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Dear Dr Vertigan 

 

The Australian Pipelines and Gas Association (APGA) welcomes the opportunity to 
respond to the Gas Market Reform Group’s (GMRG) Implementation Options Paper 
(the Options Paper) for Gas Pipeline Information Disclosure and Arbitration 
Framework reforms. 
 
APGA has been an active participant throughout the gas market reform process and 
Examination of the Current Test for Regulation of Gas Pipelines that made the 
recommendations on information disclosure and arbitration that are the subject of 
the Options Paper. 
 
APGA supports the intent of the framework to: 
 
facilitate timely and effective commercial negotiations between shippers and the operators 
of non-scheme pipelines by:   

 reducing the imbalance in bargaining power that shippers can face; and  

 posing a constraint on the exercise of market power by pipeline operators.  

 
APGA believes the high-level recommendations made in the Examination on 
information disclosure and binding commercial arbitration are an appropriate 
mechanism to achieve this intent. 
 
The preferred options set out in the Options Paper are unlikely to achieve the 
overarching objective of facilitating timely and effective commercial negotiation. 
They draw from a number of regulatory regimes in imposing a requirement for an 
arbitrator to use a ‘cost-of-service’ pricing principle that has more in common with 
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the existing regulatory regime for gas pipelines set out under the National Gas Law 
tthan it has with commercial arbitration. 
 
In the attached submission, APGA sets out its concerns with the GRMG preferred 
options and presents an alternative approach that will more effectively achieve the 
overarching objective of the framework of facilitating timely and effective 
commercial negotiation and would better sit within the existing framework of the 
NGL, which already provides for a ‘cost-of-service’ methodology to be applied to 
covered pipelines. 
 
APGA’s submission is supported by the attached report from Ernst and Young which 
analyses the likely outcomes of implementing the GMRG’s preferred option. 
 
APGA understands the short timeframes the CoAG Energy Council has set for the 
implementation of this framework and is available to assist the GMRG in finalising 
the detail of this important reform. 
 
To discuss matters raised in this submission further, please contact me on 02 6273 
0577 or sdavies@apga.org.au. 
 
 
Yours sincerely 
 

 
 

Steve Davies 

National Policy Manager 
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Key points 
APGA supports the intent of the framework to facilitate timely and effective commercial negotiation 

between pipeline service providers and shippers. 

The preferred options put forward in the Options Paper are unlikely to achieve this as: 

 A pricing principle concerned with identifying the cost of service is likely to lead to outcomes 

very similar to that sought through a regulatory determination by the Australian Energy 

Regulator (AER) for covered pipelines. It does this without any recognition of the potential 

downsides of regulation, which the existing regulatory framework does through the 

coverage test and the right to review of regulatory decisions. 

 In delivering such outcomes, it significantly reduces the incentive for a shipper to engage in 

commercial negotiation. If a shipper is confident the arbitrator will be guided by determining 

a price based on cost of service principles, it can be confident the arbitrator is seeking to 

establish a price that reflects the minimum acceptable price to the service provider and not 

the market price. The potential attraction to arbitration  by the shipper is significantly 

increased because shipper is not bound by the decision of the arbitrator and may choose not 

to continue to pursue access if it is dissatisfied with the arbitrator’s decision. 

The Options Paper delivers a high level of detail for each option put forward but has not considered 

the likely changes in pipeline service provider or shipper behaviour, including investment decisions, 

arising from each option. APGA considers that the simple implementation of binding commercial 

arbitration is sufficient to drive desired changes in pipeline service provider behaviour during 

negotiation. If arbitration is triggered, it is in both parties interests to provide appropriate and 

compelling information to assist the arbitrator in making a decision. A highly prescriptive process is 

unnecessary. 

Whilst the Options Paper envisages a ‘higher-level application of cost of service approach than that 

undertaken by the regulator’, in reality given the requirement to make a decision within 50 days, 

APGA considers there is a high likelihood that an arbitrator will follow examples available to it 

through AER access determinations, following similar processes of logic and drawing on relevant 

parameters where possible. This is particularly likely where AER has an advisory role in the 

arbitration. 

Any new mechanism should seek to complement, not replace, the existing coverage framework. A 

decision has been made not to change the coverage test for pipelines at this time. If shippers wish to 

have a cost of service methodology imposed, the existing regulatory framework can and should be 

used. As the National Competition Council (NCC) has advised, the existing framework is capable of 

addressing instances of market power in vertically separated infrastructure.  

APGA recommends an alternate proposal that can better achieve the intent of facilitating 

commercial negotiation. It recognises that successful commercial arbitration requires an arbitrator 

to exercise expertise and judgement, rather than a prescribed approach, in considering the value of 

a service as well as the costs of providing it in reaching a decision. This, in turn, incentivises parties 

to reach an agreement through negotiation. 

APGA’s alternate proposal covers: 
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INFORMATION ARBITRATION MECHANISM ARBITRATION PRINCIPLES 

APGA supports the information 
proposed under Option 1. 
 
In addition, pipeline service 
providers should publish 
information related to the 
prevailing tariffs paid by 
existing users of a pipeline 
through some form of weighted 
average benchmark. 
 
This would assist shippers in 
determining the 
reasonableness of an offer 
based on negotiated outcomes 
achieved by other users of a 
pipeline. The largest users of a 
pipeline do have sufficient 
countervailing market power to 
achieve balanced outcomes 
during negotiation. 
 
During negotiation, other 
information would be put 
forward by both parties to 
assist in the reaching of an 
agreement. Given an arbitrator 
would review this additional 
information as part of its 
process of determining a 
suitable price, this provides an 
incentive to provide useful and 
accurate information. 
 

If the arbitration was binding 
on both parties, APGA 
considers final offer arbitration 
would be appropriate. 
 
Given the supporting legislation 
does not make arbitration 
binding on shippers, 
APGA supports Option 2.  
 
Confining the arbitrator’s 
decision to matters of price 
alone seems the most 
appropriate and achievable aim 
of a 50 day process. 
 
The AER should not provide 
administrative or technical 
support to the arbitrator, this 
increases the potential for 
unnecessary regulatory 
processes and parameters to 
enter the decision making 
process. 

The arbitrator should have 
broad discretion in applying a 
set of pricing principles to make 
a decision. 
 
This incentivises both parties to 
put a compelling and 
comprehensive case to the 
arbitrator. 
 
In the first instance, the 
arbitrator should take account 
of available price points for 
other services of a similar 
nature 
 
In considering these price 
points and weighing the 
emphasis to place on each, 
broader principles may be 
considered. These principles 
are: 

 the legitimate business 
interests of the pipeline 
operator, and the 
pipeline operator’s 
investment in the 
pipeline;  

 the interests of all 
persons who have 
rights to use the 
service;  

 the value of the service 
to the shipper; and 

 the level of competition 
for the provision of the 
service and the price 
and other terms and 
conditions of any 
competing services. 

 

 

The alternate approach also recognises that the introduction of binding arbitration provides new 

incentives for a pipeline service provider to engage with shippers during negotiation (and the 

arbitrator during arbitration). These incentives limit the need for prescription on information 

provision and transparency.  



 

 

4 

 

1. Introduction 
The Australian Pipelines and Gas Association (APGA) welcomes the opportunity to respond to the 

Gas Market Reform Group’s (GMRG) Implementation Options Paper (the Options Paper) for Gas 

Pipeline Information Disclosure and Arbitration Framework reforms. 

APGA has been an active participant throughout the gas market reform process and Dr Vertigan’s 

Examination of the Current Test for Regulation of Gas Pipelines (the Examination) that made the 

recommendations on information disclosure and arbitration that are the subject of the Options 

Paper. 

APGA supports the intent of the framework to: 

facilitate timely and effective commercial negotiations between shippers and the operators of non-
scheme pipelines by:   

 reducing the imbalance in bargaining power that shippers can face; and  

 posing a constraint on the exercise of market power by pipeline operators.  
 

APGA believes the high-level recommendations made in the Examination on information disclosure 

and binding commercial arbitration are an appropriate mechanism to achieve this intent. 

The preferred options set out in the Options Paper are unlikely to achieve the overarching objective 

of facilitating timely and effective commercial negotiation. They draw from a number of regulatory 

regimes in imposing a requirement for an arbitrator to use a ‘cost-of-service’ pricing principle that 

has more in common with the existing regulatory regime for gas pipelines set out under the National 

Gas Law tthan it has with commercial arbitration. 

In this submission, APGA sets out its concerns with the GRMG preferred options and present an 

alternative approach that will more effectively achieve the overarching objective of the framework 

of facilitating timely and effective commercial negotiation and would better sit within the existing 

framework of the NGL, which already provides for a ‘cost-of-service’ methodology to be applied to 

covered pipelines. 

APGA’s submission is supported by the attached report from Ernst and Young which analyses the 

likely outcomes of implementing the GMRG’s preferred option. It note, on page 15: 

The Options Paper indicates that the intent is not to create “quasi economic regulation”, but that 

may well be the effect in practice; indeed, the GRMG’s preferred framework would appear to go 

further than full regulation. 

2. The purpose and process of commercial negotiation and arbitration 
Before addressing APGA’s concerns with the preferred option, it is important to consider the process 

of commercial negotiation and what parties are seeking to achieve when negotiating for access to a 

gas pipeline. 
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Parties to a commercial negotiation each enter with a reservation point (also known as a bottom 

line). It is a point beyond which a party will not go and instead breaks off negotiations. For a pipeline 

service provider, the point will generally be one that reflects the costs of providing the service and 

will be the point that establishes the lower end of an acceptable range of prices for the service. For a 

shipper, the point will generally be one that reflects the full value of the service to the shipper and 

will be the point that establishes the shippers’ higher end of an acceptable range of prices for the 

service. 

Any price within the range of prices established by the parties’ reservation points represents an 

economically efficient outcome.  

Information is exchanged during the negotiation process to assist both parties in reaching 

agreement on a single point in the range. 

The role of commercial arbitration is to introduce an independent third party to assist parties in 

establishing, or deciding for them, a single point within the range of acceptable outcomes. The 

arbitrator makes this decision based upon the objective information both parties put forward to 

establish their respective positions.  Its role is not to establish a single ‘efficient’ price for the service 

based upon the cost of service– an outcome that a regulatory process typically attempts to achieve. 

3. A new right to binding commercial arbitration 
To the extent that the pipelines in question have market power (by no means a given for every 

pipeline, as the Examination recognises but the Options Paper does not), the introduction of a right 

of binding commercial arbitration for shippers immediately decreases the potential that pipeline 

service providers will be able to consistently secure prices at the higher end of the acceptable range 

of prices.  

As the decision on the final price can be referred to an independent third party, who will take an 

independent view of the demand and supply information revealed during the negotiation process 

and has an ability to set a price anywhere within the range from the cost of service of the pipeline to 

the willingness to pay of the consumer party to the negotiation (a key point), this alone changes the 

bargaining position fundamentally between shipper and pipeline.  Now, a pipeline service provider 

faces the prospect of convincing a third party that its position is more reasonable that a shippers.  

This introduces risk, which a rational pipeline service provider will seek to avoid in the majority of 

cases, by coming to a suitable commercial arrangement where it has at least some role in setting 

terms, rather than this role being taken over by an arbitrator.   

In introducing this mechanism, the GMRG should be mindful of the incentives it creates for each 

party, both during negotiation and arbitration. An ideal mechanism would: 

 Incentivise each party to negotiate in good faith in the knowledge of the risk presented to 

both parties by arbitration. 

 Where arbitration is triggered, ensure that each party to the arbitration has strong 

incentives to put forward a compelling and comprehensive case to the arbitrator. The 

parties will be well aware of the relatively short-time frame for decision making and should 

structure their cases accordingly.  
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The practical upshot is that the provision of an arbitration mechanism in and of itself makes a 

fundamental change to the “balance of power” between shippers and pipelines, and it is 

questionable how much marginal benefit is gained by going further than the creation of such a 

mechanism by, for example, stipulating precisely how it must determine prices, or stipulating that it 

must always find to the dis-favour of pipelines.  The Options Paper does not appear to recognise this 

point and in so doing, creates a number of unforeseen consequences which would not be in the 

long-term interests of the energy sector or its consumers.  

4. The likely impact of the preferred option on commercial negotiation 
The GRMG preferred option requires the arbitrator to make a decision that primarily reflects the 

pipeline service provider’s actual costs in providing the service– consistently placing it firmly at the 

lower end of the range of acceptable prices.  

APGA has two observations to make on a pricing principle that requires the arbitrator to assess the 

reasonableness of an offer by reference to the cost of service provision: 

 it reduces the incentive for a shipper to engage in good faith commercial negotiation. If a 

shipper is confident the arbitrator will not only establish the lower end of the range of 

acceptable prices but must also deliver a decision at that end, it will always see benefit in 

entering into arbitration. The potential benefits arising from arbitration are made more 

attractive because the shipper is not bound by the arbitrator’s decision, hence has nothing 

to lose. 

 It is very similar to that sought through a regulatory determination by the Australian Energy 

Regulator (AER) for covered pipelines. If that is the outcome sought (and APGA accepts that 

may be the case for many stakeholders), then the existing coverage regime is still applicable 

and can be exercised.   

These issues are fully explored in the attached Report by Ernst and Young, which 

The Report also identifies that a likely response from pipeline operators would be to limit exposure 

to the risks of arbitration by avoiding the use of most favoured nation clauses in foundation 

contracts, which would in turn limit the ability of shippers to commit to greenfields investment. 

5. The existing coverage framework 
APGA considers the fact that the Examination recommended an information disclosure and binding 

arbitration regime rather than supporting the ACCC’s recommendation for a change to coverage test 

is indicative that it did not seek to increase regulatory outcomes on the gas pipeline sector. 

Any information disclosure and arbitration mechanism must be carefully designed to complement 

the existing coverage framework rather than duplicate aspects of it for uncovered pipelines. The 

existing framework is designed to be mindful of the costs of regulation. Given the new mechanism 

will be applied to uncovered pipelines, it must be designed to be something less than the options 

available through coverage. Given the Options Paper contemplates the new mechanism removing 

the need for light regulation, the preferred option is clearly considered equivalent to existing 

mechanisms. 
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Where pipelines are deemed to have substantial market power, the existing coverage framework is 

available to shippers that wish a regulatory outcome.  

Contrary to the views of many market participants, and indeed the ACCC, the coverage test is 

capable of addressing instances of market power in vertically separated infrastructure that leads to 

monopoly pricing. The authority responsible for making coverage determinations, the National 

Competition Council (the NCC), made this very clear in its 24 November 2016 submission to the 

Examination: 

Firstly, if it is accepted that the ACCC has found that some gas pipelines are monopoly pricing and 
that any such monopoly pricing will persist in the long term then, in the Council’s view, the ACCC has 
made a questionable assumption that these are circumstances in which the coverage criteria for gas 
pipelines in the NGL will not be satisfied.  
 
The current test in criterion (a) is already a test of market power. That was made clear in Re Duke 

Eastern Gas Pipeline Pty Ltd [2001] ACompT 2 at [116] - [118]. The amendments made in 2006 to 

include a reference to a "material increase in competition" did not change the nature of the test. 

Rather, as paragraph 1.38 of the Explanatory Memorandum to the 2006 Bill makes clear, the change 

was intended to address the extent to which competition must be promoted, so that declaration 

occurred only where "increases in competition are not trivial". 

The NCC recommendations were in line with the high-level recommendations of the Examination: 

The Council considers that a short term imbalance in the bargaining power might be overcome 

through increased information flows between parties and a commitment to arbitration on a 

commercial basis in the event that commercial negotiations are at an impasse. The NCC does not 

consider it necessary for any such arbitration to be conducted by or under the auspices of a 

regulatory body. To do so risks the application of regulatory parameters and particular cost models 

to what should be the facilitation of a private commercial arrangement.   

The NCC also noted: 

Regulatory solutions are not without significant cost, both direct (regulatory burden) and indirect 

(impacts on investment incentives). It was always the intention of the National Access Regime and 

National Gas Law that regulation would only be applied where the benefits were substantial and 

could not be achieved through other interventions or waiting for transitory distortions to dissipate. 

Where it is deemed that a pipeline has such market power that commercial negotiation cannot 

achieve reasonable outcomes, it is vital that the existing framework is used. The existing regulatory 

framework provides for extended and detailed processes in the establishment of a ‘cost-of-service’ 

reflective tariff and includes appropriate checks and balances against error by the regulator. 

Equally, where a pipeline is not deemed to have sufficient market power to pass the coverage test, it 

is vital that an arbitrator does not use regulatory parameters or processes in the facilitation of a 

private commercial negotiation.  

These principles appear to be recognised by the GMRG, which states on p61 of the Options Paper: 
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The arbitration mechanism needs to be designed to ensure it avoids deterring pipeline investment 
and innovation. The arbitration mechanism is intended to provide for investment and innovation in 
response to commercial rather than regulatory drivers. The arbitration process is not intended to 
emulate the AER regulatory process or provide for quasi-economic regulation. Parties may submit a 
coverage application to the National Competition Council (NCC) if they think a pipeline should be 
subject to economic regulation.  
However, in indicating a preference for a pricing principle based on ‘cost-of-service’ methodologies, 

it appears the GMRG has put forward an approach that inevitably would produce outcomes that 

have more in common with regulatory outcomes than they do with commercial ones. 

6. A cost of service approach under the preferred option 
The GMRG has identified the potential for principles that focus on the cost of service provision to 

lead an arbitrator into a similar decision making framework as the regulator but does not consider 

this will not create difficulty in reaching commercial outcomes. From p129: 

A point that it is worth highlighting at this stage is that while principles that focus on the cost of 

provision will lead an arbitrator to inquire into issues similar to those considered by regulators, this of 

itself does not imply that the arbitration mechanism will no longer be a commercial arbitration, nor 

deliver a commercial outcome.  

In contrast, EY notes on p12 of its Report: 

 
Commercial arbitration agreements are entered into willingly by parties. For an arbitration 
framework to be ‘commercial’, it must be agreed to ex-ante by both parties. The GMRG’s proposed 
arbitration process is a mandated pre-agreement framework, which by definition means it is not a 
commercial arbitration process. The current process appears to be heading down the path of 
prescription rather than agreement.  

In prescribing a cost of service approach, shippers can make an informed judgement on the likely 

outcome of arbitration, limiting their incentive to reach agreement during negotiation. 

Indeed, as EY states on p15: 

The GMGR’s key objective is for arbitration principles to be designed that create an appropriate 
balance of bargaining power between the parties by providing “…more certainty as to the outcome 
of an arbitration, and in doing so increase the likelihood of parties reaching a commercial agreement 
without recourse to arbitration.” 

As outlined in Section 4.2 above, the attempt to create “certainty” in terms of outcomes is precisely 

the opposite of what commercial arbitration seeks to do. 

The Options Paper sets out a number of reasons why the GMRG believes a cost of service approach 

is appropriate on pages 129 and 130. 
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Ex-post analysis of costs and undertaking a high-level inquiry 

First, regulators focus on the cost of provision because this provides the price at which continued 

service provision – including investment – will be commercial for the regulated business. Thus, a 

regulator’s concern about cost reflects an acknowledgement that there is a real-life commercial 

constraint to an entity’s preparedness and ability to continue to invest in a regulated service. 

Consistent with this, it is also understood that cost of provision forms the basis for access pricing 

negotiations in unregulated infrastructure sectors. Indeed, if the arbitrator was to opine on the 

reasonableness of prices without reference to cost then there is a potential for it to make an award 

that has an adverse impact upon investment, which could go against one of the key objectives for the 

regime. 

Secondly, if the cost of provision option was to be pursued, it is envisaged that the pricing principles 

themselves would emphasise the need to undertake a higher-level inquiry than required of a 

regulator when determining cost-based prices. 

It is difficult to know what form a ‘higher-level inquiry’ would take. Given the requirement to make a 

decision in 50 days, APGA considers there is a high likelihood that an arbitrator will follow examples 

available to it through AER access determinations, following similar processes of logic and drawing 

on relevant parameters where possible.  

This is particularly likely when asking an arbitrator to establish ‘a commercial rate of return’ for a 

pipeline service provider. This is a highly complex undertaking that must consider the unique 

circumstances of an asset. Faced with a requirement to deliver a decision in 50 days, it is likely that 

an arbitrator will have reference to the rate of return delivered in recent AER access determinations.  

This likelihood is further increased where the AER has a technical advisory role in the arbitration.   

Ernst and Young recognise this risk on page 15 of its Report, saying it will: 

 
Inevitably cause arbitration processes and outcomes to become consistent with AER processes and outcomes, 
given the AER will be keen for the arbitration process not to create separate precedents that might impact on 
its decisions. For example, to deliver quick decisions, it is highly likely that arbitrators will rely on the AER to 
determine the cost of pipeline services. More broadly, the evidence shows that where economic regulators are 
able to undertake price monitoring but not full economic regulation, they often monitor costs and profits, 
rather than just prices per se. 

 

Perhaps more importantly than difficulties in establishing a commercial rate of return is the basic 

incentive property for investment.  Investment is done before final demand is known with certainty, 

and thus involves risk.  The cost of service model proposed in the Options Paper is necessarily ex-

poste, as it applies to pipelines which already exist.  Even if the arbitrator can get complex things like 

the commercial rate of return correct, if pipelines know that they can only ever earn their actual cost 

of service as a ceiling, then they have limited incentive to invest in new pipelines, or to expand 

existing ones, beyond the immediate needs of a shipper that can be negotiated outside this 

arbitration framework, which does not propose to cover new pipelines or single-user expansions.  

The reason is the same reason well established in the regulatory economics literature; cost of service 

(whether imposed by an arbitrator or a regulator) truncates returns by making the investor face the 

downside but not capture all of the upside of investment.   
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It is disingenuous of the Options Paper to suggest, as above, that there are no problems because the 

actual costs of the service provider are reflected in prices, because this ignores the fact that these 

actual costs (as well as actual demand) are only calculated after the relevant pipeline is built, and 

ignore the risks the pipeline operator took to build the pipeline in the first instance; risks that are, in 

the normal course of events, rewarded in the marketplace.  As EY point out, this is likely to have a 

chilling effect on investment, which is perverse given the broader thrust of energy policy in removing 

bottlenecks from the East Coast gas network. 

Regardless of the form a ‘higher-level inquiry’ takes, it must be considered that there is a high risk of 

error in making a ‘cost-of-service’ based decision in the timeframes available to the arbitrator. Given 

that it is impossible to envisage a circumstance where the arbitrator will deliver a decision that 

imposes a price above that proposed by the pipeline service provider, the pipeline service provider 

will bear all the risk of arbitrator error under the preferred option.  

Incentives for parties 

Thirdly, under the new arbitration mechanism the matters that are subject to dispute would be 

limited to those issues that are identified by the parties. As the respective parties will be 

well-informed commercial entities and required to bear the costs of their participation in the dispute 

(as well as a share of the cost of the arbitrator), it is anticipated that only those issues of sufficient 

materiality will ever be taken to dispute. In addition, the arbitrator’s role will be limited to 

determining those matters that are subject to dispute and to do so in expeditiously a manner as 

possible – there will be no capacity for the arbitrator to widen the matters in dispute or to otherwise 

seek more precision in the outcome than sought by the parties. 

Fourthly, it would be expected that a dispute between two commercial parties would encourage a 

greater sensitivity to the positions of the counterparty where they were commercially reasonable 

than may be the case where an independent regulator is setting prices. Shippers – also being 

commercial entities – would be alert to the constraints imposed on a pipeline operator by capital 

markets and have a direct commercial interest in the security and reliability of gas supply. Moreover, 

in the majority of cases, the disputes that come before an arbitrator are likely to involve parties that 

already have a longstanding commercial relationship and one that is expected to continue past the 

next pricing period, or onto other pipelines and that both parties would place value in maintaining a 

relationship. It would be expected that the understanding of commercial pressures, commercial 

interest in security and reliability and knowledge that the desirability of maintaining a commercial 

relationship would provide a discipline over the matters that were taken to dispute and the positions 

that are placed. 

As discussed above, APGA considers that the GMRG has not considered the inappropriate incentives 

for shippers under its preferred option. The costs to a shipper associated with a quick arbitration 

process are relatively small compared to the potential benefits from an arbitrator’s decision that 

must be based on cost of service. 

Section 5.2.1 of the Ernst and Young Report considers the preferred options incentives on shippers 

to negotiate in good faith. 

The potential to consistently achieve lower prices through arbitration based on cost of service is one 

that many boards will determine is prudent to explore, regardless of the quality of existing 

commercial relationships or the possibility for arbitration to diminish them. 
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7. An alternative proposal 
APGA has contemplated alternative information disclosure requirements and an arbitration 

mechanism and proposes a solution that: 

 Complements the existing regulatory framework. It does not seek to introduce regulatory 

processes or parameters. Shippers that wish such an approach are able to make a coverage 

application over a particular asset. Indeed, failure to secure an acceptable outcome through 

arbitration may assist a shipper in making a decision to seek coverage. 

 Provides information on average prices for the service – which leverages the countervailing 

market power of a pipeline service provider’s largest customers, providing information on 

the negotiated outcomes they are able to secure. This allows all shippers to better 

understand the reasonableness of an offer from a pipeline service provider.  

 Incentivises both parties to reach commercially negotiated outcomes. To achieve this, both 

parties must be uncertain as to the outcome of arbitration. 

 Gives broad discretion to an arbitrator to use their skills and expertise to exercise judgement 

in reaching a decision on a reasonable outcome. 

 Avoids further prescription by recognising that, when arbitration is triggered, both parties 

have strong incentives to make compelling cases and present am appropriate level of 

evidence to the arbitrator to support their position.  

7.1 Information 

APGA accepts the information set out in Option 1 for the base level of information required by 

shippers covering: 

a) The range of services offered by the pipeline (recognising that each pipeline is likely to offer 

a different range of services); 

b) The availability of services; 

c) Standing offers for services that can be provided by existing capacity; 

d) Technical characteristics of the pipeline that may affect access; and 

e) The negotiation framework. 

APGA considers the avoidance of prescription as to the exact nature of this information is 

appropriate – pipeline service providers have an incentive to provide sufficient detail and 

explanation, by doing so they can increase the likelihood of a commercially negotiated outcome. 

APGA does not support a cost of service approach to information provision as this introduces 

regulatory concepts to the earliest stages of discovery and negotiation. Rather than supporting the 

commercial negotiation described in Section 2, it can be viewed as beginning an inevitable path to 

regulatory style arbitration which is focussed on setting an ‘appropriate’ rate of return for the 

pipeline operator. 

Further, APGA considers that provision of annual financial reports and demand data, as outlined 

under Option 2 for information disclosure, does not provide sufficient benefit to outweigh the costs 

of its provision. The Options Paper envisages that such information will assist shippers in making a 

‘high- level assessment of the cost reflectivity of an offer’. 
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APGA does not consider that enabling a high-level assessment of the cost reflectivity of an offer 

increases the likelihood of a balanced commercial negotiation. Financial reporting and demand data 

does not significantly reduce the potential for disagreement between a shipper and pipeline service 

provider on the reasonableness of an offer, particularly when a shipper is making a high-level 

assessment. 

The resources required to publish the annual financial reporting and demand data on an asset 

specific basis are not insignificant. APGA anticipates pipeline service providers will detail the 

challenges, for both large and small companies, arising from providing this information.  

APGA considers the additional information most useful to reaching an informed judgement on the 

reasonableness of an offer is related to the prevailing tariffs paid by existing users of a pipeline. This 

can be presented in some form of a weighted average benchmark to ensure confidentiality for 

individual users. Such a benchmark assists shippers to: 

 Understand prevailing tariffs paid by large users of pipelines, given that the tariffs paid by 

large users will have a greater influence on any benchmark used. The major users of a 

pipeline do not suffer the same imbalance in negotiating power as small users and an 

improved understanding of their tariffs should be of assistance. The presence of 

countervailing power from major users is acknowledges in the Options Paper on page 59: 

For example, retailers that have a portfolio of gas supply and transportation contracts are likely 

to have increased bargaining power as a result of their size, understanding of the market and 

their needs relative to smaller parties. They would also have more resources to devote to the 

negotiation process. 

 Understand prevailing tariffs paid by all pipelines subject to the disclosure regime. This 

allows shippers to compare prices across pipelines and form a judgement on the 

reasonableness of a particular offer by being able to observe and judge the influence on 

tariffs of  factors such as age, length, size, volumes, average load factors, level of 

competition and whether a pipeline is covered under the NGL or not. 

Information during negotiation 

It should also be noted that parties will exchange information during negotiation. This does not need 

to be prescribed. In an environment where there is recourse to binding commercial arbitration, it is 

in both parties interest to provide useful and appropriate information to each other during the 

negotiation phase, because that same information will be requested by the arbitrator in making its 

decision, and the arbitrator is unlikely to look favourably upon a party which has withheld it. 

For example, during negotiation pipeline service providers will provide information to shippers to 

demonstrate how factors as counterparty risk, term of contract, size of contract, or obligations 

under debt documents have been taken into account in the specific offer being negotiated. 
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7.2 Arbitration Mechanism 

The threat of arbitration itself imposes an incentive on pipeline operators to make offers that are 

reasonable. 

In circumstances where any outcome of arbitration is binding on both parties, APGA considers that 

Final Offer Arbitration provides the greatest incentive for parties to avoid arbitration all together and 

reach a commercially negotiated outcome. However, the amendments in the NGL do not make 

arbitration binding on shippers, which renders this option impossible to pursue. 

In the absence of arbitration that is binding on both parties, APGA considers a mechanism that 

closely reflects commercial arbitration should be used. 

APGA considers Options 1-3 all reflect slight variations on this. However, APGA does not support any 

involvement of the AER in the commercial arbitration process. Participation by the AER intrinsically 

introduces regulatory concepts and processes into the commercial arbitration process.  

Given the requirement to deliver a decision in 50 days, APGA considers it is appropriate to confine 

the arbitrator’s decision to matters regarding price and thus supports Option 2. 

Proceeding to arbitration 

APGA agrees with the GMRG that the arbitrator, rather than the AER, is the appropriate decision 

maker in determining whether or not a dispute should proceed to arbitration. 

Selection of an arbitrator 

Requiring the AER to publish and maintain a list of approved arbitrators provides increased 

involvement of the regulator and may lead to pre-selection of arbitrators that have a bias towards 

regulatory approaches. 

It is necessary that the scheme administrator maintain a list of approved arbitrators it will draw on in 

the event that parties cannot reach agreement on an arbitrator. It is not necessary that this list 

encompasses all arbitrators that may be drawn on. 

 

Information provision during arbitration 

It is not necessary to be prescriptive in setting out the information to be provided to an arbitrator 

during an arbitration process. 

 

Each party to an arbitration already has an incentive to provide a compelling and comprehensive 

case as to the reasonableness of its position to the arbitrator.  Moreover, not specifying in advance 

exactly what information the arbitrator will ask for and exactly how that information will be used 

creates a useful uncertainty amongst both the shipper and pipeline, giving them an incentive to 

negotiate rather than face an unfavourable decision by the arbitrator.  Obviously, this incentive is 

lost if both parties know the arbitration will be based solely on cost of service, as noted above.  
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7.3 Pricing Principles 

APGA considers that an arbitrator should be given broad discretion through pricing principles in 

making a determination. The principles set out in section 5.2 provide a good starting point, being: 

 the legitimate business interests of the pipeline operator, and the pipeline operator’s 

investment in the pipeline;  

 the interests of all persons who have rights to use the service;  

 the value to the provider of extensions including expansions of capacity and expansions of 

geographical reach whose cost is borne by someone else;  

 the value to the provider of interconnections to the facility whose cost is borne by someone 

else;  

 the operational and technical requirements necessary for the safe and reliable operation of 

the facility; and 

 the level of competition for the provision of the service and the price and other terms and 

conditions of any competing services. 

In reviewing these principles, APGA considers the importance of pricing of comparable and/or 

competitive services is paramount. The arbitrator should have regard to information derived from 

comparable or competitive outcomes above other matters. Whether the information relates to 

foundation contracts, competing services, prevailing tariffs, competing fuel sources, the level of 

competition in associated markets or another relevant source, an arbitrator should find it highly 

relevant to deciding the reasonableness of a pipeline service provider’s offering to a shipper. 

As discussed above, a principle requiring consideration of the legitimate business interests of the 

pipeline operator will lead an arbitrator to form a view on the cost of service provision. 

APGA does not believe the principles regarding the value to the provider of extensions and 

interconnections should be relevant to the arbitrator’s decision. In those circumstances, the pipeline 

operator should not be forced to accept some future value of an extension or interconnection it did 

not choose to invest in. If an extension or interconnection is necessary for a shipper to access the 

pipeline, then it is incumbent on it to be built by the shipper if the shipper deems there is sufficient 

net present value to it to justify the investment. 

APGA does believe there is merit in there being a pricing principle requiring the arbitrator to 

consider the value of service to the shipper. Commercial negotiation is a process through which both 

parties are seeking to establish a range of acceptable prices, from which a single price can be agreed, 

for the service in question. In turn, commercial arbitration seeks to support this outcome through an 

independent third party. 

The pricing principles presented as the preferred option in the Options Paper do not do this. They 

require determining the minimum acceptable price to the pipeline service provider. In doing so, the 

proposed pricing principles force the arbitrator to make a decision very similar to that required 

under the regulatory framework. 

It is appropriate that the arbitrator seek information from both parties to assist it the decision 

making process.  
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An alternative set of principles 

APGA considers that, in the first instance, the arbitrator should take account of available price 

points, including (for example): 

 The price positions reached by the respective parties in the negotiations; 

 The reference tariffs published by the pipeline operator and others for the required service; 

 The weighted average price information published by the pipeline operator and others; and 

 Other examples of applicable or equivalent pricing. 

In considering these price points and weighing the emphasis to place on each, broader principles 

may be considered. APGA proposes a set of pricing principles that provide broad discretion to the 

arbitrator and enable it to establish a price for services that is within the range acceptable to both 

parties. These principles are: 

 the legitimate business interests of the pipeline operator, and the pipeline operator’s 

investment in the pipeline;  

 the interests of all persons who have rights to use the service;  

 the value of the service to the shipper; and 

 the level of competition for the provision of the service and the price and other terms and 

conditions of any competing services. 

When approaching an arbitration process guided by the above principles, each party to the 

arbitration is incentivised to make the strongest case possible supporting their position. This includes 

providing the appropriate level of information to the arbitrator, recognising the ability of an 

arbitrator to review any information put to it is constrained by the timeframes imposed through the 

NGR. 

Ability to make a timely decision 

APGA does not believe that broad discretion limits the ability of an arbitrator to make a timely 

decision. All the options put forward present ample opportunity for dispute and differing views 

between the parties to arbitration and will require an expert application of knowledge, experience 

and judgement by an arbitrator to make a suitable decision in the required time. 

7.4 Binding nature of arbitration  

The legislative amendments enabling binding commercial arbitration under the NGL currently before 

the SA Parliament provide that a shipper can choose not to seek access if it is unsatisfied with the 

outcome of arbitration. This substantially limits any risk faced by a shipper during arbitration, which 

increases its incentives to proceed to arbitration. 

This is an unfortunate outcome for a regime intended to enhance commercial negotiation. The 

perverse incentive can be partially mitigated by: 

 requiring a shipper that chooses not to seek access after arbitration pay the full costs of the 

arbitration; and 

 barring the shipper from seeking arbitration for a substantially similar service from the 

pipeline service provide for a period of five years. This prevents a service provider from 



 

 

16 

 

recommencing negotiation and seeking a different arbitration outcome from a different 

arbitrator. 

7.5 Exemptions 

APGA supports the GMRG’s view that there needs to be some form of exemptions from the new 

framework. Given the small size of non-scheme distribution pipelines and some non-scheme 

transmission pipelines, careful consideration needs to be given prior to imposing information 

disclosure and arbitration requirements which will increase costs on low value assets. Further, 

market power remains significantly constrained by the availability of other energy sources in the 

case of non-scheme distribution networks and the fact small non-scheme transmission pipelines can 

be considered akin to distribution trunk mains, with one or two shippers at most. 

It is important to note that APGA and its members, support the rights of access seekers to dispute 

resolution processes as currently exist. APGA are however concerned the proposed information 

disclosure and arbitration process are not suited for small non-scheme pipelines, whether they be 

transmission or distribution, and as a result these pipelines should be exempt. 

APGA understands the attractiveness of using the National Gas Bulletin Board’s (BB) reporting 

threshold of 10TJ/day to exempt small non-scheme transmission pipelines. However, the BB 

reporting requirements are very different, requiring the provision of data that is already collected 

and monitored by pipeline operators rather that requiring the preparation of a detailed new report. 

The anticipated cost of preparing the financial report outlined in the preferred option will be 

significant and the costs for smaller pipelines will not be significantly lower than the costs for larger 

pipelines. Indeed, the resources available to some operators of smaller pipelines will be fewer than 

those available to larger pipelines and there may be cases where the costs of preparing an annual 

financial report are higher for smaller pipelines than they are for larger pipelines. 

Given the difference in frequency with which services are likely to be sought on smaller non-scheme 

transmission pipelines, the lower potential for market power on smaller non-scheme transmission 

pipelines and the fact costs of reporting will not be substantially lower (and in some cases may be 

higher), APGA considers that a threshold higher than the BB’s 10TJ/day is appropriate. Determining 

an appropriate threshold may require a comprehensive assessment of pipelines, APGA’s initial 

assessment indicates a threshold of 30TJ/day would exempt a number of smaller non-scheme 

transmission pipelines whose exemption is unlikely to lead to negative market outcomes. 
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Attachment: Ernst & Young Analysis of the Preferred Option 
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1. Executive summary 

In March 2017, the Gas Market Reform Group (“GMRG”) issued a report: Gas Pipeline Information 
Disclosure and Arbitration Framework – Implementation Options Paper (“the Options Paper”).1  The 
Options Paper sets out a number of alternate options to design technically feasible and 
commercially viable reform measures. The Options Paper also sets out the GMRG’s preliminary 
views on its “preferred framework”. 

EY has been instructed by the Australian Pipelines and Gas Association (“APGA”) to consider 
certain matters and processes raised in the Options Paper particularly related to the arbitration 
mechanisms and arbitration principles, as described in GMRG’s preferred framework. 

There are reasons to question whether the information disclosure and arbitration framework 
outlined in the Options Paper, particularly as proposed under the GMRG’s preferred framework, will 
achieve the outcomes the GMRG seeks. The key reasons are: 

• The preferred framework proposes to use commercial arbitration in a novel way by seeking to 
level the playing field between the shippers and pipeline operators as part of the arbitration 
framework. The risk is that the GRMG misjudges the impact that the mechanisms used to level 
the playing field under this framework will have on the incentives for shippers and pipeline 
operators to reach a negotiated outcome. 

• The preferred framework undermines the way in which commercial arbitration works in 
seeking to provide the necessary direction to achieve a level playing field (e.g. making it 
binding only on one party, instructing that the outcomes should be based on “actual costs”). In 
particular, it: 

- Does not sufficiently recognise that in order to arbitrate on commercial matters, you need 
to have a contract to arbitrate on. You cannot arbitrate in isolation of a broader agreement 
or on only one variable in a contract in isolation (e.g. price without considering services) 

- Undermines the symmetry and uncertainty that makes commercial arbitration work (i.e. 
mutually acceptable to both parties as a way to resolve disputes). 

• In seeking to create a level playing field, and an expedited arbitration process, it is likely to 
provide a strong incentive for shippers to negotiate non-cooperatively in the knowledge that 
they will get a non-binding and quick outcome based on the lowest price achievable. 

• Pipeline operators - in knowledge of the shippers’ incentives under the GMRG’s preferred 
framework – may be encouraged to respond in a number of ways that undermine the outcomes 
that the GMRG is seeking to achieve. These response options of pipeline operators include: 

- ‘Holding out’ on committing to services levels without understanding shipper expectations 
in respect of price 

- Seeking to ‘contract out’ of the GMRG’s preferred framework 

- Limiting the scope of the application of the GMRG’s preferred framework 

- Seeking to have their assets covered and subject to light or full (i.e. heavy) regulation  

- Making detailed representations to arbitrators on actual costs, including commercial rates 
of return. 

• Limiting the scope of the application of the GMRG’s preferred framework would perhaps be an 
unintended consequence, but it may also be the most important. Foundation contracts, of 
which most favoured nation (MFN) clauses are an integral part, are fundamental to efficiently 
financing greenfield investment in gas transportation pipelines. If asset operators are no 
longer able to provide MFN clauses, then large users or shippers are unlikely to be prepared to 

                                                        
1  Gas Market Reform Group, Gas Pipeline Information Disclosure and Arbitration Framework – Implementation Options 

Paper, March 2017 
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commit to long term contracts, at least on the same terms on which they have done so in the 
past. This can only mean that greenfield investment is harder to justify and more costly to 
undertake.  

It is difficult to see therefore how the GMRG’s preferred framework, if implemented, will progress 
the outcomes it seeks. In particular, it: 

• Will be unlikely to create incentives to reach agreement through commercial negotiations, 
because the GMRG’s preferred framework will provide an imbalance in negotiating power in 
favour of shippers 

• Will be unlikely to provide a commercially focused framework with wide application, because it is 
unlikely to be effective 

• Will be unlikely to preserve incentives for investment and innovation in the provision of pipeline 
services, because it will undermine how the relevant decisions are made 

• Might give the appearance of not imposing an excessive burden on parties in terms of time 
and/or cost, but will impose an obligation on arbitrators that it is difficult to execute fairly and 
reasonably.  

In our view, and consistent with the National Gas Objective, preserving incentives for investment 
and innovation is the most important of these outcomes. The evidence suggests that the GMRG’s 
preferred framework risks distorting the incentives for: 

• Investment in new assets by undermining the basis on which the investment decisions are made 

• Innovation in respect of existing and new services by reducing the opportunity to benefit from 
the provision of those services. 

This implies artificially constrained investment and upward pressure on prices over the longer term, 
which is not in the long term interests of gas consumers. 

All parties appear to agree that commercial negotiation, and not regulation, should be the 
preferred mechanism for determining the conditions of access to non-scheme pipelines. However, 
under the GRMR’s preferred framework, it appears likely that the pipeline assets with the least 
degree of market power could be exposed to the greatest level of regulation. 

A better approach would be for the arbitration to be binding on both parties and for the arbitrator’s 
decision to be influenced by a combination of commercial and economic efficiency principles, 
including primarily: 

• A focus on price benchmarking (to the greatest extent practical) – i.e. pricing on the basis of the 
market value of the services provided 

• The degree of competition for pipeline services, including from non-pipeline related substitutes 
for those services 

• Efficient investment in pipeline assets. 

This would be more likely to: 

• Provide a more appropriate application of a commercial arbitration framework 

• Provide a more balanced set of incentives for the parties 

• Achieve the outcomes that the GMGR is seeking and better alignment with the National Gas 
Objective. 

Whether that framework would provide better outcomes than the use of existing regulatory scheme 
is, however, open to question. 
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2. Introduction 

2.1 Background 

The Australian Energy Market Commission (East Coast Wholesale Gas and Pipeline Frameworks 
Review)2 and the ACCC (East Coast Gas Inquiry) have recently undertaken reviews of how Australia’s 
East Coast gas market has been functioning.3   

These reviews resulted in the COAG Energy Council (“the Council”) creating a Gas Markets Reform 
Group (“GMRG”) to lead the design, development and implementation of gas market reform 
measures in response to the strategic policy direction provided by the Council. Dr Michael Vertigan 
AC was appointed as the Independent Chair of the GMRG. 

On 19 August 2016, the Council directed Dr Vertigan to examine the current regulatory test for the 
regulation of gas pipelines, in consultation with stakeholders, and provide recommendations on any 
further actions to the Council. 

Dr Vertigan undertook the examination of the current test for the regulation of gas pipelines (“the 
Examination”) between August and December 2016 and found that the principal problem that 
shippers face when seeking access to pipeline services is an imbalance in bargaining power.4 To 
address this imbalance, the Examination recommended that steps be taken to reduce the 
information asymmetries that shippers can face in negotiations, and strengthen the negotiating 
position of the shippers.  

On 14 December 2016, the Council endorsed these recommendations and asked Dr Vertigan to 
bring forward his detailed design work to enable the new framework to commence on 1 May 2017.  

In March 2017, the GMRG issued a report: Gas Pipeline Information Disclosure and Arbitration 
Framework – Implementation Options Paper (“the GMRG’s report” or “the Options Paper”).5  The 
report sets out a number of alternate options for changes to the National Gas Rules (“NGR”), 
supported by analyses of the relevant practices of various jurisdictions, to design technically 
feasible and commercially viable reform measures. The report also sets out the GMRG’s preliminary 
views on its preferred framework. 

A separate consultation process on the detail of the framework and the development of the initial 
new gas rules is also being undertaken. 

2.2 Scope of work 

EY has been instructed by the APGA to examine the merits of the arbitration mechanism and 
arbitration principles options. In particular: 

• How incentives on pipeliner and shipper investment and innovation (services and price) and 
short term (contracting) behaviour may be affected by implementation of: 

- The GMRG’s preferred framework set out in the Options Paper  

- A more commercial arbitration framework 

- The status quo for non-regulated pipelines 

                                                        
2  AEMC, East Coast Wholesale Gas Market and Pipeline Frameworks Review, 28 July 2016 
3  ACCC, Inquiry into the east coast gas market, April 2016 
4  Vertigan, M., Examination of the current test for the regulation of gas pipelines, 14 December 2016 
5  Gas Market Reform Group, Gas Pipeline Information Disclosure and Arbitration Framework – Implementation Options 

Paper, March 2017 

http://prod-energycouncil.energy.slicedtech.com.au/publications/examination-current-test-regulation-gas-pipelines-consultation-paper
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- The current coverage (reference price) and arbitration arrangements for regulated 
pipelines. 

• What aspects of the GMRG’s preferred framework in the Options Paper, and the alternative 
option of a more commercial arbitration framework, lead to the outcomes described 

• Any unintended consequences that the GMRG’s preferred framework may have on the 
incentives of shippers, such as a preference for binding arbitration rather than commercial 
negotiation 

• Where feasible, and to the extent that time permits, lessons learnt from other industries which 
have gone through processes of either mandated arbitration or regulation which has imposed 
prices, which may reflect the GMRG’s preferred framework as set out in the Options Paper. 

EY has not been instructed to consider the issues around information disclosure and does not do 
so, except as it is relevant in its view to the examination of the arbitration mechanism and 
principles options. 

This report provides the outcomes of our work.  

2.2.1 Approach 

To inform our analysis, we have: 

• Reviewed the relevant material 

• Drawn on our experience in the energy markets and the reform and regulation of those 
markets, as well as other related infrastructure sectors (e.g. industrial transport) 

• Drawn on our commercial and financial advisory experience particularly in respect of how 
economic infrastructure investment and financing decisions get made and contractual 
arrangements function, and the role commercial arbitration plays in those arrangements. 

Our analysis relies on evidence both public and private drawn from that experience. It does not 
provide, nor purport to provide, legal advice in respect of any associated matters. 

The views expressed in this report are those of EY and have been arrived at independently. We 
have undertaken our assessment of the proposed framework on the basis of the outcomes the 
GMRG is seeking to achieve, and in light of the National Gas Objective. 

2.3 Structure of this report 

The remainder of this report is structured as follows: 

• Section 3 summarises the GMRG’s objectives in respect of its arbitration mechanism options 
and principles, and the rationale underpinning its preferred framework 

• Section 4 makes some observations on the current status of the GMRG’s reform program 

• Section 5 examines the merits of the arbitration mechanism and principles options that have 
been considered, particularly the GMRG’s preferred framework. 
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3. The GMRG’s reform objectives and implementation 
options 

This section summarises the GMRG’s 

• Reform objectives  

• Implementation options. 

3.1 Reform objectives 

The overall objective is to facilitate timely and effective commercial negotiations between shippers 
and the operators of non-scheme (i.e. non-regulated) pipelines by:6  

• “Reducing the imbalance in bargaining power that shippers can face” 

• “Posing a constraint on the exercise of market power by pipeline operators.” 

The outcomes sought from the reforms are to:7 

• “Provide parties with an incentive to reach agreement through commercial negotiations and to 
only have recourse to the arbitration mechanism if there is a dispute that cannot be resolved 
through commercial negotiation.” 

• “Provide for a commercially focused framework that can be applied to the broad range of 
services offered by pipelines, including those that can be provided using the existing capacity 
and those that require the pipeline to be augmented.” 

• “Preserve incentives for investment and innovation in the provision of pipeline services.”  

• “Not impose an excessive burden on parties, in terms of time and/or cost.” 

The Options Paper stresses that the proposed binding arbitration mechanism is intended to only 
provide recourse in the event of failed commercial negotiations. That is, the GMRG intends that the 
threat of arbitration replace the threat of regulation as a means of encouraging the parties to reach 
a commercial agreement. Therefore, for the reform to be successful, “… commercial negotiation 
will continue as the principal means by which access terms and conditions are determined and … the 
arbitration mechanism will rarely be triggered.”8  

3.1.1 The problems the reforms are seeking to address 

The reform options were developed in light of the GMRG’s Examination, which: 

• Reached a conclusion that most existing pipelines have market power and “… that in some 
instances …” the exercise of market power is resulting in inefficient outcomes that do not 
promote the National Gas Objective or facilitate the achievement of the COAG Energy Council’s 
Australian Gas Market Vision for the “… establishment of a liquid wholesale gas market that 

provides market signals for investment and supply.”9  

• Suggested that the relative strength of the pipeline operators’ negotiating power was due to 
information asymmetry between the parties and because the existing test for regulation does 

                                                        
6 ibid p. 14 
7 ibid p. 14 
8 ibid p. 12 
9 Vertigan, M., Examination of the current test for the regulation of gas pipelines, 14 December 2016, pp. 9-10 
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not pose a credible threat to pipeline operators and is therefore not constraining their 

incentives to exercise market power in access negotiations.10 

• Reported that shippers were generally of the view that a traditional regulatory solution was not 
desirable – rather the GMRG observed that most shippers wanted to find a way to reduce a 
perceived imbalance in bargaining power when negotiating with pipeline operators.11    

The Examination recommended:12 

• “That the disclosure and transparency of pipeline service pricing and contract terms and 
conditions be enhanced, including requiring the provision of information on the full range of 
pipeline services which are available.” 

• “That a framework for binding arbitration, available to all open access pipelines in the event 
parties are unable to reach a commercial agreement, be introduced into the National Gas Law 
(“NGL”).” 

The GMRG expects that these recommendations will:13 

• “Support timely and effective commercial negotiations between shippers and pipeline 
operators” 

• “Provide a credible threat of intervention if a dispute arises, which when coupled with greater 
transparency on prices and costs, should pose a constraint on the behaviour of the pipeline 
operators and discourage exercises of market power,” and 

• “Preserve the incentives for investment and innovation in the provision of pipeline services by 
adopting a commercially oriented disclosure and arbitration framework.” 

3.2 Implementation options 

3.2.1 Information disclosure requirements 

The GMRG identified five options for mandating information disclosure by pipelines operators to 
access seekers. All of the GMRG’s options involve a requirement for pipeline operators to disclose 
the ‘base level of information’ (base information)14 required by shippers when negotiating access to 
a pipeline. The five information disclosure requirement options range from base information only, 
to base information plus verified financial reports, detailed cost, demand and financial information 
and information on the prices paid by shippers on the pipeline. 

The key objective of information disclosure is to reduce the information asymmetry between the 
parties so as to remove this source of the imbalance in the negotiating position of the parties. 

3.2.2 Arbitration mechanisms 

The Options Paper outlines a range of alternative arbitration mechanisms to manage the arbitration 
process in the event that it is activated. These range from “… arbitration that closely reflects 

                                                        
10 ibid p. 12 
11 ibid, p. 13 
12 Gas Market Reform Group, Gas Pipeline Information Disclosure and Arbitration Framework – Implementation Options 

Paper, March 2017, p. 3 
13 ibid, p. 11-12 
14 The base information includes information on the range and availability of services offered by a pipeline, detail on the 

‘standing offers’ for existing services, including price and non-price terms and conditions, price calculation methodologies, 
pipeline technical information, and detail as to the access negotiation framework, indicative negotiation timeframes and “… 
the ability of the parties to have recourse to the commercial arbitration framework”. Gas Market Reform Group, Gas Pipeline 
Information Disclosure and Arbitration Framework – Implementation Options Paper, March 2017, p. 28 
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commercial arbitration” to forms of arbitration with procedural protection and degrees of 
transparency.  

The key objective is to provide a credible threat of intervention (and a mechanism to achieve it) to 
ensure appropriate behaviour from gas pipeline operators during commercial negotiations.  

We understand that, as a result of Section 216Q of the National Gas (South Australia) (Pipelines 
Access-Arbitration) Amendment Bill, all of the arbitration options will result in access 
determinations that will be binding on the pipeline operator but not binding on the shipper. This is a 
departure from the view expressed in the Examination which stated that “The decision of the 
arbitrator would be binding on both parties.”15 The reason for this departure does not appear to be 
provided in the Options Paper. 

3.2.3 Arbitration principles 

The Options Paper outlines a range of alternative arbitration principles to manage the arbitration 
process in the event that it is activated. These range from pricing principles to provide the 
arbitrator with broad discretion to pricing principles based on the actual cost of service provision. 

The key objective is to use principles to create an appropriate balance of bargaining power between 
the parties, and to provide the arbitrator with the opportunity to focus on the actual cost of service 
provision and resolve disputes on that basis. 

3.2.4 The GMRG’s preferred framework 

The Options Paper also sets out the GMRG’s “preliminary views” on its preferred framework for the 
package of options that would be most likely to facilitate timely and effective commercial 
negotiations between shippers and the operators of non-scheme pipelines. These are: 

• Information disclosure: Option 2 – Disclosure of the base level of information that shippers 
require when considering whether to seek access and the publication of verified financial 
reports that shippers can use to carry out a high level assessment of the reasonableness of the 
offer 

• Arbitration mechanism: Option 3 - Conventional Arbitration with enhanced procedural 
protections and partial transparency 

• Arbitration principles: Option 2b - Pricing principles based on the actual cost of service 
provision (including a commercial rate of return) supplemented by a number of other principles 
(including principles on how the prices of derivative and ancillary services should be 
determined). 

 

 

 

 

 

 
  

                                                        
15 Vertigan, M., Examination of the current test for the regulation of gas pipelines, 14 December 2016, p. 92 
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4. Observations the GMRG’s implementation options in 
light of the stated grounds for reform 

This section makes some observations on the: 

• The stated grounds for reform  

• Implementation options. 

4.1 The stated grounds for reform 

This subsection outlines the stated grounds for reform, followed by an assessment of the merits of 
the implementation options that have been identified to deliver the outcomes that are sought by 
the GMRG. 

It appears that the relevant policy makers have taken the view that: 

• Market failure has resulted in monopoly pricing by “… a number of …”16 non-scheme natural 
gas pipeline operators, and this has resulted in economically inefficient outcomes even though 
it has not had significant “… effect on the level of competition in dependent markets.”17  

• The market failure perceived by the ACCC is a function of the natural monopoly characteristics 
of natural gas transportation pipelines.18 

• The market failure applies to all gas transportation pipelines services (excluding extensions). 
The exercise of the associated market power is “in some instances”19 resulting in inefficient 
outcomes.   

• There is a requirement to “… constrain the exercise of market power and encourage downward 
pressure on gas transportation prices.”20 

• At this stage the market failure should not be addressed by changing the current coverage 
test.21 Rather the market failure should be addressed through mandatory provision of 
information by pipeline operators to access seekers and a mandatory system of pre-agreement 
‘arbitration’ between pipeline operators and access seekers.  

• The arbitration framework need not be applied to extensions, because the market power that 
would otherwise be exerted is constrained by competition (as is recognised in the current 
framework). 

• These market failures and associated market power are non-transitory, although the Options 
Paper notes that the gas market is “… characterised by a tighter supply and demand balance.” 
This is the market environment in which the concerns about market power have arisen. 

These conclusions raise a number of issues that are worth considering when assessing the merits of 
the proposed arbitration framework and the GMRG’s preferred option in particular: 

                                                        
16 Vertigan, M., Examination of the current test for the regulation of gas pipelines, 14 December 2016, p. 67 
17 ACCC, Inquiry into the east coast gas market, April 2016, pp. 19-20 
18 Vertigan, M., Examination of the current test for the regulation of gas pipelines, 14 December 2016, pp. 9, 78 
19 ibid, p. 10 
20 ibid, pp. 16-17 
21 ibid, p. 16 



 
   

Submission to the Gas Market Reform Group 
11 

• It is not clear why market power is either not being exercised in all instances or is not resulting 
in inefficient outcomes in all instances. At a minimum, this suggests that there might be some 
variation in the degree of market power which exists. This is also supported by shippers’ 
submissions that indicate they are being charged prices that are higher than they believe to be 
reasonable “… but not so high as to force the shipper to exit the market.” The Options Paper 
notes that the ACCC found that “Most pipeline operators have responded well to the changes 
currently underway in the market, undertaking necessary investments in a timely manner and 
offering more flexible services to meet the changing needs of some users and producers.”22 

• There may in practice be a wide range of circumstances and degrees of market power that 
exist and that the proposed framework is intended to address.  

• Differences in their market environments and circumstances implies differences in the risk 
profiles of the relevant pipeline assets, and therefore the expected commercial returns (and 
thus prices) that investors in pipeline assets require to justify the associated investment risks. 
Nevertheless the framework will be in place for all pipelines, and the arbitrator will be required 
to make judgements in this regard with respect to all negotiations that reach arbitration, and in 
a constrained timeframe relative to that provided by existing regulatory frameworks. Section 
5.3 discusses this issue in further detail. 

• It is unclear how the specific policy position that arbitration need not be applied to extensions 
because the market power that would otherwise be exerted is constrained by competition, can 
be reconciled with natural monopoly as a cause of that market power. The presence of 
competition would be evident at the time of the decision to invest in pipeline extensions. If 
competition constrains the exercise of market power in the pricing of access to pipeline 
extensions, then it is not clear why competition would not also constrain market power in the 
pricing of access to greenfield investments more generally, as the Options Paper notes.23 

• The Options Paper proposes that the arbitration framework be applied to greenfield 
investments that are subject to the 15-year no coverage determination, but then asserts that 
the impact of this policy may be limited in practice, except as it relates to new services. The 
inter-relationship between existing contractual arrangements and arbitration is critical to the 
reforms. Section 5.3 discusses this issue in further detail. 

• The GMRG has recommended commercial arbitration on the basis that shippers have argued 
that the coverage provisions are not effective and that they would prefer something else to full 
regulation. However, it has not: 

- Acknowledged that commercial arbitration relies on the existence of a prior written 
arbitration agreement between the parties24 

- Explained why pre-agreement arbitration that is binding on the pipeline operator but not 
on the shipper is a preferable alternative to either light or full regulation, which reflects 
the varying levels of market power that might exist 

- Noted that the third party access provisions of Part IIIA of the Competition and Consumer 
Act 2010 are in the process of being: 

• Applied in two instances, these being the domestic mobile roaming declaration inquiry 
and the declaration of certain services offered by the Port of Newcastle.25 

• Revised as part of the Government’s response to the Harper Review. In late 2015, the 
Federal Government announced that it will seek to reinstitute the previous 

                                                        
22 ACCC, Inquiry into the East Coast Gas Market Report, April 2016, p 8. 
23 Gas Market Reform Group, Gas Pipeline Information Disclosure and Arbitration Framework – Implementation Options 

Paper, March 2017, pp. 60-61 
24 Under Section 7 of the Commercial Arbitration Act 2010 (NSW), for example, “An arbitration agreement may be in the 

form of an arbitration clause in a contract or in the form of a separate agreement.” 
25  Boyd, T., Telcos, ports put Sims in hot seat, Australian Financial Review,  5 April 2017, p. 40 
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interpretation of Criterion (b) – the natural monopoly test.26 It states:  “The natural 
monopoly test would be satisfied if total foreseeable market demand (including 
demand for substitute services) could be met at least cost by the facility.”27   

- Noted that there may be opportunities to improve regulation (e.g. to address why shippers 
are less attracted to that option)28 

- Noted that its preferred framework would go beyond light regulation and full regulation (if 
it is to be based on actual rather than efficient benchmark costs; Section 5.3 discusses this 
issue in further detail). Indeed, the GMRG’s preferred framework could result in the 
pipeline assets that are widely regarded to have the least market power being exposed to 
the tightest regulation; we do not imagine this would be an intended consequence of the 
reforms. 

• It is not clear that addressing these market power issues will necessarily mean that the benefits 
will flow to shippers and then to final consumers. For this to occur, there would need to be no 
market power in respect of other parts of the supply chain (e.g. gas production, storage, 
processing and shipping itself).  

4.2 The use of commercial arbitration 

In respect of the use of commercial arbitration it is worth noting the following:  

• As stated in the Options Paper: “Dispute resolution mechanisms are commonly outlined in 
commercial agreements.”29 

• We understand that the APGA suggested to the GMRG in November 2016 that it may be 
beneficial to the market if, coupled with provision of enhanced price and service information, 
an independent, ex ante non-binding, dispute resolution framework of commercial arbitration 
was agreed between shippers and pipeline operators. The APGA’s reasoning was that “The 
intent of the framework is that it is largely self-regulating – shippers can determine where 
dispute resolution arrangements may be appropriate, and, if the dispute resolution process 
does not resolve issues, have improved information to support a trigger of the coverage 
process.”30 

• Commercial arbitration agreements are entered into willingly by parties. For an arbitration 
framework to be ‘commercial’, it must be agreed to ex-ante by both parties. The GMRG’s 
proposed arbitration process is a mandated pre-agreement framework, which by definition 
means it is not a commercial arbitration process.31 The current process appears to be heading 
down the path of prescription rather than agreement. 

• Potential gains-from-trade between parties will generally provide the catalyst for the 
development of commercial arbitration agreements. Commercial negotiations provide ex-ante 
flexibility with respect to the rules that are considered for inclusion in specific commercial 
arbitration agreements. Negotiations over the commercial arbitration rules that will apply for a 
specific agreement cannot be considered in isolation of the broader price related terms and 

                                                        
26 The Commonwealth Government, Australian Government response to the Competition Policy Review, 2015 
27 ibid, p. 33 
28 We note that the Examination (p. 78) found that “…it became evident during the extensive consultations that the majority 

of gas shippers, including large users, producers and retailers do not want increased regulation of gas pipelines. They 
recognise that regulation is not a panacea. Instead, most existing and potential gas shippers are looking for a means of 
reducing the significant imbalance of bargaining power during gas transportation negotiations.” 
29 Gas Market Reform Group, Gas Pipeline Information Disclosure and Arbitration Framework – Implementation Options 

Paper, March 2017, p. 51 
30 APGA, Reforms to address perceptions of market power in gas transmission pipeline markets, November 2016 
31 This may explain why all the examples provided in the Options Paper are regulatory arbitration examples rather than 

commercial arbitration examples. 
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conditions negotiated for inclusion in the contracts, which provide the catalyst for an 
arbitration agreement.32 

• Commercial arbitration is designed to provide parties recourse to settle contractual or trade 
disputes, without reliance on the courts, where commercial negotiation fails to resolve the 
issues under dispute.   

• While the process of commercial negotiation results in the parties sharing some information 
with one another, some informational uncertainty necessarily remains prior to any recourse to 
commercial arbitration. In commercial arbitration processes, the arbitrator effectively resolves 
key aspects of the residual uncertainty, but in a way which itself introduces uncertainty in 
terms of the outcome of the arbitration. 

• Uncertainty over the outcome of the arbitration is critical to the creation of a balanced 
negotiating environment. Hence, commercial arbitration is not only designed to ensure the 
issues under dispute are assessed objectively and impartially on their merits, it also creates 
uncertainty as to the possible outcome within a typically highly constrained range (as 
determined by the terms of the underlying contract). This limits the scope of the arbitration 
but also creates costs and risks for both parties in choosing to go to arbitration because of the 
uncertainty it provides for both parties. We note that the need to provide the potential for 
symmetry in outcomes was a key part of the recent reviews of the merits appeal mechanisms 
in the NGR.33  

• Commercial arbitration is not designed to address negotiating power imbalances and we are 
unware of instances where it is used in this way, or deliberately set up to achieve this 
objective, in commercial practice. The examples provided in the Options Paper relate to 
industries subject to full regulation, as opposed to the experience of commercial arbitrators or 
third-party service providers experienced in gas supply and transportation agreements. 

• We understand that the intent is for this framework to supplement the existing framework and 
coverage criteria. If that is the case, then there may be ways to use a commercial arbitration 
framework to facilitate this. The GRMG’s preferred framework, however, appears to risk 
substituting for, rather than supplementing, the current regulatory framework. If this is the 
objective, then addressing the apparent flaws in the coverage criteria and network regulation 
would appear to be a more appropriate policy response. 

• The use of a derogated ‘commercial’ arbitration framework in the way proposed raises a 
number of issues and there is a significant risk that it will have unintended consequences. 

Using commercial arbitration to create a level playing field 

• The GMRG is proposing to use a variety of mechanisms (i.e. information provision, constraints 
on the arbitration mechanism and arbitration principles) within its pre-agreement arbitration 
framework, to level the playing field towards shippers to rectify the asserted negotiating power 
imbalance.  

• There is a significant risk that, in the GMRG’s attempts to create what it deems to be an 
appropriate balance, it will either under or over shoot, given that finding an appropriate 
balance for all access negotiations would require the market circumstances under which they 
are conducted to be (implausibly) homogeneous. 

                                                        
32 For example, if the price level negotiated in one contract is high relative to that emerging from another negotiation, then 

the pipeline operator may be prepared to concede some arbitration rules that favour the access seeker (all else being equal). 
Alternatively, if the negotiated price were lower, then as a rational trade-off, the pipeline operator may require arbitration 
rules that are more favourable to the operator.   
33 AER, AER Submission Review of the Limited Review Regime Consultation Paper, October 2016 



 
   

Submission to the Gas Market Reform Group 
14 

• Even if the variance of any negotiating power imbalance between shippers and pipeline 
operators across the market were near zero, the avoidance of regulatory under or over shoot 
under the proposed approach would require the GMRG to second guess: 

- The extent of the current imbalance on average 

- What an appropriate balance would be 

- How the commercial negotiations and arbitration process will work in practice 

- The impacts of rebalancing on incentives to invest in pipeline assets and the services 
offered to shippers. 

4.3 Implementation options 

The implementation options identified cover a number of alternatives across three areas: 
information disclosure requirements, arbitration mechanisms and arbitration principles. Below we 
focus on those key features in respect of the GMRG’s preferred framework. 

4.3.1 Information disclosure requirements 

The key objective of these requirements is to reduce information asymmetry and thus improve the 
bargaining power of shippers. We have not been instructed to consider this aspect of reform in 
detail. 

We note however that under the GMRG’s preferred framework, particularly the focus on actual 
costs, the information disclosure requirements could become extremely onerous and grow over 
time. This is the experience from economic (or full) regulation, as described in Section 5.3 below. 

4.3.2 Arbitration mechanisms 

The key objective of these requirements is to create a mechanism to encourage negotiation and to 
also provide the option of arbitration where those negotiations fail. The key features under the 
GMRG’s preferred framework in this regard are that: 

• It is binding on the pipeline operator. 

• It is not binding on the shipper.34 As noted in Section 3.2.2 above, this appears to be a 
departure from the policy position provided in the Examination, which stated that “The 
decision of the arbitrator would be binding on both parties.”35 No information appears to be 
given in the Options Paper as to the reason for this change. 

• It creates a compressed timeline (50 days from commencement, or 90 day if agreed by the 
parties). 

• “The arbitrator could seek administrative or technical support from the AER in undertaking the 
arbitration, including in applying the arbitration principles that will guide the determination”.36 
The AER will also be able to pre-approve a list of arbitrators. In our view this would: 

                                                        
34 Gas Market Reform Group, Gas Pipeline Information Disclosure and Arbitration Framework – Implementation Options 

Paper, March 2017, p. 69. This being on the basis of Section 216Q(2) of the National Gas (South Australia) (Pipelines 
Access-Arbitration) Amendment Bill 2017 which states “A prospective user or user of a pipeline service to which an access 
determination relates is not bound to seek access to the service (but if access is sought or obtained then the prospective 
user or user (as the case requires) is bound by any relevant provision of the access 5 determination).”. 
35 Vertigan, M., Examination of the current test for the regulation of gas pipelines, 14 December 2016, p. 92 
36 Gas Market Reform Group, Gas Pipeline Information Disclosure and Arbitration Framework – Implementation Options 

Paper, March 2017, p. 118 
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- Heighten the risk identified in Section 4.3.1 above; the AER collects a large volume of 
information from regulated businesses and would likely value access to a larger set of 
longitudinal data on pipeline assets. 

- Inevitably cause arbitration processes and outcomes to become consistent with AER 
processes and outcomes, given the AER will be keen for the arbitration process not to 
create separate precedents that might impact on its decisions. For example, to deliver 
quick decisions, it is highly likely that arbitrators will rely on the AER to determine the cost 
of pipeline services. More broadly, the evidence shows that where economic regulators are 
able to undertake price monitoring but not full economic regulation, they often monitor 
costs and profits, rather than just prices per se.37 

The Options Paper indicates that the intent is not to create “quasi economic regulation”,38 but that 
may well be the effect in practice; indeed, the GRMG’s preferred framework would appear to go 
further than full regulation. This issue is discussed in further detail in Section 5.3. 

4.3.3 Arbitration principles 

The GMGR’s key objective is for arbitration principles to be designed that create an appropriate 
balance of bargaining power between the parties by providing “…more certainty as to the outcome 
of an arbitration, and in doing so increase the likelihood of parties reaching a commercial 
agreement without recourse to arbitration.”39  

As outlined in Section 4.2 above, the attempt to create “certainty” in terms of outcomes is 
precisely the opposite of what commercial arbitration seeks to do.  

The key features under the GMRG’s preferred framework are that: 

• The process whereby pipelines are regulated only where the coverage criteria are satisfied is 
effectively by-passed – non-scheme pipelines will in effect be regulated despite there being no 
coverage determination 

• Access pricing be based on actual costs - the arbitrator would have discretion as to how actual 
costs are estimated 

• The arbitrator would make an assessment of the opportunity costs / benefits for derivative and 
ancillary services to determine the price of those services, and in the case of derivative 
services, on what constitutes a reasonable contribution to joint and common costs 

• The interests of pipeline operators, investors and service users would all be considered by the 
arbitrator 

• Consideration would be given to the value to the pipeline operator of capacity expansions, 
geographical extensions and facility interconnections, whose cost is borne by someone else 

• Consideration would be given to the need for safe and reliable operation of the facility, and  

• The level of competition for pipeline services and from substitute pipeline services would be 
considered during arbitration. 

A key issue, in this regard, is the prominence of the actual cost based pricing principle, and the 
lower emphasis placed on the degree of competition for pipeline services in the GMRG’s proposed 
‘other’ pricing principles. Moreover, it is not clear that consideration by the arbitrator of the level of 

                                                        
37  ACCC, Airport Monitoring Report 2015-16, 2017.  This is also true of the price monitoring that used to apply in the 

Victorian ports sector 
38  Gas Market Reform Group, Gas Pipeline Information Disclosure and Arbitration Framework – Implementation Options 

Paper, March 2017, p. 61 
39 ibid, p. viii. 
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competition covers competition for pipeline services from non-pipeline services (diesel or 
electricity, for instance), which further limits the application of the principle.  

As described in Section 5.3 below, a focus on actual costs would go further than what both light 
and full regulation seeks to achieve.  At the same time, however, the Option Paper stresses that it is 
important that the arbitration be “impartial”. If the assumption is that actual costs are verifiable, 
then it could be argued that it naturally follows that the identification of those costs and a decision 
made on the basis of them will be impartial (assuming investors only ever seek to earn the minimum 
necessary expected commercial return on investment before undertaking it).  

It has been widely recognised in infrastructure regulation that focussing on actual costs is an 
unduly ambitious and unwise objective. This is because a focus on actual costs inevitably leads to 
increasing intrusive regulation over time and, in the process, substantially removes incentives to 
reduce those costs.   

Recognition of the limitations of this approach led to the development of ‘CPI-X’ or incentive 
regulation.  It seeks to decouple the setting of prices from actual costs by focussing more on 
efficient benchmark costs and providing a limited time period over which there is price certainty, so 
that the service provider can benefit from reducing its actual costs. Incentive regulation has been 
widely adopted across Australia and numerous other countries because it can deliver better 
outcomes in the long term interests of consumers.  

Section 5.3.5 identifies some of the practical challenges of focussing on actual costs, particularly in 
the context of the GRMG’s preferred framework. 
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5. Examination of the options 

This section examines the GMRG’s implementation options, in particular: 

• The merits of the GMRG’s preferred framework 

• The risks and / or costs it might impose 

• Other relevant considerations. 

5.1 The outcomes being sought and the role of gas transportation 

Analysis of the GRMG’s implementation options can be assisted by: 

• Examining the outcomes being sought and their relative importance 

• Having clarity as to the role that gas transportation plays in the natural gas supply chain.   

5.1.1 The outcomes being sought 

It is worth restating the four outcomes that the GMRG are seeking to achieve from the reform: 

• “Provide parties with an incentive to reach agreement through commercial negotiations and to 
only have recourse to the arbitration mechanism if there is a dispute that cannot be resolved 
through commercial negotiation” 

• “Provide for a commercially focused framework that can be applied to the broad range of 
services offered by pipelines, including those that can be provided using the existing capacity 
and those that require the pipeline to be augmented” 

• “Preserve incentives for investment and innovation in the provision of pipeline services” 

• “Not impose an excessive burden on parties, in terms of time and/or cost.” 

In respect of their relative importance, it is evident that three of the outcomes being sought relate in 
essence to the efficacy of the arrangements rather the outcomes being sought in respect of the Gas 
Market Objective.40 Only the third outcome goes to the Gas Market Objective, which would suggest it 
is the most important of the outcomes sought. 

5.1.2 The role of gas transportation 

In respect of preserving incentives for investment and innovation in the provision of pipeline 
services, it is apparent that: 

• Gas transportation is a relatively small part of the gas supply chain by value (e.g. contribution to 
the final price) 

• The costs which the implementation options are seeking to ‘optimise’ in respect of existing 
assets (i.e. the effective benefits that improved utilisation or more efficient operation can have 
on those costs) are also likely to be relatively modest in most circumstances 

• Gas transportation plays an important role in promoting competition in upstream and 
downstream markets. It can do this by facilitating more timely and efficient investment in the 
transportation assets required to bring the new production capacity to demand centres, or in 

                                                        
40  The National Gas Objective is to promote efficient investment in, and efficient operation and use of, natural gas services 

for the long-term interests of consumers of natural gas with respect to price, quality, safety, reliability and security of supply 
of natural gas. 
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facilitating greater investment in existing upstream markets. It can also do this by providing 
increased direct competition between existing markets or alternative ways to deliver gas to 
markets. The benefits of getting these investment decisions ‘right’ (i.e. in terms of their timing 
and size) are likely to be significant.   

In essence, the above reflects the twin objectives of: 

• Getting the prices for the use of existing services ‘right’ (i.e. to optimise utilisation) 

• Ensuring that there is no undermining of investment so there are adequate services to utilise. 

To some extent there is a trade-off (or at least there may appear to be in the short to medium term) 
between these objectives. This trade-off: 

• Is, however, not highly amenable to quantification 

• Should be informed by judgement on the relative costs of getting the relevant decision wrong.   

This almost certainly means placing greater emphasis on efficient investment, particularly in less 
mature markets, as this will enable market development. The cost of distorting investment 
decisions was a key theme of work previously undertaken by the Productivity Commission into the 
gas sector.41 

Such an approach is likely to show that the relative benefits of getting upstream and transportation 
investment decisions ‘right’ can generally be expected to be larger than refining market 
arrangements to achieve the more effective utilisation of existing capacity in the shorter term.42  To 
the extent that there is a trade-off in the short to medium term it is reasonably clear where the 
emphasis should lie.   

This is, in our view, the appropriate framework within which to assess the GMRG’s preferred 
framework. 

5.2 The GMRG’s preferred framework 

It is evident from Section 4 that the key features of the GMRG’s preferred framework are that it: 

• Is binding on the pipeline operator but not the shipper 

• Involves a time bound process 

• Directs the arbitrator to adopt an approach based on actual costs, including a commercial 
return on investment. 

5.2.1 The incentives for the parties to framework 

Under the GMRG’s preferred framework, shippers would appear to have a strong incentive to force 
negotiations into arbitration (i.e. not to negotiate cooperatively), given it would achieve the lowest 
price outcome. In other words, the GMRG’s preferred framework would provide access seekers with 
a ‘free option’ to pursue arbitration. It particular, it would provide: 

• No risk to the shipper that the outcome of holding out for arbitration would result in a less 
favourable outcome than they could get under negotiation, as it is highly unlikely that a 
shipper is going to negotiate from a position of only seeking to recover its actual costs 

• No risk that the process will be unduly delayed 

                                                        
41  Productivity Commission, Review of the Gas Access Regime, Inquiry Report, No. 31, 11 June 2004 
42  Although there are inevitably some relationships between these objectives. 
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• An option to avoid the outcome of the arbitration, if they do not like it. 

Under the GMRG’s preferred framework, pipeline operators, in knowledge of the shippers’ 
incentives, have a strong incentive to respond in a number of ways that undermine the outcomes 
the GMRG is seeking to achieve. These are described in further detail in Section 5.3. One such 
option would, however, be to seek light or full regulation of the relevant services. 

Likely strategic interactions under the GMRG’s preferred framework 

The table below illustrates the likely negotiation strategies open to shippers and pipeline operators 
under the GMRG’s proposed arbitration framework, and the feasible set of price outcomes given 
those strategies.  

Negotiation strategy matrix for pipeline operators and access seekers under the GMRG’s proposed arbitration framework 

  PIPELINE OPERATOR 

 
NEGOTIATION 

STRATEGY 

Move to AER 
regulation 

Negotiate 
cooperatively 

Negotiate 
non-cooperatively 

Outcome 

 

 

 

 

SHIPPER 
(Access Seeker) 

A shipper’s dominant 
negotiation strategy 

under the GMRG’s 
preferred option will 

always be to 
negotiate non-
cooperatively 

Negotiate 
cooperatively 

 

AER determined 
price 

(with high cost / 
moderate risk 

regulatory exposure) 

 

Cost reflective 
negotiated price 

(with low cost/risk 
regulatory exposure) 

 

Price negotiated at 
above cost 

 (with low cost/risk 
regulatory exposure) 

Negotiate 
non-cooperatively 

 

AER determined 
price 

(with high cost / 
moderate risk 

regulatory exposure) 

 

Price negotiated at 
or conceivably 

below* cost 

(with low cost/risk 
regulatory exposure) 

 

Price set through 
arbitration, non-

binding on shippers 
but binding on 

pipeline operators 

(with moderate cost / 
high risk regulatory 

exposure for the 
pipeline operator 

only) 

* By forcing non-recovery of prior fixed costs, for example through 
the triggering of MFN clauses in foundation contracts. 

 

For the shipper, the strategies are divided into: 

• Negotiate cooperatively – i.e. being prepared to concede some ground in negotiations to 
achieve an acceptable outcome 

• Negotiate non-cooperatively – i.e. aggressive negotiation strategies (e.g. take-it-or-leave-it 
offers)43 

                                                        
43 We note that Section 216G of the National Gas (South Australia) (Pipelines Access-Arbitration) Amendment Bill 2017, 

places a duty to on the parties to “negotiate in good faith”. However, it appears unlikely that this will prevent the 
implementation of a non-cooperative negotiation strategy by parties. Previous court findings with respect to contractual 
requirements to act in “good faith” have determined that “None of these obligations requires the interests of a party to be 
subordinated to those of the other.“ - See e.g. Hill, A. Good Faith: Enforcement in Australia, McInnes Wilson Lawyers, 
Brisbane, Australia, 2013 
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For the pipeline operator, the strategies are as per those of the shipper, with the addition of a 
strategy to: 

• Move to AER regulation – i.e. avoiding the proposed arbitration framework by becoming a 
covered network (as noted in Section 5.2.2 below other options exist in practice) 

The starting point for any strategic interaction is for each party to consider their best decision in 
light of the most rational decision of the other party. The table above illustrates the logic of 
strategic interaction under the GMRG’s proposed framework to be as follows: 

• From the shipper’s point of view as an access seeker, if the pipeline operator chooses to: 

- Move to AER regulation, then the price outcome will be the same regardless of the 
strategy chosen by the shipper (i.e. negotiate cooperatively or negotiate non-
cooperatively), as in both cases price is determined by the regulator (rather than through 
negotiation) 

- Negotiate cooperatively, then the shipper will be made no worse off and may be made 
better off in terms of price if it chooses a strategy of negotiating non-cooperatively rather 
than cooperatively 

- Negotiate non-cooperatively, then the shipper will be made no worse off and may be made 
better off if it chooses a strategy of negotiating non-cooperatively rather than 
cooperatively, as in the latter case the strategic interaction would result in the access 
price being set equal to the pipeline operator’s offer price, whereas under arbitration the 
price would be likely to land somewhere between the pipeline operator’s offer price and 
the shipper’s lower bid price.  

• Therefore, under the GMRG’s proposed framework, the dominant strategy for the shipper will 
likely be to: 

- Negotiate non-cooperatively - because, regardless of the strategy chosen by the pipeline 
operator, the shipper is unlikely to be  made worse off by negotiating non-cooperatively 
and may be made better off, depending upon the strategy chosen by the pipeline 
operator. 

• Knowing that shippers will typically negotiate non-cooperatively, pipeline operators will under 
this framework actually not be encouraged to implement a strategy of negotiating 
cooperatively, given that, on a risk adjusted basis, this strategy will not result in a better price 
outcome (from the pipeline operator perspective) and may result in a worse outcome than the 
alternative strategies of: 

- Negotiating non-cooperatively, thereby triggering the GMRG’s proposed arbitration 
process, or 

- Avoiding negotiation, by seeking coverage (and which may lead to better outcomes). 

• The choice between these two strategies will be made on the basis of the pipeline operator’s 
perception of the relative costs and risks of binding arbitration versus AER regulation. 

• As a result, it is likely pipelines providing third party access will have the terms and conditions 
of that access determined either through the GMRG’s proposed arbitration process or by AER 
regulation, and not by commercial negotiation.   

5.2.2 Responses available to pipeline operators  

Pipeline operators will have in practice a number of ways that they can respond to shippers’ 
incentives under the GMRG’s preferred framework (beyond seeking coverage). These are likely to 
undermine the outcomes the framework is seeking to achieve.   
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The response options of pipeline operators include: 

• ‘Holding out’ on committing to services levels without understanding shipper expectations in 
respect of price 

• Seeking to ‘contract out’ of the GMRG’s preferred framework 

• Limiting the scope of the application of the GMRG’s preferred framework 

• Seeking to have their assets covered and subject to light or full (i.e. heavy) regulation - i.e. in 
those cases where pipeline operators perceive the risks and burdens of traditional regulation 
to be lower than those of pre-agreement arbitration 

• Making detailed representations to arbitrators on actual costs, including commercial rates of 
return.  

These are discussed further below as they highlight the risks and potential costs of the GMRG’s 
preferred framework. 

5.3 The risks and potential costs of GMRG’s preferred framework 

5.3.1 Holding out on committing to price and service levels 

The negotiation that will be occurring between the two parties: 

• Is ex ante of any actual commercial agreement between the parties 

• Will cover both prices and services and service levels (e.g. specifications). 

Given this, pipeline operators are likely to want to know what the shipper’s expectations are in 
respect of price before committing to services and service levels. This is likely to have a number of 
practical implications: 

• Given price cannot be agreed without specifying a service and a service level and the pipeline 
operator will not commit to service levels without understanding the shippers expectations on 
price, it is difficult to see how commercial negotiations will reach agreed terms 

• The arbitrator will over time need to adjudicate on all the material terms and conditions 
associated with the service, including price (which itself will be a highly complex undertaking) 

• The services asset operators develop and provide will be artificially constrained and they will 
likely use other tools to limit the services that are provided (e.g. operational and safety related 
concerns), until they believe that they will be adequately compensated for providing them. 

The first two of these impacts go to the effectiveness of the framework in encouraging commercial 
arbitration and the effectiveness of the binding arbitration process itself. The third is more 
important as it goes to innovation in service delivery and the extent to which the arbitrator will 
inevitably become involved in investment decision making. 

Disincentives for innovation 

The international evidence shows the capacity of markets to develop new services to meet the 
more complex needs of users in a more volatile pricing environment.44 It also shows that: 

• Most markets are underpinned by contract carriage (and long term contracts) 

                                                        
44 EY, Gas market structure review, APA Group, April 2014 
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• The market arrangements have developed largely on an industry led and voluntary basis, but 
with a supportive policy environment provided by government  

• Much of the focus has been on steps to facilitate trading, and innovation in service provision 
takes time to evolve. 

While these markets are much larger than the eastern Australian gas market they provide insights 
into how the market can evolve over the longer term. They also show what might not happen if 
regulation stifles that innovation (i.e. regulation could be a step backward in this regard). 

The Australian Energy Market Commission’s report on the review of alternative market designs for 
the Victorian wholesale gas market highlights the limitations of that market in encouraging efficient 
investment and innovation.45 

In the electricity sector, some market participants are arguing that network regulation needs to 
change more rapidly than it is currently46 so that distribution companies are more able and willing 
to respond to the ‘disruption’ that is occurring in that market.47 In particular, there are regulatory 
barriers to the deployment of distributed generation by network service providers in Australia. It is 
evident that it has been retailers as opposed to regulated networks that have been more active in 
these new markets (e.g. roof top solar PV). 

5.3.2 Contracting out of the GMRG’s preferred framework 

Asset operators may seek to ‘contract out’ of the negotiation and arbitration framework where 
possible. This is because they may only capture their actual costs and a ‘regulated’ rate of return 
(and have less potential for upside and downside protection than afforded under economic 
regulation). In the case of any large investment this may involve seeking to ensure that: 

• In the case of greenfield investments, there is no spare capacity on which to have prices and 
services arbitrated. This will lead to deferred investment (i.e. spare capacity that may have 
been factored into an investment decision on a real options basis will not occur because the 
risk is it will only recover the actual costs of doing so) and perhaps contracting decisions for 
existing assets that are made with ‘regulatory’ objectives in mind. Cost based regulation is not 
well placed to take account of real options pricing concepts (i.e. by adding a ‘real option’ 
premium to the weighted-average cost of capital) that would reward firms for providing 
investment flexibility, e.g. spare capacity as an option to take advantage of uncertain demand 
growth that may not eventuate.48  

• All the potential services a foundation shipper might want over the term of the contract are 
captured in the foundation agreement (and therefore a third party cannot seek to have a new 
service arbitrated). At a minimum this can be expected to lead to protracted negotiations. It 
may also led to deferred investment. 

On the basis of our experience in the infrastructure sector the risk of contracting out of regulation 
are real and potentially material, but often hard to identify.  The publically available evidence, 
however, suggests that: 

                                                        
45 Australian Energy Market Commission, Assessment of Alternative Market Designs: Review of the Victorian DWGM, 30 

March 2017 
46 For example, we understand the AER is currently developing a new demand management incentive scheme and 

innovation allowance for electricity. 
47 Smith, A. Transgrid blames regulation for stifling large-scale battery use, Australian Financial Review, 26 October 2016. 
48 See, for example: Evans, L. & Guthrie, A. ‘Risk, Price Regulation, and Irreversible Investment’, International Journal of 

Industrial Organization, 2005; Economides, N. ‘Real options and the costs of the local telecommunications network’, in 
Alleman, J., & Eli N. eds., The New Investment Theory of Real Options and its Implications for the Cost Models in 
Telecommunications, Kluwer Academic Publishers, Boston, Massachusetts, 1999; Hausman, J. ‘The effect of sunk costs in 
telecommunications regulation’, in Alleman, J. & Eli N. eds., The New Investment Theory of Real Options and its Implications 
for Telecommunications Economics, Kluwer Academic Publishers, Boston, Massachusetts. 
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• Infrastructure users are often prepared to sign up to rates of return that are materially higher 
than a regulator might provide where the option of economic regulation is not available (e.g. 
most Australian ports and airports), but will proactively ensure that they are getting the 
investment, risk allocation and service outcomes they are seeking as part of this process   

• The converse is, however, also true: there are very limited examples of users willing to agree 
to terms not consistent with the outcomes that full regulation might provide, where that option 
is available and even where the service in question might require it (and may not be provided in 
the absence of it) 

• Where economic regulators are able to undertake price monitoring, but not economic 
regulation, as discussed in Section 4.3.2 above, they often end up focussing on profits (as 
opposed to prices). 

We understand that the intention is that there would be no right to Judicial Review of an 
arbitrator’s decision.49 This will likely strengthen the incentives for asset operators to avoid the 
arbitration framework if there is a significant risk of adverse decisions being made due to the time 
constraints imposed. 

5.3.3 Limiting the scope of application of the GMRG’s preferred 
framework  

The scope of application of the GMRG’s preferred framework is likely to be much broader than it 
envisages because of the terms and conditions under which new investments are made. Asset 
operators will likely seek to limit the scope of application of the GMRG’s preferred framework by 
altering those terms and conditions.   

This is likely to have a substantial impact on the ability to get new investments in pipelines to 
financial close and / or the costs in those contracts (i.e. the prices paid by shippers).  

This is because: 

• Long term foundation contracts with major shippers are typically the means by which new 
investment in pipelines occurs, as they enable market risk (e.g. demand and price) to be 
allocated efficiently 

• These contracts typically have the following two key features: 

- Take or pay provisions – which pass much of the demand risk to the foundation shipper (as 
the party that is best able to manage such risk). These reallocate the demand risk the 
pipeline operator would otherwise face over the long term (i.e. revenue volatility on a fixed 
cost base) and allows the pipeline operator to focus on those categories of risk that it is 
best able to manage (e.g. financing and construction risk). 

- MFN clauses – which ensure that any lower prices that are subsequently offered to a third 
party shipper are passed through to the foundation shipper. This manages the risk to the 
foundation shipper’s competitive position that would otherwise arise and ensures that it 
can share in the benefits of growing pipeline use (given its prior commitment underpinned 
the original development). 

• If arbitration can determine the prices that the asset operator is obliged to provide to third 
party shippers and, via the MFN clause, this could pass through to the foundation user, then 
the asset operator will either: 

                                                        
49 Gas Market Reform Group, Gas Pipeline Information Disclosure and Arbitration Framework – Implementation Options 

Paper, March 2017, p. 73 
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- Be reluctant to provide MFN clauses in the foundation contract in the first place. This can 
only reduce the capacity of shippers to enter into long term contracts and thus raise the 
costs and risks of new investment to all. 

- Need to ‘price’ the likely impact of potential actual cost arbitrated prices into the 
investment decision, which will be likely to reduce the returns to that investment. 

In effect MFN clauses mean that there is a risk that arbitrated prices are ‘transmitted’ through to 
foundation shippers on a pipeline. It follows that the GMRG’s preferred framework is likely to 
undermine the use of long term contracts and would therefore undermine investment. 

This risk would appear to apply to assets that are currently the subject of 15-year no-coverage 
determinations, because it is the terms of the contract and not the arbitration that would result in 
the outcomes of the arbitration being transmitted to the foundation shipper. 

The Options Paper acknowledges that these pipelines would be captured by the framework. It 
suggests, however, that the impacts on pipelines that are subject to a 15-year no-coverage 
determination will be modest. This is because the GMRG expects the majority (if not all) of pipelines 
subject to a 15-year no-coverage determination to be able to seek an exemption on the basis that 
the pipeline does not provide third party access, or is a single shipper pipeline and this is not 
expected to change in the foreseeable future. 

We have not assessed the extent to which this would be the case as part of this work. 

The importance of foundation contracts  

Long term foundation contracts provide one of the key ways for both contracting parties to manage 
relevant risks and thus underwrite the development of major gas pipelines, which are highly capital 
intensive, long lived and typically specific use assets. The long term contract enables the asset 
operator to manage market risk and finance the investment cost effectively (i.e. reduce the 
required return by using higher levels of gearing than would otherwise be possible and structuring 
the financing to ensure it is as tax effective as possible) 

Contracts also enable upstream and downstream market participants (e.g. major gas consumers) to 
make significant capital investments in plant that underpin their business operations (e.g. power 
plants), by providing certainty over access to their long term source of gas supply. 

This situation is by no means unique to gas transportation assets; it applies to a wide variety of 
similar, privately provided and unregulated infrastructure assets - for example, the development of 
coal seam gas production, transportation, processing and export facilities, iron ore and coal mines 
and associated downstream infrastructure (e.g. rail, ports and terminals), water desalination plants, 
and electricity generation capacity which is typically either underwritten by long term Power 
Purchase Agreements or by vertically integrated energy supply businesses (i.e. with a large 
customer base). 

The best way to illustrate the importance of long term contracts is to highlight the circumstances 
where they have failed to manage market risk, and the consequences of that failure. Toll roads are 
a key example of a sector where the development of infrastructure assets has led to major 
commercial failures in recent times. It therefore provides a relevant case study. 
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Sydney’s Lane Cove and Cross City tunnels, Brisbane’s Clem Jones tunnel and Melbourne’s EastLink toll road 

all ran into financial difficulties because toll revenues were significantly lower than expected.50  These 

difficulties arose largely because investors took, but misjudged, the degree of volume risk involved (i.e. they 

had a long term concession in place with price certainty but little certainty over volumes).    

The value of that risk can be illustrated by the evidence. For example, in June 2008 (just before the GFC), a 

Product Disclosure Statement was issued for the Airport Link Project proposed by BrisConnections.51 It 

offered a Base Case Equity Return of 17% (nominal pre-investor tax internal rate of return).52 Under ‘key 

investments risks’ the PDS noted that investors would be exposed to the following risks: traffic volumes; 

construction; operational; financing; government (policy changes); economic conditions; and single asset risk. 

 

In May 2010, a project summary for the Peninsula Link Project to be undertaken by Southern Way consortium 

was published.53 Broadly, the documents show that the contractual terms expose investors to all of the above 

risks, excepting traffic volumes (which the Government chose to bear). In this case the expected pre-tax 

investor tax returns to equity holders are understood to be in the order of 8%-9%.54   

Whilst there are likely to be some differences in the extent to which investors were bearing other risks, the 

size of the difference between the expected returns is suggestive of the materiality of the volume risk borne 

by investors. 

 

Alternative toll road funding models are now being employed as the market is no longer prepared to bear this 

risk.  For example, the NSW Coalition Government is to take on the key early stage revenue risk of one of 

Australia’s biggest infrastructure projects, the $10 billion WestConnex toll road in Sydney. The first stage will 

be funded by the NSW Government and once the patronage numbers have stabilised, the Government plans to 

borrow money to build the second stage and later sell the infrastructure. The NSW budget papers state that: 

“Raising private capital once traffic volumes are known can significantly reduce traffic forecasting risk. In turn 

this would reduce the required rate of return for private investors and lenders, and so lower the project’s cost 

of capital or enable additional capital to be raised.”55 

The toll road example highlights how critical mechanisms to manage market risk are in enabling the 
development of capital intensive, long lived and specific use assets.   

The critical role played by foundation contracts is reflected in the National Gas Law and, most 
specifically, the greenfield pipeline incentives as outlined in the 15-year no-coverage provisions 
under Part 2 (sections 151-159). These provisions are designed to facilitate the development of 
efficient gas transportation infrastructure and remove the risk of regulated access for at least 15 
years.  

The AEMC has recognised the importance of long term contracts in stating that: “A positive feature 
of these arrangements is that the risk associated with the investment in gas infrastructure is borne 
by the investor who is best placed to manage it, and not by consumers.”56 

                                                        
50  Whitbourn, M. ‘Private funding dumped in new plan for toll roads’, Australian Financial Review, June 18, 2013. 
51  Brisconnections, Airport Link Project: Product Disclosure Statement, 20 June 2008 
52  The gearing in the initial phase of operation was expected to be roughly 60% 
53  Partnerships Victoria Project Summary, The Peninsula Link Project, May 2010 
54  Australian Financial Review, ‘Baird’s brilliant plan to save the toll roads’, 18 June 2013.   The assumed gearing was 86%. 
55 NSW Treasury, Budget Statement 2013-14, Chapter 1, p. 22 
56 AEMC, Strategic Priorities for Energy Market Development 2013, October 2013, p. 23 
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5.3.4 Seeking coverage by light or full regulation 

Asset operators would have the option of seeking light or full regulation. For some pipeline 
operators, this may have advantages compared to the GMRG’s preferred framework because: 

• Light regulation may enable better outcomes to be achieved because it is less focussed on 
actual costs 

• Full regulation focuses on efficient costs (not actual costs) and provides more revenue 
certainty and the opportunity for upside over a price control period (i.e. through the use of 
incentive mechanisms). An actual costs approach will not provide upside for a pipeline 
operator, but there will be downside risks (if those actual costs are understated). 

• Full regulation might provide more certainty and revenue recovery protection. 

Arbitration that determines price on the basis of actual costs would remove the opportunity for the 
business to achieve higher returns by lowering those costs. Current light and full regulation actively 
encourages outperformance because it is in the long terms interests of customers, and there is a 
considerable body of evidence to suggest it has been successful in this regard. 

Seeking to be regulated will come with the shortcomings typically associated with economic 
regulation, but it may provide the least-worst outcome for some pipeline operators. This will 
depend upon the specific circumstances faced by each asset, and pipeline operators’ perceptions of 
the relative costs and risks of binding arbitration versus AER regulation. 

5.3.5 Providing detailed information on ‘actual’ costs 

Asset operators will have a strong incentive to provide a large volume of highly detailed information 
on their actual costs in respect of any arbitration that occurs, including on the appropriate 
commercial rate of return. They will also have a strong incentive to ensure the actual costs pertain 
to the service in question. 

This is likely to mean that the arbitrator will face an extremely difficult task in making soundly 
based decisions in a compressed timeline. The arbitrator will be obliged to make commercial 
judgements on a very broad range of matters (unlike commercial arbitration) in a short period of 
time. This will require the arbitrator to account for the wide range of market environments as well 
as operational and contractual circumstances in which pipelines businesses operate including 
differences in the risk profiles of the relevant to pipeline businesses, and therefore the expected 
commercial returns that justify the associated investment risks. It is difficult to see how this will be 
feasible while affording all parties natural justice. 

It is also not obvious what remedy would be available if the arbitrator misjudges these issues. The 
worst possible outcome would be if the arbitrator simply deferred to recent regulatory outcomes to 
determine the key cost parameters that underpin an access pricing decision. 

The vast evidence from the regulation of similar assets over the long term and across countries 
shows: 

• Determining actual costs is a complex if not an impossible task. 

• Regulating actual costs is not conducive to encouraging efficiency, innovation in services levels 
or efficient investment (which is why full regulation seeks to focus on efficient costs). It tends 
over time to result in having increasing actual costs to regulate (as US cost of service 
regulation shows). 

• Making sound judgements on these matters is complex and time-consuming. 

This can be illustrated by observing the: 



 
   

Submission to the Gas Market Reform Group 
27 

• Length of regulatory decisions under full regulation and how they have grown over time 

• Complexity of adjudicating on what is a commercial rate of return, although this is only one 
element of that complexity. Others include: 

- Cost allocation methods 

- The appropriate treatment of pricing rebates 

- Demand drivers and forecasts 

- Verification of actual costs 

- Determining the reasonableness of those actual costs where disputes arise in respect of 
the actual costs it is claimed have been incurred. 

Complexity of arbitrating on what is a commercial rate of return 

Transportation pipeline operators are often subject to a range of risks that are not borne by the 
owners of regulated infrastructure. These risks often relate to higher project risk, commodity 
demand and price risk and key counter-party risk (e.g. contract and credit risk). Some bear similar 
risks to the upstream gas development project itself if they are specific purpose and / or user 
assets. This is because the assets will become redundant if the specific purpose for those assets is 
no longer relevant (e.g. the production field expires earlier than expected). 

Examples of this include: 

• The Queensland Treasury Corporation, in the context of determining an appropriate rate of 
return for a petroleum royalty determination for the Department of Employment, Economic 
Development and Innovation, has recommended against the use of different WACCs for 
different parts of the production chain. Specifically:  “It is not recommended that different 
WACC rates be calculated for different parts of the production chain (or for different 
infrastructure such as plant and transmission pipelines).”57 This agrees with the principles 
outlined in the final report to the Department of Infrastructure and Planning titled Queensland 
LNG Industry Viability and Economic Impact Study. The report suggests that a common cost of 
capital would be justified for the production, transmission and liquefaction sectors as the gas 
volume risks are very similar. That is, if the supply of gas exceeds demand, all the assets would 
have limited alternative domestic uses. 

• The recent sale of the Queensland Curtis LNG (QCLNG) pipeline illustrates the value of this risk. 
The pipeline is 543 km in length and runs from natural gas fields in the Surat Basin to an LNG 
export facility at Gladstone. A sale of the pipeline from BG Group to APA Group was agreed on 
10 December 2014.  We understand the sale included the following features: 

- An acquisition price of US$5 billion58 

- 20 year contracted revenues with tariffs determined by a fixed rate of return on the asset 
base. These tariffs are denominated in US dollars and are indexed to US inflation 

- 100% contracted revenue guaranteed by the parent entities that own the LNG project.59 

Estimates of the implied rate of return for the transaction have been sourced from two broker 
reports.  These are summarised in the following table. 

                                                        
57 Queensland Treasury Corporation, Calculation of Rate of Return for Petroleum Royalty Determination, Prepared for 

Department of Employment, Economic Development and Innovation, March 2010, p. 12 
58 The transaction is expected to realise a post-tax profit of US$2.7bn for BG Group (higher than the actual cost of 

developing the pipeline). 
59 We understand that 75% of contracted revenue guaranteed via the developers of the project BG Group (which is now 

wholly owned by Royal Dutch Shell) and 25% by the China National Offshore Oil Corporation (CNOOC).  
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Rates of return for the QCLNG pipeline 

Company WACC (Nominal , post-tax)  Cost of Equity Source Date of Report 

QCLNG pipeline 
5.00% 8.50% JP Morgan Feb-15 

6.00% n/a UBS Dec-14 

Source: Broker reports sourced from ThomsonOne.com 

• The price paid for this asset appears to be based on expected returns approaches that are 
often assumed to be appropriate for regulated assets.  It is critical to note, however, that the: 

- Sale and associated price was only able to be achieved because of the inclusion of parent 
company guarantees over the 20 year contracted volumes and tariffs; the acquirer was in 
essence ‘buying’ the creditworthiness of the gas producer (and not its customers) 

- Sale of the two other major LNG pipelines in Queensland have not proceeded, despite 
attempts, because of issues associated with the creditworthiness of the parent companies 
and the implications this would have for value. 

Complexity of arbitrating on the allocation of costs 

Another significant area of complexity which is dealt with differently by each pipeline operator is 
the method of allocation of fixed costs between customers; there are a wide range of cost drivers 
and cost allocators can be defined for the allocation of fixed costs (e.g. they may be apportioned on 
the basis of average cost by volume, by distance, by activity, by service, between firm and 
interruptible services, for reservation of capacity, etc.). Cost allocation models are typically large 
and time consuming to review. 

Complexity of arbitrating on revenue sharing mechanisms 

A related complexity to addressing cost allocation issues can also arise on the revenue side.  For 
example, when existing customers are afforded revenue sharing protections in Gas Transportation 
Agreements, these being “… provisions that require the pipeline owner to rebate some or all of the 
revenue it receives from the sale of capacity to third parties back to the capacity holders.”60 It is 
not clear that these costs would be allocated to the third party shippers under the GMRG’s proposed 
arbitration framework. 

5.4 Conclusions 

It is difficult to see how the GMRG’s preferred framework will, if implemented, progress the 
outcomes it seeks. In particular, it: 

• Will be unlikely to create incentives to reach agreement through commercial negotiations, 
because the GMRG’s preferred framework will provide an imbalance in negotiating power in 
favour of shippers 

• Will be unlikely to provide a commercially focused framework with wide application, because it is 
unlikely to be effective 

• Will be unlikely to preserve incentives for investment and innovation in the provision of pipeline 
services, because it will undermine how the relevant decisions are made 

• Might give the appearance of not imposing an excessive burden on parties in terms of time 
and/or cost, but will impose an obligation on arbitrators that it is difficult to execute fairly and 
reasonably.  

                                                        
60 AEMC, Pipeline Regulation and Capacity Trading Discussion Paper, East Coast Wholesale Gas Market and Pipeline 

Frameworks Review, 18 September 2015 p. 45 
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In our view, and consistent with the National Gas Objective, preserving incentives for investment 
and innovation is the most important of these outcomes. The evidence suggests that the GMRG’s 
preferred framework risks distorting the incentives for: 

• Investment in new assets by undermining the basis on which the investment decisions are made 

• Innovation in respect of existing and new services by reducing the opportunity to benefit from 
the provision of those services. 

This implies artificially constrained investment and upward pressure on prices over the longer term, 
which is not in the long term interests of gas consumers. 

All parties appear to agree that commercial negotiation, and not regulation, should be the 
preferred mechanism for determining the conditions of access to non-scheme pipelines. However, 
under the GRMR’s preferred framework, it appears likely that the pipeline assets with the least 
degree of market power could be exposed to the greatest level of regulation. 

A better approach would be for the arbitration to be binding on both parties and for the arbitrator’s 
decision to be influenced by a combination of commercial and economic efficiency principles, 
including primarily: 

• A focus on price benchmarking (to the greatest extent practical) – i.e. pricing on the basis of the 
market value of the services provided. The GMRG would appear to accept that prices agreed in 
contracts when assets are procured provide competitive market prices, albeit they typically 
reflect a risk allocation that imposes most of the market risk on the foundation shipper. This 
may not be the case for third party shippers and this would likely need to be taken into account 
when making judgements on the relevance of the available benchmark price data. 

• The degree of competition for pipeline services, including from non-pipeline related substitutes 
for those services. 

• Efficient investment in pipeline assets. 

The process should also be undertaken independent of the AER. 

This would be more likely to: 

• Provide a more appropriate application of a commercial arbitration framework 

• Provide a more balanced set of incentives for the parties 

• Achieve the outcomes that the GMGR is seeking and better alignment with the National Gas 
Objective. 

Whether that framework would provide better outcomes than the use of existing regulatory scheme 
is, however, open to question. 
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