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Executive Summary

The Australian Competition and Consumer Commission ('the Commission') regulates the tariffs for the transportation of gas through transmission pipelines covered under the National Third Party Access Code for Natural Gas Pipeline Systems ('the Gas Code').
  

The Commission has asked NERA to consider the implications of five potential scenarios for the regulation of the tariffs charged by an incumbent gas pipeline following the entry of a new, potentially competing pipeline:  

i. no regulation of the tariffs charged by the incumbent pipeline.

ii. tariffs for the incumbent pipeline are based on the volumes which are forecast to be transported by the incumbent pipeline;

iii. tariffs for the incumbent pipeline are based on an assumed level of volumes transported by the incumbent pipeline (ie, 'deemed' volumes);

iv. tariffs for the incumbent pipeline are based on forecast volumes and the adoption of a backloaded depreciation schedule for the incumbent pipeline; or 

v. tariffs for the incumbent pipeline are based on the defined capacity of the incumbent pipeline.

Framework for Assessment

The framework we have adopted for assessing alternative regulatory options is to consider the implications of each option in relation to the incentives pipeline service providers and pipeline users face, in a situation in which there is excess pipeline capacity.  

In particular we have considered the following set of questions:

i. Who bears the costs of excess capacity under each regulatory approach, ie, pipeline service providers or pipeline users?

ii. What does this imply for the incentives on pipeline service providers and pipeline users to increase the utilisation of any existing spare capacity and to ensure that the timing and size of future investment in capacity are optimal? 

iii. Is it pipeline service providers or pipeline users who are best able to act on incentives to increase the utilisation of any existing spare capacity and to ensure that the timing and size of future investment in capacity are optimal?

iv. To what extent do the alternative regulatory approaches align the incentives on parties to minimise spare capacity with those parties best able to act on those incentives?

Implications for the Alternative Regulatory Approaches

Table E.1 summarises the findings of our first principles assessment in relation to both the incentives and the ability to act of pipeline service providers and pipeline users, under regulatory approaches where they bear the cost of any excess capacity.

Table E.1: Implications of First Principles Assessment

Who bears the cost?
Incentive to minimise spare capacity?
Ability to act?

Pipeline service provider
Relatively strong
Relatively strong

Pipeline users
If end market regulated:

limited, if can pass through cost

If end market competitive:

limited, if also benefits competitors
Limited:

information costs; positive externalities; transaction costs

To the extent that the regulatory arrangements align the incentives to minimise spare capacity with those parties that are best placed to act on those incentives, overall efficiency will be improved. 

This in turn implies that a regulatory approach to tariff setting under which it is the pipeline service provider who bears the costs of any spare capacity will be the most effective in providing strong incentives to minimise excess capacity and in aligning the incentives for efficiency with the party who is best placed to act on those incentives.  

It is important to note that the above conclusion applies to situations where there exists excess pipeline capacity in general, and not solely where excess capacity arises as a result of the entry of a new pipeline.  

Assessment of the Five Alternative Scenarios

If the incumbent pipeline were not regulated there would be the potential for it to earn monopoly rents. The Commission would need to be satisfied both that the incumbent and the new entrant pipeline were in fact effective substitutes (ie, that the market power of each is limited), and that the pipelines would actively compete, rather than collude. It is not certain that the MSP and the EGP would compete vigorously. We note further that in other jurisdictions where there are competing pipelines (eg, the US and the Netherlands), both the incumbent and the new entrant pipelines continue to be regulated.   

We have assessed the remaining four alternative regulatory approaches in relation to the framework set out above. In particular, we have looked at who bears the cost of excess capacity under each approach, and the implications of this for incentives to minimise spare capacity and the ability to act. The findings of our analysis are summarised in Table E.2.  

Under the forecast volumes approach and the backloaded depreciation approach, it is pipeline users who bear the cost of excess capacity.  These approaches are therefore sub-optimal from an incentive perspective.

Under both the defined capacity approach and a deemed volumes approach (provided that volumes are ‘deemed’ at pre-entry levels), pipeline operators bear the costs of any excess capacity.  The incentive properties for improved utilisation of existing capacity  and the alignment of incentives and the ability to act are therefore good under each approach. However, it is difficult to envisage how the deemed volumes approach would be applied over time.  This is likely to lead to regulatory uncertainty, weakening incentives and increasing the riskiness of future investment decisions. The deemed volumes approach therefore provides sub-optimal incentives for future investment efficiency.

Our assessment therefore shows that the defined capacity approach appears to offer the strongest incentives for efficient behaviour and the best alignment of incentives and the ability to act.  Such an approach, however, represents a significant departure from regulatory experience to date. The implications of such a change, and, in particular, whether some form of transitional adjustment would be appropriate, need to be considered by the Commission. 

Table E.2: Summary of Assessment

Scenario
Who bears cost of excess capacity?
Incentive properties
Use in other jurisdictions

Forecast volumes
Pipeline users
Sub-optimal
Current practice in Australia under the Gas Code

Deemed volumes
Pipeline service providers, if volumes deemed at pre-entry levels

Pipeline service providers and pipeline users, if volumes deemed at less than pre-entry levels
Incentive properties for capacity utilisation are good.

Sub-optimal for future investment decisions: difficult to envisage how approach would be applied over time 

Weakens incentive properties 
Not common practice in other jurisdictions

Back-loaded depreciation
Pipeline users (future rather than current)
Sub-optimal. Timing of incentive is also sub-optimal.

Consistency of application over time and in different scenarios is difficult
Not common practice in other jurisdictions

Defined capacity
Pipeline service providers
Optimal
FERC adopts the defined capacity approach in the US

1. Introduction

The Australian Competition and Consumer Commission ('the Commission') regulates the tariffs for the transportation of gas through transmission pipelines covered under the National Third Party Access Code for Natural Gas Pipeline Systems ('the Gas Code').
  

The Commission has asked NERA to consider the implications of a number of alternatives for the regulation of the tariffs charged by an incumbent gas pipeline following the entry of a new, potentially competing pipeline.  The issue has special relevance for the Commission's assessment of the Access Arrangement submitted by Eastern Australian Pipeline Ltd (EAPL) for its Moomba to Sydney pipeline (MSP), given the recent construction of the Eastern Gas Pipeline (EGP), owned by Duke Energy International. 

The MSP transports gas from the Cooper Basin in South Australia to Sydney. The EGP can transport gas from the Bass Strait in off-shore Victoria to Sydney. The EGP is therefore a potential competitor to the MSP in transporting gas to the Sydney market. The assessment contained in this report considers the question of the appropriate regulation of potentially competing gas pipelines in general, with reference to the specific case of the MSP where appropriate. 

The remainder of the report is structured as follows. 

Section 2 sets out the five approaches to determining regulatory tariffs we have been asked to consider and establishes the criteria we have adopted in assessing the implications of each alternative, together with the interaction between these criteria and the objectives in the Gas Code. 

Sections 3 to 7 assess each of the five regulatory approaches in turn, referring to practice in other countries where relevant. 

Section 8 presents the conclusions of our analysis, together with a preliminary assessment of their implications for the Commission.

Appendix 1 to this report provides additional background information on relevant experience in the US. 

2. Alternative Scenarios and Criteria For Assessment

This section sets out the five alternative regulatory approaches we have been asked to consider, together with the criteria we have adopted in assessing each of these alternatives.  The third sub-section discusses the relationship between the criteria we have adopted and the objectives set out in the Gas Code in relation to the Reference Tariffs charged by pipeline service providers.

2.1. Alternative Scenarios

The Commission has identified five potential scenarios for the regulatory approach to determining transportation tariffs for the incumbent pipeline following the entry of a new, potentially competing pipeline. 

The first scenario is one in which there is no regulation of the tariffs charged by the incumbent pipeline.

The remaining four are scenarios under which tariffs for the incumbent pipeline are based on:

· the volumes which are forecast to be transported by the incumbent pipeline;

· an assumed level of volumes transported by the incumbent pipeline (ie, 'deemed' volumes);

· the adoption of a backloaded depreciation schedule for the incumbent pipeline; or 

· the defined capacity of the incumbent pipeline. 

Each of these alternative scenarios are described in more detail in the relevant section of this report. 

2.2. Criteria for Assessing Alternatives

The framework we have adopted for assessing alternative regulatory options is to consider the implications of each option in relation to the incentives pipeline service providers and pipeline users face, in a situation in which there is excess pipeline capacity.  

In particular we have considered the following set of questions:

i. Who bears the costs of excess capacity under each regulatory approach, ie, pipeline service providers or pipeline users?

ii. What does this imply for the incentives on pipeline service providers and pipeline users to increase the utilisation of any existing spare capacity and to ensure that the timing and size of future investment in capacity are optimal? 

iii. Is it pipeline service providers or pipeline users who are best able to act on incentives to increase the utilisation of any existing spare capacity and to ensure that the timing and size of future investment in capacity are optimal?

iv. To what extent do the alternative regulatory approaches align the incentives on parties to minimise spare capacity with those parties best able to act on those incentives?

We have focused on a situation where excess capacity in an incumbent pipeline is brought about by the entry of a new pipeline. However, it should be noted that the implications of our analysis are applicable to situations where there exists excess pipeline capacity in general, and not solely where excess capacity arises as a result of the entry of a new pipeline.  In the latter case, the implications are also applicable to any excess capacity in the new pipeline, as well as the incumbent.
2.2.1. Who bears the cost of spare capacity?

The tariffs for gas transportation determine who pays for any excess capacity present in the pipeline: the pipeline service provider or the users of the pipeline. 

If tariffs for pipeline users cover all of the pipeline service provider's costs, including the cost of any capacity which is not actually being used, then it is pipeline users who are paying for the spare capacity.
 

Alternatively, if tariffs for pipeline users cover only the cost of the capacity used to meet demand, then it is the pipeline service provider who bears the cost of any spare capacity.

2.2.2. Implications for incentives

The party who bears the cost of any spare capacity will have a strong incentive to try to increase the level of capacity utilisation, to the extent that increased utilisation will lower the costs they bear, and to ensure that future additions to capacity are optimal in terms of size and timing. The exception will be where a given party can pass the costs they bear on to their customers.  

Increased utilisation of existing capacity is desirable from an economic efficiency perspective, since the marginal costs of using additional capacity are low compared to the sunk costs of constructing such capacity. 

For the pipeline service provider, if regulated tariffs reflect only the cost of capacity which is actually being used, then it will have an incentive to expand utilisation and so reduce excess capacity as far as possible. It will also have an incentive to ensure that there is sufficient demand before investing in additional capacity, and to ensure that the timing and extent of additions to capacity are optimal, given the growth of demand.

If the cost of excess capacity is borne by pipeline users, the strength of their incentive to expand the utilisation of existing capacity or to take optimal investment decisions will depend on the extent to which they are able to pass on the transportation tariffs they pay to their final customers. 

Where pipeline users are on-selling the gas to final customers in a monopoly market, they will generally be able to pass-through the transportation charges they face. For example, a gas retailer selling to households in the franchise gas market will be able to pass-through its transportation costs as part of its (regulated) retail tariff.  As a result, such pipeline users will have little or no incentive to increase capacity utilisation in order to lower their (future) transportation charges, given that they can pass these charges through. 

Where the pipeline end user is the final customer (eg, an industrial user of gas) or where the pipeline user faces competition in its final market (eg, a competitive gas retail market), then it may have an incentive to increase utilisation in order to lower the transportation tariffs it pays.
 However, any increase in capacity utilisation will also benefit any of the pipeline user's competitors who transport gas in the same pipeline. This is may dampen the incentive on the pipeline user to expand capacity utilisation.  

As a general principle, therefore, pipeline user's will have less incentive to expand capacity utilisation as a result of bearing the costs of excess capacity, than will pipeline service providers when they bear the cost of excess capacity. Similarly, the incentive for pipeline users to ensure that investment decisions are optimal is also likely to be less.

2.2.3. Who is best placed to increase utilisation of existing capacity?

The pipeline service provider is likely to be better placed than pipeline users to undertake initiatives to increase the utilisation of existing capacity.  In particular it is the pipeline service provider who has better knowledge of the current capacity utilisation of the pipeline and the pattern of its current and potential demand, compared to any of its individual users. The pipeline service provider will therefore face lower information costs in identifying the best means of increasing capacity utilisation.  

There is likely to be more than one user of the pipeline's transportation services. Any initiatives undertaken by one user to increase utilisation of the pipeline would also benefit other users,
 ie, it would have positive externalities. As a result, no one individual user could fully capture all of the benefits of any action it undertook, although it would face all of the costs. There may therefore be a range over which the cost to an individual user of pursing an initiative to increase utilisation is greater than the benefit that user will obtain, although less than the benefit that all users will obtain. In such circumstances the initiative will not be pursued, even though it would be efficient from a global perspective.

In order to internalise the positive externality discussed above, all of a pipeline's users would have to form a coalition to undertake joint initiatives to improve utilisation. There will be transaction costs associated with users acting together in this way (which are likely to increase along with the number of users involved).  There may also be competition policy concerns with users in the competitive gas retail market acting together in this manner.

2.2.4. Who is best placed to ensure that new investment is optimal? 

Pipeline service providers will be better placed than pipeline users to decide whether to invest (or not) in new pipeline capacity, given the demand for new capacity by prospective pipeline users.  Pipeline service providers will have lower information costs with regard to such investment, as it is part of their core business activities. 

In the case of new entry by a competing pipeline, the incumbent pipeline service provider cannot influence the decision by the new pipeline to enter the market.  However, the incumbent pipeline can act to minimise excess capacity arising as a result of the entry of the new pipeline through initiatives to increase or maintain its share of the total market. As discussed above, the pipeline service provider will be better placed than its users to act in this way. 

For the new entrant pipeline, it is likely to be in the best position to act, in relation to deciding at what point and at what size to enter the market, given the demand for new capacity by prospective users. 

2.2.5. Aligning incentives with the ability to act

To the extent that the regulatory arrangements align the incentives to minimise spare capacity with those parties that are best placed to act on those incentives, overall efficiency will be improved. 

Table 1 summarises the findings of the above analysis in relation to the incentives and ability to act of pipeline service providers and pipeline users under regulatory approaches where they bear the cost of any excess capacity.

Table 1: Summary of first principles assessment

Who bears the cost?
Incentive to minimise spare capacity?
Ability to act?

Pipeline service provider
Relatively strong
Relatively strong

Pipeline users
If end market regulated:

limited, if can pass through cost

If end market competitive:

limited, if also benefits competitors
Limited:

information costs; positive externalities; transaction costs

The above analysis implies that a regulatory approach to tariff setting under which it is the pipeline service provider who bears the costs of any spare capacity will be the most effective in providing strong incentives to minimise excess capacity and in aligning the incentives for efficiency with the party who is best placed to act on those incentives.  

It also implies that the regulatory approach to determining the tariffs for new pipelines should be one under which the new pipeline service provider bears the cost of any excess capacity in the new pipeline. This will provide potential new entrants with an incentive to ensure that there is sufficient demand before deciding when and at what size to enter the market.

2.3. Gas Code Objectives in Relation to Tariffs

Under the Gas Code, Reference Tariffs for gas transportation should be designed with a view to achieving the following objectives (among others): 

i. providing the pipeline service provider with the opportunity to recover the efficient costs of delivering the reference service over the expected life of the assets used in delivering that service; 

ii. replicating the outcomes of a competitive market; 

iii. not distorting investment decisions in pipeline transportation systems or in upstream and downstream industries; and

iv. providing an incentive to the pipeline service provider to reduce costs and to develop the market for Reference and other services.

Our assessment of the incentives on pipeline service providers and pipeline users under each scenario in a situation in which there is excess capacity has direct implications for each of these Code objectives. 

The assessment criteria outlined above explicitly relate to the extent to which the regulatory option adopted for tariffs provides an incentive for pipeline service providers to develop the market (ie, objective (iii) above). 

We have also considered the implications of each scenario from the perspective of the incentives it provides for future investment in pipeline capacity (objective (iv)).

In relation to objective (i), the efficient costs over the lifetime of the pipeline are related to the efficient size of the pipeline over its lifetime. Allowing a pipeline service provider to recover the costs of a pipeline which has significant excess capacity is arguably rewarding an inefficient investment decision.  It amounts to allowing the recovery of the costs of assets over and above those which are used in delivering the service.  It is also important to distinguish between providing the pipeline service provider with the reasonable opportunity to recover the efficient costs of delivering the service, and providing the pipeline service provider with an assurance of recovering its costs if it sells its forecast volumes.  

Finally, in relation to replicating the outcomes of a competitive market (objective (ii) above)), we note that in a competitive market an asset owner which had excess capacity would not be able to recover the costs of that capacity from its remaining customers.  In such circumstances, a new entrant would offer users a lower price (which didn't reflect the costs of additional capacity which users do not want), and would succeed in attracting users away from the incumbent.
 

We note that the Code contains explicit provisions for the inclusion of an 'incentive mechanism',
 to provide the pipeline service provider with an incentive (among other things): 

· to increase the volume of sales; 

· to develop new services in response to the need for market services;

· to provide the pipeline service provider with an incentive to undertake only prudent new facilities investment; and 

· to ensure that users and prospective users gain from increased efficient, innovation and volume of sales.

To the extent that the regulatory approach adopted to setting tariffs itself provides incentives for the pipeline service provider to increase capacity utilisation and size additional investments in capacity to meet demand, the need for such additional incentives mechanisms is reduced, or even replaced.  Conversely, the adoption of a regulatory approach which does not have these incentive properties will increase the importance of such incentive mechanisms.  

3. No Regulation of Tariffs

The first scenario identified by the Commission is for tariffs for the incumbent pipeline no longer to be regulated, following the entry of a potentially competing pipeline. 

The transportation of gas is generally a natural monopoly activity. If the total cost of gas production, transportation and retailing is below the cost of any effective substitutes (eg, switching to an alternative fuel, such as electricity), then monopoly rents are potentially available, which the pipeline is in a position to capture. The tariffs charged by transmission pipeline service providers for transporting natural gas are generally regulated, in order to prevent the exploitation of monopoly power by the pipeline service provider.

In a case where a new pipeline enters the market, and offers a potentially competing transportation service, arguments may be made that the presence of the competing pipeline will act as a limiting factor on the tariffs the incumbent pipeline can charge, ie, it will limit the market power of the competing pipeline. In such a situation, there may be no need to continue to regulate the incumbent pipeline. 

In assessing the strength of this argument in a specific situation it is necessary to assess the extent to which the two pipelines do offer substitute (and therefore potentially competing) services.  Any differentiation between the services may still provide the incumbent with a degree of market power sufficient to set tariffs which are significantly above costs. For example, if the pipelines are transporting gas from different basins and the cost of gas production was significantly less in one basin than another, the pipeline transporting gas from the cheaper basin would be able to charge a transportation fee which captured this cost difference, in an unregulated environment.

In the case of the MSP and the EGP, the two pipelines are both supplying gas to Sydney, but from different basins, and along differing routes. A gas retailer wishing to switch from one pipeline to another would therefore also have to switch its source of gas supply from Moomba to Bass Strait (or vice versa). The existence of long-term contracts or other factors that inhibit switching between suppliers may therefore reduce the extent to which the services offered by the two pipelines can be viewed as close substitutes. 
Even if the two pipelines are assessed as effective substitutes, the further question remains of whether, in such a duopoly situation, the pipelines can be expected to compete or collude. The recent National Competition Council (NCC) assessment of whether the EGP should be a 'covered' pipeline under the Gas Code, concluded that: 'there is a real danger or likelihood of parallel pricing behaviour between the Eastern Gas Pipeline and Moomba to Sydney Pipelines.' 

The NCC cited a number of features of the market which it felt would assist a strategy of collusion, including the fact that the marginal cost of transporting gas is significantly below the average costs (given the significant fixed costs involved), making the consequences of price-based competition severe for either pipeline. 

A full assessment of the market conditions for gas transportation in the case of the MSP and the EGP, and an assessment of the likelihood of collusion, is outside the scope of the current report. However, from the analysis which has been undertaken in the course of the NCC assessment it is far from certain that EAPL and Duke would have an incentive to compete vigorously in the absence of regulation. 

The implication of collaboration between the MSP and EGP pipelines would be tariffs which were above the levels required to cover the pipeline's costs, and limited incentives for the pipeline service providers to expand capacity utilisation, or to undertake further investment. 

Examples of ‘competing’ pipelines in other countries show that concerns regarding market power  have in general led to both pipelines being regulated, rather than to the removal of regulation. The key example is the US, where there are a number of gas transmission pipelines which potentially compete in providing transportation services to the same area. The Federal Energy Regulatory Commission (the FERC) regulates the tariffs charged by all gas transmission pipelines in the US which cross state borders.
  Without exception, all gas pipelines in the US which cross state borders have regulated tariffs. 

The FERC issued a Policy Statement on Alternatives to Traditional Cost-of-Service Ratemaking for Natural Gas Pipelines, in January 1996.
  In the Policy Statement, the FERC stated that for it to permit unregulated tariffs
 for a natural gas pipeline, the pipeline would have to either (i) demonstrate that it lacks significant market power because users have sufficient good alternatives; or (ii) meet specific conditions to prevent the exercise of any market power it may have.  The Policy Statement outlined three steps that the FERC would take in analysing whether a pipeline has market power: (i) define the relevant markets; (ii) measure a firm’s market share and concentration; and (iii) evaluate any other relevant factors.

On June 30, 1995, Koch Gateway Pipeline Company filed a rate case proposing to charge unregulated tariffs for its firm and interruptible transportation services.
 Koch's pipeline is a grid-like system close to gas production facilities and other gas pipelines. At the time of the filing, there was a large degree of spare capacity on Koch's pipeline system.  It therefore appeared, prima facie, to be a strong candidate for meeting the FERC's criteria for being able to charge unregulated tariffs. However, the FERC disallowed Koch's proposal for unregulated tariffs, on the basis of an assessment that Koch failed to demonstrate a lack of market power. The FERC found that Koch had not demonstrated that unconnected pipelines within a 5 mile radius would serve as substitutes for its pipeline, and in particular that it had not shown that connecting to such pipelines would be economic for individual users.  

The quashing of the Koch case has in the main discouraged other pipeline service providers from seeking unregulated tariffs. The FERC has subsequently allowed two pipelines (NorAm and Northwest) restricted authority to charge negotiated rates, in a limited set of circumstances and for a limited number of their services.
  However, in both of these cases users continue also to have recourse to the regulated tariffs, and most users pay a regulated tariff rate. 

In Europe, the Netherlands provides the most relevant example of regulation of competing gas pipelines.
 Gas transmission in the Netherlands is dominated by Gasunie. A small number of rival pipelines have been constructed in the Netherlands, for example to take gas from the UK-Belgium Interconnector without using Gasunie's network. Transportation tariffs for both Gasunie and these rival pipelines are jointly regulated by the Netherlands Competition Authority (Nma) and the Office for Energy Regulation (Dte). 

4. Forecast volumes

In approving Access Arrangements under the Gas Code to date, the Commission has generally assessed regulatory tariffs on the basis of the pipeline's required revenue, divided by the volumes forecast to be transported by the pipeline over the five year access period.
 
  The required revenue is determined on the basis of the cost of service as provided for under clause 8.4 of the Gas Code. To date, the volume forecasts submitted by the pipeline service provider have in all cases been accepted by the Commission as reasonable, and used as the basis for assessing the regulatory tariffs.

Where a new pipeline has been built which will (in the first instance) attract users away from the existing pipeline, the total volumes forecast to be transported by the incumbent pipeline will decrease.  Since gas transmission pipelines are characterised by large sunk costs, any decrease in forecast volumes implies a less than proportional fall in the pipeline's costs, and therefore its required revenue.  If regulated tariffs are based on required revenue divided by forecast volumes, this implies that regulated tariffs for the incumbent will increase, as the result of the presence of the new pipeline. This is contrary to the expectation that in a competitive market the entry of a new player will result in competition that will lead to reduced tariffs.

The Access Agreement submitted by EAPL to the Commission in relation to the MSP contains forecasts that the volumes transported by the MSP will fall from their expected 2000 level of 117.2 PJ/year  to 89.9 PJ/year in 2002, and will remain around a similar level in 2003 and 2004, before rising to 97.9PJ/year in 2005 (the end of the Access Arrangement period).
 Thereafter, volumes are forecast to rise in each year (by 21% between 2005 and 2006, and then by around 15% every following two years).  The decline in forecast volumes reflects EAPL's view of the impact on its market share following the entry of the EGP.  As a result of the forecast decline in volumes, the regulated tariffs EAPL is seeking as part of its Access Agreement are higher than they would otherwise have been in the absence of the EGP.

Under the forecast volumes approach, it is users of the MSP who will bear the cost of excess capacity in the MSP which results from the entry of the EGP.
  As discussed in section 2, however, pipeline users are not those in the best position either to expand capacity utilisation or to delay investment in a new pipeline. Their incentive to do either may also be limited. 

Rather, it is the pipeline service provider who is best placed to expand capacity utilisation, ie, it has the ability to pursue business opportunities to expand utilisation.  Under the forecast volumes approach, however, it has little incentive, since it is permitted to recover all of its costs from its existing (or even its shrinking) user base. 

We noted in section 2.3 that the Gas Code contains provisions in relation to 'incentive mechanisms' on the pipeline service provider to expand volumes and ensure that investment in new capacity is prudent.  Under the forecast volumes approach, the presence and likely effectiveness of these mechanisms therefore become more important.  

The assessments made by the Commission in relation to the Access Arrangements approved to date have explicitly considered the incentives pipeline service providers have to expand the market. Where proposed tariffs are set on the basis of volumes and not revised ex post,
 the pipeline service provider will have an incentive to expand volumes, since it will retain the excess revenue from doing so. However, the extent of this incentive is limited, since the service provider only retains the additional revenue for the remainder of the access period, and at the time of the next regulatory review any expansion in volumes will result in a decrease in Reference Tariffs (all other factors being equal). It therefore remains true that pipeline service providers will have less incentive to reduce the amount of spare capacity under the forecast volumes approach than if they bore the costs of the excess capacity directly.

Under the forecast volume approach, regulated tariffs for MSP would be higher than under the approaches outlined in scenarios 3, 4 or 5.  However, regulated tariffs would decline at the time of the next Access Arrangement, to the extent that future volumes are expected to rise (all other things remaining equal). 

There would be little incentive for EAPL to engage in vigorous competition with Duke to expand capacity utilisation through offering lower tariffs, or through other initiatives, since EAPL will already be covering its costs with the revenue earned through regulated tariffs on its (lower) volumes.
 Actual tariffs charged would be likely to be at the regulated level, rather than below.

In terms of the implications for new investment, under the forecast volumes approach new capacity is likely to be added well in advance of demand, since costs for the capacity of the whole pipeline can be recovered from the pipeline users, even if they are not using all of the capacity.  Allowing a pipeline to invest ahead of demand, and requiring existing users to pay for those investments, could inhibit competitive entry by another pipeline.  It also increases the importance of the regulator's role in assessing to what extent new investment is 'prudent' and should be added to the asset base (in line with clauses 8.15 to 8.19 of the Gas Code), and the extent to which new capacity in excess of current demand should be treated as a speculative investment and remain outside of the asset base until demand conditions change (clause 8.19).  

In the US, a pipeline's ability to recover the cost of spare capacity through existing users is referred to as 'reload'. The US approach to setting regulated tariffs on the basis of defined capacity (see section 7) is to prevent such 'reload' occurring.  In some cases in the US, pipeline service providers do use volume as a basis for their regulated tariffs.
 However, these cases are limited, and reflect situations where the pipelines are generally operating at full capacity.

5. Deemed volumes

The second approach identified by the ACCC is to 'deem' volumes for the incumbent pipeline at a given level.  In the case of the MSP, the Commission has suggested that in setting regulatory tariffs, volumes could be ‘deemed’ at the volume transported by the MSP in 2000, as representing the level of volumes prior to the entry of the EGP. 

If volumes were deemed at the 2000 level for the MSP, this implies that the costs of the excess capacity in the MSP resulting from the entry of the EGP are borne by the pipeline service provider.
 From the analysis in section 2, this allocation of the costs of the excess capacity would provide the pipeline service provider with the incentive to undertake measures to increase the utilisation of that spare capacity. The pipeline service provider is also the party in the best position to undertake such measures.

If volumes were 'deemed' at a level below 2000 volumes for the MSP, the cost of excess capacity would be shared between EAPL and the pipeline's users.  As a result, the incentives on the pipeline service provider to expand utilisation of existing capacity would be weakened, although they would be stronger than under the volume based approach discussed in the previous section. 'Deeming' volumes at a level below current volumes would, however, be a largely arbitrary decision. 

If the volumes used in setting the regulated tariff for the MSP are 'deemed' at the level of 2000 volumes, then the regulated tariffs would not increase in the way that they would under the forecast volume approach described above, but would remain at their current level (all other things remaining equal).  EAPL may have some incentive to discount tariffs below the regulated level, in order to expand its capacity utilisation, so actual tariffs may fall relative to pre-entry levels. 

However, in assessing the deemed volume approach it is important to consider how it would be applied over time and what assumptions would be made at the start of the following regulatory period, ie, in 2006.  It is unclear what relevance the volumes transported by the MSP in 2000 would have in setting tariffs for the 2006-2010 period. A continuation of deeming volumes at 2000 levels therefore appears somewhat arbitrary. Any reversion to the forecast volumes approach in 2006, however, would weaken the incentives on the pipeline service provider to expand utilisation in the current period. An alternative would be to deem volumes at 2000 levels, scaled upwards by a factor representing overall market growth between 2000 and 2006.  However, this too appears somewhat arbitrary.  Considering how the deemed volumes approach may be applied in the third and fourth access periods raises further questions. 

In summary, it is difficult to see how the 'deemed volumes' approach could be translated into a robust regulatory rule that could be applied consistently across time and in differing situations (including situations in which overall market demand is constant or falling over time). 

The robustness of the deemed volume approach over time would have crucial implications for the incentives pipeline service providers face to ensure that the timing and extent of additions to capacity are optimal, given the growth in demand.  The regulator's approach to deeming volumes would be a crucial factor in a pipeline service provider's investment decisions, since it will determine who bears the cost of any excess capacity.  To have such an important variable subject to significant regulatory uncertainty would increase the riskiness surrounding investment decisions.  

Deeming volumes is not mainstream regulatory practice in the US or in Europe. As noted above, regulated tariffs are based on a volume measure in the case of a small number of grid-like pipelines in the US, but in general these are systems where volumes are close to full capacity. 

6. Backloaded Depreciation

The third regulatory approach identified by the Commission is the adoption of a non-linear, back-loaded depreciation schedule for the MSP, in conjunction with basing regulated tariffs on forecast volumes. Under this approach, lower depreciation charges would be adopted in the initial access arrangement period following entry by the EGP, with higher depreciation charges in later periods.  As outlined by the Commission, the depreciation schedule could be chosen such that regulated tariffs for the MSP remain constant in the face of declining volumes, following the entry of EGP. 

Higher depreciation charges in later access periods will increase the pipeline’s required revenue in those periods and, hence, will have an upwards impact on tariffs.  However, to the extent that volumes in the MSP are forecast to increase in the next access period (and beyond), this would counterbalance the upward pressure on tariffs resulting from the higher depreciation charges.  

Under the backloaded depreciation approach, the net present value of the revenue the pipeline service provider receives is unchanged from that they receive under the forecast volumes approach.  It therefore remains the pipeline users which bear the cost of excess capacity, rather than the pipeline service providers. As we have previously analysed, this outcome is inefficient from the perspective of providing strong incentives to minimise excess capacity and aligning incentives with the ability to act on those incentives.  

Under the backloaded depreciation approach, the cost of excess capacity is deferred into future regulatory periods, to be borne by users in these future periods. To the extent that future users differ from current users, the alignment of the incentive to increase utilisation with the ability to act on these incentives will be even less under the backloaded depreciation approach than under the forecast volumes approach.  The shifting of the cost burden of excess capacity to future periods also implies that the timing of the incentive to expand volumes is not in alignment with the potential scope for expanding volumes, given the assumption that volumes are growing over time.  

At the second access period and beyond, whether regulated tariffs increase or decrease will depend on the extent to which higher depreciation charges are offset by increasing volumes. However, it will be true that regulated tariffs in the second access period will be higher than they would otherwise have been if a standard depreciation schedule has been assumed and the forecast volume approach adopted.  

Since the backloaded depreciation approach still allows pipeline service providers to recover the costs of any excess capacity (albeit from users in future periods rather than from users in the current period), pipeline service providers will have only limited incentives to compete vigorously to expand utilisation. Further, pipeline service providers will have little incentive to avoid adding additional capacity ahead of demand.

As with the deemed volumes approach, there is uncertainty regarding the consistency of the application of the backloaded depreciation approach over time and in different scenarios. 

The volumes forecast by EAPL for the second access arrangement period currently indicate rising demand. The excess capacity arising as a result of entry by the EGP is therefore anticipated only to be a temporary feature of the market. However, to the extent that market volumes rise more slowly than currently forecast by EAPL, or that further capacity is added to the market (either by an expansion of the EGP, or through further new entry), it is possible that the volumes forecast by EAPL may still be below current levels at the start of the next access period. This in turn raises questions of whether further adjustments to the depreciation schedule would be warranted.  

In order to be sustainable and to reduce uncertainty, the objectives of the regulatory approach need to be specified in advance.  The objectives of the Commission's approach in adopting a backloaded depreciation schedule could be interpreted as allowing the cost of excess capacity to be recovered from users, whilst maintaining a stable price path.  The ability of the backloaded depreciation approach to achieve this objective in practice (and therefore the appropriateness and sustainability of the approach), is therefore dependent on the ability to forecast future volumes accurately. 

The use of backloaded depreciation to defer the cost of excess capacity to future users is not common in other jurisdictions we are aware of.  In the US, Northern Border filed a rate case in June 1999 in which it had adopted a backloaded depreciation schedule.
 In August 1999 the FERC ordered that Northern Border had the burden of proving that its depreciation rates, as part of an overall rate increase, were just and reasonable.  This in effect called such an approach into question. The case has only very recently been settled, with Northern Border agreeing to a fixed annual depreciation rate. 
 

7. Defined capacity

An alternative to the use of volumes in setting regulated tariffs is to define the capacity available in the pipeline, and to set regulated tariffs on the basis of required revenue divided by the defined capacity of the pipeline.
 

The defined capacity of the pipeline is a matter of empirical engineering analysis. There may be some controversy in defining the capacity of individual pipelines within a complicated pipeline grid system. However, in general it is possible to arrive at an estimate of capacity. For pipelines such as the MSP and the EGP, which are not part of a complex grid system, defining available capacity should not be an onerous exercise. In particular, an estimate of capacity should not be subject to any greater uncertainty than forecasting future volumes. 

Since the capacity of a pipeline is not affected by the development (or non-development) of additional pipelines by other pipeline service providers, there is no need to distinguish between the regulatory treatment of single pipelines and those for which there are potential competitors. Nor is there a need to amend the regulatory approach to setting a pipeline’s tariffs in response to a decision by another pipeline service provider to construct a competing pipeline.

Under the defined capacity approach, the pipeline service provider can only recover its costs (including an appropriate return) if: (i) volumes being transported by the pipeline reflect its total capacity, ie, there is no excess capacity; or (ii) the pipeline service provider has long-term contracts with users that share some or all of the volume risk. The pipeline service provider therefore bears the cost of any spare capacity. 

Where there is excess capacity in a pipeline as the result of the entry of a competing pipeline,
 the pipeline service provider will have an incentive to increase utilisation of the pipeline, since it cannot recover the cost of its full capacity unless that capacity is being utilised. In relation to the principles established in section 2, this is efficient, since it is the pipeline service provider who also is best placed in terms of having the ability to pursue new business opportunities to increase utilisation. 

Assuming that both forecast and deemed volumes fall short of full capacity, regulated tariffs will be lower under the defined capacity approach than if they are based on either forecast or deemed volumes. However, regulated tariffs will not fall further over time as capacity utilisation increases. In the case of the MSP, to the extent that there was a limited amount of excess capacity even before the entry of the EGP,  setting regulated tariffs on the basis of full capacity would imply a decline in regulated tariffs from current levels, but they would remain constant thereafter (other things remaining equal).   

Where there is excess capacity, actual tariffs may be below regulated tariffs, since pipeline service providers may offer discounts in order to expand capacity utilisation as far as possible. The pipeline service provider will also have an incentive to enter into long-term contracts for the use of its capacity. The previous Gas Transportation Agreement between EAPL and AGL is an example of such a long term contract, albeit one which arose under different circumstances.
 Under the defined capacity approach, the presence of these contracts, and the revenue associated with them, are not taken into account in establishing regulated tariffs, which are based purely on an assessment of required revenue divided by defined capacity. 

In relation to future new investment, under the defined capacity approach new pipelines are unlikely to be constructed unless the pipeline service provider has reasonable expectation that the pipeline will operate at or near full capacity.  This in turn will provide an incentive for pipeline service providers to enter into long-term contracts with users (known as ‘foundation customers'), in order to reduce the demand-side risk which is inherent in the decision to build a pipeline. This improves the prospect of investment decisions being optimal with respect to the size and timing of additions to capacity, given future demand expectations. The capacity of existing pipelines can be readily and cost-effectively extended through the use of additional compression facilities. The incentive for pipelines to contract for the bulk of their demand prior to construction does not therefore preclude future capacity augmentation to meet growing market demand.

The ‘defined capacity’ approach is adopted by the FERC in regulating the majority of gas transmission pipelines in the US.
 The FERC does not distinguish between its regulatory treatment of incumbent or new entrant pipelines. 

The alignment of the incentive to increase capacity utilisation and the ability to act on those incentives under the defined capacity approach is illustrated by the case of the El Paso Pipeline in the US, which runs between Texas, New México, and Arizona to the California border.  Following construction of the El Paso pipeline, a competing pipeline was constructed bringing gas from British Columbia (Canada) into California. As a consequence, many of El Paso's users, who had only signed 5 year transportation contracts with El Paso, left to take service from the competing pipeline.  Faced with the prospect of significant excess capacity, El Paso proposed to move to a basis other than defined capacity in determining its regulated tariffs.
 In particular, El Paso proposed an exit fee for users that did not renew their capacity contracts, as well as requiring that remaining users pay the balance of any stranded costs. 

In its assessment of the case, the FERC concluded that having captive users pay for the capacity which had in effect been stranded in the El Paso pipeline would result in ‘substantial harm’ to those users. Further, FERC was persuaded that shareholders and users should jointly bear the financial risks associated with the stranded capacity, to ensure that El Paso would be under pressure to mitigate its stranded costs.
  As a result, the FERC rejected El Paso’s proposals.  Finding itself unable to sell sufficient firm transportation service at its regulated tariff rate, El Paso did seek innovative ways of increasing its capacity utilisation.  Specifically, it let the entire block of its unrenewed capacity to a single party for a year, at a discount to the regulated tariff rate. El Paso did apply restrictive provisions on resale and interruptible service as a condition of letting its capacity. However, the FERC accepted these restrictions. 

The FERC has subsequently recognised that that ‘in certain circumstances, such as when pipelines have excess capacity, additional flexibility in rate design may be necessary.  If rate design flexibility can result in increased overall throughput, the industry is well served by that additional flexibility.’
 
US experience indicates that the defined capacity approach does not remove incentives for pipeline service providers to invest; investment in new pipelines and new capacity in the US continues to be robust. However, new pipelines are rarely built without underpinning long-term contracts for the use of the capacity. Moreover, the capacity of newly constructed pipelines is usually all utilised straight away (unless the pipeline developer has made a speculative decision to overbuild, or a user reserves excess capacity for its future anticipated needs). This is consistent with the incentive discussed above for pipeline service providers to minimise the extent to which they are exposed to excess capacity.  

Long term contracts in the US fall into two categories: (i) (most commonly) those which define volumes, and define price as the price determined by the FERC;
 and (ii) those which define both price and volumes.  Under the latter, the price agreed for new capacity will be one which reflects the costs of providing the additional capacity for the user.  Where the long term contract is in relation to existing (rather than new) capacity, the price may be at a discount to the regulated rate.  The FERC permits term-differentiation in long-term contracts, as a ten-year contract is worth more to the pipeline and less to the pipeline user than a five-year contract, as a result of risk placement.
 As a result, longer-term contracts may contain more flexible conditions.
8. Conclusions

The above assessment of alternative regulatory approaches to setting tariffs has focused on the extent to which each approach provides incentives to increase capacity utilisation and restrict future investment to meeting future demand and aligns these incentives with the ability of pipeline service providers and pipeline users to act on those incentives. Regulatory approaches under which the pipeline service provider bears the cost of any spare capacity are shown to be preferable in terms of providing incentives for efficient behaviour and aligning incentives and the ability to act. 

We have considered a situation in which excess capacity arises in an incumbent pipeline as a result of entry by a competing pipeline. However, as noted in the introduction, the analysis has potential implications which go beyond the case of competing pipelines and are applicable to setting regulated tariffs for pipelines in which there is excess capacity, however that excess capacity arises.

Our analysis implies that the forecast volumes approach which has been adopted by the Commission to date in approving Reference Tariffs under the Gas Code does not provide strong incentives for efficient behaviour in a situation where there is excess capacity.  In particular, it removes much of the incentives on pipeline service providers to expand capacity utilisation or to refrain from investing in additional capacity in the absence of a market for the transportation services provided by that capacity. Rather, it is pipeline users who bear the costs of excess capacity. However, the incentives for users to expand capacity utilisation are likely to be weaker, and they are also less well placed to act on any incentive they do have. 

The backloaded depreciation approach transfers the burden of paying for excess capacity from users in the current period to users in future periods.  Again, such an approach provides little incentive for pipeline service providers to improve utilisation.  Pipeline users in future periods are not well placed to undertake initiatives to improve utilisation and the scope for such improvements may be reduced in future periods.  The adoption of a backloaded depreciation profile also raises questions about the consistency of treatment over time.

The deemed volume approach does provide pipeline service providers with an incentive to minimise the extent of excess capacity. The closer the level of assumed volumes to full capacity, the stronger the incentive implied for the pipeline service provider.  However, there is some ambiguity in how the deemed volume approach would be applied consistently through time, which would be likely adversely to affect incentives for new investment.  

Basing tariffs on defined capacity provides pipeline service providers with an incentive to minimise the extent of excess capacity. 

The defined capacity approach therefore appears to offer the best alignment of incentives and ability to act. However, such an approach represents a significant departure from regulatory practice to date.  It therefore raises issues in relation to how to achieve an  appropriate transition. Whilst such transition issues are beyond the scope of this paper, below we offer some preliminary observations.         

8.1. Implications of the Gas Code

The objectives of the Gas Code in relation to tariff setting were discussed in section 2.3.  The defined capacity approach is consistent with those objectives.

Determining whether the defined capacity approach is permitted under the Code would require a legal review.  Our initial assessment is that the Code permits tariffs to be based on forecasts, and may even presuppose that they are in some areas, but does not preclude alternative approaches.
 

There are also important interactions between the basis on which Reference Tariffs are assessed and other aspects of the regulatory regime as set out under the Code. In particular, the Code contains a number of provisions relating to both the provision of explicit incentive mechanisms for the pipeline service provider, and the regulatory asset base (ie, the establishment of the initial asset base; mechanisms in relation to redundant capital; establishing the 'prudency' of new investment; and providing for new investment to be incorporated into a Speculative Investment Fund).  

Any shortfall in the incentives on pipeline service providers to limit the extent of excess capacity could potentially also be addressed through these provisions. However, there is a need to ensure consistency in the application of both these provisions and the regulatory tariff regime, in providing incentives for efficient capacity utilisation and investment.  

8.2. Transitional considerations

Adopting an approach other than the forecast approach implies a change from current regulatory practice. The implications of such a change, and, in particular, whether some form of transitional adjustment would be appropriate, need to be considered by the Commission.  

Any change in the approach taken by the Commission in the case of the MSP would send strong signals regarding the future treatment of excess capacity. In relation to future investment, signalling a change in the Commission’s approach now would improve efficiency.

In addition, our understanding is that applying a change in approach to the MSP would not have an immediate impact on EAPL, given the long term contract between EAPL and AGL (the Gas Transportation Deed). Although this long term contract was negotiated as a result of the AGL's decision to cancel the previous Gas Transportation Agreement, this renegotiation would have occurred at a time when both AGL and EAPL were aware of the planned entry of the EGP pipeline. 

Applying a similar approach to the EGP, however, would represent a change in the regulatory regime which Duke would not have anticipated when deciding to enter the market. 

In addition, the implications of our analysis are equally applicable to other cases of excess pipeline capacity, regardless of how that excess capacity has arisen. To date, the Commission has made Final Decisions on the Access Arrangements for two pipelines
 (both of which have excess capacity) and a Draft Decision in a third case (where there is no excess capacity).
  In the case of AGL's Central West Pipeline, the Commission explicitly commented that: 

'[..] any conservatism by AGLP when developing its demand projections might lead to windfall gains to AGLP. The Commission has decided to accept [AGLP's] forecasts for the initial access arrangement period as part of its overall approach of balancing risks and rewards.'

The Commission has also taken into account low levels of contracted capacity in assessing Access Arrangements to date.
 Under the defined capacity approach, the presence or absence of contracts for capacity would not be included in the regulatory assessment of tariffs. 

A significant number of access arrangements are still to be approved.
 Of these pipelines, many also exhibit excess capacity.
 Any change in the regulatory approach to tariff setting may give rise to some inconsistency between those Access Arrangements which have already been approved, and those which remain outstanding.

Appendix A. Relevant US Experience 

This appendix provides further information on relevant regulatory practice in the US.

Under the Natural Gas Act, all natural gas transportation companies subject to the FERC jurisdiction must charge rates that are “just and reasonable.”
 There is no distinction between the treatment of incumbent pipelines and new market entrants.  In regulating transportation tariffs, the FERC bases its assessment of tariffs on the capacity of the pipeline, rather than on the volumes the pipeline expects to transport.

The FERC engages in five steps in forming/approving a pipeline’s just and reasonable rate for its jurisdictional users. These five steps are as follows:

i. to determine the pipeline’s overall cost of service; 

ii. to functionalize the pipeline’s costs by determining to which of the pipeline’s various operations or facilities the costs belong; 

iii. to categorize the costs assigned to each function as fixed costs or variable costs, and to classify those costs to the reservation or usage compenents of the pipeline’s rates; 

iv. to apportion the costs classified to the reservation and usage charges among the pipeline’s various rate schedules and among the pipeline’s various classes of jurisdictional services; and 

v. to design each service’s rates for billing purposes by computing unit rates for each service.
  

The FERC is under a legal obligation to set a rate of return on the pipeline’s rate base that will allow it to continue to attract capital and to maintain its financial integrity.
  Generally, the FERC will examine a company’s books to determine its proportions of debt and equity and will use the company’s existing proportions of debt and equity if they are within a range which is considered reasonable. No additional allowance is made in setting the allowed rate of return for the 'risk' the pipeline service provider faces in needing to fill capacity or sign long-term contracts. However, the observed market beta values used to set the rate of return will reflect the risk inherent in the US regulatory regime.  

A.1. Approval of New Pipelines and the Expansion of Capacity

According to PL99-3, a pipeline company must demonstrate sufficient demand for the construction of a new pipeline or facility in order to obtain a certificate of approval from the FERC.  The expansion of existing capacity is also subject to the same approval process.

The FERC’s requirements regarding proof of sufficient demand for a pipeline construction project are set out in PL99-3-000. The applicant's demonstration of substantial demand can take several forms, including the projected result of increased reliability
 and/or a price reduction for existing users, or the existence of contracts for some percentage of the proposed capacity. 

Subsidization of the costs of new construction by the applicant's existing users is not permitted, ie, all costs of construction must be recovered through the users of the new capacity.  While the applicant may raise existing users' rates if construction improves service for the users, this rate increase must be approved through an application for a rate increase. However, in PL99-3-001 the FERC noted that if the additional capacity is the result of a relatively cheap expansion of existing pipeline capacity (eg, the addition of compressors), then 'rolled-in' pricing may be the correct method of recovering the costs of construction. Under 'rolled-in' pricing the new user bears part of the cost of the existing pipeline as well as the expansion costs and prices for all users fall as a result.  

If the FERC is convinced of sufficient demand to warrant building the facility in question, a set of possible adverse effects of the construction must be weighed.  These issues include the project's impact on landowners, the project's effect on existing users, the results of the environmental assessment or environmental impact study, and the consequences to existing pipelines and their captive users.
 

With respect to the final provision, the FERC states that this provision should not shelter existing pipelines from competition.  While adverse effects on existing pipelines must be considered, the positive effect of fostering competition will also be noted.
 

PL99-3 was only passed on 9 February, 2000, and is therefore still quite new.  At of yet, this Statement of Policy has not been tested in practice.  There is therefore uncertainty as to how exactly PL99-3 will translate into policy.  There will be a better sense of the strength of the conclusions drawn in PL99-3 after it comes under scrutiny with respect to a specific case.

� 	The Commission can also accept access undertakings under Part IIIA of the Trade Practices Act, for gas pipelines which are not declared to be 'covered' under the Code.


� 	The Commission can also accept access undertakings under Part IIIA of the Trade Practices Act, for gas pipelines which are not declared to be 'covered' under the Code.


� 	To the extent that a backloaded depreciation profile is adopted in determining tariffs, this implies that future pipeline users rather then existing users will pay for the excess capacity. This case is considered further in section 6. In all cases we are assuming that the pipeline has a degree of market power in that pipeline users have limited alternatives when faced with higher prices. 


� 	In the case of a competitive gas retail market, this incentive will only occur where there is a competing pipeline. If all parties competing in a downstream market have to use the same pipeline, then transportation costs will be similar for all of them, and there will be no incentive to reduce these costs further.


� 	In the sense of also resulting in a reduction in the costs of excess capacity borne by other users. In a situation where there is a competitive end-use market for gas, actions to increase capacity utilisation by one user may also benefit its competitors, as noted above.


� 	Clause 8.1. The other objectives are ensuring the safe and reliable operation of the pipeline; and efficiency in the level and structure of tariffs.


� 	A relevant current example is that of competing airlines. Empty planes lead to bankrupt airlines, in a situation where users have other alternatives and are not completely price inelastic. 


� 	Clauses 8.44 to 8.46.


� 	It is important to note that the pipeline service provider may not be the only party involved in the gas production and delivery chain. who is able to extract monopoly rents. Parties involved upstream (ie, gas producers) or downstream (ie, gas retailers) of the transportation service may also have market power. Regulation of transportation charges may therefore simply shift monopoly rents, rather than eliminate them altogether. 


� 	National Competition Council, Application for Coverage of Eastern Gas Pipeline (Longford to Sydney), Final Recommendation, June 2000.


� 	As noted earlier, the pipeline service provider may not be the only party involved in the gas production and delivery chain which is able to extract monopoly rents. Parties involved upstream (ie, gas producers) or downstream (ie, gas retailers) of the transportation service may also have market power.. The impact of alternative regulatory approaches on upstream and downstream markets will therefore depend on the extent of market power up- and down-stream. In the specific case of the MSP and Duke pipelines, the number of gas producers is limited. Regulation of the transportation service providers may therefore shift any ability to earn monopoly rents from the pipeline service providers to the gas producers. Similarly, any limitation in the extent of competition in the gas retail market in Sydney  would mean that reductions in gas transportation tariffs need not necessarily flow through in full to the end-use market.  Whilst recognising that the alternative approaches will have implications for upstream and downstream markets, in this report we focus on the impact of the alternative regulatory approaches on transportation tariffs. 


� 	These pipelines transport the bulk of the total gas volumes transported in the US. Gas transmission pipelines within a single state are regulated on a state by state basis, by the relevant state regulator.  The regulatory approach adopted varies between states, and is often a unique product of the particular history and politics of a given pipeline. 


�	Alternatives to Traditional Cost-of-Service Ratemaking for Natural Gas Pipelines  (Docket No. RM95-6-000) and Regulation of Negotiated Transportation Services of Natural Gas Pipelines  (Docket No. RM96-7-000); Statement of Policy and Request for Comments, 74 FERC ¶ 61,076, January 31, 1996; Order Denying Requests for Rehearing and Clarification, 75 FERC ¶ 61,024, April 9, 1996.


� 	In the US, unregulated tariffs are termed 'market-based rates'.


� 	Koch Gateway Pipeline Company, RP95-362-000; 85 FERC 61,013; 89 FERC 61,046. The Koch pipeline covers parts of Texas, Louisiana, Mississippi, Alabama and Florida.


� 	NorAm Gas Transmission Company, Docket No. RP96-200 (1996); Northwest Pipeline Corporation, Docket No. RP97-374 (1997).


� 	Germany is the most important example of pipeline on pipeline competition in Europe, with Wingas (a joint venture between BASF and Russia's Gazprom) having constructed a rival pipeline network throughout Germany. However pipelines in Germany (whether competing or not) are not regulated as regards tariffs, and so are of limited relevance to the Australian situation.


� 	The exception is the Commission's Draft Decision (16 August 2000) for Epic Energy's Moomba to Adelaide pipeline, where the Commission based tariffs on the capacity of the pipeline, but noted that all pipeline capacity was under contract.


� 	In practice, transportation tariffs will in general contain both a capacity and a volume-based usage charge. The distinction being made here in relation to the 'volume based' approach to determining regulatory tariffs is that, under the volume based approach, the revenue expected to be raised from the pipeline's tariffs on the basis of forecasts of user numbers and volumes transported will be equal to the required revenue. 


� 	Under the forecast volumes approach, the conclusion that a reduction in volumes will lead to an increase in regulated tariffs will be true, whatever the reason for the decline in volumes, not solely where volumes decline as a result of new entry.


� 	EAPL, Access Arrangement Information, 5 May 1999, p.13. Table 2.1; 1999 and 2000 volume figures taken from ACCC Briefing Paper to NERA. 


� 	More specifically, it is pipeline users who bear the cost of excess capacity however this spare capacity arises. 


� 	See, for example, the ACCC's Final Decision for AGL's Central West Pipeline.


� 	We note further that the payments under the Gas Transportation Deed from AGL to EAPL, reflecting compensation for AGL's renegotiation of the earlier Gas Transportation Arrangement, mean that EAPL will in effect receive a fixed revenue amount from AGL regardless of the reference tariff it charges, up to 1 January 2007.  This fixed amount of revenue will be reduced by 50% of any revenue EAPL receives from selling transportation service to third parties, reducing EAPL's incentive to increase utilisation further.  They would still have some incentive, since they gain 50% of the revenue associated with any new sales 


� 	An example is the Williams pipeline, in the mid-West US (Kansas, Missouri))


� 	To the extent that there is excess capacity in the MSP even at 2000 volumes, then the cost of this excess capacity will also be borne by the pipeline users, rather than the pipeline service provider.  The discussion in this section focuses on the additional excess capacity in the incumbent pipeline brought about by the new entrant pipeline 


� 	The backloaded depreciation would have had the affect of shifting the burden of capacity charges from current to future users.  However, under the defined capacity approach these charges relate to actual capacity used, rather than covering the costs of excess capacity. 


� 	September 26th  2000, PRNewswire. 


� 	As noted earlier in the discussion of the forecast volumes approach, in reality gas transportation tariffs will contain both capacity and volume elements.  However, the essence of the ‘defined capacity’ approach is that the pipeline will recover its required revenue under its regulated tariffs only if the pipeline is operating to full capacity.   


� 	The incentive for pipeline service providers to expand utilisation under the defined capacity approach will apply however excess capacity arises, ie, not only in the case of entry by a competing pipeline. 


� 	We understand that the current Gas Transportation Deed between AGL and EAPL, which replaced the Gas Transportation Arrangement, provides a framework (including tariffs) under which AGL and EAPL will negotiate supply contracts, rather than being a contract for transportation services itself.


� 	As noted earlier, the FERC regulates all gas transmission pipelines which cross state boundaries in the US. The FERC has issued a Policy Statement setting out the circumstances in which it will allow pipeline's to charge unregulated tariffs. However examples of such unregulated tariffs are very limited (see discussion in section 3).


� 	El Paso Natural Gas Co. 72 FERC ¶ 61,083 at page 61,441, 1995


� 	The FERC rejected El Paso’s unilateral proposal for an exit fee for customers who elect either to terminate their firm service on expiry of the service agreement, or to reduce their firm service by more than 10 percent.  However, FERC commented that: ‘In the light of the fact that a settlement judge will be appointed to facilitate a settlement of the case, the Commission encourages El Paso and its customers to discuss a cost sharing proposal in the settlement posture.  Order No 636-A and the AERCo order [Arkla Energy Resources Co 64 FERC 61,166] both provide that customers may, for other considerations, agree to pay such exit fees. In the context of the parties’ settlement discussions there are some considerations that should be taken into account. The Commission recognises that some cost sharing may be appropriate when a large, historic customer leaves a system that was originally designed to meet its needs. When historic customers terminate service at the end of their contracts it is not appropriate to expect the remaining customers [..] to pay for all the remaining costs of the pipeline. The pipeline has some obligation to attempt to develop new business opportunities to make use of its unused capacity. Therefore, a cost sharing mechanism should not diminish the pipeline’s incentives to market its unused capacity. On the other hand, PG&E [an historic customer which was ending its contract] should carefully evaluate the extent to which it may need to use the El Paso system for transportation in the future. If PG&E expects to use the El Paso system in the future, it may be appropriate for it to share in some of the system costs after its current firm contract expires.’ (72 FERC 61,083,p.61,441). The more lenient approach to exit fees adopted by the FERC in the case of El Paso than in other cases is likely to have been influenced by the substantial costs El Paso was facing as a result of large customers leaving its system. 


� 	Northern Natural Gas Co., 76 FERC ¶61,026; Order on Reh’g, 77 FERC ¶61,035


� 	Where price under a long term contract is set as the cost-based price approved by the regulator, this is known as a 'Memphis clause'.


� 	FERC Order 637, p106-110.


� 	See clauses 8.2(a)(c); Clause 8.45(b), Clause 8.46(e).


� 	GPU GasNet, Victoria, 16th December 1998; Central West Pipeline (AGL), 30th June 2000.


� 	Epic Energy, Moomba to Adelaide, 16th August 2000. 


� 	ACCC, Final Decision, Access Arrangement by AGL Pipelines (NSW) Pty Ltd for the Central West Pipeline, 30 June 2000, p viii.


� 	Central West Pipeline, op cit, p. viii.


� 	From information available from the ACCC’s website, 11 further Access Arrangements have been lodged and await Commission approval. 


� 	Where a pipeline has excess capacity which is expected to be permanent, this may raise questions as to whether the initial asset valuation should exclude this excess capacity. 


� 	15 U.S.C. § 717c(a).


� 	Order 636, FERC Stats. and Regs., Regulations Preambles 1991-1996 ¶30,939 (1992)


�  This obligation comes from two landmark Supreme Court decisions. In Bluefield Water Works and Improvement Co. v. Public Service Comm’n of West Virginia, 262 U.S. 679, 693 (1923), the Court said: 


The return should be reasonably sufficient to assure confidence in the financial soundness of the utility, and should be adequate, under efficient and economical management, to maintain and support its credit and enable it to raise the money necessary for the proper discharge of its public duties. 


Later, in Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944), the Supreme Court added:


[T]he return to the equity owner should be commensurate with returns on investments in other enterprises having corresponding risks. That return, moreover, should be sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and attract capital.


� 	This is unlikely to matter in practice.


� 	PL99-3-000, pp19-20


� 	PL99-3-001, pp17-18





