative access charge. In those discussions, the
Commission noted that the practical effect of such a requirement may be to effectively
cap the prices for arange of services, not just the indicative service. Beyond this
limitation, the remainder of clause 4.2 of the undertaking sets out a range of factors
which ARTC may take into account in setting its charges. These factors essentially
represent the usual range of commercial considerations a business would consider in
setting its prices. Given the limitations on ARTC' s pricing introduced by both the
indicative access charge and the revenue limits specified in clause 4.4 of the
undertaking, the Commission considers these a reasonable set of criteriafor ARTC to
have regard to in setting its charges. Thisis consistent with the suggestion in section
5.2.2 that, given the competitive constraints ARTC is operating under, some degree of
price discrimination may be desirable.

The Commission considers that clause 4.2 meets the requirements of section 44ZZA(3)
of the TPA.

The Commission accepts the provisions of clause 4.2 of the ARTC draft access
undertaking.
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D5.4.3 Limitson charge differentiation

Clause 4.3 of the undertaking specifies limits on the extent to which ARTC can
differentiate its charges. These exclude differentiation on the basis of identity and
ownership of the applicant, or differentiation between like services where access
seekers are operating in the same end market.

Clause 4.3 effectively represents a‘like for like' clause requiring ARTC not to
discriminate charges for similar services. Clause 4.3(b) also reserves ARTC theright to
determine whether two services are alike. As discussed in section D5.2.2, the
Commission does not consider a commitment to pricing like services equaly as a
necessarily essential component of an undertaking, given that ARTC isnot avertically
integrated business. The Commission has some concerns, however, that there may be
some incentives for ARTC to distort competition in downstream markets. It is also
apparent from submissions to the Commission and comments at the public forum, that
rail operators wants such a clause in place. Accordingly, the Commission has no
objectionsto itsinclusion, nor to the fact that it is ARTC which, in the first instance,
determines whether two services are alike.

In the event that ARTC does not act reasonably in its evaluation of whether services are
alike, the issue could be assessed either in considering whether ARTC has acted in
accordance with its undertaking, or in the course of resolving a dispute that is notified
under the undertaking or under an access agreement.

The Commission considers that clause 4.3 meets the requirements of section 44ZZA(3)
of the TPA.

The Commission accepts the provisions of clause 4.3 of the ARTC draft access
undertaking.

D5.4.4 Revenue limits

Clause 4.4 of the undertaking specifies limitations on the revenue recoverable by
ARTC. This clause limits the revenue ARTC can generate from a segment or group of
segments to fall within the floor and ceiling limits, unless ARTC agrees to charges that
generate revenues below the floor, or an applicant agrees to charges which generate
revenues above the ceiling amount.

The floor limit is defined with reference to the revenues sufficient for ARTC to cover
the incremental costs of a segment or group of segments. The ceiling limit is defined
with reference to the revenues sufficient for ARTC to cover the economic costs of a
segment or group of segments. The Commission invites comment from interested
parties as to whether users or access seekers would be in a position to establish where
ARTC srevenue limits actually lay on any particular segment.

Economic cost is defined as the costs specific to a segment, the costs of additional
capacity, depreciation, return on segment specific assets and an allocation of non-
segment specific costs. Clause 4.4(e) specifies the basis by which the non-segment
specific cost allocation will be made, while clause 4.4(f) specifies the method by which
ARTC’ s required rate of return is estimated.
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Recommendation

» Clause4.4(b): The Commission recommendsthat ARTC refinesthe definition
of incremental coststo more clearly expresswhat isincluded and what is
excluded.

* Clause4.4(b): The Commission recommendsthat, regarding the
“combinatorial” test, ARTC’sterm “...the Charges which, if applied to all
Operatorson a Segment or a group of Segments’ could benefit from greater
clarification.

* Clause4.4(g): Thisclauseneedsto bere-ordered or re-numbered.

* Clause4.4 (d)(i): TheCommission’sview isthat theterm “ costs specificto a
segment” would benefit from greater clarification. For example, “operating
costs specific to a segment”.

* Clause4.4 (e): Thisclausereferstoitself when it appearsthat it ought to refer
to the previous clause.

* Clause4.4 (i),(ii),(iv): Thisclause needsto bere-numbered.

D5.4.5 Structure of charges

Clause 4.5 of the undertaking specifies the structure of access charges as having afixed
(flagfall) component ($/km) and a variable component based on distance and gross
mass ($/kgtkm). The flagfall component is charged irrespective of utilisation of the
train path. Section D4.5 notes that both elements of the charge are open to negotiation.

In light of the discussion contained in section D5.2.3, the Commission considers that
the specification of fixed and variable charges in the undertaking is not unreasonable.
In particular, the Commission notes that clause 4.5(c) allows access seekersto
negotiate over price structure.

The Commission considers that clause 4.5 meets the requirements of section 44ZZA(3)
of the TPA.

The Commission accepts the provisions of clause 4.5 of the ARTC draft access
undertaking.

D5.4.6 I ndicative access charge
Clause 4.6 of the undertaking specifies the indicative access charges by segment, for a
service specified as having the following characteristics:
(1) axleload of 21 tonnes;
(i) maximum speed of 110 km/h and average speed of 80 km/h; and
(iii)  length not exceeding Adelaide 1500 metres east of Adelaide and
1800 metres west of Adelaide.

Clause 4.6 aso specifies the maximum variation to the indicative access charges over
the term of the undertaking; that maximum being the greater of
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(1) CPI less 2%; or
(i)  twothirds of CPI.

Asdiscussed in section D5.2, the Commission considers that the indicative access
charges proposed by ARTC are not unreasonable. The indicative charges, in
conjunction with the specification of an indicative service, provide access seekers with
adegree of certainty in relation to track access that would not be the case in the absence
of the undertaking. Furthermore, given the limitations on ARTC' s ability to
differentiate charges for like services, access seekers are unlikely to be disadvantaged

in the event that they wish to be provided with services with different characteristics.

The indicative access charges are consistent with the Commission’ s assessment
principles outlined in chapter C3. The indicative access charges are on average well
below the efficient long run costs (including a normal commercia return on
investment) of production, they provide incentives for ARTC to provide services as
efficiently as possible and lower costs over time, and provide incentives for above rail
operators to use the ARTC network efficiently.

The Commission does, however, have some concerns in relation to the wording of
clause 4.6 of the undertaking. While these do not relate to the material content of the
undertaking, the Commission would expect these to be presented in a manner that
removes potential ambiguities. The Commission also notes that, while the prices quoted
on the ARTC website (of which the indicative access charge appears to be.a subset) are
expressly GST-exclusive, no mention of GST is made in the undertaking.** The
Commission notes that the prices specified in the undertaking would generally be
assumed to be inclusive of GST. The Commission considers that, at a minimum, GST-
inclusive prices be included in the undertaking.

It isalso not clear whether the variations allowed under clause 4.6(c) are automatic —
that is, whether the indicative access charges are increased every year by the greater of
the percentage increase in CPI less 2% or two-thirds of the percentage increasein CPIl —
or whether the increases by amounts up to thislevel are at the discretion of ARTC. If
ARTC'sintention isto allow the latter, then it should clarify whether the price cap will
apply to the level of chargesin any one particular year or whether it is cumulative.
That is, the undertaking should clarify whether a decision by ARTC not to increase the
indicative access charge in one year precludes it from implementing increasesin later
years which take into account inflation in the earlier year.

195 The indi cative access agreement contains a clause (4.10) explicitly related to GST; however, thisis
not reflected in the undertaking itself.
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Specific recommendations are detailed below.

Recommendation

» clause4.6(a)(iii) of the ARTC undertaking be amended to omit the first
referenceto ‘Adelaide’;

» clause 4.6(b) should, at a minimum, specify GST-inclusive prices,

» clause4.6(c) of the ARTC undertaking be amended to clarify whether the
allowed variation isa maximum or whether it isan automatic increase, and
that the variation is based on the percentage change in the CPI over a specified
time-frame;

» clause4.6(c) should clarify whether the annual variation allowsfor increasesto
allow for cumulativeinflation; and

» clause 4.6(c)(ii) should omit one of thereferencesto ‘thirds'.

The above recommendation might be addressed, at least partially, by re-wording clause
4.6(c) along the lines of clauses 4.5(a) and 4.5(b) of the indicative access agreement.

The Commission considers that clause 4.6 meets the requirements of section 44ZZA(3)
of the TPA, subject to the above amendments being made.

Subject to ARTC satisfactorily re-drafting the clause along the lines of the above
recommendation, the Commission accepts the provisions of clause 4.6 of the ARTC
draft access undertaking.

D6. Management of capacity

Clause 5 of the undertaking sets out the processes by which the ARTC will deal with
capacity issues, such as assessing capacity, alocating capacity, transferring capacity
and cancelling capacity. A key aspect of managing capacity is assigning access rights
where multiple applicants seek access to mutually exclusive access rights. The basic
dimension of capacity isa*“train path” — defined as the “entitlement of an Operator to
use the Network between the times and locations as specified in the Access
Agreement”.

ARTC's proposal

ARTC proposes to undertake a capacity analysis to determine whether thereis
sufficient capacity to accommodate the requirements being sought by the applicant or
whether additional capacity can bejustified. Where two or more applicants have
applied for access to mutually exclusive access rights, ARTC will allocate access on
the basis of the proposal that ARTC considers the most favourable (see section D3.7.2
for adiscussion of mutually exclusive requests for access). ARTC intends to assign
access rights to the proposal that yields the highest net present value of future returns,
adjusted for risk.
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ARTC proposes to reserve the right to withdraw train paths allocated to an operator
under an access agreement in the event that the operator has under-utilised its capacity
entitlement. Such a course of action would be subject to the dispute resolution
provisions of the access agreement.

Also, ARTC has proposed that an operator may cancel train paths or assign them to
third parties (subject to approval of ARTC).

ARTC argues that itsintention is to offer the applicant the range of available
alternatives that most closely match the applicant’s request. ARTC notes that
currently, in most instances adequate capacity can be established in this way and the
applicant avoids a conflicting train path and the need to enter into negotiation for the
construction of additional capacity. However, if the needs of the applicant cannot be
met through an aternate option, ARTC will then need to consider how additional
capacity of the nature required by the applicant might be met and seek a costing to
achieve the given outcome.

ARTC argues that in managing capacity it must maintain the safety and integrity of the
network for all users, and so there may be instances where individual operators
requests for access cannot be met. ARTC considers that assessment of capacity will
often involve an exercise of subjective judgement. ARTC ishowever willing to
publish information that will allow operators to make their own assessment of network

capacity.

Views of interested parties
Queendand Rail

QR argues that ARTC has not provided as much detail on capacity management issues
as QR did inits own draft access undertaking. It arguesthat it provided more
information on:

* theprovision of capacity, for example master and daily train plans;
» accessto mutually exclusive access rights; and
» theresumption and transfer of access rights.

QR argues that its own undertaking process has demonstrated that the infrastructure
owner must publish enough information to allow operators to feel confident that the
railway manager is managing the network in the most effective manner, and that
capacity ismanaged in afair and consistent way for all users. It argues that
stakeholders have sought a greater level of detail on issues such as the resumption and
transfer of access rights than is proposed in the ARTC undertaking. QR acknowledges,
however, that ARTC provides a substantial amount of information through informal
channels.

QR notesthat it and ARTC have similar proposals to cover cases where there are
applications for mutually exclusive time paths. However, in response to concerns from
operators, QR has agreed to include in its own undertaking a requirement that the
operator must demonstrate that the end user wishing to use itstrain servicesis
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agreeable to the execution of the access agreement or that there is a contractual
arrangement with the operator.

National Rail

NR argues that there is not sufficient detail in the undertaking on how ARTC proposes
to assess capacity. It arguesthat thereis need for adetailed description of the factors
and processes involved in assessing capacity.

It believes that the undertaking should include a detailed description of the factors and
processes involved in assessing capacity. NR argues that the identification of the
factors, including constraints, which affect the capacity of corridors at specific times of
the day isrequired.

NR argues that the term *under-utilised’ is not defined in the undertaking. It argues
that paragraph 5.3 should be amended to include criteria and a transparent process for
assessing ‘under-utilisation.’

It adds that the process for ng whether certain time paths are under utilised is not
transparent in the undertaking. ARTC should not be able to remove a particular time
path before dispute resolution (although its decision to remove it is subject to dispute
resolution).

The undertaking should also provide for the operator to have the right to renew long
term contracted train paths to achieve consistency with the standard track access
agreement.

FreightCorp

FreightCorp argues that the ‘use or lose’ provisionsin relation to allocated capacity are
not warranted unless ARTC can show that there is an applicant ready and waiting to
pay more for the non or under utilised entitlement.

FreightCorp adds that the basis on which ARTC proposes to assess capacity and how
mutually exclusive access is granted should also be made clear.

Commission’ s position
Capacity assessment

Defining and measuring capacity is akey aspect of negotiations on access applications.
Operators are concerned that the undertaking is not explicit about the way ARTC
defines capacity and the factors that it takes into account in measuring capacity.
Operators claim that this lack of knowledge about capacity complicates negotiations
about an additional time path as they have no alternative way of carrying out an
independent analysis of the capacity actually available. Operators also expressed their
concern about the means for allocating capacity.

Asnoted in sections D2.4 and D3.5, ARTC has amended the original undertaking and
have responded to these concerns by proposing to publish additional information on

capacity, viz:
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e agraphica representation of committed entitlements on an operator by
operator basis,

e section running time information for indicative services on each
corridor; and

* route standards on each corridor.

According to ARTC this should be sufficient information for operators to make a
“reasonable assessment of available capacity” (ARTC correspondence, 4 September,
2001).

The Commission considers that a commitment to publishing this additional capacity
information represents a significant improvement on the provisionsin the original
undertaking. The Commission considers that this information provides a useful base
from which operators can gauge utilisation but has concerns that operators may not
have sufficient information to to relate this to a measure of absolute capacity and assess
availability of spare capacity in the ARTC network. The Commission therefore would
welcome further comments on thisissue.

Requests for mutually exclusive capacity

This matter was dealt with in section D3.7 of this report in the context of assessing
clause 3.9 of the undertaking. Clause 5.2(b) also sets out ARTC’ s proposal in respect
of applications for mutually exclusive capacity.

The last sentence in clause 5.2(b) provides as follows:

Failure to give natification in accordance with this clause 5.2(b) will not constitute
default under this Undertaking or invalidate or prejudice any Access Agreement which
may have been entered into by ARTC provided such failure was not wilful and ARTC
has acted in good faith.

This has the effect of providing ARTC with a defence to afailure by it to notify an
operator in the event of mutually exclusive applications. Thisissue was also
considered in section D3.7 of thisreport. There the Commission concluded that this
provision amounted to an exemption from ARTC’ s obligations which was not
acceptable in terms of the assessment criteria and recommended its deletion. For
similar reasons, the Commission considers that the exemption in clause 5.2(b) isaso
unacceptable and recommends that it also be deleted.

The Commission also notes that ARTC'’ s proposed approach to resolving disputes over
access rights awarded in these circumstances, that is, where ARTC failed to notify on
the existence of competing requests and ARTC goes on to finalise an access agreement
with one of the competing applicants (incorporated in clause 5.2(b)) is not appropriate.
Such a dispute should be resolved in accordance with general lega principles. ARTC's
proposal in this regard would not be aresolution that a court would reach in all cases.

Withdrawal of time paths

The undertaking providesin clause 5.3(a) for ARTC to be able to withdraw time paths
if operators do not fully utilise them. The withdrawal of capacity entitlements which
are not fully utilised by operators with access agreements in place, prevents operators
hoarding time paths which may be used by new seekers. Assuch, it isa useful
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safeguard against barriersto entry into downstream rail services. Accordingly, the
Commission does not have an in-principle objection to the provision relating to the
withdrawal of under-utilised capacity.

Operators are concerned that the undertaking does not define “ under-utilisation” and
thus provides ARTC with discretion on when particular time paths might be declared
under-utilised and withdrawn. The Commission notes that Schedule C of the
undertaking, setting out essential elements of the access agreement, provides that
“contracted capacity not utilised seven out of twelve times may be withdrawn by
ARTC”, that is, when amajority of twelve consecutive contracted train paths is not
used. The Commission notes that this rule was not the subject of adverse comments
from operators.

The Commission considers that in the absence of evidence that this rule is obviously
inappropriate for this purpose, the test of under-utilisation that has been proposed by
ARTC contained in schedule C of the undertaking does not raise concerns. The
Commission considers that it strikes an appropriate balance between the private rights
of an operator to use the network, and the public interest in ensuring that other
operators can access the network when it would otherwise go unused.

The Commission considersthat it is appropriate for the circumstances in which time
paths can be varied, or the procedures that are to be followed in varying or withdrawing
time paths, are best |eft to operators to negotiate with ARTC. The Commission notes
that unless the parties otherwise agree, these matters will be dealt with in accordance
with the terms contained in clause 9 of the indicative access agreement. The
Commission considers that this clause represents an appropriate position should the
parties, negotiating in good faith, be unable to negotiate terms tailored to the particular
circumstances of the access application.

Operators have also expressed concern that the withdrawal of time paths in the event of
confirmation of under-utilisation, is unwarranted if there is no demand for that time
path from another operator. While the undertaking does not set out obligations on
ARTC to demonstrate that another operator has requested a particular time path before
it iswithdrawn, it would appear contrary to ARTC’s own interests to withdraw a path
in the absence of an application from another access seeker, particularly asthe
incumbent operator is being charged the fixed component of the access charge
irrespective of use. The Commission does not consider that the undertaking should
require ARTC to demonstrate the existence of aternative demand for a time path
before withdrawing it on the grounds of under-utilisation. The details on how access
rights to a particular time path are actually withdrawn, are appropriately dealt within
an access agreement where parties are able to negotiate mutually acceptabl e processes.
Details may include issues such as the period of notice and the conditions for
resumption of accessrights, if any, in the event that a time path has been deemed
under-utilised.

In all, it is considered that by removing the exemption in clause 5.2(b), the provisions
in this clause achieve a more acceptable balance of interests as required by the
legislative criteriain section 44ZZA(3) of the TPA. Asnoted, however, the
Commission would welcome further feedback from interested parties on the matter of

Spare capacity.
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Recommendation

Thelast sentence of clause 5.2(b) of the ARTC undertaking [Failureto give
notification ...] be deleted.

D7. Network connections and additionsto capacity

Clause 6 of the undertaking sets out the ARTC’ s processes where additional capacity is
necessary to meet the demands of an access seeker or where owners of other tracks
seek to connect to the ARTC' s network.

ARTC's proposal

In clause 6.1, ARTC proposes to consent to connections to its network provided certain
conditions are met: relevant government approvals; the connection does not reduce
capacity; the connection complieswith ARTC' sinterface, safety, engineering and
operational standards; ARTC’strain control directions are observed by operators using
the connection; and the construction and maintenance costs associated with the
connection is met by the owners of connecting track.

In clause 6.2, ARTC consents to the provision of additional capacity if:

* itiscommercially viableto ARTC;

» the applicant agreesto meet the cost of additional capacity, either directly or
through increased charges; and

» theextension to the network is, in the opinion of ARTC, technically and
economically feasible, consistent with the safe and reliable operation of the
network, will not impact on the safety of any user of the network, does not
reduce capacity, meets ARTC'’ s engineering and operational standards and
does not compromise ARTC' s legitimate business interests.

Views of interested parties
New South Wales Govt

The New South Wales Government notes that these provisions of the undertaking are
very general. For example, clause 6.1 provides that ARTC will consent to other owners
of track connecting to its network where, among other things, other track owners ensure
that users of such track comply with the directions of ARTC’ strain controllers
regarding entry to and exit from ARTC’ s network. The New South Wales Government
argues that the provision is not clear on how the changeover among the train controllers
isto be managed. It adds that the provision is unlikely to reflect how things work in
practice, which New South Wales understands involves a more co-operative approach
between train controllers of track owned by different owners.

Sate Rail Authority of NSW

SRA notes that in the past it has invested significant amounts in capital equipment and
refurbishment to ensure that Victorian facilities supported its operations (although not
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in relation to ARTC infrastructure). SRA suggests that the undertaking disclose how
the use by parties of infrastructure funded by a particular operator isto be treated.

National Rail

According to NR thereisinsufficient detail on how ARTC proposes to determine the
need for additional capacity. Thisisrelated to the lack of definition of the term
capacity. Itisunclear what “extensions to the network” means in the context of
“additional capacity”. In other words, there is no objective way of distinguishing
between the need for additional capacity to accommodate an individual operator’s
needs and to cater for the entire system’s requirements. There is also concern about a
lack of clarity on the interaction between ARTC and “ other Track Owners’. The
undertaking should be clear about how the ARTC network will interface with other
networks to ensure “seamless access’ to the entire interstate rail network. It argues that
the interaction of different track ownersis essential to providing efficient access
arrangements. It contends that clear procedures and protocols must be established in
relation to other track and the relationships between track owners with aview to
meeting this requirement.

T

SCT notes that there is no requirement for ARTC’ s existing interface arrangements,
engineering and operational standards, and costs associated with constructing and
maintaining the connection to be reasonable. It notesthat if ARTC improperly hinders
a company from connecting to a network, the number of operators connecting to a
network would be reduced, with a consequential reduction in competition.

The undertaking should place an obligation on ARTC to ensure that the initial and
continued cost of constructing and then maintaining the connection are reasonable.
ARTC should be prevented from hindering a company’ s ability to connect to the
network. Capacity should not be a factor in determining whether or not a connection
should be allowed. Since by definition a connection will reduce capacity, capacity
measures should not be used as the main deciding factor. Further, the undertaking
provides no requirement to ensure that ARTC’ s existing interface arrangements and
engineering and operational strategies are reasonable.

FreightCorp & Tall

FreightCorp and Toll (FCT) have questioned the meaning of “commercialy viable”
and “economically feasible” in the context of the provision of additional capacity. In
the absence of an elaboration of the meaning of these concepts, FCT claim that
operators would remain uncertain about the significance of these provisions.
Clarification is also required in the undertaking in respect of the payment/recovery of
cost associated with increasing capacity. In particular, it seems unfair that one operator
may be required to fund an expansion of capacity that may benefit a number of
operators.

Commission’s position

Clause 6 provides the general framework for how ARTC intends to deal with requests
from access seekers for extensions to the network and expansions of capacity.
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Assessing effects of connections

Connections to the network enable operators and end-users to have access to the
network where, for example, key infrastructure, such as, storage and loading facilities,
are not sufficiently close to tracks in ARTC’ s network to overcome logistical
difficulties. The legidlative requirement to have regard to the interests of access
seekers and the interest of encouraging competition in related markets would suggest
that connections to bottleneck infrastructure are desirable. Such connections represent
asolution for an access obstacle that could otherwise prevent desirable entry and
diminish intraand intermoda competition.

The issue would appear to be whether the conditions and safeguards in clause 6.1,
intended to protect the interests of ARTC, are reasonable, or do they unnecessarily
discourage connections and thus access to the network. The provisionsin clause 6.1
pertaining to network connections require compliance with the operational, engineering
and safety standards applicableto ARTC' s network. Connectionsto the network are
also conditional on the capacity of the network not being reduced.

Clearly, ARTC, in the pursuit of its own interests (and interests of existing users),
considers that these conditions are essential to maintain the technical integrity of its
network as well as ensuring that the connection does not compromise the available
capacity for existing business. It would appear reasonable to argue that ARTC is
entitled to asses the effects of any connection on the integrity of the rest of the network.
The key seemsto be how ARTC will assess the impact of a new connection on the
system’ s capabilities. The undertaking does not provide guidance on this and largely
leaves this matter to ARTC s discretion. Thisisthe essence of the concerns raised by
SCT inits submission.

So the question is:. what restraints are there on ARTC'’ s discretion on this matter? It
would appear reasonable to argue that given the desirability of increasing traffic on its
network, ARTC does not have an incentive to deny approvals for connections. This
incentive, which acts as a constraint on its discretion, is derived from the effects of
under-utilisation of its network in the face of competitive pressures from road transport.
Another source of comfort for operators is the obligation on ARTC to negotiate in good
faith. If an operator felt that ARTC was unreasonably withholding approval for a
connection without a reason provided for in clause 6.1, the Commission could be
requested to consider enforcement action for possible breach of the undertaking.

The Commission considers that competitive constraints on ARTC and the obligation to
negotiate in good faith may be sufficient to prevent abuse of discretion in this regard.
Thisisfurther supported by the scope to refer the matter to dispute resolution under
clause 3.11(1). Nevertheless, to provide additional comfort to operators, it is
considered appropriate to a'so recommend that ARTC be required to at |east
demonstrate that capacity is reduced by a proposal to construct a connection to the
network inwriting. Accordingly, it isrecommended that:

Recommendation

Clause 6.1(b) of the ARTC undertaking be amended to include a provision
for ARTC to specify in writing reasons why a connection reduces capacity.
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Train controllers

The Commission does not consider that it is unreasonable for ARTC to propose that the
owners of the extensions should ensure that users of the track comply with the traffic
flow directions of ARTC’strain controllers. Thisisnot considered inappropriate as a
base case. The undertaking does not preclude negotiations over a more cooperative
approach.

Neither does the Commission consider that the undertaking be so prescriptive asto
stipulate rules for managing changeover among train controllers. Aswith other aspects
of the undertaking, thisissue is about achieving an appropriate bal ance between
certainty inherent in a prescriptive approach and the desirability for flexibility to enable
participants to deal with avariety of situations, case by case.

Additions to capacity and connections

Some operators, principaly National Rail, have indicated that the undertaking is
unclear about how the need for additional capacity is determined and how it is
differentiated from extensions to the network. According to National Rail, this partly
stems from the absence of aworkable definition of capacity.

The Commission is of the view that with the amendments in the revised undertaking,
there is sufficient clarity on these issues and that the undertaking now represents an
adequate starting point for further negotiations. In the definitions of “Network” and
“Additional Capacity” in clause 9.1, ARTC differentiates between changes to the
configuration of the railway lines depicted in Schedule E (extensions to the network)
and the ability of the existing network to handle greater traffic volumes (additions to
capacity). The former would seem to be physical extensions to the network which alter
the origin-destination configuration, while the latter augments the capacity of the
existing network structure. ARTC proposesin clause 2.1(c ) that the undertaking does
not apply to extensions and connections to the network, but, by inference, does apply to
additions to capacity.

In plain terms, the Commission considers that clause 6.2 provides as follows:

* ARTC will approve additions to capacity if in its opinion, the addition to
capacity is“commercialy viable’.

» If the addition to capacity is not commercially viablein ARTC’ s opinion, it
will still giveits approval if the applicant agrees to meet the cost and the
addition to capacity satisfies the criteriain clause 6.2(a)(iii), including that
ARTC considers the addition to capacity “technically and economically
feasible’.

Aswith clause 6.1 dealing with extensions, the key issue in clause 6.2 is the degree of
discretion available to ARTC in deciding whether to approve a request for additional
capacity. On one hand, ARTC is entitled to ensure that the addition to capacity does
not compromise the integrity of its network. But by applying overly onerous criteria,
ARTC could be restricting efficient entry. Asnoted in other sections of this report,
ARTC would appear to have few incentives to abuse the discretion available under
clause 6.2 and behave in an obstructionist manner. However, the Commission
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considers that the application of the dispute resolution processes by virtue of clause
3.11(1) will provide a further disincentive to ARTC acting capricioudly.

At amore general level, it is relevant to note that the approval of additions to capacity
will ultimately depend on ARTC' s opinion on whether or not the additions are either
“commercialy viable” or “technically and economically feasible”. These provisions
give ARTC scope to exercise discretion subject to the requirement to negotiate in good
faith. To counterbalance this, the Commission considersthat it is warranted to
recommend that ARTC should be required to give written reasons for its decisionsin
respect of additionsto capacity.

The Commission is of the view that clause 6.2 contains sufficient clarity regarding the
financia burden associated with adding to capacity under this clause. The Commission
considersthat the practical effect of this clause isthat in requesting an addition to
capacity an operator may be asked to contribute to ARTC's costsin providing that
capacity, either in whole or in part, on terms agreed between ARTC and the operator.
The Commission notes that clause 4.2 of the undertaking contemplates an increment to
the access charge for the net cost incurred in increasing capacity at the operator's
request. The Commission considersthat clause 6.2 does not provide for the possibility
of ARTC being solely responsible for the costs of additions to capacity, but appears not
to precludeit either.

It also appears that clause 6.2 may not provide for situations where additions to
capacity constructed to satisfy the requirements of an applicant have flow-on benefits
to other operators. Thisisnot difficult to envisage in a network industry such asrail,
where there are significant levels of joint usage, and a given investment often benefits a
number of operators. This may occur where, for example, a passing loop constructed to
accommodate the requirements of an operator, enhances the efficiency of al traffic
flowsin the part of the network where the loop was constructed.

This does not present difficulties where a new applicant considers that the expenditure
on the addition to capacity is desirable given its own commercial requirements,
irrespective of the fact that others may benefit from this expenditure. This*free rider”
aspect may not necessarily affect efficient investment decisions as long as the other
“unintended” beneficiaries are not direct competitors of the applicant paying for the
additional capacity. In this case, the requesting applicant may decide to go ahead with
theinvestment, if it deemsit commercially desirable.

But it is not clear from clause 6.2 how ARTC would deal with requests for additional
capacity where the new investment has clear benefits for and requires contributions
from other existing and future operators. As noted in the discussion in chapter D5 of
this report, the CPI-2% price cap and the “like for like” provision in the undertaking
limit the discretion for ARTC to fund new investments from increases in access charges
to future operators. To the extent that there are similar provisions in current contracts,
ARTC would face similar constraints in respect of existing operators.

For example, there may be situations where an investment in additional capacity may
be in the interests of the applicant as well as other operators, but the requesting operator
cannot afford the full cost of the investment by itself. Thisisan example of adesirable
investment that could be undertaken by ARTC and funded from operators over time.

156 Draft Decision — ARTC Access Undertaking



However, the investment may be precluded from taking place if the required increasein
chargesto future and existing operators exceeds the limit imposed by the CPI

escalation factor. The optionsfor ARTC would appear to be to delay seeking
contributions from existing operators until the expiry of existing contracts and/or lodge
another undertaking specifically covering the new investment (or alternatively amend
the present undertaking).

ARTC anticipates the possibility of submitting another undertaking in its response to
the Commission’s Issues Paper:

ARTC is of the view that where an operator has requested additional capacity, they should be
obliged to meet the costs of creating and maintaining that capacity.... Such capacity could be
the subject of a separate undertaking such that ARTC or another operator gaining benefit
through utilisation of that capafidg would be required to pay for the benefit through a
contribution to the capital cost.

Paying for Additionsto Capacity

Clause 6.2(b) provides that where the additional capacity isfunded by ARTC, ARTC's
costs can be reimbursed by the applicant either as and when incurred by ARTC or
through increased charges or by periodic payments. The option to apply the latter is at
the discretion of ARTC subject to ARTC being satisfied that the risk is commercially
acceptable.

The effect of this clauseis similar to that of clause 3.3(d) dealing with prudential
requirements ARTC proposes for applicants before negotiating access. The provisions
in clause 3.3, unlike those in clause 6.2, are subject to dispute resolution. The
Commission considers that there is no fundamental difference in the way the two
clauses operate and that the provisions of clause 6.2 should also be subject to the
dispute resolution mechanism in clause 3.11. Thiswould provide operators with
protection from unreasonable use of discretion by ARTC in ng the risk of
operators failing to pay for the cost of the addition to capacity through increased
charges.

Recommendation

Clause 6.2 of the ARTC undertaking be amended to providefor ARTC to
givereasonsin writing for its decisions on applicationsfor additionsto

capacity.

In al, the Commission considers that clause 6 of the undertaking is generally
appropriate. It provides for the construction of connections to and additions to capacity
in ARTC' s network.

While some operators are concerned by the degree of subjectivity reserved to ARTC in
respect of refusing applications on the basis of feasibility, safety issues, or capacity and
engineering considerations, the Commission considers that in thisinstanceit is
appropriate for the undertaking to be structured in thisway. In reaching this view, the
Commission considers that ARTC’s commercial interests are in accommodating

106 ARTC,(2) op. cit., p. 33.
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additional users to the network and so would be unlikely to exercise this discretion
capricioudly.

Some operators were also concerned about alack of procedural detail. The Commission
does not consider that the undertaking needs to be prescriptive about procedural issues
arising in the course of negotiating increasing network capacity. The Commission again
notes that if an operator considers that insufficient progress is being made on an
application, it can seek to further its application by way of the dispute resolution
mechanisms (in the case of applications for additional capacity, as recommended) or by
applying to the Commission for enforcement action on a possible breach of the
undertaking in respect of the obligation to negotiate in good faith. The Commission
noted in section D2.1.3 of thisreport that ARTC isinconsistent in its ability to optimise
interface with other networks. Nevertheless, it was observed that within these
constraints, the undertaking achieves an adequate level of interface with
interconnecting networks.

In other respects, the Commission does not consider that clause 6 raises concerns under
section 44ZZA(3) of the TPA. The Commission is satisfied that with the amendments
proposed by the Commission, this clause will achieve an acceptable balance between
the interests of ARTC and access seekers. The public interest is promoted by adding
safeguards that ensure that efficient entry is not hindered.

D8. Network transit management

Clause 7 of the undertaking sets out the ARTC’ s transit management procedures. In
the Issues Paper, the Commission questioned whether the Network Management
Principles (NMPs) were clearly stipulated and likely to be well understood by
operators.

ARTC

ARTC states that the NMPs ensure that in essence those services that meet the
timetable will generally exit on time, while those that suffer operator incidents will
frequently be delayed and exit the network later than their scheduled arrival time.

ARTC argues that these principles have been in use since its inception and are widely
supported by operators as being fair and reasonable. Operators, the ARTC claims,
support the NM Ps because they make users accountable for their performance on the
network. Further, the ARTC argues that the nature of the NMP' sis such that to the
extent possible, users who manage their services effectively are insulated from the flow
on effects in terms of delays from poor performers. ARTC contends that application of
the NMPs gives greater certainty of track performance to those companies managing
their aboverail activities reliably replicating what would occur in a non-dynamic
environment.

Views of interested parties
National Rail

NR argues that the network management principles are well set out, have been in use
for some time, and are understood and accepted.
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New South Wales Gowvt

The New South Wales Government notes that the network management principles
appear reasonable as far as ARTC is concerned. However, the New South Wales
Government notes that ARTC does not need to deal with issues of priority for
passenger services, which isalegidative requirement in New South Wales.

Sate Rail Authority of NSW

SRA strongly recommends that a provision granting priority of passenger services be
similarly included in the ARTC undertaking.

Freight Australia

The undertaking does not adequately address the requirements of issues dealing with
the interface by intrastate networks/traffics. In the case of Freight Australia:

* itsnetwork interfaces with the interstate mainline;
* jtstraffic traverses both its own network and the interstate mainline; and

* it operatesinterstate services.

Freight Australia’ s access agreement with ARTC for interstate arrangementsis similar
to the standard access agreement in the ARTC undertaking. However, the intrastate
arrangement is substantially different. The access requirement for an effective and
efficient above rail service are very different from the interstate requirements.

The standard access agreement in ARTC’ s undertaking is based on the typical
requirements of scheduled interstate trains running from Perth and Eastern states.
These access arrangements would be typified by scheduled paths, planned well in
advance of the run dates and used every week of the year. These arrangements have
flagfall and “take or pay” obligations. As such, so called “healthy” trains have utmost
priority with minimum risk of disruption.

As aminimum, the undertaking should acknowledge the terms and conditionsin the
interstate agreement with ARTC. ldeally, there should be an integrated approach
between the ARTC network and the Freight Australia network.

AR

The ARTC undertaking aimsto exit trains according to their contractual exit time. In
the case of conflicts between trainsin transit, the network management principles
which would apply are designed to ensure that there is afocus on “on time” exit and
that the train performance by operators is appropriately reflected in the management of
trains.

In the case of the Tarcoola-Darwin access code, the regulator will have to establish
principlesfor:

» theconversion of an above-rail service provider’s capacity entitlement into
specific train paths on adaily train plan; and
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» traffic coordination/control aimed at the running of train services and the
commencement and closures of track possessions as scheduled in the daily
train plan.

The ARTC undertaking only sets out the principles for the latter. That is, thereisno
obligation on ARTC to produce adaily train plan.

FreightCorp and Toll

FreightCorp and Toll have submitted that the NMP' s “were first developed for the early
access agreements entered into by the Australian National Railways Commission.
Following the introduction of Part I11A of the TPA and greater use of the network by
various operators, it is now appropriate for the existing network_management principles
to be reviewed to determine whether they are still appropriate.”** According to
FreightCorp and Toll, appropriate network management principles should be devel oped
in an industry forum overseen by the Commission. FreightCorp and Toll submitted
that the network management principles should be based on:

» scheduling principles

e train control principles and
e planned maintenance programmes.
FreightCorp and Toll have presented a detailed account of how they considered these

principlesto operate. The key features of the planned maintenance programme
principles are as follows:

1. Objectives
e Minimise disruptions to train services but maintain integrity of
infrastructure.

» Consistency between maintenance programme and basis for charging
access fees.

« Maintenance of infrastructure to take place at same time as maintenance
of rollingstock and of private facilities.

« Ensurethat operators are able to access and use the infrastructure in
accordance with the contractual obligations of ARTC under its access
undertaking.

2. Planning Process

* A first draft of the maintenance programme is to be distributed to
operators six months prior to the commencement of the maintenance
period.

197 FreightCorp and Toll, op. cit., p. 51.
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*  Within one month after publication of first draft of maintenance
programme, operators must make a submission to ARTC in respect of
first draft.

e A second draft of the maintenance programme is to be published not
less than four months prior to the commencement of the maintenance
period

e Thesecond draft of the maintenance programme is to be discussed at
the annual planning meeting chaired by ARTC and attended by
operators.

* Not later than one month prior to the commencement of the
maintenance period, ARTC must publish the planned maintenance
programme.

Queendand Rail

QR recognise the difference between the traffic profile of ARTC and QR and
acknowledge that its network management system may not be applicableto ARTC’s
case.

While ARTC' s system is based on the “on time” principle, not all of the train services
on parts of QR’s network have, as their primary objective “on time” running.

Coal trains may be driven by the requirements of the portsin terms of stockpiles and/or
vesseal loading commitments. The main requirement is not with “on time” running but
rather with a system that is flexible enough to accommodate the ports' requirements for
aparticular sequence of coal from different mines. An“ontime” system may not be
appropriate if it resultsin congestion at a bottleneck in the system and delays the next
scheduled service. QR has an obligation to meet operators contractual “capacity”
entitlements. The access agreement specifies the consequences of QR’sfailure to do
this.

Commission’ s position

The Commission’sfirst concern in assessing network transit management has been to
ensure that the proposed rules are clearly specified in advance, complete, capable of
being known by operators and applied by ARTC in a consistent an efficient manner.
Subject to reasonable confidentiality they should also be transparent. The Commission
considers that provided the particular rules meet this test, then operators will be able to
structure their operations so as to seek to maximise the utility they derive from their
access rights. The Commission considers that the rules proposed by ARTC for network
management meet this test.

The Commission also notes that some operators have questioned the suitability of some
of the rules that have been proposed. The Commission considers that in a network
industry, there will be contention between operators as to the particular access rules
that should be applied by the network provider, as each operator may have different
interests. The Commission however is satisfied that from the information availableto it
that the current rules are an appropriate basis for ARTC to handle manage the network.
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Thisisnot to say that in future the rules could not be further refined or improved. The
Commission would welcome industry considering these rules at appropriate intervals to
ensure that they continue to be appropriate.

D9. Performanceindicators

In response to written submissions and comments made at the Commission’s public
forum, ARTC submitted arevised version of the undertaking to the Commission on
14 September. One of the amendments was the inclusion of a new section, Part 8, on
performance indicators.

Do.1 ARTC proposal

Part 8 imposes an obligation on ARTC to maintain the network in afit for purpose
condition and to publishing a set of specified performance indicators on its website.

The performance indicators are in two categories. Thefirst relates to service quality
performance reporting. These measures include the reliability of the network, transit
times and atrack quality index. The measures are to be published quarterly. The second
category of indicators relates to annual reporting of ARTC’ s unit costs. These costs are
infrastructure maintenance costs (on a $/train km and $/kgtk basis), train control costs
($/train km basis) and operations costs ($/train km basis).

The service quality measures relate not only to the performance of ARTC but, in some
cases, to customers. The measures are listed as being the responsibility of ARTC,
operators or both.

D9.2 Viewsof interested parties

The Commission contacted interested parties seeking comments on, among other
things, the new section in the undertaking on performance indicators. Submissions were
received from Toll, FreightCorp and SCT.

Toll

Toll argues that the “fit for purpose” commitment is so broad as to be meaningless and
unenforceable by any individual rail operator. It adds that fitness for purpose can only
be properly assessed by reference to the services provided by the infrastructurein
guestion. It believesthat unless the fit for purpose obligation has some substantive
content, it is not likely to provide any meaningful performance obligation on ARTC.

Concerning the performance measures, Toll notes that there is no obligation on ARTC
to seek to improve any of these reported parameters or to have charge structures which
would provide it with an incentive to improve performance. It adds that the reporting
obligation in relation to track, “track quality measured by index”, is not likely to
provide any reliable data for train operators.

FreightCorp

FreightCorp is supportive of the development of performance indicators. FreightCorp
makes a number of comments about the indicators put forward. These include concerns

162 Draft Decision — ARTC Access Undertaking



over the issue of confidentiality, the lack of indicators relating to either
signalling/communications infrastructure equipment or safety and the definition of a
healthy train. FreightCorp also expresses a preference for monthly reporting of the
indicators.

SCT

SCT suggests that the ‘fit for purpose’ clause has no corresponding clause in the
indicative access agreement. Furthermore, SCT expresses dissatisfaction with reporting
of infrastructure maintenance costs asit is unclear whether actual costs are reflective of
efficient costs and, if not, what affect this would have on determining access charges or
the revenue limits.

D9.3 Commission’s position

In incorporating Part 8 into its draft undertaking, ARTC has demonstrated a
preparedness to respond to the concerns expressed by operators. The Commission is
encouraged by ARTC’ swillingness to publish performance indicators and its
commitment to maintaining the network in afit for purpose condition.

I ssues concerning service quality were previously discussed in section D5.2 of this
report. It was argued in section D5.2.1 that ARTC faces significant inter-modal
competition from road and shipping in a number of its customer segments. The
Commission believes that this competition will limit the extent to which ARTC isable
to decrease service quality. Therefore, the Commission concluded in section D5.2.2
that specific service standards can be |eft open to negotiation between ARTC and
access seekers, with the “fit for purpose condition” in clause 8.1 acting as a safeguard
against provision of inadequate services by ARTC.

The Commission believes, however, that there currently are impediments to the “fit for
purpose condition” clause performing thisrole. As currently drafted, the clauseis quite
vague, and therefore would be difficult to enforce. For example, it is not clear what the
purpose that the network isto be fit for is, or what the standard to which the network
should be maintained is. Accordingly, the Commission considers that what constitutes
fit for purpose needs to be defined. In making this recommendation, the Commission is
mindful that a“fit for purpose condition” hasto act as a safeguard against provision of
inadequate services by ARTC, yet not be so prescriptive so asto restrict ‘price —
quality’ negotiations between operators and ARTC.

The Commission believes that the approaches outlined in clause 6.1 of the indicative
access agreement could potentially provide abasis for a definition of fit for servicein
the undertaking. This section of the indicative access agreement defines a standard to
which the ARTC must maintain the network.

To further improve the enforceability of the undertaking, the Commission also
recommends that ARTC undertake to the Commission to maintain the network, rather
than to ‘ commit to operators to maintain the network.’

The Commission also has concerns with the performance measure in Table 1 of clause
8.2, “Track quality measured by index.” The Commission believesthat it isimportant
to have areliable measure of track quality. Therefore, it is of some concern to the
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Commission that this performance measure is not defined. The Commission requires
an explanation of what the track quality index is, how it is measured, and whether it isa
widely recognised and accepted measure of track quality. Oncethisinformationis
provided, the Commission will be able to decide whether “track quality measured by
index” is an acceptabl e performance measure.

The Commission aso believes that the performance reporting needs to be strengthened
by including further performance measuresin Table 1. The Commission considers that
performance indicators for safety and service satisfaction are essential and must be
included in thetable. Safety could be measured by accidents per million train
kilometres. It should outline workplace and other fatalities/ injuries, and should note
freight damage and losses. Service satisfaction could be measured by a register of the
number of complaints, the number and duration of disputes, and the number of disputes
going to arbitration.

Furthermore, the Commission has some concerns that that there are not sufficient
checks on the accuracy of the information to be published. The Commission believes
that it isimportant to ensure that the performance indicators that are published have
been independently verified. The Commission therefore recommends that the
undertaking must provide for periodic independent auditing of the accuracy of
performance indicators.

Finally, concerning FreightCorp’ s argument about confidentiality, the Commission
considers that the information at stake could be readily observed and, asit is not
internal to an operator’ s business, would not appear to be commercially sensitive. It
appears, however, that the measurement of some of the indicators — for example, the
attribution of delays - requires a degree of judgement on the part of ARTC. While this
may present no particular confidentiality concernsif the performance indicators are
published on an aggregated basis, if the indicators identify individual operators then, at
aminimum, some form of confirmation / verification prior to publication would be
essential. The Commission recommends that the undertaking clarify whether the
indicators are intended to identify individual operators or not, and if individual
operators are to be named, to detail how ARTC will ensure they do not unfairly
represent the performance of any particular operator.

The proposed changes to this section are designed to ensure that the commitment to
maintain the network in a“fit for purpose condition” is meaningful and supported by
the publication of relevant, independently verified performance indicators. These
changes are summarised in the following recommendation.
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Recommendation

» clause 8.1 of the undertaking must be amended to define “fit for purpose
condition” in amanner that is deemed acceptable by the Commission;

» clause 8.1 of the undertaking must be amended torequirethat ARTC
undertake to the Commission to maintain the network, rather than to commit
to operatorsto maintain the network;

» clause 8.2 of the undertaking must be amended to provide more detail on the
components and measur ement of thetrack quality index;

» clause 8.2 of the undertaking must be amended to provide performance
indicatorsfor safety and service satisfaction that are acceptableto the
Commission;

* clause 8.2 of the undertaking must be amended to provide for periodic
independent review or audit of the accuracy of the performance indicatorsand
processes for information collection (including attribution of delaysfor the
purposes of defining ‘healthy’ trains); and

» clause 8.2 of the undertaking must clarify whether the performanceindicators
areintended to identify individual operatorsor not, and if individual operators
areto be named, to detail how ARTC will ensurethey do not unfairly
represent the performance of any particular operator.

D10. Schedules

The schedules contain further terms and conditions of access which are pertinent to the
assessment of the undertaking. The schedules are the following:

e Schedule A: AccessApplication

e Schedule B: Information to Accompany Access Application
* Schedule C: Essentia Elements of Access Agreement

» ScheduleD: Indicative Access Agreement

* Schedule E: Description of Network

» Schedule F. Network Management Principles

The Commission has no concerns with schedules A, B and E. In each case, the
schedules contain descriptive information on the access application, information which
isto accompany the application and of the rail network. The schedul es promote
understanding of ARTC'’ srequirements for the provision of accessto itsrail network
and represent an adequate balance of the interests of the various stakeholders. The
Commission considers that these schedul es satisfy the assessment criteriain section
4477A(3) of the TPA. Schedule C was considered as part of the assessment of clause
3.10 of the undertaking regarding the access agreement. The Commission’s position in
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respect of Schedule C wasthat it also satisfied the requirements of section 44ZZA(3) of
the TPA. Schedule F was considered in the context of clause 7 which dealt with
network transit management and in the final analysis the Commission expressed the
view that it did not raise concerns under the assessment criteria.

D10.1  Schedule D —Indicative Access Agreement

Schedule D contains the indicative access agreement. The indicative access agreement
was the subject of considerable comment from interested parties. In the Issues Paper,
the Commission gquestioned whether it was appropriate for the indicative track access
agreement to be part of the undertaking and whether the terms and conditions in this
agreement are appropriate and consistent with the access undertaking.

ARTC's proposal

The ARTC states that the indicative track access agreement isincorporated into the
undertaking as aguide only. However, ARTC is prepared to be bound by the terms and
conditions as presented should an access seeker require use of the track for an
indicative service, and the capacity exists to accommodate the specified service. It
argues, therefore, that inclusion of the access agreement gives absolute clarity to an
access seeker in relation to the responsibilities and obligations of both parties should
access be granted.

The ARTC further notes that the access agreement as included is the culmination of
extensive consultation over atwo year period with numerous industry participants.
However, the ARTC argues that whileit is prepared to commit to the agreement as
included — giving certainty to access seekers wanting standard access, ARTC
recognises from views previously expressed by operators that some aso wish to
maintain acertain level of flexibility and the ability to negotiate. Because of this
ARTC hasincluded the agreement as a guide for those access seekers wishing to
negotiate outside of the published agreement.

In relation as to whether the terms are consistent with the undertaking, the ARTC
argues that they are inherently the same since ARTC has devel oped the undertaking
based on what occurs in practice.

Finally, the ARTC argues that its current practices as encompassed in the undertaking
has seen the number of operators gaining access to ARTC' s network flourish over the
past two years with access being granted to a number of new operators as mentioned
above. It arguesthat thisis evidence that the processes and practices utilised are
effective and viewed as fair by access seekers notwithstanding everyone in business is
constantly seeking “a better deal”.

Views of interested parties

National Rail
NR arguesthat it isinappropriate for the indicative track access agreement to be part of

the undertaking, stating that major terms must be in the undertaking to ensure they are
enforceable.
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NR also contends that the indicative access agreement is weighted strongly in favour of
ARTC, particularly in those clauses dealing with:

» track standard;

* indemnities;

* renegotiation of long term train paths;

* track extensions;

* rolling stock standards;

e monitoring equipment;

« flagfdl relief;

e security;

e assignment;

e removal of train paths;

e review of access charges; and

e renewa of train paths.

Queendand Rail

QR notes that there are many similarities between ARTC' s standard access agreement
and its own proposed standard access agreement. However, for legal, technical or
operational reasons, there are some significant areas, such as capacity management and
interface management, where QR has taken a different approach to ARTC.

T

SCT notes that it has been negotiating with ARTC for almost two yearsin order to
secure an appropriate track access agreement. It has highlighted eighteen terms and
conditions in the draft track access agreement, including many dealing with procedural
and legal issues, that it believes are unsatisfactory.

FreightCorp and Toll

FreightCorp and Toll provid detailed comments on the indicative access agreement. Its
comments also point to numerous clauses in the indicative access agreement, dealing
with procedural matters, with which they are concerned.

Commission’s Position

Schedule D to the undertaking comprises an indicative access agreement. This sets out
particular terms and conditions upon which ARTC undertakes to allow an operator to
access the network should ARTC and the operator be unable to negotiate an access
agreement of their own.

The Commission considers that the inclusion of an indicative access agreement in the
undertaking has merit, in that:
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e it provides a safety net for operators should they be unable to negotiate
terms of access that they may consider more favourable, or should
ARTC seek to impose terms that they consider less favourable; and,

e it would tend to minimise transaction costs on ARTC and operators by
providing a clear basis from which the operator and ARTC can
negotiate.

The inclusion of the indicative access agreement does not seek to displace the primary
role of negotiation or to otherwise abrogate the rights of an operator to negotiate an
access agreement that differsfromit. It is clear that the indicative access agreement is
not a prescribed form of agreement, and that an operator and ARTC can negotiate an
access agreement that differstoit.

The Commission considers that ARTC would, consistent with its undertaking to the
Commission to conduct its negotiations in good faith, be obliged to give due
consideration to each request that an operator makes to include in its access agreement
aterm that differsto that contained in the indicative access agreement.

In assessing the undertaking, the Commission has considered the substantive effect of
the terms of the indicative access agreement upon the ability of an operator to gain
access to the network. The purpose was to ensure that the indicative access agreement
is not inconsistent with the terms of the balance of the undertaking, and to assess it
against the statutory criteria of section 44ZZA(3) of the TP Act.

The Commission notes that some operators have raised concerns that are solely about
the manner in which the indicative access agreement has been drafted, such as whether
or not the agreement could be drafted with more certainty or particular words better
defined.

The Commission considers that it is appropriate, in assessing the undertaking, to
concentrate on those issues which have a substantive bearing on the ability of an
operator to gain access to the network. It is more appropriate that ARTC and operators
seek to remedy the particular drafting issues perceived in the agreement that is offered
(if any) in the course of their negotiations for access.

Of course, should ARTC wish to address any of the perceived drafting errors that have
been notified in the consultation process, it is able to lodge a revised undertaking that
incorporates these changes.

The Commission has identified a number of matters in the indicative access agreement
about which it may have potential concerns:

» aconditional right of renewal is given to operators, provided they hold along
term (3 year +) contract { clause 2.8} ;

* ARTC canrequire aparking surcharge be paid { clause 4.3} ;
* ARTC can levy penalty charges for overweight rolling stock { clause 10.2} ;
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* indemnitiesby ARTC and operator { clause 15} ;

* ARTC can require insurance policies to be maintained by operators { clause
16.1}; and

» the proposed dispute resolution process { clause 17} .

Re-negotiation of long-term contracted paths

Clause 2.8 of the indicative access agreement provides that if an operator has along-
term contract for a particular time path, it can apply for an extension of the contract.
ARTC commitsin clause 2.8 not to unreasonably withhold its consent for an extension
of the time path. FreightCorp and Toll in their joint submission have queried why three
years were selected as the threshold for automatic consideration of extension of
contracts.

The Commission considers that it may be advantageous to both ARTC and an operator
to be able to agree to an extension of a contract, rather than re-negotiate a new
agreement subject to the negotiation processes of the undertaking, if both parties are
satisfied with existing arrangements. The key issues are, firstly, whether the right to
extend an existing contract should be incorporated in the undertaking and second,
whether it is appropriate for this right to be available only to operators with contracts
with aterm of at least three years.

The undertaking does not contain a provision regarding the extension of existing
contracts. Whileit can be argued that such a provision may not be significant in the
context of an undertaking, it would nevertheless improve its transparency in respect of
this particular aspect. Operators would certainly benefit by knowing this up front.

Making this option available only to operators with long term contracts appears
reasonable. An assessment of whether an arrangement works satisfactorily is
appropriately made after parties have had an opportunity to put the arrangements to
test. Also, it acts as an encouragement to operators to avoid contracts of short duration.
Three years appears sufficient time for both ARTC and operators to consider whether
they wish to continue the existing arrangement or re-negotiate terms and conditions.
The Commission considers that in the absence of any evidence that three yearsis
obviously inappropriate as a benchmark for such a provision, it has no reason to reject
ARTC' s proposal.

Recommendation

ARTC undertaking be amended to provide for re-newal of existing
contracts.

Parking surcharges

Clause 4.3 stipulates that a parking fee is applicable should ARTC and the operator
reach agreement on utilisation of the network for parking time beyond normal standing
time included in time-path allocations.

The Commission does not have information on the likely incidence or pervasiveness of
parking surcharges, nor does the indicative access agreement provide details of how the
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chargeisto be calculated. The Commission istherefore not in a position to assess the
reasonabl eness of the surcharge or whether the surcharge is material. It is noted,
however, that it does not appear to be an issue of concern to operators.

Neverthel ess, the Commission considers that the undertaking should contain a
provision for the parking surcharge. The provision should provide clarity asto what
constitutes parking and an indication of how it may be calculated. Thiswould serve the
purpose of informing potential access seekers on the possibility of such acharge. This
may require amendments to the definition of chargesin the undertaking. If revenues
from parking surchargesis considered material, ARTC should ensure that the definition
of revenues for the purposes of calculating the ceiling takes this into account.

Recommendation

The ARTC undertaking be amended to provide for parking surcharges.

Security of up to four weeks' charges

Schedule C of the undertaking notes that ARTC may require security from all
operators. Clause 4.8 of the indicative access agreement then provides the amount of
security, the form of security, when security can be required, and the procedure to be
followed in requiring security or releasing it. The indicative access provisions will
apply should the parties not agree to vary them. ARTC proposes to make such a
request if the operator has defaulted in the payment of any monies owed to ARTC.
Security will be released if operator is not in default for a continuous period of three
months.

Comments from operators vary. SCT have submitted that it is appropriate for ARTC to
request security as provided for in clause 4.8, but point out that the operator should Eﬁ
given the opportunity to rectify the default after receiving written notice of default.
SCT are aso concerned that any review of the amounts that can be required as security
are not subject to the dispute resolution procedures. FreightCorp and Toll in their joint
submission expressed the view that it is not appropriate for security to be sought at all.

The indicative access agreement provides that security can be required when an
operator does not remedy a default within seven days. There isno requirement to first
notify of the default. The Commission does not consider that ARTC should be required
to specifically notify an operator that they are in default and that the seven day period
in which to remedy has commenced. The Commission considers that provided ARTC
has issued invoices stating the amount payable and the date it becomes payable then it
isthe obligation of the operator to ensure that it makes the payment on the due date, or
within the seven day grace period. Similarly the Commission does not consider the
review of security amounts to be a matter likely of such contention that it should
require ARTC to make the review subject to dispute resolution. The process essentially
involves the calculation or a four-week average of charges that have been incurred.

The Commission notes that there is provision in Schedule C, “Essential Elements of
Access Agreement”, for ARTC to have the right to seek security from an operator.

108 SCT, Submission, p. 20.
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The Commission considers that clause 4.8 of the Indicative Access Agreement does not
raise concerns under the assessment criteriain section 44ZZA(3) of the TPA.

Penalty charges for overweight rolling stock

ARTC proposesin clause 10.2 of the indicative access agreement to apply a charge for
overloading itsrolling stock where it is found that an operator has presented a train that
exceeds the weight that has been contracted (and paid) for. The penalty depends upon
the amount by which the actual weight exceeds the contracted weight, and whether the
actual weight exceeds the axle load specification for the particular train. If the actua
weight does not exceed the axle load specification then the penalty chargeis twice the
otk rate per tonne. If it exceeds the axle load specification then the penalty chargeis
ten times the gtk rate per tonne.

The Commission considersthat it is appropriate for there to be a mechanism by which
operators are penalised for presenting trains that exceed the weights contracted and
paid for, especialy where axle |oads are exceeded. In the absence of any submissions
to the contrary, the Commission has accepted that the penalty rates proposed are
appropriate. The Commission considers that the undertaking itself should note that
these penalty charges may be levied by ARTC.

Operators have raised concerns to the effect that they should not be penalised without
an opportunity to verify that their train has in fact been presented overweight. The
Commission considersthat it is appropriate for operators to be given this opportunity,
but does not consider that it needs to prescribe particular procedures for verifying
weights to be included in the undertaking or to be followed when the charges are
levied. The Commission considers that because the levying of penalty charges will be
amatter for dispute resolution under the access agreement (unless the parties otherwise
agree), that operators will be adequately protected from claims that ARTC could not
substantiate in that process.

The Commission is of the view that clause 10.2 of the indicative access agreement does
not raise concerns under the assessment criteriain section 44ZZA(3) of the TPA.
Nevertheless, the Commission considers that there are meritsin providing for
overweight charges in the undertaking.

Recommendation

ARTC undertaking be amended to provide for overweight charges.

Indemnities

Operators have expressed concern over the provisions of the indicative access
agreement that relate to them indemnifying ARTC for damage or injuries that occur in
connection with the services that they run.

The essence of this concern isthat they consider that the terms of the indicative access
agreement effectively attributes to them responsibility for some injury or damage that
would not be attributed to them at law in the absence of those terms. The operators
consider that as aresult additional risk is placed onto them, and it would be more
appropriate for thisrisk to be carried by ARTC.
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The Commission has considered that issue first from the perspective of how readily the
relevant clause from the indicative access agreement could be applied, should they be
incorporated into an access agreement negotiated between the parties. The
Commission considers that it would be contrary to the public interest in having injuries
compensated or damage repaired for the terms of an access agreement to lead to dispute
about who isresponsible for that compensation or damages. The Commission
considers that on the whole the relevant clauses meet thistest.

The Commission has also considered this issue to gauge the implications that the
approach proposed by ARTC may have for operators to access the network. To the
extent that additional responsibility isin fact placed on an operator, the Commission
acknowledges that additional costs, primarily in the form of insurance premiums, may
fall on an operator. In this context, this represents the introduction of an additional cost
of access. The Commission does not have available to it any estimates of what effect
these clauses would have on an operator’s costs. The Commission would anticipate,
however, that these additional costs would not be so substantial as to make the
proposed clauses unreasonable. In coming to this view, the Commission has been
mindful that the direct costs of access to the network are not excessive.

Insurance policies

Clause 16 of the indicative access agreement, provides for both the operator and ARTC
to take out public liability insurance policies as well asinsurance cover in respect of
each party’ s liability to the other pursuant to the indemnity provisionsin clause 15.
ARTC proposes that the insurance cover should be for $200 million.

FreightCorp and Toll commented in their joint submission that further information
should be sought including whether the cost of such a cover can be justified given that
public liability insurance policies are aso taken by both ARTC and operators. SCT has
queried whether $200 million is an appropriate cover.

On balance, the Commission considers that insurance and its cost can be a substantive
issue that may have a bearing on the decision to seek access. As such, the undertaking
should provide for the possibility of insurance policies. Having said this, the issues of
whether the cost of insurance in respect of each party’sliability to the other is
justifiable given alternative insurance and whether the cover is appropriate, are best
dealt with as part of the negotiation process, on a case by case basis.

While insurance premiums do add to an operator’ s costs, the Commission considers it
in the public interest that comprehensive insurance cover is held by ARTC and by
operators, so to ensure that injuries caused in connection with the network can be
compensated for, and damage to infrastructure repaired.

The Commission considers that ARTC should expressly undertake to maintain the level
of insurance that is referred to in the indicative access agreement for the duration of the
term, and that this should be contained in the body of the undertaking. The undertaking
itself only provides (at Schedule C) for an operator to maintain insurance and does not
oblige ARTC to maintain any insurance. While ARTC would be obliged to maintain
insurances in respect of access agreements that it negotiates in the terms of the
indicative access agreement, the Commission is mindful that access can be negotiated
in terms that differ to the indicative access agreement.
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In respect of clams that the level of insurance cover may not be appropriate, the
Commission does not object to the level of cover that has been proposed.

Recommendation

ARTC should undertake to maintain the level of insurancethat isreferred to
in theindicative access agreement for the duration of the Term.

Dispute resolution under the indicative access agreement

Clause 17.4 of the indicative access agreement sets out its own dispute resolution
process, applicable to disputes arising out of such an agreement. This dispute resolution
process in the indicative access agreement, as originally submitted by ARTC, provides
for athree-step dispute resolution process:

* Negotiation between the parties;

» Mediation by a person appointed by agreement between the parties or
by the President of the Law Society of South Australiaif the parties can
not agree on amediator;

* Arbitration by a person appointed by agreement between the parties. If
the parties can not agree on an arbitrator, the arbitrator shall be, in the
first instance, the Commission or —if the Commission is unwilling or
unable to arbitrate — a person appointed by the President of the Law
Society of South Australia. The arbitration is to be conducted broadly in
accordance with the Commercial Arbitration Act 1986 (SA).

In addition to evaluating the proposed dispute resolution model proposed in the body of
ARTC’ s undertaking, the consulting report provided to the Commission by Resolve
Advisors assessed the proposed dispute resolution procedures described in the
indicative access agreement. The draft report and a document protijji ng asummary of
the recommendations are available on the Commission’s website.

The report proposes a dispute resolution model not unlike the one proposed in relation
to the undertaking. Some adjustments are proposed to take account of the differencein
nature between disputes relating to the negotiation of accessto the ARTC network and
disputes relating to access agreements aready negotiated. The Commission suggests
that ARTC give further consideration to the recommendations of that report.

Submissions to the Commission provided few comments on the dispute resolution
provisionsin ARTC s original indicative access agreement. In relation to the amended
version, Toll argued that clause 17.4(b)(i) makes no reference to the necessary
qualifications of the proposed arbitrator and that the proposed jurisdiction is
inappropriate. Toll also argues that the indicative ﬁeﬁs agreement does not contain
any pricing principles. SCT makes a similar point.=*In relation to these concerns, the

1% Resolve Advisors, op. cit.

119 On this point, the Commission notes that price would be expressly specified in any executed access
agreement. It is not clear, therefore, what need thereis for the additional inclusion of pricing
principles.
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Commission reiterates that the indicative access agreement is not a prescribed form of
agreement, and that an operator and ARTC can negotiate an access agreement that
differstoit.

During the course of its assessment, however, the Commission has considered the
extent of its powers under the TPA. The Commission notes that it is able to perform
functions or exercise powers that are provided in an undertaking that it accepts only to
the extent that those functions or powers relate to the undertaking itself. This limitation
arises from operation of section 44ZZA (6) and section 44ZZA(6A) of the TPA.

The Commission considers that it does not have jurisdiction to exercise any function or
power that an access agreement provides for, or that the undertaking provides for but
which relates to disputes arising under an access agreement.

Accordingly, the Commission has previously advised ARTC that it could not act to
resolve disputes that occur under an access agreement. The Commission indicated that
it should not be specified as an arbitrator of such a dispute on the face of the indicative
access agreement that is attached to the undertaking. In response to the Commission’s
advice, ARTC re-submitted the undertaking with amendments to clause 17 of the
indicative access agreement.

The amended indicative access agreement no longer specifies the Commission as an
arbitrator. Clauses 17.4(b)(vii) and 17.5 of the amended indicative access agreement
do, however, provide for arbitration decisions to be appealed to the Commission in the
event that a party to the arbitration considers that the arbitrator has made a manifest
error. Clause 17.5 also specifies the provisions under which such an appeal isto be
conducted by the Commission.

As noted above, the Commission is able to perform functions or exercise powers that
are provided in an undertaking that it accepts only to the extent that those functions or
powers relate to the undertaking itself. The Commission considersthat it does not have
jurisdiction to act in any capacity under an access agreement. Accordingly, the
Commission does not accept clauses 17.4 and 17.5 of the indicative access agreement.

Recommendation

The ARTC indicative access agr eement should not in any way
provide for the Commission to adopt arole under an access agr eement.

The Commission notes that the Resolve report endorses the use of commercial
arbitrators for arbitration of disputes arising under an access agreement. The report also
expresses the view that the indicative access agreement does not specify the criteriafor
arbitration and that this is appropriate, given that the rights of the parties are identified
in the agreement itself.

The Commission notes that the original version of the indicative access agreement
submitted by ARTC did not contain any specific criteria which the arbitrator should
take into account in making a decision in relation to disputes arising under that
agreement. The amended version did, however, include a number of criteriain clause
17.4(b)(vi)(B). Theserefer to, and largely reflect, the provisions of Part [11A of the
TPA and the Competition Principles Agreement. In light of the advice provided by

174 Draft Decision — ARTC Access Undertaking



Resolve, the Commission queries the relevance of including reference to these further
criteria. It may be inappropriate to require such questions relating to public policy to be
considered by acommercial arbitrator. The Commission notes again, however, that the
terms on which access arrangements are agreed is primarily a matter to be negotiated
and agreed between the parties.

Summary

Subject to ARTC addressing the matters raised above the Commission considers that
the indicative access agreement would satisfy the criteriain section 44ZZA(3) of the
TPA.
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D11. Conclusion

ARTC has submitted an undertaking to the Commission in respect of third-party access
to therail network owned and managed by ARTC. The undertaking was submitted
pursuant to the provisions of Part I11A of the TPA. The undertaking contains principles
and processes for negotiating access, as well as actual terms and conditions which will
form the basis for accessto ARTC' s network.

The Commission has found that the undertaking generally satisfies the legislative
criteria pursuant to which the assessment was carried out and represents an adequate
basis for negotiating access to ARTC' s rail network. However, the draft decision raises
concerns with anumber of provisions in the undertaking. Primarily, these concerns
relate to principles and processes for negotiating access and resolution of disputes
rather than prices charged for access. The Commission also makes recommendations
regarding the provisions covering service quality.

In coming to adraft decision on the ARTC undertaking the Commission has formed the
view that while ARTC has many of the characteristics of a business expected to hold
market power, there may be factors that act as restraints on its ability to take advantage
of any such power. Firstly, the Commission considers that competition from road
transport for inter-modal freight and passenger servicesislikely to restrict ARTC from
increasing prices to generate excessive profits. Second, the information available to the
Commission indicates that the ARTC rail network has the capacity to accommodate
traffic growth over the next five years and that ARTC currently earns an inadequate
rate of return. This suggests that ARTC should have strong incentives to attract access
seekers and encourage use of itsinfrastructure.

In addition, provisionsin the undertaking committing ARTC to ongoing reductions in
real prices charged to users and proposing a curb on price discrimination have the
effect of further restraining the potential of ARTC to exercise market power through
increasing prices.

Nevertheless, in its assessment, the Commission has concluded that the effect of a
number of clausesisto provide ARTC with unnecessarily broad scope in its dealings
with access seekers. The Commission has made recommendations imposing more
stringent obligations on ARTC and/or greater safeguards for access seekers in respect
of these clauses. Thisis necessary in order to achieve a more appropriate balance
between the interests of the infrastructure owner, access seekers and the public interest,
asrequired by the criteriain Part I11A.

Giventhat it is prepared to act as the arbitrator of disputes arising under the
undertaking, the Commission has also made a number of recommendations in relation
to the proposed dispute resolution process. These recommendations generally aim to
expedite the resolution of disputes and increase the transparency of arbitration
determinations. The draft decision also provides some guidance as to the approach the
Commission intends to take when making arbitration determinations. This approach is
primarily guided by the provisions of the undertaking and the TPA.
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As the undertaking does not cover the entire interstate network, it isimportant that in
the interests of facilitating the movement of rail traffic across state borders, it interfaces
well with other access regimes. The Commission considered a number of interface
issues and concluded that while the level of interface is not optimal, ARTC’ s approach
should provide an adequate level of interoperability with other access regimes. The
undertaking itself represents an important step towards improving interstate rail access
for train operators. The Commission therefore anticipates that further access
undertakings covering other parts of the interstate rail network can use ARTC's
undertaking, and the Commission’ s assessment of it, asaguide.

Final approval of the undertaking is subject to ARTC satisfactorily addressing the
concerns raised by the Commission in this draft decision.
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D12. Draft decision

For the reasons set out above, the Commission has determined that it is appropriate to
accept the undertaking, having regard to the matters set out in subsection 44ZZA(3) of
the TPA, subject to ARTC effecting changes as recommended by the Commission in
this draft decision.

The draft decision is designed to provide the opportunity for ARTC and interested
parties to comment on the Commission’ sinitial assessment of the undertaking. It also
provides ARTC the opportunity to address the concerns the Commission has raised
with its access undertaking, before the Commission makes afinal determination.

ARTC now has the opportunity to amend its undertaking and resubmit it to the
Commission for further assessment. Before making afinal determination on arevised
undertaking the Commission will further consult interested parties. The Commission
will consider comments and submissions on its draft decision. Submissions are due by
31 January 2002.
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Appendix A: List of Parties providing Submissions

The following parties made submissionsin relation to the access undertaking:

* Freight Australia

» FreightCorporation

e Toll Group

» Great Southern Railway

* New South Wales Government

* New South Wales Department of Transport
* National Rail

* PTM Strategies

*  Queendand Rail

» South Australian Independent Industry Regulator
» Speciaised Container Transport

» State Rail Authority of New South Wales

* Victorian Department of Infrastructure

* Transport WA
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