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Gold Coast, 30 July 2004 
 
 
 
Introduction 
 
This session is entitled ‘costs and benefits of gas pipeline regulation’.  
 
I want to use a speaker’s prerogative to interpret this brief broadly, because examining 
the costs and benefits of the Australian gas access regime has become a sterile and 
unproductive area of debate. The gas access regime clearly has both costs and 
benefits, which one cannot estimate precisely without making so many assumptions as 
to make the exercise of academic interest only. 
 
What the Energy Networks Association (ENA) and its members have been focused on 
is promoting improvements to the existing gas regime – seeking to maximise the 
benefits and reduce unnecessary costs. 
 
I also want to state clearly that I am speaking from the perspective of Australia’s 15 
largest energy distribution businesses, businesses that own the majority of the assets - 
- distribution pipelines - regulated under the regime, rather than speaking for the gas 
transmission pipeline businesses. Gas distribution businesses own around $5.5 billion 
of the $8.5 billion of assets regulated directly by the National Gas Code. 
 
I want to discuss several key developments in gas pipeline regulation over the past 
year with you, which lead us to believe that the system of energy access regulation is 
currently at a pivotal point in its evolution. These developments are: 
 
• the Productivity Commission Review of the Gas Access Regime  

• the Ministerial Council on Energy commitment to develop a national energy 
access framework 

• outcomes of recent reviews of regulatory decisions  

• ongoing declines in effective rates of return for energy infrastructure 
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Productivity Commission Review of the Gas Access Regime 
 
The Productivity Commission completed its comprehensive Review of the Gas Access 
Regime in June 2004 and the final report is now in the hands of Australian 
governments. 
 
The gas access regime is critically important to energy networks. As I mentioned, gas 
distribution networks represent around $5.5 billion of the $8.5 billion – or nearly two 
thirds - of total value of pipeline assets regulated by the National Gas Code. For this 
reason, it is critical that improvements to the Code are focused not just on facilitating 
investment in new long distance pipelines, but also investment in maintaining and 
growing existing gas networks in outer-urban and regional areas. 
 
The Commission’s review is the most comprehensive and credible examination of an 
energy access regime to date in Australia. The Commission found that the existing 
form of gas access regulation is at the intrusive end of possible regulatory approaches, 
and that it deters and distorts investment.1 The Commission noted that the regime was 
deficient and that an alternative approach was warranted that did not risk stifling 
innovation and service offering to the degree that existing cost-based regulation does.2 
 
The ENA broadly supports the key recommendations of the Draft Report, including, 
clearer guidance on the objectives of the regime and improved pricing principles to 
recognise medium term interests of the community in having access to growing and 
reliable gas networks. In particular, the ENA supports the Commissions findings that 
strong and effective merit appeal mechanisms are required to recognise private 
property rights, enhance regulatory accountability and improve the quality of 
regulatory decision-making.3 
 
The incorporation of the Commission’s findings on these issues into the regime would 
represent a very positive evolution of the gas access regime, building on the 
experience gained in the first six years of its operation. The ENA is currently 
discussing with Australian governments details on the implementation of the 
Commission’s detailed findings. 
 
 
National energy access framework 
 
In December 2003 the Ministerial Council on Energy announced that it would 
commence discussions on a national energy access framework, covering energy 
transmission and distribution. 
 
The ENA looks forward to the opportunity that this work program represents to 
address some of the fundamental questions about the current approach to energy 
access, and integrate the benefit of experience over the last decade about what a 
modern and effective energy access regime should look like. 
 

                                                 
1 Productivity Commission Review of the Gas Access Regime – Draft Report, December 2003, p.xxxvi 
2 Productivity Commission (December 2003), p.xxxvi 
3 Productivity Commission (December 2003), p.348-352 and p.359 
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The MCE also announced in May that in developing a national approach to energy 
access under the Trade Practices Act the MCE will use the completed Productivity 
Commission Review of the Gas Access Regime as a starting point. This is a sensible 
and efficient sequencing that is strongly supported by industry. 
 
 
Outcomes of recent reviews of regulatory decisions 
 
The past year has seen a number of very significant decisions in energy infrastructure 
regulation relevant to the owners of gas pipelines, and energy distribution assets. 
 
We have seen elements of the ACCC’s final decisions on the Moomba-Adelaide 
Pipeline System and the GasNet transmission network overturned by the appeals 
body, the Australian Competition Tribunal. In the last month, the ACT has also 
overturned core elements of the ACCC’s decision on the MSP Access Arrangement. 
 
Drawing lessons from review outcomes 
 
These recent key regulatory developments build on a range of existing regulatory 
precedents, such as the Epic Energy and Duke Eastern Gas Pipeline appeals, which 
provide important guidance to regulatory bodies seeking to correctly exercise their 
functions under energy access regimes. Appeal outcomes to date have demonstrated 
that while professional and well-intentioned, regulatory and competition authorities 
are only human. They sometimes make fundamental errors. This makes it important 
for regulatory sustainability that regimes have the self-correcting mechanism of 
access to merits review. 
 
With the benefit of these precedents, it is now clearly established that under the gas 
access regime, it is not the regulators task to set rates of return, but approve proposed 
rates that are consistent with the regime.4  
 
Similarly, the Tribunal in recent decisions has made clear that a strong evidentiary 
basis must be present where regulators select parameters at the lower end of credible 
ranges, and that the concept of ‘efficient’ costs does not mean the lowest cost a 
commissioned consultant can find in a single overseas market.5 As the Tribunal has 
noted, this type of approach exposes service providers to an asymmetric and 
uncompensated risk of regulatory error.6 
 
These types of principles provide important boundaries to the exercise of regulatory 
discretion. They also re-introduce a much-needed focus on practicality in access 
pricing debates – recognising, for instance, that there are no single correct values for 
many of the parameters used in energy access pricing.7 This guidance to regulatory 
bodies to adopt robust practical approaches rather than seek theoretical precision is 
part of what makes the Epic Energy case of such continuing significance. In applying 
energy access regimes, the ENA argues that all regulators have an obligation to think 

                                                 
4 Application by GasNet Australia (Operations) Pty Ltd [2003] ACompT 6 [42] 
5 Application of Epic Energy South Australia Pty Ltd [2003] ACompT5 [27, 32, 84] 
6 Application of Epic Energy South Australia Pty Ltd [2003] ACompT5 [63, 94] 
7 Application by GasNet Australia (Operations) Pty Ltd [2003] ACompT 6 [29] Cf. Draft Finding 7.2 in 
Productivity Commission (December 2003), p.xlii 
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about what would be the outcomes of a workably competitive – not a perfectly 
competitive - market in the area under consideration. 
 
Responses of regulatory agencies to review outcomes 
 
The ENA has sometimes been disappointed by the reaction of regulatory agencies to 
key judicial and merit review outcomes. Too often, the ENA has witnessed reluctance 
on the part of regulatory bodies to genuinely incorporate and act on the guidance 
offered by appeal outcomes. Most recently, the ENA observed the peculiar spectacle 
of the NSW regulator – IPART – stating that the Epic Energy decision was a factor in 
its considerations in its draft decision on electricity distribution tariffs, but omitting 
any mention of the decision in its final decision.8  
 
Regulator responses to key precedents have too often followed an identifiable pattern 
in the last several years – first, denial of the significance of the precedent, second, 
distinguishing of the precedent on a narrow basis; third, alarmism about the 
implications of the decision for the regulatory framework; and fourth, 
acknowledgement, or regulatory co-option, where regulators claim that they have 
always applied key elements of the relevant precedent.9. 
 
In years past I recall it being claimed that the Duke EGP case endorsed the NCC’s 
entire approach to coverage recommendations, that the Epic Energy case would 
fatally undermine access pricing regulation if ever applied widely, and that in turn the 
Duke, MAPS and GasNet cases were ‘special cases’.10 When some of the same 
parties now solemnly state that they take all of these decisions into account into their 
most recent pricing decisions, harmful cynicism on the part of industry is 
unavoidable. 
 
Moving beyond a ‘win-lose’ paradigm 
 
This pattern demonstrates a regrettable tendency on the part of a small number of 
regulatory authorities to regard developments in access regulation in binary terms. For 
example, recently an ACCC Commissioner commented on the series of Australian 
Competition Tribunal decisions which have overturned aspects of ACCC regulatory 
decisions, that: 
 

I’m sometimes amused to see declarations of victory after these tribunal findings and 
I’m prompted to think, well, if it was a soccer game, you’d be having one side doing 
a lap of honour after an 11:2 loss, because that reflects the number of issues they 
have gone down on in the end, compared to the issues they’ve got up on.11 

 
A question the ENA would put in response to this analysis is that it assumes a narrow 
and combative regulatory mindset - a zero-sum game - where one side’s wins are 
another losses. Do government and policy makers wish to see independent regulators 
                                                 
8 IPART NSW Electricity Distribution Pricing 2004/05 to 2008/09 – Draft Report, January 2004, p.9 cf IPART 
NSW Electricity Distribution Pricing 2004/05 to 2008/09 – Final Report, June 2004, p.5 
9 See for example ACCC Submission to the Productivity Commission Review of the Gas Access Regime, 15 
September 2003, p.45 
10 See for example ACCC Media Release Tribunal Review of ACCC Decision on Moomba-Adelaide Pipeline 
System, 11 December 2003 
11 See Productivity Commission Review of the Gas Access Regime - Transcript of public hearings, 25 March 2004, 
p.720 
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that view development in regulatory precedents which actually assist the appropriate 
and legal exercise of their powers in such terms? Surely any precedents that help 
lower regulatory risk enhance certainty, and guide the exercise of executive discretion 
are a gain for the community as a whole? 
 
The ENA hopes that part of the maturing of energy access regimes which regulatory 
authorities rightly highlight includes, in the future, a better embracing of the valuable 
guidance which developing appeal precedents offer to regulators in the execution of 
their challenging tasks. 
 
 
Ongoing pressure on regulatory rates of return 
 
A final key part of the story of energy infrastructure regulation has been continuing 
downward pressure on regulatory estimates of cost of capital. 
 
An appropriate return on capital invested typically makes up a significant proportion 
of the total revenue requirements for regulated energy infrastructure – around 60 per 
cent is a common benchmark. 
 
Since the introduction of access pricing regulation in the mid 1990s there has been a 
consistent and long-term reduction in estimates of the cost of capital for regulated 
energy assets (see Figure 1 below). 
 
Assessing the claims of regulatory ‘generosity’ 
 
At the same time as this long-term reduction in cost of capital estimates has occurred, 
Australian regulatory bodies have repeatedly sought to argue that their decisions are 
‘generous’ compared to overseas regulatory agencies, or ‘conservative’ by erring on 
the side of facilitating investment.12 
 
Recent decisions continue this trend.13 
 
The claim of regulatory conservatism has been seriously undermined by the most 
comprehensive survey of international regulatory decision, undertaken by the NECG 
in late 2003 – which remains unchallenged by any comparably rigorous analysis by 
regulatory agencies. 
 
The NECG analysis has been the most comprehensive comparison of Australian and 
international cost of capital decisions made to date. It found that in relation to gas 
distribution sector decisions, Australian decisions were ‘broadly comparable’ and 
equivalent to those offered by European regulators.14 Regulatory rates of return were 
significantly lower than in the US, one of the most competitive investment 
                                                 
12 See for example, Victorian Essential Services Commission Review of Gas Access Arrangements – Final 
Decision, October 2002, p.356 and p.416 
13 As NSW Treasury noted of the recent IPART draft decision, it represented the lowest effective WACC ever 
adopted by an Australian regulator for an electricity network, and IPART has adopted an aggressive approach to 
WACC estimation that belie its claims of regulatory conservatism or generosity. See NSW Treasury Weighted 
Average Cost of Capital - Response to IPART Draft Determination – NSW Electricity Distribution Pricing 2004/05 
to 2008/09, March 2004, p.6-12 
14 Network Economics Consulting Group International comparison of WACC decisions, September 2003, p.73 
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destinations in the world. In the case of electricity distribution decisions, NECG found 
that Australian decisions provided lower WACC margins above the risk free rate than 
both recent US and UK regulatory decisions.15 
 

Figure 1 - Trends in Cost of Capital Estimates - Margin over Prevailing Real Risk Free Rate
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An international comparison of NERA views on rates of return 
 
The ACCC’s past claims of ‘generosity’ have largely rested on a short paper by 
NERA which was comprehensively answered by the NECG report.16 More recent 
NERA analysis provided to the UK energy regulator, Ofgem, provides an interesting 
update to the debate on regulated returns.  
 
Previously, NERA Australia’s work for the ACCC compared Australian and UK cost 
of capital rulings to bolster the ACCC’s claim of regulatory generosity. In a more 
recent NERA report to the UK energy regulator, however, it argued that Ofgem had 
significantly underestimated the appropriate market risk premium, equity beta and 
that an appropriate pre-tax cost of capital was 7.7 per cent, not the 5.75 per cent 
median point suggested by Ofgem.17 
 
NERA’s UK experts essentially argued that parameter values either closer to, or in 
excess of, those granted by Australian regulatory authorities were appropriate. This is 
an extremely inconvenient development for regulatory authorities who seek to 
describe their approach as generous or conservative, and for representatives of 
incumbent energy users who demand that regulators should both act on the 
                                                 
15 NECG found: ‘…the Australian decisions provide significantly lower margins above the risk free rate than those 
in the US….The decision by Ofgem on the UK electricity distributors provided a higher asset beta than all the 
Australian decisions, and also results in a higher adjusted vanilla WACC margin than all the Australian decisions’ 
see Network Economics Consulting Group International comparison of WACC decisions, September 2003, p.69 
16 See NERA International Comparison of Utilities Regulated Post-Tax Rates of Return in: North America, the 
UK, and Australia, March 2001 <http://www.accc.gov.au/content/index.phtml/itemId/313441> 
17 See NERA Report on Ofgem’s Proposed Cost of Capital for Electricity Distribution Network Operators, 27 
April 2004, p.2 < www.ofgem.gov.uk> 
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questionable findings of the NERA’s report on international rates or return, and 
mirror the supposedly more rigorous approaches of UK regulatory bodies. 
 
Regulator views on future rates of return and investment signals  
 
Regulatory bodies continue to insist that regulatory estimations of costs of capital are 
generous and could be lower in the future.18 On the basis of existing ACCC 
statements NERA recently prepared a median estimate of likely future cost of capital 
margins in the 2008-09 time period, expressed as a margin over the risk free rate. 
Here I have set it out alongside a recent typical decision, and a previous decision from 
the outset of the current reforms (see Figure 2). 
 

Figure 2 - Selected Historic and Forward Cost of Capital Estimates 
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Statements by regulatory bodies about likely future returns send strong investment 
signals for investors. Energy networks are long-lived assets. Regulatory periods 
generally represent a small fraction of the expected asset life of the network 
infrastructure. This means that they generally only receive a relatively certain return 
on capital over an extremely short period of their total asset life – around 4-7 per cent 
for energy distribution infrastructure.19  
 
This means that in a very practical sense ongoing investment decisions are driven by 
expected returns in future periods to an even greater extent than current returns 
provided for by existing regulatory decisions. 
 
This combination of facts has led NERA to recently observe that the current approach 
of regulatory authorities on regulatory rates of return may be leading to some perverse 
outcomes. The perverse outcome is that in an environment of long-lived investments, 
                                                 
18 For example., in its Draft Determination in 2002 for gas distribution networks, the Victorian ESC signalled that 
a cost of capital estimate of up to 100-250 basis points lower than actually adopted may have been justified see 
Victorian Essential Services Commission Draft Decision – Review of Gas Access Arrangements, July 2002, p.xix 
19 Estimate based on average effective lives of 65-75 years for gas distribution networks and 35-40 years for 
electricity networks, and typical regulatory periods of 5 years. 
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this approach is equivalent to stating that regulators believe existing consumers are 
paying too much for infrastructure services, and that future investment in long-lived 
energy assets should be lower than current levels.20  
 
It is difficult to conceive of a more harmful and contradictory response to the 
challenge signalled by the Productivity Commission’s recent access regime inquiries 
which have highlighted the need to facilitate new investment in infrastructure, and re-
balance access prices.21 
 
Conclusion 
 
The debate on improving gas access regulation is too important to be diverted into a 
largely academic debate about the precise magnitude of its costs and benefits, 
particularly as the ENA knows of no stakeholders that argue for the removal of the 
regime. 
 
Instead, the recent comprehensive Productivity Commission Review of the Gas Access 
Regime has given industry and users a solid basis on which to progress significant 
changes to strengthen the regime and overcome its established deficiencies. 
 
The ENA is well-placed to participate in the process of working with policy makers 
on implementing these practical improvements and ensuring that the MCE’s proposed 
national energy access framework captures the benefits of substantive improvements 
to the gas access regime. 
 
The ENA is concerned that in the immediate future, regulatory bodies appreciate the 
value of recent judicial and administrative review outcomes that have more clearly 
defined the appropriate role of regulators under the gas access regime, and provided 
guidance on how regulatory discretion can be appropriately exercised.  
 
These precedents should be seen for what they are – key markers that strengthen and 
improve the quality of future decision-making while also protecting the property 
rights of investors in energy assets. Concepts such as workable competition and 
avoiding the imposition of asymmetric regulatory risk on service providers provide 
important guidance to regulatory bodies on how to fulfil their regulatory obligations – 
they are not merely ‘goals’ in some abstract and intellectual point-scoring exercise. 
 
Finally, on the issue of regulatory rates of return the ENA considers that the past year 
has seen a range of compelling evidence from the independent Productivity 
Commission, NECG, and even the ACCC’s own past advisers – NERA – that current 
approaches on cost of capital estimations are flawed and unbalanced.  
 
As with the issue of key regulatory precedents, the ENA urges regulatory bodies to 
rethink their approach on the basis of independent evidence, and assist in moving 
towards a rebalancing of access pricing regulation towards an approach that supports 
the medium-term interests of the community in ongoing investment in energy 
distribution networks and transmission pipelines. 
                                                 
20 NERA Drawing a Line-in-the-sand for the Regulatory WACC – A Report for Transgrid, November 2003, p.14 
21 Productivity Commission Annual Report 2000-01, February 2002, p.16 and Review of the National Access 
Regime – Inquiry Report, September 2001, p.xxv 


