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The challenge facing all economies or societies is that we have unlimited wants, but limited
means or resources to satisfy those wants. This is not just about material benefits, but also
broader societal benefits. The economic challenge of using scarce resources to satisfy
insatiable appetites applies equally to individuals and to governments.

This is why many economists say that, in the end, it is only productivity that matters if we
wish to raise the living standards of our citizens. Productivity is about getting more value
from our limited resources so that we can all benefit from higher living standards, including
ensuring that those resources are directed to areas that society values the most.
Microeconomic reform is the primary policy lever available to governments to improve
productivity.

The overarching purpose of this Microeconomic Reform Inquiry is to identify a package of
microeconomic reform measures® that the Western Australian Government could
implement to improve the efficiency and performance, and hence productivity?, of the
Western Australian economy.

Professor Fred Hilmer AO, the architect of the national competition policy reforms of the
1990s, has identified two broad categories of microeconomic reforms: enablers and
incentives.3

Enablers increase the capabilities in the economy and are the foundations that support
businesses and individuals in their work. Enablers include infrastructure, training and
education and legal frameworks. For instance, the Government can encourage or facilitate
the development of infrastructure at crucial times to enhance the productivity of labour and
capital.

Incentives are mechanisms that encourage businesses and individuals to improve their
performance. Incentives can improve the productivity of an economy by: reducing
unnecessary regulation or regulatory barriers; ensuring taxes comply with the core
principles of good tax design; and increasing competition as competitive markets will
generally serve the interests of consumers and the wider community.

The ERA considers that both enablers and incentives are important to the productivity of
the Western Australian economy and that the Government should not focus on one to the
exclusion of the other. However, it is incentives that provide the impetus for economically
efficient behaviour, productivity gains and innovation. In the absence of these incentives,
the provision of additional enablers may not deliver productivity improvements.

Hilmer notes there has been a shift in focus since the reforms of the 1990s away from
incentives and towards enablers.* One reason for this shift in focus is that changing

1 Microeconomic reform can be defined as government policies or initiatives aimed at improving the productivity of
specific industries or sectors in the economy. Forsyth, P. A Perspective on Microeconomic Reform, in Forsyth, P.
(ed) Microeconomic Reform in Australia, Allen and Unwin, Sydney, 1992,

2 Productivity measures how effectively an economy uses resources (labour and capital) in order to deliver the goods
and services demanded by consumers. An increase in productivity represents an increase in output created from
a fixed set of inputs (that is, productivity is about working smarter rather than working harder).

3 Hilmer, F., ‘Competition Policy from 1992 to 2014, Presentation to the Business Council of Australia on 13 February
2014, 2014.

4 Hilmer, F., ‘Competition Policy from 1992 to 2014’, Presentation to the Business Council of Australia on 13 February
2014, 2014.



incentives is often more politically difficult than changing enablers. Microeconomic reform
often involves winners and losers and even though society overall might be better off as a
result of a particular reform it is often the case that the losers are a very vocal minority —
one person’s barrier to entry can be another person’s protection from competition. This
makes reform politically challenging. Additionally, a focus on enablers (for example, more
infrastructure, better education) is often a far easier political debate.

A final point from Hilmer is worth noting. If reducing unemployment is a key objective then
the research suggests that the real driver of employment is the growth in new businesses.
Hilmer considers that “what we should be doing is creating an environment where new
businesses are encouraged to form”.> This reinforces the need to focus on incentives as
well as enablers, particularly by removing regulatory barriers to entry or new technology
and letting the forces of competition drive innovation.

In this Inquiry, the ERA has given consideration to how the productivity of the Western
Australian economy could be enhanced by addressing enablers, incentives and the
interaction between enablers and incentives.

The ERA has made 38 recommendations for reform across 17 different areas® of the
Western Australian economy. These recommendations, if implemented, are expected to
generate considerable benefits to Western Australians and ensure the Western Australian
economy remains resilient in the face of national and global economic change.

Quantifying the benefits of reform can be challenging: in many situations the ERA has not
been able to source sufficient data or information to undertake a robust quantification. The
benefits of the suggested reforms have not been quantified but the ERA considers that they
would be significantly greater than $622 million per annum’, or $245 per year for every
Western Australian resident, as this accounts only for the benefits from State taxes, the taxi
industry and the potato market.®

The benefits from remaining reforms identified in the Final Report have not been quantified.
These benefits would be derived from better provisioning of infrastructure, more efficient use
of existing infrastructure, reducing regulatory burden, deregulating retail trading hours, and
rescinding the domestic gas reservation policy.

5 Hilmer, F., ‘Competition Policy from 1992 to 2014’, Presentation to the Business Council of Australia on 13 February
2014, 2014.

6 The 17 areas being: congestion charges; State taxes; the taxi industry; the potato market; Royalties for Regions;
Government project evaluation; electricity time-of-use/cost-reflective charging; public/private partnerships;
unsolicited proposals; divestment of Government assets; fit for purpose investment; innovative funding sources;
State infrastructure strategy; reducing regulatory burden; retail trading hours; domestic gas policy; and Government
involvement in the housing sector (including developments and Keystart).

7 Thisis based on the estimated benefit of $580 million from reform of State taxes, $38 million from reform of the taxi industry
and $3.8 million from the reform of the potato industry.

8 The Australian Bureau of Statistics estimates the Western Australian residential population as being 2,535,701 as at
September 2013 (ABS data set: 3101.0).
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In addition, the recommended reforms will remove barriers to entry or new technology and
growth in a number of areas. The ERA expects substantial benefits to be derived from
growth in the retail trading sector, the taxi industry and the seed potato industry. The ERA
also expects that the removal of regulatory burden on business will result in the entry of
new businesses, greater competition, and growth in employment.

Lyndon Rowe
Chairman, Economic Regulation Authority

Inquiry into Microeconomic Reform in Western Australia: Final Report 3



In August 2013, the Treasurer requested that the ERA undertake an Inquiry into
Microeconomic Reform in Western Australia.

As part of this Inquiry, the ERA was required to develop a package of microeconomic reform
measures to improve the efficiency and performance of the Western Australian economy.
In particular, the Treasurer asked the ERA to focus on areas of reform that will:

e improve productivity and flexibility of the Western Australian economy;
e increase choice for consumers and business;

e increase opportunities for Western Australian businesses to compete nationally and
internationally; and

e remove or reduce unnecessary regulation.
In developing its recommendations, the ERA was required to:

e assess the efficiency of the Western Australian economy compared to similar
national and international economies;

e identify areas of the Western Australian economy whose contribution could be
improved through reform;

o identify options for improving the economic efficiency of these key areas;

e prioritise reforms based upon their potential to improve economic efficiency and
future growth; and

¢ recommend a small number of specific key reforms or sectors that require further
investigation by the ERA and/or policy development by the Government.

The terms of reference for the Inquiry are broad ranging, and as such, the ERA has been
highly selective in determining the areas of reform that could be examined in this Inquiry.

The ERA developed a list of potential areas for consideration in this Inquiry based on
submissions in response to the Issues Paper and Discussion Paper, meetings with
government departments and agencies and from ideas generated within the ERA.

The ERA prioritised reforms that it considered would have the largest potential benefits to
society and that would be relatively easy to implement by the State Government. Figure 1
provides an overview of the ERA’s approach to prioritising possible reforms in terms of their
potential benefit versus difficulties in implementation.

By necessity, the ERA had to limit the scope of its Inquiry to areas that would have the
largest potential benefits to society and could be examined in the timeframe available for
this Inquiry. The Terms of Reference for the Inquiry also required the ERA to recommend
a small number of specific key reforms or sectors that require further investigation by the
ERA and/or policy development by the Government.
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Figure 1 ERA’s approach to assessing potential reforms
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Issues considered in the Inquiry

The ERA has broadly grouped the issues that it has dealt with in this Inquiry as follows:

e Infrastructure: State funded infrastructure is a key driver of productivity and has
the potential to have a significant impact on our future prosperity, but the State only
has limited resources to fund infrastructure. The ERA examines how we can
maximise the productivity of this important enabler of growth through better decision
making, potentially divesting some public assets to the private sector, and providing
incentives to use infrastructure efficiently through user charges.

e Addressing disincentives: Reducing unnecessary regulation will assist existing
and new firms and industries to react to changes in demand and technology,
allowing them to capitalise on these changes to become more productive. Ensuring
taxes comply with the core principles of good tax design, which stipulate that taxes
should be efficient, simple and equitable, will reduce behavioural distortions and
lower the efficiency costs associated with State taxes.

¢ Removing barriers to competition: Removal of barriers to competition will provide
the incentives for new businesses to enter the market. An increase in suppliers is
beneficial as it encourages innovation, efficiency and can drive growth in
employment. In this section of the Final Report the ERA examines regulation of

Inquiry into Microeconomic Reform in Western Australia: Final Report 5



retail trading hours, regulation of the taxi industry, regulation of the market for
potatoes, the domestic gas reservation policy, and Keystart home loans.

Strong relationships exist between infrastructure investment and productivity, which in turn
is the major determinant of standards of living over the long term. This is because
infrastructure is an enabler of productivity; it increases the capabilities of the economy and
provides the support that businesses and individuals need in their work. Hence, a failure to
deliver the right level and mix of infrastructure will lead to lower standards of living than
would otherwise be the case.

Infrastructure expenditure in Western Australia is significantly higher on a per capita basis
than other jurisdictions, reflecting not only higher economic activity, but also that the
Government is more active in more sectors of the economy than is the case in other
jurisdictions. This has been a contributing factor in the State’s burgeoning net debt levels
that led to a credit rating downgrade in September 2013.

The State’s net debt levels and the Government’s focus on the credit rating have forced the
Government to place some form of constraint on infrastructure expenditure as it is simply
unable to afford many of the projects that it would like to implement.

The ERA considers that a review of the way that the Government makes decisions on new
infrastructure, the way it utilises existing infrastructure, and on the assets that the
Government owns, will deliver significant productivity benefits to Western Australia.

The ERA has sought to identify ways to improve decision making around infrastructure to
deliver greater benefits to the economy. Improved decision making and utilisation may in
turn assist the Government to fund the infrastructure that consumers want, while reducing
pressure on the State budget. The ERA has identified several areas in which infrastructure
processes could be improved.

The Government already has good processes in place for infrastructure planning that are
simply not consistently applied. To facilitate effective decision making, the Government
should provide stronger leadership in the consistent and rigorous application of proper
process. The most effective way of ensuring that consistent quality information is supplied
is to provide an appropriate incentive framework and structures for information sharing to
centralise some, but not all, expertise and to require that established processes are followed
in all cases.

An effective project selection and evaluation process may identify alternative projects that
can appropriately address the original problem for a fraction of the cost. Currently,
infrastructure projects that cannot be afforded are delayed or cancelled entirely. A better
way of approaching the situation may be to identify and implement alternative “fit-for-
purpose” projects that could result in solutions being delivered earlier, more cost-effectively
and in a way that better meets the needs of consumers.

The ERA concluded in its Draft Report that hypothecation of royalty income to Royalties for
Regions is not an ideal way to reflect the Government's commitment to regional
development. The ERA also noted that the impact of hypothecation of royalty income on
the budget has been compounded by the offsetting effect increases in royalty income has
on the GST revenue grants.



As part of the 2014-15 State Budget (which was handed down after the release of the Draft
Report), the Government implemented a $1 billion expenditure cap that will limit expenditure
from Royalties for Regions to a level well below the amount that would otherwise be
allocated (assuming 25 per cent of royalty income is hypothecated to regional projects). The
ERA considers that its recommendation in the Draft Report to restrict regional funding has
effectively been implemented with the introduction of the expenditure cap. Under these
circumstances, the ERA considers that optimal expenditure on regional priorities can now
be achieved provided that the Government actively manages the expenditure cap and
follows good process for project selection.

There are a number of areas in which existing infrastructure could be better utilised. Before
considering new infrastructure expenditure, the Government should investigate demand
management tools that may obviate the need for such expenditure. For example, in many
cases the more efficient use of existing infrastructure may delay or reduce the need for
expensive capacity enhancement. In this review the ERA has considered time-of-use
electricity charging and road congestion charging as measures that not only reduce the
need for infrastructure enhancement, but provide significant productivity gains as a result
of changing the behaviour of consumers.

Currently, most Western Australians pay a flat rate tariff for electricity that is applicable at
all times of the day. This pricing structure does not take into account the fact that the
demand and the cost of supply for electricity can fluctuate significantly throughout the day,
with clear peak periods in the afternoon when people return from work. The generation and
distribution network is built to accommodate peak periods of demand that only occur for a
few days each year that can be further exacerbated by extreme weather (for example,
during very high temperatures air conditioner use is dramatically higher).

Accordingly, the ERA considers that a move to time of use charging (charging users more
to use electricity in peak periods and less in periods of lower demand) could smooth demand
for electricity by encouraging customers to consume less electricity during peak periods.
This could reduce the peak capacity requirement of the network and therefore delay the
need for expensive network enhancements.

Additionally, current electricity tariff structures do not fully recover the cost of providing
electricity. The ERA considers that Western Australia should progress towards fully cost-
reflective tariffs.

The inefficient use of infrastructure can impose considerable costs. The under-pricing of
road use in Western Australia has resulted in rapidly increasing traffic congestion, with the
cost of congestion in Perth expected to reach $1.6 billion by 2015.° This cost is composed
of increased travel times, less reliable travel times, pollution costs and additional fuel costs.

Congestion in Perth is typically confined to morning and afternoon peak periods as people
commute to and from work. In order to alleviate congestion, road users must be given
incentives to either travel outside of peak periods or switch to public transport. Many urban
economists agree that the best method for achieving this is some form of congestion
charging scheme?? that charges road users for using particular road facilities or for entering
the confines of a restricted area.

The ERA considers that a trial of a congestion charge should be implemented for vehicles
that enter the CBD during peak periods in the morning and afternoon. Evidence from other

9 See for example, Bureau of Infrastructure, Transport and Regional Economics, Estimating urban traffic and
congestion cost trends for Australian cities, 2007.

10 Based on a study by Small and Gomez-lbanez. (Small and Gomez-lbanez, Road pricing for congestion
management: the transition from theory to policy, 1998.).



cities shows that congestion charging is a highly effective traffic management solution that
also brings about reductions in vehicle accidents and inner-city pollution, and has
consistently reduced congestion by around 15 to 30 per cent where it has been
implemented.*! The evidence also shows that congestion charging schemes generally gain
public approval once the benefits become evident, despite initial public resistance.?

Congestion charging schemes do require significant up-front expenditure for payment
management systems and the public transport investment necessary to accommodate an
increase in peak hour demand. However, experiences in other cities indicate that this need
not impose a substantial burden on the Government. Elsewhere, revenue from congestion
charges has paid back the initial set-up costs in a relatively short period (ranging from
around 6 months in Milan, through to 4 years in Trondheim) while also covering all operating
expenditures. Ongoing revenue from congestion charging schemes is also frequently used
to improve and expand public transport facilities.

Time of use pricing and congestion charges are designed to incentivise consumers to
change their behaviour, not raise funds for the Government. However, there are situations
where the Government should introduce user charges purely as a means of funding
infrastructure. Developing innovative sources of funding can ease budgetary pressures and
allow the continued maintenance and provision of public infrastructure. The ERA has
considered the potential for widening the use of developer charges and user charges.

The ERA supports the implementation of user charges to fund and maintain infrastructure
in place of general government funding as it enables a more equitable outcome by charging
only the people who use that infrastructure. Additionally, the ERA considers that widening
the base of developer charges could benefit Western Australia. It is reasonable that the
developers and individuals that benefit from the infrastructure should incur all or part of the
cost of its provision.

Finally, the ERA considers that the Government is not the only source of infrastructure
investment proposals and in some cases not the best source. Developing a mechanism by
which the private sector is encouraged to present unsolicited projects may result in a source
of innovative solutions to infrastructure backlogs. Such a mechanism needs to balance the
protection of private sector intellectual property with the over-riding requirement for value-
for-money from government procurement.

The Western Australian Government owns a large number of infrastructure assets and
Government Trading Enterprises that are owned and operated by the private sector in other
jurisdictions. Government ownership of assets and businesses has become a topical issue
following the loss of the State’s AAA credit rating.

The State Government has announced that it is reforming its Business Model and Asset
Investment Program with the aim of recovering the State’s AAA credit rating. The State
Government will initially focus on a process to facilitate the sale of underutilised land
holdings, discrete port assets, and certain electricity assets.

11 Ernst & Young, Communauté métropolitaine de Montréal: Portrait des experiences de tarification routiére en milieu
urbain, 2012; The Urban Mobility Portal, Traffic Reduction Data, 2014, http:/eltis.org/index.php, (accessed
4 June 2014); European Platform on Mobility Management, Durham City: First Road User Charging Scheme in the
UK, 2014, http://www.epomm.eu/index.php?id=2771&langl=en&study id=169, (accessed on 4 June 2014);
Button, K., The Economics Behind Transport Congestion, Mercatus Center Seminar, Washington D.C, 2007.

2. Mugz, I, Why the Attitude? An analysis of attitudes towards the congestion charge in Gothenburg prior to
implementation, 2013.
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The ERA supports the Government’s review of its assets, but considers that the review
should focus on sales that will improve the efficiency of the economy rather than focusing
strictly on the impacts on net debt.

Historically, the Government has owned an asset or business to ensure that certain goods
and services are delivered in a manner consistent with society’s interests. These assets
and businesses have been used as a way of achieving government policy objectives.
However, there are less invasive forms of intervention that the Government can undertake
to ensure that goods and services are efficiently delivered to meet consumers’ needs and
wants.

Divesting government assets, where appropriate, has the potential to increase the efficiency
and productivity of the asset, which in turn may benefit consumers. It may also help to
address conflicting objectives that arise from Government ownership (for example, trying to
maximise profits from government business enterprises while also seeking to achieve social
objectives). Greater private sector involvement in infrastructure also has the potential to
reduce costs given that the private sector often has a greater incentive to operate more
efficiently than government.

The ERA has developed a set of criteria for the Government to apply in reviewing the
reasons for ownership of a business or asset. These criteria are summarised in Figure 2.

The ERA has applied the criteria to selected government assets to assess their suitably for
divestment (including Western Power, Synergy, the Water Corporation and the Port of
Fremantle). This review is not considered to be comprehensive, but it does provide some
guidance on how the criteria developed by the ERA could be applied.

A debate is needed about government ownership of assets and businesses, informed by
periodic reviews guided by a framework. Such debate should lead to decisions that resolve
conflicting objectives, provide appropriate commercial incentives to maximise net benefits
to the community and, in the case of divestment, provide funds for retiring debt and/or
investment in new infrastructure.
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Well-designed regulation is one of the tools that allow governments to achieve policy
objectives such as promoting efficient markets, encouraging public health and ensuring
responsible development. Good regulation should have net benefits and the benefits
should be greater than the benefits of other possible interventions.

However, regulation results in a burden on citizens and businesses when it is unnecessary,
obsolete, or poorly designed. It imposes a net cost on society, can raise the price of goods
and services, and discourages entrepreneurs from establishing new and innovative
businesses and business practices.

The State Government has responded to public concerns about regulatory burden through
a number of initiatives in recent years (including the Red Tape Reduction Group and Repeal
Week). These initiatives have had a considerable impact, but there is still scope for
reducing regulatory burden.

The ERA has made recommendations in the Final Report that aim to further reduce existing
regulatory burden and to prevent the introduction of poorly designed regulation in the future.

Addressing existing regulatory burden

To reduce the existing regulatory burden in Western Australia, the Government needs to
improve co-operation between different government agencies, make better use of
technology to improve service delivery, and pinpoint the recurring problems faced by users
of government services.

The ERA considers that this can be done by establishing a State-wide regulatory reform
programme to continue the good work that has already been done in this area. It also
recommends that:

¢ the Government establish a division to assist departments in using technology to
provide online services and information;

e government departments be required to report publicly on how well they have met
their customer service standards each year; and

e key performance indicators be applied to senior government officials relating to their
success in removing regulatory burden, and the degree to which their department
has met its customer service standards.

The ERA also considers it essential that the Government frequently reports on the progress
of the reform programme, and that it ensures that citizens and businesses are closely
involved throughout the process.

Safeguards against future regulatory burden

The Government currently uses a process called Regulatory Impact Assessment to vet
proposed new laws and policies and protect against the introduction of further regulatory
burden. The process is a tool that helps the Government make better decisions by
considering the likely consequences of a proposal, and any practical alternatives.

Western Australia’s Regulatory Impact Assessment guidelines are similar to those used
internationally, and throughout Australia. Unfortunately, while the guidelines themselves
are good, the State’s process suffers from significant weaknesses in practice.



A major concern is that it is potentially relatively easy for new regulations to escape scrutiny.
Exemptions are available for election commitments and the Minister for Finance can also
exempt any other regulation from scrutiny at any point in the decision-making process.
There is no requirement to advise the public of the reason for an exemption, or even that
an exemption has been granted. The Government does not publish enough information to
determine how often these options are used, but the fact that these exemptions are
available reduces confidence in the ability of the process to provide genuine protection.

The role of public consultation in the process could also be significantly improved through
better disclosure of information, and by ensuring stakeholders have sufficient time to
comment. This would help ensure the Regulatory Impact Assessment process is used to
genuinely improve policies rather than being used as a final ‘ticking the boxes’ exercise for
decisions that have already been made.

The ERA considers that the best approach in preventing future regulatory burden is to retain
the current process and take steps to strengthen it. This includes passing legislation to give
legal force to the existing guidelines, significantly reducing the Government’s ability to grant
exemptions, substantially improving public disclosure of relevant documents and findings
at all stages of the process, and directing the Office of the Auditor General to undertake
periodic reviews of the implementation of the process.

It is also important to recognise that appropriate and effective regulation that has been
scrutinised may still become inappropriate or obsolete over time. This can be done by
establishing a set of guidelines to assist the Government in identifying laws that require a
periodic review.

State taxes are an important source of revenue for the Western Australian Government,
estimated to account for a third of the Government’s revenue sources in 2014/15.13

However, State taxes impose significant efficiency costs on the Western Australian
economy by distorting the decisions that taxpayers make because of those taxes. The
ERA’s consultant has estimated that the efficiency costs arising from three of Western
Australia’s largest taxes (payroll tax, residential transfer duty and land tax) to be in the order
of $1 billion per annum.4

In general, an efficient tax is one that minimises changes in behaviour (including incentives
to work, save, invest or consume).'> The efficiency cost of taxes are reduced when the tax
base is kept broad (that is, there are few concessions and exemptions), which in turn allows
the tax rate to be kept low while still raising sufficient revenue. The combination of the broad
base and the low rate reduces the incentives of taxpayers to change their behaviour in order
to avoid taxes.

Businesses have the incentive and the opportunity to invest time and effort into activities to
avoid or minimise the amount of tax they pay when a tax is applied at high rates with a large

13 Western Australian Treasury, Budget Paper: Volume 3 Economic and Fiscal Outlook, 2014, p. 88.

14 Synergies Economic Consulting calculated this figure by applying KPMG'’s estimates of the pre-reform average
efficiency costs to 2012/13 collections of payroll tax (22 cents), transfer duty (31 cents) and land tax (6 cents) as
sourced from page 2 of Overview of State Taxes and Royalties to calculate the pre-reform efficiency cost. Source:
KPMG Econtech, CGE Analysis of the Current Australian Tax System, 2010 p.2 and Western Australian
Department of Treasury, 2013/14 Overview of State Taxes and Royalties, , 2014, p. 10.

15 The main caveat to this being taxes that are deliberately designed to change behaviour (for example, when
externalities are present).



number of exempt activities. The following are distortions available for businesses to
reduce their payroll tax liabilities.

o Attempting to engage employees as independent contractors (because payments
made to legitimate independent contractors are not subject to payroll tax) to reduce
payroll tax and other payroll related liabilities (such as superannuation and workers’
compensation).

e Sending parts of their operations off-shore, where wages and tax liabilities are lower.
The Chamber of Commerce and Industry of Western Australia (CCIWA) advises
that some of its professional services members are hiring staff in South East Asian
countries to complete work that could otherwise be done in Western Australia as a
way of reducing staff numbers and not increasing their payroll tax obligations.

e Deciding not to employ additional staff to avoid exceeding the exemption threshold
for payroll tax and finding alternative means to grow their businesses (such as
greater use of capital) or simply not growing the business at all.

Such behaviour, as well as reducing State tax collections, impedes the growth of the State
economy by diverting activity to other jurisdictions, dampening overall activity, and acting
as a distraction to business owners (as the time and effort spent on minimising tax liabilities
comes at a cost of other more productive activities, such as growing businesses).

Inefficient taxes also distort the behaviour of individuals. The most obvious implications for
individuals arise from transfer duty on the sale of residences. Transfer duty is a significant
impost with a maximum rate of 5.15 per cent® applied to the cost of buying a dwelling in
Western Australia. Transfer duty may influence home-owners not to move house when it
would be desirable for them to do so in the absence of transfer duty. This can have a
number of negative effects on individuals, State tax collections and the economy more
generally including:

e acting as an impediment to labour mobility — for example, an individual may choose
not to relocate for work because of the cost of transfer duty associated with buying
a new home; and

o inefficient use of housing stock — people may stay in particular dwellings when it no
longer suits their needs and thereby prevent other people from accessing a dwelling
of a suitable size. For example, empty-nesters may not downsize their homes and
people with growing families may decide to extend their home rather than moving to
an established dwelling of an appropriate size.

The ERA has examined two main options for reforming payroll tax, residential transfer duty
and land tax in Western Australia in order to reduce the efficiency costs. Both reform
options are revenue neutral for the State Government.

e Broaden the base and lower the rate of all three taxes to increase their
efficiency. This option involves:

- broadening the base of payroll tax, transfer duty and land tax by
removing all concessions and exemptions identified by the Western
Australian Treasury in its Statement of Tax Expenditures; 1’ and

16 Western Australian Department of Treasury, 2013/14 Overview of State Taxes and Royalties, 2010 p. 10.

17 Significantly reducing the payroll tax free threshold has similarities to the arrangements that applied when the States
were granted the payroll tax base from the Commonwealth in 1971. The tax free threshold at that time was $20,800.



- lowering the rate for payroll tax, transfer duty and land tax, such that the
revenue raised by each tax stays the same.

e Increasereliance on efficient taxes and reduce or abolish the inefficient taxes.
This option involves:

- removing all concessions and exemptions on land tax and raising the
rate (while retaining the progressive scale) and therefore significantly
increasing the amount of revenue raised by land tax; and

- removing all concessions and exemptions on payroll tax and lowering
the rate such that the total net revenue raised by payroll tax remains the
same; and

- abolishing transfer duty on residential property.

Any reforms to the taxation system that are revenue neutral for the Government will result
in winners and losers. This is because a reduction in the taxation liability of an individual or
business will have to be paid for by an increase in the liabilities of others.

However, the ERA considers that there a strong advantages of proceeding with reform of
State taxes, notwithstanding that it will result in winners and losers, because of the
significant efficiency gains that are expected to accrue from reform.

A preliminary investigation indicates that the efficiency benefits of reforming State taxes are
likely to be considerable. Broadening the bases and lowering rates will reduce the
distortions to behaviour and have been estimated to have the potential to add $460 million
to $580 million per annum to the State economy. Reforming State taxes will also ensure
that the State Government has access to a stable and growing source of revenue.

However, the ERA recognises that there are practical barriers to reforming State taxes,
including the difficulties of convincing the business community and the general public of the
need to forgo existing exemptions and concessions in State taxes for the broader public
benefit of lower tax rates applied to broader bases. However, the immediate impact on
losers from the taxation reforms can be softened by adopting a staged-approach to the
implementation of any reform measures. For example, the Australian Capital Territory
Government has commenced phasing out transfer duties on conveyance over a 20 year
period and adopting General Rates as a broad based land tax for revenue replacement.®

Reforming State taxes will do little to address the imbalance between the Western
Australian and Federal Government in revenue raising capacities and expenditure
obligations. Such reform can only be achieved through cooperation at a national level
between the Federal Government and State and Territory Governments.

Nevertheless, the ERA considers that the two main tax reform options outlined in this Final
Report are worthy of more detailed consideration.

Over the years, successive state governments have put in place regulations that stop
competition in various markets. These regulations result in situations whereby some groups
are subsidising the incomes of other groups, and are ultimately costing society overall.
Regulations also result in consumers having less choice (for example, choices about when

18 ACT Department of Treasury, 2012-13 Budget Paper No. 3: Taxation Reform, 2012.



and where they can shop, choice about the variety of potatoes they can purchase) and
paying higher prices (for example, higher taxi fares).

Such barriers to competition are now the exception rather than the norm, as many
restrictions have been addressed. The ERA considers that there is a need to address the
few remaining barriers to competition that have persisted.

Retail trading hours in Western Australia have been extended in recent years, but continue
to be some of the most restrictive in Australia.!®

Governments have restricted retail trading hours in the past for various reasons. These
have included the observance of the Sabbath, to protect different types of retail business
(for example, large or small retail businesses) and for social purposes such as ensuring that
employees in the retail sector can have family time on weekends.?°

The ERA considers that these arguments in favour of restricting retail trading hours do not
have the same weight as they did in the past, particularly given the considerable changes
to society and technology since restrictions on trading hours were first introduced. For
example:

e Changes to the composition, and working hours, of households (such as the greater
prevalence of dual income and single parent households and the increase in fly-in
fly-out workers) make it more difficult for households to shop within restricted retail
trading hours.

e Regulation of retail trading hours disadvantages ‘bricks and mortar’ shops relative
to on-line retailers, which are free to trade whenever they wish. The significant
increase in online shopping in recent years has made the regulation of retail trading
hours less relevant.

The regulation of retail trading hours primarily benefits small retailers, which have few or no
restrictions on their trading hours by protecting them, to some extent, from competition from
retailers with more restricted trading hours. Protection of small business suggests that they
are inherently preferable to large retail businesses. The ERA found no justification for this
restriction on competition, a fact that has been consistently supported by other independent
reviews of retail trading hours.

Rather than being of benefit, regulation of trading hours imposes considerable costs on
customers and those retailers with restricted trading hours.

Regulation of retail trading hours reduces the choice and convenience of customers by
preventing people from shopping when and where they choose. People, for various
reasons, want to shop at times and places that are currently unavailable.

Data collected by the ERA demonstrates the extent to which customer behaviour is limited
by the existing retail trading hours. On weekends in particular, there is a clear spike in
shopping activity immediately after shops open and a significant drop in shopping activity
immediately prior to shops closing. These sudden changes demonstrate that retailers are
being forced to close during times when there is considerable customer demand. These

19 Productivity Commission, Relative Costs of Doing Business in Australia: Retail Trade, Productivity Commission
Interim Report, 2014, p. 89.

20 National Competition Council, Assessment of Governments’ Progress in Implementing the National Competition
Policy and Related Reforms, 2001, p. 21.



abrupt changes also contrast greatly with the behaviour observed in the deregulated trading
markets of Victoria and New South Wales. Customers have greater choice about when they
shop in jurisdictions with deregulated trading, and this is reflected in more gradual increases
and decreases in shopping activity over a 24 hour period.

The ERA considers that consumer choice, rather than government regulation, should
determine which shops open and when. Retailers will respond to consumer demand by
opening when it is profitable for them to do so and closing when it is not. Deregulation of
retail trading hours will generally not result in shops being open 24 hours a day, seven days
a week, although a small number of retailers may choose to if it is profitable to do so.

Restrictions on retail trading hours imposes costs on retailers with restricted hours. These
costs include: lost sales from being required to close when it may be profitable to be open;
greater capital costs due to the need to have extra capacity to deal with greater peaks in
customer activity; and compliance costs from needing to deal with complex retail trading
regulations.

The regulation of retail trading hours also distorts the manner in which some businesses
grow. Many small businesses make use of their longer trading hours because it is profitable
to do so. Confronted with the choice of growing (and no longer being able to operate during
these extended trading hours) or remaining the same size (and continuing to benefit from
unrestricted trading hours), some retailers choose not to grow, or to grow in a distorted
manner that ensures they retain the ability to enjoy unrestricted trading hours.

The ERA recognises that deregulation of retail trading hours will disadvantage some
retailers, particularly existing small retailers, which have enjoyed a degree of protection from
competition. The greater competition will be most harmful to the retailers that are least
capable of meeting customer demand and reflecting customer tastes and preferences (that
is, the most inefficient and inflexible retailers). However, these retailers will be replaced by
businesses that can and do cater to customer tastes and preferences, and will create a
more competitive and vibrant retail environment.

Furthermore, small retailers have already adapted to substantial liberalisation of trading
hours in Western Australia, and the structural adjustments that would arise from full
deregulation are not anticipated to be as significant.

Reflecting these considerations, the ERA recommends that retail trading hours be
deregulated in Western Australia with the exception of Christmas Day, ANZAC Day morning
and Good Friday. This is similar to the models implemented in Victoria and Tasmania.

The taxi industry in Western Australia is highly regulated. Regulations administered by the
Department of Transport determine: the number of taxi license plates on issue in Western
Australia;?! the maximum price that may be charged for taxi services; and the vehicle
standards and driver behaviour and aptitude standards that must be met.

The ERA has concluded that standards for taxi vehicles and driver aptitude and behaviour
have a net benefit, while the restrictions on the number of taxis have a clear net cost. Caps
on maximum fares appear to be necessary when there is a restriction on the number of

2l Taxi plates give the owner of the plate, or their agent, the right to operate a taxi. The Department of Transport
restricts the number of taxis permitted to operate in Western Australia by limiting the number of taxi license plates
on issue. The practical outcome of this is that there are fewer taxis operating in Perth than there would be in the
absence of this restriction.



taxis operating to prevent the abuse of market power. The need for caps on fares would
diminish if restrictions on the number of taxis were removed.

The ERA could not identify a market failure in the market for taxi services that justifies the
imposition of restrictions on the number of taxis that can operate. To the contrary,
restrictions on the quantity of taxis have resulted in taxi services in Western Australia being:
over-priced by around 16 per cent; and under-supplied and unreliable, with booked taxis in
Perth being 15 minutes late or longer on 115,000 occasions in 2013.

The ERA estimates that the benefit to taxi passengers of lower fares and reduced waiting
times as a result of removing the restrictions on the quantity of taxis would be in the order
of $70 million per annum. Of this, $18 million would be at the expense of private taxi plate
owners (who are generally not drivers) in the form of income foregone.

Taxi drivers will generally be unaffected by the reforms and may in fact benefit from greater
opportunities to own and operate their own taxi businesses, rather than working for a plate
owner. Drivers may also benefit from more job opportunities, with demand for taxi services
expected to increase by between 4 and 10 per cent as fare prices fall.

However, around 1,000 taxi drivers who lease their plates from the Government would lose
a portion of their income, estimated to be around $4,000 per driver per year. These drivers
have enjoyed an advantage over drivers that lease from private plate owners under the
current arrangements.

The ERA estimates that the net benefit to the Perth community of removing quantity
restrictions would be between $13.6 million and $38.5 million per year. In practical terms,
removing restrictions on the number of taxis will mean that: there are more taxis available,
with shorter waiting times and more reliable services; cheaper fares; and more innovative
and competitive services (such as alternative ways of booking and paying for taxis).

Opponents of deregulation of the taxi industry argue that many of the jurisdictions that have
removed supply restrictions experienced a decline in the quality and safety of taxi services.
The ERA notes regulations restricting the number of taxi are not designed to achieve quality
and safety standards. The Government should ensure that quality and safety standards
are maintained through regulations specifically designed to achieve the desired outcomes
and ensuring that these regulations are enforced.

The development of smart phone technology is starting to have a profound effect on the
way passengers purchase taxi and related services. Smart phone technology has the
potential to generate significant benefits for passengers and drivers, and as such these
technologies should be welcomed rather than discouraged. However, the full potential
benefits of smart phone technology will only be realised if the Government removes quantity
restrictions on the taxi industry and removes the barriers that prevent small charter vehicles
from competing with taxis (including minimum fares).

Technological advances mean that it is no longer practical to maintain the current
protections of the taxi industry. Most notably, the launch of Uber in Perth has started to
facilitate greater competition between the taxi industry and the small charter vehicle
industry. The ERA considers that it would be better for the Government to be proactive and
to adjust regulations in a planned and orderly manner, rather than try to respond when there
is no choice other than to deregulate.

Reflecting these considerations, the ERA recommends that the Government establish a
process to: effect the complete removal of quantity restrictions on the number of taxis



operating in Western Australia; and remove the restrictions that prevent small charter
vehicles from competing directly with the taxi industry.

Ideally, once the reform model has been agreed, removal of quantity restrictions in the taxi
industry would occur completely and in a single stage. This will result in the greatest and
earliest benefits to taxi passengers in the form of lower prices and will reduce opportunities
for the deregulation process to be derailed by interest groups. The ERA does not consider
that restrictions on the number of taxis should be removed slowly over time; a long transition
process is not needed to allow the industry to adapt because this is already occurring in
response to new technology.

Some additional regulations of Small Charter Vehicles (SCVs) may be required if they are
to be permitted to pick up rank and hail passengers, to ensure the safety of both passengers
and drivers. For example, some form of external signage would be important to allow
passengers to easily differentiate between registered taxis and private vehicles so they do
not inadvertently accept a ride from a driver that is not part of that industry. SCVs may also
need to include in-vehicle cameras and GPS, as is currently required for taxis.

Removing restrictions on the number of taxis that are permitted to operate will erode the
value of taxi licence plates and the ability of plate owners to generate an income from these
plates in the form of lease fees. However, the ERA recommends that the Government does
not compensate owners of taxi license plates for the loss of value of income, including for
the following reasons.

e Plate holders have been able to reap windfall gains from past government policy
choices without these being taken back, so it is reasonable to expect plate owners
to bear windfall losses without compensation.

¢ New technologies are likely to erode the value of plates, irrespective of whether or
not the Government removes quantity restrictions, and so there is no case for
compensation to be provided by the Government.

e The risk that the Government may remove the restriction at some point in the future
should already be incorporated into taxi plate prices.

In Western Australia it is illegal to sell fresh potatoes grown in Western Australia for human
consumption (ware potatoes) without a licence from the Potato Marketing Corporation,
which is a statutory marketing organisation of the Western Australian Government.

The Western Australian ware potato industry was regulated after the Second World War in
order to ensure supply and to control price levels. Virtually every other agricultural industry
has since been deregulated, with the Western Australian ware potato market being one of
only two regulated agricultural industries remaining in Australia.??

The Potato Marketing Corporation undertakes a number of functions under Marketing of
Potatoes Act 1946 (the Act) that restrict competition in the market for ware potatoes. These
functions (among others) include determining the quantity and the colour?® of potatoes
produced, issuing licences (Domestic Market Entitlements) to grow potatoes, setting the

22 The New South Wales Rice Board being the other (Australian Bureau of Agricultural and Resource Sciences,
Australian Agricultural Productivity Growth: Past Reforms and Future Opportunities, 2014, pp.14-15).

23 Potato varieties are grouped into colours such as whites, blues, reds and yellows.



price that growers will receive, licensing wash packers and acting as the monopoly seller of
potatoes to the wholesale market.

The Potato Marketing Corporation has some onerous regulatory powers under the Act,
including powers to search premises where potatoes are grown, stop and search vehicles
suspected of carrying more than 50 kilograms of potatoes, impound crops for evidence, and
prosecute farmers.?* The Potato Marketing Corporation?® and Australian Venture
Consultants?6 note that these are arcane powers that have not been used for many years.
Nevertheless, the Potato Marketing Corporation can and has taken legal action against
potato growers that have failed to comply with legislation.?’

The ERA considers that restrictions on potato marketing have raised the incomes of potato
growers in Western Australia. However, this has been at the expense of Western Australian
consumers, who have paid higher prices than would otherwise have been the case, have
had limited choice of potato varieties and have endured poor product quality.?® The
restrictions have also limited productivity growth in the industry. The ERA estimates that
approximately $87 per tonne would be passed through to consumers in the form of lower
prices should the industry be deregulated.

The Potato Marketing Corporation argues that its activities simply counter-act the market
power of Coles and Woolworths in the purchase of wholesale potatoes in Western Australia.
In doing so, the Potato Marketing Corporation argues that it is merely redistributing some
of the monopoly rents?® earned by the supermarkets to potato growers. The ERA disagrees.
The ERA found that there is substantial, but not perfect, competition in the wholesale
purchase of ware potatoes and that, if farm-gate prices for potatoes fell, most of the price
reduction would be passed through to consumers. However, the extent to which any falls
in the price of Class 1 potatoes (of which Coles and Woolworths purchase a significant
share) would be passed on to consumers is likely to be less than the average for the total
ware potato market.

The main reason why consumers in Western Australia have a limited choice of varieties
relative to their counterparts in eastern Australia is that the Potato Marketing Corporation
has not been as effective as a free market in meeting the demands of consumers. For
example, the Potato Marketing Corporation is only now planning to shift a large proportion
of the State’s Domestic Market Entitlements from white to yellow varieties®®. However,
yellow varieties have been a large share of consumption for some time in eastern Australia.
The ERA considers that a free market will always respond more quickly to consumer
demand than a regulated market.

The ERA has found that the regulation of the ware potato market is hampering the
development of a seed potato export industry in Western Australia. Western Australia has
ideal conditions for growing seed potatoes; it has the right climate and is free from many of
the diseases that are present in other potato growing areas. There is a significant

24 Marketing of Potatoes Act 1946, http://www.austlii.edu.au/au/legis/wa/consol_act/mopal946232/
25 Potato Marketing Corporation (8 May 2014)

26 Australian Venture Consultants (on behalf of the Potato Growers’ Association of WA), Response to ERA Draft
Report: Inquiry into Microeconomic Reform in Western Australia, 2014, pp.4-5.

27 B. Thompson, ‘Tony Galati potato charges dropped’, The West Australian, July 18 2013,
http://au.news.yahoo.com/thewest/a/18042008/tony-galati-potato-charges-dropped/ (accessed 23 June 2014).

28 McKinna et al, Strategic Analysis of the Western Australian Ware Potato Supply Chain: Final Report, 2011, p.iv.

29 Economic rent is the return over and above opportunity cost (or the normal rate of return) necessary to keep a
resource in its current use.
30 ACIL Allen Consulting (A report to the Potato Marketing Corporation), Regulation and the potato industry in WA,
2014, p.22.
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http://au.news.yahoo.com/thewest/a/18042008/tony-galati-potato-charges-dropped/

opportunity for Western Australian growers to export seed potatoes to Asia, the Middle East
and the Eastern States.

Despite this, there has been a reluctance to invest because seed exporters are prevented
from selling any seed tubers3! that cannot be exported on the domestic ware market unless
the exporters have a Domestic Market Entitlement. This constraint reduces profitability and
investment in the industry.

Overall, the ERA estimates that the restrictions on the Western Australian ware potato
market have a net cost of $4.1 million per annum. This equates to a present value of
$33.23 million over a 15-year period.

The ERA notes that a consultant engaged by the Potato Marketing Corporation (ACIL Allen)
also found that the regulation of the potato industry imposes a net economic cost to Western
Australia.

Proponents of the regulation of the ware potato industry have put forward a number of
arguments in favour of retaining the restrictions and have made a number of criticisms of
the ERA’s analysis. The ERA has addressed all of these comments in this Final Report
and does not consider that there are any substantive arguments in favour of retaining the
regulations.

The ERA concludes that the existing regulations on the potato market are holding back the
industry and are not serving the Western Australian public well. As such, the ERA
recommends that the Marketing of Potatoes Act 1946 and Marketing of Potatoes
Regulations 1987 be repealed.

In October 2006, the Government of Western Australia adopted the Western Australian
Government Policy on Securing Gas Supplies. This policy requires a commitment from
liquefied natural gas (LNG) proponents to reserve the equivalent of 15 per cent of the LNG
production from each export project for the domestic (Western Australian) market.3? This is
known as the domestic gas reservation policy (DGR policy).

The rationale for the DGR policy is to “ensure secure, affordable domestic gas supply to
meet Western Australia’s long term energy needs and to sustain economic growth,
development and value adding investment”.33

The ERA notes that other issues, such as the joint marketing arrangements of domestic gas
supply and retention leases may also affect the domestic gas market in Western Australia,
but has particularly focussed on the DGR policy.

The implementation of the DGR policy appears to have been the Western Australian
Government’s response to an adjustment by the market that involved a sharp spike in gas
prices and tight supply of domestic gas. However, after careful consideration of the current
gas market, the ERA is of the view that the DGR policy is not required; indeed, the DGR
policy is likely to inhibit development of the Western Australian gas market in the long term.

31 The tuber is the part of the potato plant that is eaten.

%2 The 15 per cent commitment can be met from offsets from sources other than the fields producing exports, although
this has not occurred to date.

33 Department of Premier and Cabinet, Western Australian Government Policy on Securing Domestic Gas Supplies,
2006.



Historically low domestic gas prices were driven by legacy contracts (such as the North
West Gas Development (Woodside) Agreement Act 1979). These long term contracts did
not reflect the contemporary market conditions and prices, which have moved significantly
from when the legacy contracts were signed. It was therefore inevitable that domestic
customers would have to face a sharp increase in prices on the termination of the legacy
contracts.

However, introducing a policy that artificially restrains price rises does not necessarily
provide a sustainable approach to achieving efficient outcomes. Rather, removing barriers
and providing incentives for more investors to enter the market is more likely to achieve an
efficient and sustainable market to the long term benefit of consumers in Western Australia.

The ERA also notes that Fortescue Metals Group, which is a major gas user, has recently
called for a transition away from the DGR policy to a transparent and rigorous “use it or lose
it” approach to retention leases.3*

The ERA believes that the DGR policy should be rescinded as soon as practical. The costs
that this policy imposes on the Western Australian economy far outweigh any benefits that
it is believed to have. At the very least, the DGR policy has the following negative
consequences:

e Itreduces the incentive for investors to invest in the gas industry in the longer term,
reducing future levels of gas available for domestic or international use.

e It perpetuates the existence of industries that may not have a comparative
advantage in Western Australia at the expense of investment in other industries.

¢ Itinhibits dynamic efficiency and technological innovation. For example, the policy
artificially depresses domestic prices, which discourages domestic gas users from
investing in technologies to lower or substitute their gas consumption.

e It increases reliance on subsidised gas prices, leading to over consumption of the
resource.

The ERA acknowledges that rescinding the reservation policy may involve some structural
adjustments in the domestic market. Gas will go to its highest market value use and, in the
short-term, prices may have to rise beyond the ‘export parity’ levels, to correct for past
market anomalies. Gas intensive industries will need to adjust by being more efficient,
switching fuels, or passing on some costs. However, in the longer-term this will result in
sustainable prices, more competition, and greater security of supply.

The Housing Authority is tasked with increasing the range of affordable housing options
available in Western Australia guided by the Affordable Housing Strategy 2010-2020. The
Housing Authority applies a number of policy instruments to increase the availability of
affordable rental and home ownership opportunities, including land and housing
developments, shared-equity arrangements and loans for rental bonds and the purchase of
a property.

34 This was a result of research done by Deloitte Access Economics on behalf of Fortescue Metals Group into Western
Australia’s gas sector. For more information see Deloitte Access Economics, Fortescue Metals Group: Western
Australia gas sector analysis, 2014 and Fortescue Metals Group Ltd, Australia must maximise its natural gas
advantage, 2014.



The Housing Authority is active in a number of commercial markets in order to deliver these
policy instruments, exposing the State Government to financial risk. Major risk areas
include the market risk associated with completing housing developments and the credit
risk associated with Keystart Loans Limited (Keystart), the Government’s low deposit home
loan scheme. The ERA expressed concerns about these risks in its Draft Report and
recommended greater transparency and accountability in the Housing Authority’s
development activities and the abolition of Keystart.

In response to the Draft Report, the ERA received 19 submissions opposing its
recommendation to abolish Keystart. Submitters disputed the ERA’s assertion about the
risk that is posed by Keystart and were of the view that Keystart helped households
transition from public housing to home ownership.

Notwithstanding these submissions, the ERA considers that it is unlikely that Keystart is
having a net impact on the level of home ownership amongst low income households. The
reason why the ERA holds this view is because the housing market in Western Australia
has a supply constraint — it is therefore likely that when a Keystart client is successful in
making a purchase, another buyer is unsuccessful. In addition, by adding to demand in a
market with constrained supply, Keystart may be inadvertently increasing housing prices.

Further, the ERA considers that there is no compelling reason why Keystart should be
publicly owned if all the risks are accounted for in Keystart’'s current business process, as
the private sector could replicate this model. Accordingly, the ERA recommends that the
Government explore options for the divestment of Keystart.

In the Draft Report, the ERA expressed concerns that the Housing Authority’s development
activities expose the Government to significant risk and could lead to significant financial
losses for Government. The ERA received one submission disputing its analysis of the
Housing Authority’s development activities. A key concern was the lack of consideration
given to the mandate and strategy that governs the activities of the Housing Authority and
the analysis of the One on Aberdeen project.

The issues raised about the activities of the Housing Authority have been responded to in
this Final Report. Further consultation with the Housing Authority indicates that it has
obtained returns on its development activities that are consistent with the returns that would
be expected by the private sector.

However, the ERA observes that direct investment in infrastructure may not always be the
most efficient way for the Government to achieve policy objectives. For example, the
Housing Authority’s range of development activities are designed to respond to the fact that
affordable dwellings are not typically built by the private sector. This may in part be caused
by other Government policies (such as State and local government regulations that increase
the cost of housing developments and encourage the development of higher cost
dwellings). Addressing regulatory burden could help to improve the supply of affordable
housing without the cost and risk to Government that is associated with development
activities. Reflecting this, the ERA considers that a review into State and local government
regulation of dwelling construction and residential land development should be undertaken.

The ERA considers that the Housing Authority’s current activities in increasing the supply
of affordable housing should be temporary (given the current market conditions and the
apparent lack of incentive for the private sector to construct an adequate supply of
affordable housing) and, ideally, the Housing Authority’s activities would be restricted to the
demonstration of new and innovative designs.



Overall, the ERA has concerns about the effectiveness of the policy instruments that the
Housing Authority applies to improve housing affordability and the risk that some of its
activities pose to Government finances. The ERA considers that these issues warrant
further investigation by the Government, reflecting the complexity of housing affordability
issues and the policy response of the Housing Authority.

The ERA notes that while the implementation of the recommendations contained in the
Final Report would be beneficial to the economy overall, in many instances the reforms
would lead to winners and losers. Often, with reforms such as the ones recommended in
this report, there are many winners and, while their individual gains are small, their number
means a significant economy-wide benefit. In contrast, there are often only relatively few
losers, but their losses may be individually significant.

The losers from reform are often those that have benefitted from a degree of protection by
existing restrictions on competition and could experience a reduction in income or wealth
as a consequence of the removal of those restrictions. As a general rule, the losers from
reform can be expected to resist any reforms that will penalise them. This resistance will
come in two main forms:

e trying to prevent the reforms from occurring by using any influence that is available
to them and by attempting to discredit the analysis upon which the assessment of
the relative benefits and costs of the reform are based upon; or

e should reform proceed, lobbying for compensation for lost income or wealth arising
from implementation of the reforms.

Payment of compensation does not change the outcome of whether the removal of
regulations is beneficial to the economy or not. It merely transfers money from one group
to another on the basis that the receiving group is somehow more deserving of that money
than those funding the compensation.

The main areas of this Final Report that are likely to generate claims for compensation are:
reform of State taxes; deregulation of the taxi industry; and deregulation of potato
marketing. The matter of compensation is discussed in the specific chapters relating to
each of these three areas.

The ERA considers that there should not be any general rule on compensation and that
groups or individuals need to explain why they deserve compensation on a case-by-case
basis. There should not be an automatic presumption that individuals and businesses will
be compensated for changes to government policies that have an adverse effect on them.

This is partly because different groups, or individuals within groups, can be affected
differently by the same reform. For example, some holders of production licences®® (such
as taxi plates or potato licences) may have received those licences for free, while others
may have purchased them for considerable cost. Licence holders may have held these
licences for long periods of time and gained more than their initial investment in the form of
high prices, or they may have recently purchased the asset and so have not had the chance
to recoup their investment.

35 Production licences only have value because of government regulations. The regulations provide value to the asset
holder because of the additional income that is associated with the restrictions. In the absence of the regulations,
there would be no substantial value associated with holding a licence.



The ERA considers that investors should be aware of the risks associated with any
investment they make. Licences have a value because of a potential future revenue stream
that can be generated from owning the asset, arising from the Government restriction. This
revenue stream is the consequence of the above normal profits that can be generated while
the restriction remains in place. Investors will be aware of the risk that the Government may
remove the restriction at some point in the future and this risk will be incorporated into the
value of the licence.®® Investors would be ‘double dipping’ if they were to receive
compensation from the removal of the restriction because they would already have been
receiving above normal profits as a result of the restriction.

The counter argument to this is that the Government has effectively forced people to
purchase the asset in order to enter the market or expand their operations, and therefore
should compensate investors if reforms result in the value of the asset being eroded.
However, investors or producers may have recouped the value of the asset through a higher
income generated from being part of an artificially restricted group of sellers, and if this is
the case, there is no need to compensate for the loss of value of the asset.

The ERA notes that there are precedents for providing compensation for the removal of
restrictions on competition. For example, as discussed in more detail in Chapter 7 of this
report, assistance was provided for dairy farmers during the deregulation of the industry
between 2000 and 2008. The ERA considers that there are no established practices in
Australia for compensation following policy reforms and governments have acted on a case-
by-case basis, reflecting the particular circumstances of the industry concerned.®’
Nevertheless, the Government may consider that compensation is appropriate in particular
circumstances.

The Terms of Reference for the Inquiry requires the ERA to recommend a small number of
specific key reforms or sectors that require further investigation by the ERA and/or policy
development by the Government. The ERA has categorised these areas as follows.

e Areas that were simply too large in scope to be considered as part of this Inquiry
and would justify separate investigation. These areas include: health; education;
procurement, IT and communications; occupational licensing; and water and
wastewater services.

e Areas that were examined by the ERA as part of this Inquiry but which would warrant
further examination. These areas include: reform of State taxes; policy responses
to ensure availability of affordable housing; restructuring electricity tariffs;
government ownership of assets; and innovative sources of funding such as more
extensive use of user charges and developer charges.

e Areas that were identified in public submissions or during the course of the Inquiry,
that are worthwhile areas of examination but were unable to be included in this
Inquiry due to the need to prioritise areas with the greatest potential benefits, or due
to time and resourcing constraints. These areas include the forestry sector, bulk
handling of grain, operations and expenditures of government, liquor licensing,
waste management, government expenditures on safety, the Western Australian
industrial relations system, and regional air routes.

3% Even if an investor is not aware of this risk, the risk should be reflected in the purchase price of the asset as long
as there are enough buyers and sellers in the market for the asset.

37 Taxi Service Commission, Final Report: Customers First — Service, Safety, Choice, 2012, p.238.



Economic Regulation Authority

Summary of recommendations

Infrastructure

1 Apply project evaluation processes, including cost-benefit analysis,
consistently and rigorously to all major infrastructure projects.

Subject all election commitments to rigorous project evaluation processes
before being included in the State Budget.

Publish the outcomes of all major project evaluations.
Proactively manage the Royalties for Regions’ annual expenditure limit.

Ensure Royalties for Regions’ governance measures are adhered to, and
review the effectiveness of these measures periodically.

Establish a trial congestion charging scheme for vehicles entering the CBD
during peak periods. The trial should be supported by comprehensive
technical and cost benefit analysis, and should take into account:

a. the most appropriate timing for the trial, particularly with regard to any
anticipated increases in public transport capacity;

the most cost effective approach to increase public transport capacity to
the level needed to support the trial;

the length of trial that would be necessary to recoup the Government’'s
initial investment;

the appropriateness of retaining the Perth Parking Levy;

the appropriate boundaries, fee structure, and electronic equipment
required; and

the measures to be used to assess the effectiveness of the scheme at the
end of the trial period.

7 Progress be made towards implementing fully cost-reflective electricity tariffs
for households and small businesses.

8 Investigate the feasibility of introducing flexible electricity charging schemes
such as time-of-use and critical peak pricing.

9 Expand the use and scope of Public Private Partnerships to procure public
infrastructure, particularly in cases that will result in core services being
delivered for better value for money.

10 Develop a process and guidelines for considering unsolicited infrastructure
proposals from the private sector.
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Economic Regulation Authority

11 Conduct a full investigation into the divestment of assets that pass the
threshold criteria for private ownership.

Reducing the cost of complying with regulation

12 Appoint a lead reform agency (either the Department of Premier and Cabinet,
or alternatively the Department of Finance, or a combination of the two) to
work closely with senior departmental staff across all areas of the Government
to develop regulatory reform targets and monitor, enforce, and publish
performance against the targets.

13 Set Key Performance Indicators for regulatory reform targets for senior
departmental staff, including Directors General and Chief Executive Officers.

14 Establish an Information and Communications Technology (ICT) office within
Government (ideally within the Department of Premier and Cabinet) to:

a. identify technology based strategies to reduce regulatory burden in
Western Australia;

develop and implement a policy and implementation plan for ICT reform in
the State; and

provide ongoing support to the Western Australian public sector, in the
areas of service delivery, strategic ICT policy and planning, public sector
innovation, and information management, focusing on reducing the level
of regulatory burden.

15 Update the Red Tape Reduction Group’s 2009 assessment of regulatory
burden in Western Australia, to measure current levels of regulatory burden
in the State. The findings of this assessment should be made publically
available.

16 Require departments with a regulatory role to:

a. establish a customer service charter with clear and measurable service
standards;

have this customer service charter reviewed by a lead reform agency
responsible for the reform programme;

publish this customer service charter online, and display it in areas where
staff provide services to the public;

include a report on actual performance against the service standards in the
departmental Annual Report; and

set Key Performance Indicators for service standards for senior
departmental staff.
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17 Replace the Regulatory Impact Assessment Guidelines for Western Australia
with a statutory mandate establishing the Regulatory Impact Assessment
process, and defining the roles and responsibilities of the Regulatory
Gatekeeping Unit.

Establish a five-yearly recurring review of the implementation and
effectiveness of the Regulatory Impact Assessment process, to be
undertaken by the Office of the Auditor General.

Transfer responsibility for the central publication, but not preparation, of
Regulatory Impact Assessment documentation from individual agencies to
the Regulatory Gatekeeping Unit, including the timely publishing of:

Preliminary Impact Assessments;
Consultation and Decision Regulatory Impact Statements;
Compliance Notices and advice of non-compliance;

statements of the supporting rationale for any non-compliant proposals
adopted by Government, to be provided to the Regulatory Gatekeeping
Unit by the Government;

notices of exemptions (including the supporting reasons for approval of the
exemption);

notices of any changes made between a Consultation Regulatory Impact
Statement and the subsequent Decision Regulatory Impact Statement, to
be included with the Decision Regulatory Impact Statement; and

a current list of all proposals undergoing Regulatory Impact Assessment,
including the status of each, with the exception of cases where Cabinet-in-
Confidence restrictions apply.

20 Require that all regulatory proposals submitted to Cabinet and the Executive
Council be accompanied by the relevant Preliminary Impact Assessment
documents.

21 Amend the Guidelines (or their legislated replacement) to:

a. limit applications for exemptions to the period immediately after the
requirement for a Regulatory Impact Statement has been triggered;

limit the granting of exemptions to exceptional circumstances (such as
emergency situations) where a clear public interest can be demonstrated;

remove the capacity for exemptions to be granted in the case of election
commitments; and

require timely publication of the reasons for all exemptions granted.
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Establish a training and resourcing initiative to ensure that all government
departments involved in the preparation of Regulatory Impact Statements and
Preliminary Impact Assessments have the capacity to conduct key analytical
work (such as cost benefit analysis) in-house.

Determine and mandate an appropriate minimum consultation period for
Regulatory Impact Assessments, in cases where consultation is undertaken
as a part of the Regulatory Impact Assessment process.
Empower the Regulatory Gatekeeping Unit to require, review, and publish
post-implementation reviews for all non-legislative proposals that have been
subject to a Regulatory Impact Assessment.
Direct the Regulatory Gatekeeping Unit to perform an audit of legislation
overdue for review, report the results of the review to Cabinet, and to make
the findings available to the public. Where legislation is overdue for review,
the relevant Minister should direct the appropriate department or review body
to conduct the review as soon as practicable.

26 Establish a review policy to be applied to all new legislation, specifying:
a. criteria triggering the mandatory inclusion of a Review of Act clause;

b. criteria for identifying the most appropriate Government Department or
external organisation to perform the review;

criteria to guide legislators in identifying how frequently a review should be
performed; and

d. standard wording for the Review of Act clause.

27 Request that the Department of Finance’s Economic Reform division deliver
a response paper and implementation plan to Cabinet, giving regard to:

a. the timing and prioritisation of reforms; and

b. the levels of funding and resourcing required to implement the ERA’s
recommendations.

State taxes

28 Consider options for reforming payroll tax, residential transfer duty and land

broadening the base and lowering the rate of all three taxes to increase
their efficiency; or

increasing reliance on efficient taxes (land tax and payroll tax) and
reducing or abolishing the inefficient taxes (residential transfer duty).
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Retail trading

29 Amend the Retail Trading Hours Act 1987 such that retail trading hours in
Western Australia are fully deregulated, with the exception of:

a. Christmas Day (12:00am - 11:59pm);
b. Good Friday (12:00am - 11:59pm); and
c. The morning of ANZAC Day (12:00am — 12pm)

during which time only filling stations and retailers that employ eighteen (or
fewer) staff may open.

Taxi industry

30 Establish a process to effect the removal of all quantity restrictions on the taxi
industry in Western Australia in a single stage.

31 Reduce taxi lease fees such that they reflect the cost of issuing the licence.

32 Remove the restrictions on small charter vehicles that prevent them from
competing directly with the taxi industry including the regulations that:

a. establish different vehicles standards for taxis and small charter vehicles;
b. require small charter vehicles to charge a minimum fare price; and
c. require small charter vehicle services to be pre-booked.

33 Equalise safety requirements for taxis and small charter vehicles, including
requiring small charter vehicles to be fitted with a security camera and a global

positioning device.

Do not compensate owners of taxi license plates for the loss of any fall in taxi
plate values.

Require all taxis and small charter vehicles to display their fare schedule such
that it may be easily observed by passengers from outside the vehicle and
within the vehicle.

Require all taxi and small charter vehicle companies to lodge their maximum
fare schedules with the Department of Transport 24 hours prior to
implementation.

Equalise the driver training requirements between taxis and small charter
vehicles.

Remove the mandatory dispatch network affiliation requirements for taxi
vehicles.

Make the Department of Transport guidelines on fatigue management
compulsory.
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40 Maintain maximum price regulation in the short-term and keep a watching
brief on price behaviour to determine whether maximum price regulation can
be removed.

Potato marketing

41 Repeal the Marketing of Potatoes Act 1946 and Marketing of Potatoes
Regulations 1987.

Domestic gas reservation policy
42 Rescind the domestic gas reservation policy as soon as practicable.

43 Ensure the renewal of retention leases process is open and transparent so
that it is not used to warehouse acreage.

The housing sector

44 Explore options for the potential divestment of Keystart.

45 Conduct a review of State and local government regulation of dwelling
construction and residential land development.

46 Conduct a review of housing affordability and the effectiveness of the current
policy response.
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The Treasurer of Western Australia has given written notice to the Economic Regulation
Authority (ERA) to undertake an Inquiry into Microeconomic Reform in Western Australia.

The Inquiry was referred to the ERA under section 38(1)(a) of the Economic Regulation
Authority Act 2003, which provides for the Treasurer to refer to the ERA inquiries on any
matter relating to an industry that is not a regulated industry.

The Terms of Reference for the Inquiry requires the ERA to develop the most advantageous
package of microeconomic reform measures that the Western Australian Government could
implement to improve the efficiency and performance of the Western Australian economy,
with a focus on areas of reform that have the potential to achieve the following outcomes:

improved productivity and flexibility of the Western Australian economy;

increased choice for consumers and business, leading to net economic benefits to
Western Australia;

increased opportunities for Western Australian businesses to effectively compete for
national/international market share; and

removal or streamlining of unnecessary regulation.

In developing its recommendations, the ERA was required to:

assess the current level of efficiency of Western Australia’'s economy, including a
comparison with other relevant national and international economies;

identify those areas in the economy where reform could enhance their contribution
to the overall Western Australian economy;

identify options for improving the economic efficiency of the key areas identified
above;

prioritise key areas of reform based upon their potential impact on overall economic
efficiency and future growth; and

recommend a small number of specific key reforms or sectors that require further
investigation by the ERA and/or policy development by the Government.

A copy of the Terms of Reference is provided in Appendix 1.



The findings of this Inquiry have been informed by the ERA’s own internal research and
analysis, a public consultation process and the receipt of technical advice from consultants
engaged by the ERA.

The ERA sought to consult extensively with the public in undertaking this Inquiry and
developing its recommendations. All public submissions are available on the ERA’s
website.

The ERA released an Issues Paper on 9 August 2013 and sought feedback on issues
relevant to microeconomic reform in Western Australia. Fifty seven submissions were
received from a broad cross-section of the Western Australian community in response to
the Issues Paper.

The ERA subsequently released a Discussion Paper on 8 November 2013, which provided
further detail on a number of specific issues raised by the public and government
departments in response to the Issues Paper. A further 27 submissions were received from
the Western Australian community in response to the Discussion Paper.

The ERA published its Draft Report on 11 April 2014. The ERA sought feedback on its
analysis and draft recommendations contained in the Draft Report. Eighty submissions
were received in response to the Draft Report. The views expressed in the submissions
have informed the development of this Final Report.

The ERA presented this Final Report to the Treasurer on 30 June 2014. The Treasurer has
28 days to table the Final Report in Parliament.


http://www.erawa.com.au/

The Terms of Reference for the Microeconomic Reform Inquiry requires the ERA to identify
the most advantageous package of microeconomic reform measures that the Western
Australian Government could implement to improve the efficiency and performance and
hence productivity of the Western Australian economy.

Microeconomic reform can be defined as government policies or initiatives aimed at
improving the productivity of specific industries or sectors in the economy.38

The purpose of this chapter is to provide: a high level description of productivity and its
importance.

Productivity measures how effectively an economy uses resources (labour and capital) in
order to deliver the goods and services demanded by consumers. An increase in
productivity represents an increase in output created from a fixed set of inputs (that is,
productivity is about working smarter rather than working harder).

The benefits of increased productivity at an economy-wide level can be observed in two
forms:

e producing more with less occurs when the production of various goods and services
increase relative to the amount of inputs used to produce them. This will lead to a
combination of greater income for producers and lower prices for consumers, with
the exact distribution of gains depending on the structure of each particular industry;
and

e better utilisation of resources occurs when productivity growth allows resources
(capital and/or labour) to be released from those industries that can now produce
the desired level of output with fewer inputs. This frees up resources to be used for
additional leisure or production elsewhere, expanding production choices and
increasing the standard of living.

Productivity gains have real and tangible benefits to individuals and businesses (that is, in
the form of higher incomes or profits and concomitant standards of living). Reflecting this,
Governments should have as an objective implementation of policies to enhance
productivity. Microeconomic reform is the primary policy lever available to governments to
do this.

Microeconomic reform directly impacts productivity by influencing the input/output
relationships in the economy. For example, restricting production of a good by licensing
producers can result in higher prices and fewer products available to consumers. A reform
that removes licence restrictions, which do not have a public interest justification, can lead
to lower prices and a greater supply of the product or service.

Microeconomic reform also results in indirect effects on productivity; these include an
increase in competition and openness®® of the economy. In order to compete, businesses

%8 Forsyth, P. 'A Perspective on Microeconomic Reform', in Forsyth, P. (ed) Microeconomic Reform in Australia,
Sydney, Allen and Unwin, 1992.

%9 Openness in economic terms refers to the ease with which goods, services, innovations, technologies and capital
can flow between participants in an economy and the international community.



will generally become more productive. The opening of the economy also allows greater
access to technology, expertise, trade and investment, all of which result in higher
standards of living for individuals.

Professor Fred Hilmer AO, the architect of the national competition policy reforms of the
1990s, has identified two broad categories of microeconomic reforms: enablers and
incentives.4°

Enablers increase the capabilities in the economy and are the foundations that support
businesses and individuals in their work. Enablers include infrastructure, training and
education and legal frameworks. For instance, the Government can encourage or facilitate
the development of infrastructure at crucial times to enhance the productivity of labour and
capital.

Incentives are mechanisms that encourage businesses and individuals to improve their
performance. Incentives can improve the productivity of an economy by:

¢ reducing unnecessary regulation or regulatory barriers to entry to allow existing and
new firms and industries to react to changes in demand and technology, allowing
them to capitalise on these changes to become more productive;

e ensuring taxes comply with the core principles of good tax design, which stipulate
that taxes should be efficient, simple and equitable; and

e increasing competition as competitive markets will generally serve the interests of
consumers and the wider community by providing strong incentives for suppliers to
operate efficiently, be price competitive and to innovate, thus maximising the
production of goods and services from the scarce resources available.

The ERA considers that both enablers and incentives are important to the productivity of
the Western Australian economy and that the Government should not focus on one to the
exclusion of the other. However, it is incentives that provide the impetus for economically
efficient behaviour, productivity gains and innovation. In the absence of these incentives,
the provision of additional enablers may not deliver productivity improvements.

Hilmer notes that there has been a shift in focus since the reforms of the 1990’s away from
incentives and towards enablers.*! One example of this is the changing role of the National
Competition Council since delivering upon the National Competition Policy reforms. The
role of the National Competition Council is now largely limited to making recommendations
on third party access, whereas it had a much wider remit in the 1990s involving reviewing
the implementation of National Competition Policy reforms. In contrast, Infrastructure
Australia, which advises on Australia’s infrastructure needs and financing methods, was
established in 2008, when there was a much greater focus on enablers.

One reason for this shift in focus is that changing incentives is often more politically difficult
than changing enablers. Microeconomic reform often involves winners and losers and even

4% Hilmer, F., Competition Policy from 1992 to 2014, Presentation to the Business Council of Australia on 13
February 2014, 2014, http://www.bca.com.au/docs/d9695dfb-9c05-49b5-b5a5-
aeb96866¢400/Fred Hilmer Competition Policy from 1992 to 2014 FINAL 21.3.2014.pdf (accessed 25
March 2014).

4 Hilmer, F., Competition Policy from 1992 to 2014, Presentation to the Business Council of Australia on 13
February 2014, 2014, http://www.bca.com.au/docs/d9695dfb-9c05-49b5-b5a5-
2eb96866¢400/Fred Hilmer Competition Policy from 1992 to 2014 FINAL 21.3.2014.pdf (accessed 25
March 2014).
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though society overall might be better off as a result of a particular reform it is often the case
that the losers are a very vocal minority — one person’s barrier to entry can be another
person’s protection from competition. This makes reform politically challenging.
Additionally, a focus on enablers (for example, more infrastructure, or better education) is
often a far easier political debate.

Again, as Hilmer notes, in the early 1990’s “we had stagnant productivity, inefficient
government monopolies and heavily regulated non-traded services. But we had a
bipartisan consensus” [on the need for reform].#2 There is a need to rebuild that consensus
if the potential benefits from microeconomic reform in terms of improved living standards
are to be maximised.

A final point from Hilmer is worth noting. If reducing unemployment is a key objective then
the research suggests that the real driver of employment is the growth in new businesses.
Hilmer considers that “what we should be doing is creating an environment where new
businesses are encouraged to form”.43 This reinforces the need to focus on incentives as
well as enablers, particularly removing regulatory barriers to entry and letting the forces of
competition drive innovation.

42 Hilmer, F., Competition Policy from 1992 to 2014, Presentation to the Business Council of Australia on 13
February 2014, 2014, http://www.bca.com.au/docs/d9695dfb-9c05-49b5-b5a5-
aeb96866c400/Fred Hilmer Competition Policy from 1992 to 2014 FINAL 21.3.2014.pdf (accessed 25
March 2014).

43 Hilmer, F., Competition Policy from 1992 to 2014, Presentation to the Business Council of Australia on 13
February 2014, 2014, http://www.bca.com.au/docs/d9695dfb-9c05-49b5-b5a5-
aeb96866c400/Fred Hilmer_Competition Policy from 1992 to 2014 FINAL 21.3.2014.pdf (accessed 25
March 2014).
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Western Australia’s recent economic performance is a reflection of a variety of previous
economic choices made in the State, covering a broad range of factors such as capital
investment, labour, involvement in international and domestic markets, and investment in
innovation.

Evaluating Western Australia’s economic performance can highlight which sectors are
performing well or performing poorly, and allows the positive and negative impacts of past
choices to be evaluated. This understanding can be used to assist the Government in
allocating its resources, and in making economic choices that are informed by past
experiences.

This Chapter provides information about the current and forecast performance of the
Western Australian economy, providing context to subsequent sections of this Final Report,
and covering:

e the recent and forecast growth of the Western Australian economy;
e measures of Western Australia’s productivity;

o the financial position of the State Government;

¢ employment in Western Australia;

¢ the effect of population growth on the Western Australian economy;
¢ the cost of living in Western Australia; and

e the economic relations between Western Australia and international economies.

Western Australia has benefited from strong economic growth over the past decade,
outpacing the broader Australian economy, and recording an average annual growth rate
of 4.6 per cent per annum between 1995/96 and 2012/13.44

This economic strength has given the Western Australian Government a degree of freedom
in its investment choices, particularly in relation to infrastructure projects. However, the
same prosperity has also sheltered Western Australia from the impact of sub-optimal
investment choices and inefficiencies in other areas of the economy that are overdue for
reform.

The State’s strong growth has been driven largely by a booming resources sector, rather
than uniform growth across all areas. This has resulted in the development of an
increasingly specialised economy. Private investment, production, and the State’s export
markets all illustrate a focus on the resources sector, and consequently, the emergence of
China as Western Australia’s dominant export partner.

However, recent slowing of growth rates in Western Australia and a national contraction of
the resources sector highlights the need to increase the rigour around the State’s
infrastructure prioritisation and expenditure. This also serves as a reminder that the boom

44 Western Australian Department of Treasury, Mid-year Economic and Fiscal Outlook 2013-14, 2013, p. 56.



in the resources sector has a limited lifespan, and has increased Western Australia’s
vulnerability to international economic conditions.

In light of this slowing growth, the ERA considers that it is time for Western Australia to
address the current inefficiencies in its non-resources markets, to establish a stronger
framework for infrastructure spending, and to implement reforms that will allow the State to
transition from a specialised resources economy to a more diversified economy in the
future.

In the 2014/15 Budget, the State Government noted that Western Australia is likely to see
more modest economic growth rates in coming years, after growth of 7.3 per centin 2011/12
and 5.1 per cent in 2012/13.454¢  QOther recent forecasts have also anticipated slowing
economic growth in the coming year, both in Western Australia and across the country.4748

Private investment in the State has also declined. The Department of State Development
has indicated that business investment fell by an estimated 9 per cent in 2013, although this
was offset to some degree by a 6.25 per cent increase in merchandise exports.*

The prospect of economic contraction is of particular concern for the Western Australian
Government, since its budget position has deteriorated in recent years, in spite of the State’s
sound economic performance. The reasons for this deterioration are discussed in detail in
Section 3.3. The slow-down will further increase pressure on the Government to make
prudent and well-considered investment choices, and particularly to prioritise spending
more effectively. In Chapter 4, the ERA discusses this issue extensively, and provides
recommendations to improve government decision-making around infrastructure spending.

This section provides a broader context to the ERA’s recommendations in this Final Report.
It considers productivity and productivity growth in Western Australia, discusses the factors
that have contributed to high productivity over the past decade, and prospects for the State’s
future economic growth.

Productivity is a measure of how effectively an economy uses its resources (labour and
capital) in order to deliver the mix of goods and services required by its citizens.
Consequently, productivity provides an indicator of the efficiency of the economy’s
operation.

The microeconomic reforms recommended in this Final Report are aimed at improving
productivity by increasing the outputs that are generated using existing labour and capital,

45 Western Australian Department of Treasury, Mid-year Economic and Fiscal Outlook 2013-14, 2013, p. 3.

46 Growth in export volumes is expected to increase in coming years, with a move away from business investment
towards exports due to the completion of a number of large resources projects. This will likely occur because of a
general transition from the construction phases of major projects to the production and export phases.

47 Western Australian Department of Treasury, Mid-year Economic and Fiscal Outlook 2013-14, 2013, p. 3.
48 Reserve Bank of Australia, Statement on Monetary Policy — February 2014, 2014, p. 60.
4 Department of State Development, 2014, Western Australian Economic Profile — March 2014, p. 1.



leading to further increases in income and wealth. With this higher income, all else
remaining constant, the average standard of living® of individuals increases.>!

How is productivity measured?

Gross Domestic Product (GDP) for the Australian economy measures the productivity of
the national economy. Gross State Product (GSP) is the equivalent measure for Western
Australia. This indicator is developed by calculating the total market value of all final goods
and services produced within the economy, providing an estimate of the level of monetary
value being produced by the economy.

There are two main types of productivity. These are:

¢ labour productivity, which indicates the volume of output produced per hour of labour
used in production;? and

e Multi Factor Productivity (MFP), which measures the part of output growth that
cannot be attributed to the growth of labour or an increase in capital inputs. MFP
can result from business process innovations, advances in technology, and similar
types of improvement in the efficiency of a firm's operations.3

Western Australia’s Gross State Product

Western Australia’s contribution to the value of goods and services produced in Australia
has increased steadily since 2005. Over the ten years since 2003/04 Western Australia’s
contribution to Australia’s GDP rose from 14 per cent to over 16 per cent.>* The growth rate
of Western Australia GSP is expected to remain below the 4.9 per cent Western Australian
10 year average rate until 2017/18, but is projected, on average, to remain above the
Australian growth rate.%® This trend can be seen in Figure 3.

50 standard of living refers to the overall level of material comfort, as measured by the goods and services available
to an individual, group, or nation.

51 1t is important to note that this is not necessarily equivalent to an evenly spread increase in the standard of living
across all Western Australians, a factor that is taken into account in a Government’s social policy decisions.

52 Australian Bureau of Statistics, Productivity Glossary, 2010.

a

3 Australian Bureau of Statistics, Productivity Glossary, 2010.
4 Australian Bureau of Statistics, Catalogues 5220 and 5206, http://www.abs.gov.au/ (accessed 14 March 2014).

[Sd

5 Department of State Development, Western Australia Economic Profile, 2014, p. 1.
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Figure 3 Western Australia GSP and Australia GDP growth rate, 1994/95 to 2017/18
(nominal $)
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Source: ABS Catalogue 5220 and 5206, Department of State Development, 2014, Western Australia Economic
Profile and Australian Treasury, 2013, Western Australian State Budget Paper No.3 2014/15.
Note: Light blue bars represent forecast GSP.

Over time, the difference between Western Australian and national economic growth rates
has resulted in a substantial difference between Western Australia’s GSP per capita and
that of other States and Territories. For example, by 2012/13, the State’s GSP per capita
was 48 per cent higher than the national average.®

Labour productivity in Western Australia

Figure 4 provides a comparison of the labour productivity growth of Australia’s States and
Territories for the period 1991 to 2010. Western Australia’s labour productivity growth was
highest in the 1990’s and, while slowing, remained positive throughout the 2000’s. Growth
was observed across all jurisdictions between 1991 and 2010, with the exception of the
Northern Territory and the Australian Capital Territory in a number of periods.

The increase in labour productivity represents an improvement in the amount produced per
hour of work performed. The trend may be influenced by a range of factors, but is generally
consistent with what would be expected when an economy experiences growth in a capital
intensive industry, such as mining.

56 Western Australian Department of State Development, Western Australia Economic Profile - February 2014, 2014.
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Figure 4 Average annual labour productivity growth, States and Territories, 1991 to 2010 (%)
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Source: Victorian Competition and Efficiency Commission, Securing Victoria’s Future Prosperity: A Reform
Agenda, Productivity Information Paper, Victoria.

Multi Factor Productivity in Western Australia

Figure 5 shows a comparison of MFP growth across Australian States and Territories
between 1991 and 2010. Steady declines in growth rates were seen in all States from 2000
onwards, after strong increases in the late 1990’s. Trends in Western Australia were largely
consistent with those seen across the rest of the country, after somewhat higher than
average growth between 1991 and 1995.

Figure 5 Average annual Multi-Factor Productivity growth, States and Territories,
1991-2010 (%)

5.0%
4.0%
3.0%
2.0%
1.0%
0.0%
-1.0%

20% | Nsw vIC aLp SA WA TAS NT ACT  Australia
-3.0%

B 1991-1955 m15996-2000 m 2001-2005 2006-2010

Source: Victorian Competition and Efficiency Commission, Securing Victoria’s Future Prosperity: A Reform
Agenda, Productivity Information Paper, Victoria.

The decline in MFP growth across Australia has variously been attributed to the fading
effects of the microeconomic reforms of the 1990’s%” and a general lack of new reforms

57 For more detail, please see the ERA’s Microeconomic Reform in Western Australia Issues Paper, 2013.
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focused on productivity. The decline in MFP growth has also been attributed to labour
shortages, declines in the adoption of new technologies, and increases in productivity-
stifling legislation and regulation.5®

Increases in Western Australia’s income have been largely driven by increases in capital
investment®® and growth of the labour force, rather than gains in MFP.

The relationship between productivity and industry structure in Western Australia

The value of goods produced and exported from Western Australia rose by 9 per cent in
2012/13 and was the largest contributor to Western Australian GSP growth in 2012/2013.°
Western Australia produced 48 per cent of the nation’s goods exported in 2012/13. This is
particularly notable in light of the fact that Western Australia represents just under 11 per
cent of Australia’s population.®!

Western Australia’s economic development has become increasingly dependent on mining
and resources in recent decades.5? Western Australia’s reliance on these sectors leaves it
particularly vulnerable to global shocks. Investment in the States resources sector has
begun to decline as major construction projects near completion and transition to a
production and export phase.®®* Recent falls in commodity prices have also resulted in a
number of mining companies re-evaluating their investments in Western Australia.®* These
trends can be seen in Figure 6.

Figure 6 Western Australian private capital expenditure (2011/12 $°000)
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Source: Australian Bureau of Statistics, Private New Capital Expenditure and Expected Expenditure,
Catalogue 5625.0.

The relationship between productivity and income in Western Australia

Figure 7 indicates that Western Australia has moved from being on par with most other
State economies in terms of GSP per capita in 2003/04, to being considerably more
productive per head of population by 2011/12. In 2011/12, the national average GDP
per capita was around $65,000, compared to Western Australia’s GSP per capita of around

%8 Grattan Institute, Australia’s Productivity Challenge, 2011, p. 4.
9 Capital refers to any non-financial assets that are used in the production of goods and services.
60 Western Australian Department of State Development, 2014, op. cit.
61 Western Australian Department of State Development, 2014, op. cit.

62 The mining and petroleum exports comprised of 89 per cent of the State’s merchandise exports in 2012-13. Source:
Department of Mines and Petroleum, Western Australian Mineral and Petroleum Digest 2012-13, 2013.

63 Western Australian Department of Mines and Petroleum, Western Australian Mineral and Petroleum Digest 2012-
13, 2013, p. 7.

64 Western Australian Department of Mines and Petroleum, 2013, Ibid.
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$100,000. This indicates that Western Australia produces a greater value of goods and
services per person than other States and Territories, and is consistent with the high value
produced per hour of work performed seen in the State’s labour productivity.

Figure 7 Gross State Product per capita (2011/12 $)
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Source: Department of Treasury, State Accounts and Australian Bureau of Statistics, Catalogue 5220.0.

However, the Western Australia’s economy is regarded as relatively capital intensive,® due
to the magnitude of the State’s resources industry. Consequently, improvements in labour
productivity may not account for the entirety of the increase in GSP per capita. The increase
may also be driven by other factors, such as an increase in capital investment per worker,
a shift in the types of goods produced (that is, a shift to mining production), or an increase
in the value of the goods or services produced (such as iron ore). However, it is difficult to
draw precise conclusions, as the information needed to understand the relationship
between labour and capital is not collected on a State level.®®

3.3 The Government’s Financial Position

There has been a significant decline in the Government’s financial position in recent years.
This is a particular concern, as it suggests that the State may not be in a strong position to
adapt to any contraction of key economic sectors, and may not have made best use of the
benefits delivered by the mining boom.

This section discusses some of the State’s economic vulnerabilities that have emerged as
a result of the Government’s current financial position. It examines a range of key financial
measures, and their implications for government finances, including:

e the State Government’s credit rating;

the State Government’s financial targets;

capital expenditure by the State Government;

the State Government’s net operating balance;

General Government revenue; and

8 KPMG and Chamber of Minerals and Energy, Economic reach of the Western Australian Resources Sector, 2013,
p. 9.

6 The Productivity Update provides some recent research on the state of productivity. Productivity Commission,
Productivity Update: May 2013, Australia, 2013.
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e General Government expenses.

What is a credit rating?

A credit rating is an indicator of the likelihood that a company or government will be able to
pay back its debt. This is not based on a formula, but on the assessment and analysis of
credit ratings agencies such as Standard & Poor’'s and Moody’s. Essentially, the rating
reflects the agencies’ perception of the riskiness of investing in a company or jurisdictions.

Credit ratings have practical implications for governments, in that they influence the interest
rate paid in the debt markets. However, strong credit ratings also have a marked impact on
business confidence, providing a signal to investors that the State is a stable, safe and low
risk place to invest.®” Similarly, weak credit ratings can deter investment in the State.

Western Australia’s credit rating downgrade

In spite of the State’s sound economic performance in recent years, the State Government
is now in a challenging financial position. On 18 September 2013, Standard and Poor’s
downgraded Western Australia’s credit rating from AAA to AA+.

Forewarning of the credit rating downgrade was given as early as January 2009, when
ratings agency Moody’s highlighted growing pressures for services and infrastructure
expenditure. By late 2012, both ratings agencies revised their outlook for the Western
Australian economy from stable to negative, with Standard’s and Poor's giving a
one-in-three chance of a downgrade within the following two years.

In August 2013, the State Government responded to the threat of a credit downgrade by
launching the Fiscal Action Plan as part of the 2013/14 State Budget.’® The Fiscal Action
Plan contained a range of expenditure and revenue measures designed to address
weaknesses in the State’s financial position. Based on the Department of Treasury
modelling, the Budget showed total public sector net debt hitting $86.4 billion by 2022/23,
in the absence of successful corrective measures. Consequently, the Fiscal Action Plan
contained measures to reduce the public sector wage bill, defer unnecessary infrastructure
expenditure, raise taxes, and rationalise existing Government programs that were deemed
not to provide value for money.®°

However, the Government withdrew support for two key measures of the Fiscal Action Plan
within weeks of the Budget's release.”® In response, Standard and Poor’s lowered the
State’s credit rating, citing “limited political will” as a cause. In a clarification issued in
November 2013,”* Standard and Poor’s highlighted the State’s exposure to the mining
sector’s cyclicality and volatility, and Western Australia’s growing debt burden and moderate
budget flexibility.

Standard and Poor’s also noted the additional risk created by WA'’s disproportionately high
public ownership of utilities and unwillingness to sell assets, and warned that that the State’s

67 Hon Troy Buswell MLA, Treasurer, Rating agency warning spurs State Government budget resolve, Ministerial
Media Statement, 28 January 2009.

%8 The Government considers the significant challenges to be a moderation in economic growth, weaker tax forecasts,
softening in commodity prices and continued deterioration in the State’s share of national GST revenue. Source:
Western Australian Department of Treasury, 2013-14 Budget Fact Sheet, 2014, p. 6.

89 Western Australian Department of Treasury, 2013-14 Budget Paper No. 3, 2014.
0 Including tuition charges for the children of overseas 457 visa holders and solar power feed-in tariffs.
! Standard and Poor’s, Supplementary Analysis: Western Australia (State of), 2013.



credit rating “would be put under further downward pressure if or when net debt reaches
120 per cent of consolidated revenues”. ERA modelling of the State’s financial position
indicates that even if the Fiscal Action Plan is 80 per cent effective, current government
policies will result in the State’s credit rating coming under further downward pressure by
2020. This threatens the effectiveness of government initiatives to restore the credit rating
to its former AAA status, and highlights the importance of structural measures contained in
the Fiscal Action Plan.

A further downgrade (or threat of a likely downgrade) will weaken the investment market in
the State, potentially driving businesses to seek alternative opportunities.

The Government Financial Responsibility Act 2000 requires the Western Australian
Government to set financial targets. The current Government updated its financial targets
in the 2013-14 State Budget to better reflect the criteria assessed by rating agencies. The
State Government’s new financial targets seek to:

e ensure that general government sector expense growth does not exceed revenue
growth;

e maintain a cash surplus from operating activities for the general government sector
of at least 50 per cent of infrastructure spend per yeatr;

e maintain the total non-financial public sector (TNPS) net debt to revenue ratio at or
below 55 per cent;

e maintain a cash operating surplus for the TNPS of at least 5 per cent of operating
cash receipts; and

e provide a fair and efficient taxation system that is competitive with other Australian
States.

The Western Australian Government is currently in the process of further reducing capital
and operating expenditure in response to the downgrade of the State’s credit rating. Table
1, taken from the 2014/15 State Budget, shows the Government’s most recent forecast of
expected performance against these financial targets. The forecast outcomes reflect the
current challenges facing the State Government and, as stated in the Budget papers, the
poor outlook underlies the recent negative assessments from the credit rating agencies.”?

72 Western Australian Department of Treasury, 2014-15 Budget Paper No.3, 2014.



Table 1 Western Australian State Government financial target compliance, 2013/14 to 2017/18

2014-15 BUDGET FINANCIAL TARGET COMPLIANCE

2013-14 2014-15 2015-16 2016-17 2017-18
Estimated  Budget Forward Forward Forward

Actual Estimate Estimate Estimate Estimate

Ensure expense growth does not exceed revenue growth

- Current estimate (revenue growth minus expense growth) -0.3 - -0.6 0.2 0.7

- Compliance No Yes No Yes Yes
Maintain a cash surplus from operating activities for the general

government sector of at least 50% of infrastructure spend

- Current estimate 38.8 39.6 53.6 82.4 79.9

- Compliance No No Yes Yes Yes
Maintain TNPS net debt at or below 55% of revenue

- Current estimate 56.8 61.2 60.8 80.4 61.5

- Compliance No No No No No
Maintain a TNPS cash operating surplus of at least 5% of

receipts

- Current estimate 5.1 5.3 54 5.3 57

- Compliance Yes Yes Yes Yes Yes
Maintain the State's tax competitiveness

- Compliance Yes Yes Yes Yes Yes

Source: Western Australian Department of Treasury, 2014-15 State Budget Paper No.3, 2014.

The Government’s net operating balance refers to the difference between the Government’s
expenses and its revenue for a given period. A net operating surplus indicates that
government revenue has been greater than expenses, whereas a net operating deficit
shows that expenses have been higher than revenues.

The Western Australia Department of Treasury has forecast a decline in the State’s net
operating balance in coming years. The 2014/15 State Budget forecasts an operating
surplus of $175 million for 2014/15, following a surplus of $183 million in 2013/14, stating
that ‘at less than 1% of revenue, these operating surpluses provided a limited buffer against
fluctuations in key revenue parameters such as the exchange rate or iron or price.”® This
illustrates how vital it is that the State Government plans to provide effective protections
against any economic consequences arising from unforeseen circumstances.

Figure 8 shows the estimated net operating balance for 2011/12 to 2013/14, and forecast
balances for the period until 2017/18.

73 Department of Treasury Western Australia, 2014, op. cit.
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Figure 8 State Government Net Operating Balance, 2011/12 to 2017/18
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The Government has taken action to offset this worsening in the net operating balance. The
Fiscal Action Plan discussed in Section 3.3.1 is intended to address the “significant
challenges facing the State’s finances.””* The plan spans the next four years, and aims to
enhance existing sources of revenue, create new revenue streams, and reduce government
expenses. The plan includes a re-prioritisation of the Government's Asset Investment
Program, and is predicted to increase government revenue and decrease expenses by
around $6 billion over the next four years to 2016/17. The need to improve the prioritisation
of government infrastructure investment is discussed in detail in Chapter 4.

The 2014/15 Budget cautioned that full realisation of the Fiscal Action Plan was subject to
a number of key risks, being:

e successfully limiting wage and conditions increases to projected growth in the CPI,

o related to the above point, agencies meeting the CPI cap on salaries expenditure;
and

e achievement of planned savings from the program evaluation initiative announced
in last year’s Budget.

The Budget also addressed the consequences of a failure to achieve the targeted savings,
stating that:

“The projections contained in this Budget are based on the assumption that agencies
will be able to deliver these savings measures. If agencies do not have the appropriate
tools or strategies to fully achieve these savings, there will be a deterioration in the
general government sector operating balance and net debt estimates contained in this
Budget.”

7 The Government considers the significant challenges to be a moderation in economic growth, weaker tax forecasts,
softening in commodity prices and continued deterioration in the State’s share of national GST revenue. Source:
Western Australian Department of Treasury, 2013-14 Budget Fact Sheet: Fiscal Action Plan, 2014 p. 1.

S Western Australian Department of Treasury, 2014-15 State Budget, 2014.
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3.1.1.2 General Government revenue

General Government revenue’® refers to the income the Government earns from its
investments and business, in addition to any Commonwealth grants it receives. The
majority of the Western Australian Government’s revenue comes from taxation, royalty
income and other Commonwealth Grants. A breakdown of general Government revenue
for 2014/15 is given in Figure 9.

Figure 9 Sources of general government revenue, 2014/15
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Growth in tax revenue between 2011/12 and 2012/13 is likely to have been derived from an
increase in tax revenue of 16.3 per cent over the period.”” The rise in tax revenue was

6 The ABS Government Finance Statistics 2010/11 explanatory notes defines the function of general government
expenditure is to provide non-market goods and services (e.g. roads, hospitals, libraries) primarily financed by
taxes, to regulate and influence economic activity, to maintain law and order, and to redistribute income by means
of transfer payments. It also includes agencies and government authorities under departmental administration that
are engaged in the provision of public administration, defence, law enforcement, welfare, public education and
health. Also included are non-departmental bodies that independently perform the government functions of
regulation (e.g. Nurses Registration Boards and the Maritime Safety Authority), provision of non-market services
(e.g. the Australian Broadcasting Corporation) and redistribution of income.

Total Public sector is the consolidated total of general government, public non-financial corporations and public
financial corporation’s sectors. The main function of Public Non-Financial Corporation’s (PNFCs) is to provide goods
and services that are predominantly market, non-regulatory and non-financial in nature, and financed through sales
to consumers of these goods and services. Enterprises in the PNFC sector differ from those in the general
government sector in that all or most of their production costs are recovered from consumers, rather than being
financed from the general taxation revenue of government. Some enterprises, however, do receive subsidies to
make up for shortfalls incurred as a result of government policy, for example, in the provision of ‘community service
obligations' at concessional rates. Public financial corporation’s (PFCs) are government owned or controlled
enterprises which engage in financial intermediation ( trade in financial assets and liabilities), such as the Reserve
Bank of Australia, government owned borrowing authorities and insurance offices and home lending schemes

77 Western Australian Department of Treasury, 2012-13 Budget Fact Sheet, 2012, p. 2.

Inquiry into Microeconomic Reform in Western Australia: Final Report 47



Economic Regulation Authority

driven by strong labour market conditions and several large one-off stamp duty
assessments of large commercial property transactions.”® These gains were patrtially offset
by a 7.9 per cent fall in Commonwealth Grants, most notably the GST revenue grant.”
Further reductions to the State’s Goods and Services Tax (GST) allocation were announced
in in March 2014, reducing Western Australia’s share to a record low.8°

General Government revenue grew by 8.8 per cent in 2013/14, well above the 2 per cent
growth recorded in 2012/13. The large increase in general Government revenue in 2013/14
was driven by an increase in the iron ore royalty rate to 7.5 per cent. However, this contrasts
to overall revenue forecasts, with the Budget projecting growth of 2.6 per cent in 2014/15,
and average growth of 3.5 per cent per annum to 2017/18. 8 This raises a concern that
the overall growth rate may not be sufficient to cover increasing demand for government
services, in spite of the strong general revenue growth seen in 2013/14.

3.1.1.3 General Government expenses
General Government expenses represent the money the Government spends in providing

public goods and services. (It does not include the purchase of non-financial assets.)

Figure 10 provides a breakdown of government expenses for 2014/15, with law and order,
health, and education being the largest single areas of expenditure.

Figure 10 Sources of general government expenditure, 2014/15
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Source: Western Australian Department of Treasury, 2014-15 State Budget Paper No.3, 2014.

78 Western Australian State Department of Treasury, 2012-13 Annual Report on State Finances, 2013, p. 3.
® Western Australian State Department of Treasury, 2012-13 Budget Fact Sheet, 2012, p. 17.

80 ABC News, GST carve-up: WA'’s proportion slashed to record low as NSW receives larges share, 2014,
http://www.abc.net.au/news/2014-03-28/was-share-of-gst-slashed-to-record-low/5352570, (accessed
1 Apr 2014).

81 Western Australian Department of Treasury, Government Mid-year Financial Projections Statement, 2013, p. 12.
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Figure 11 shows the Government’s actual and estimated actual expenses for 2011/12 to
2013/14, and forecast government expenses for 2014/15 to 2017/18. Expenses increased
by 8.4 per cent in 2013/14, in part due to the once-off cost of voluntary redundancies in the
public sector. The rate of increase is expected to fall to an average of 3.6 per cent per
annum between 2015 and 2017.

Figure 11 General Government expenses, 2011/12 to 2017/18
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Source: Department of Treasury, State Budget Paper No.3 2014-15

3.1.14 Government assets and capital expenditure

The Western Australian Government is the main provider of a number of the State’s utilities,
including water and electricity. As shown in Table 2, these represented a substantial
proportion of both current government assets, and of budgeted expenditure in 2014. In
recent years, the State’s budget constraints and heavily subsidised electricity pricing has
resulted in a low level of expenditure on electricity transmission and distribution. The level
of expenditure for electricity utilities in 2014 reflects the need to upgrade ageing assets.
Roads, educational facilities, and public housing also form large components of the
Government’s portfolio of assets, and significant expenditure on hospitals has been
budgeted.
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Table 2 Distribution of Government assets and capital works by sector, 2013/14

Sector Total Value 2014 Expenditure Description of assets
Water Corporation 15,483 1,000 Desalination plant, pipe networks
Public Transport Authority 6,683 543 Trains and Buses
Main Roads 41,434 1,086 Roads and bridges
Housing Authority 18,593 904 Social Housing / land & housing development
Electricity Utilities 20,585 1,568 Generation, transmission & distribution
Corrective Services 1,493 94 Prisons
Education 13,943 582 Schools
LandCorp 1,380 422 Land
Health 7,063 1,119 Hospitals
Ports 1,694 167 Ports
Other Agencies 46,555 1218 Stadiums, Metropolitan Redevelopment

Authority, regional projects, et cetera.

Total $ 174,905 $8,702*

Source: Western Australian Department of Treasury, 2013-14 State Budget, 2013.
* Adjusted from the State Budget headline total, which includes a provision for underspend that is not allocated
to individual agencies. The headline total is $7,451.

In Chapter 4, the ERA provides a detailed analysis of Government infrastructure spending
and government ownership, followed by recommended reforms.

3.4 Employment and Gross Value Added

While capital investment has played a key role in the growth of the State’s resources sector,
labour is likely to become an increasingly important factor as the economy diversifies. This
section identifies the industries that make the largest contribution to employment in Western
Australia, and discusses the implications of the participation rate for the State economy.

This section uses Gross Value Added (GVA) as a key indicator of economic performance.
GVA is a measure of the difference between the selling price of goods and services, and
the cost of producing those goods and services.®? When the GVA for an industry is
compared with the level of employment in that industry, the ratio indicates the value added
per employee. This is an indicator of the productivity of the industry.

3.4.1 Employment in major industries

In 1999, the mining sector was responsible for 3 per cent of Western Australia’s
employment. By 2013, this had grown to around 8.5 per cent. While the sector employed
less than 10 per cent of the State’s workforce, it generated almost 40 per cent of the State’s
GVAin 2011/12.83

However, other sectors of the State economy have also experienced growth as a result of
the development of the resources sector. For example, much of the State’s manufacturing

82 For example, if the input costs of a creating a table were added it cost $100 and the finished table was sold for
$150, the gross added value of that table is $50.

8 The Australian Bureau of Statistics also stated that, in 2006/07, around 25 per cent of Western Australian sales and
services income was attributable to mineral product manufacturing (Manufacturing Industry, Catalogue 8221.0).
Note: GVA differs from GSP in that it excludes net indirect taxes.
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industry is dedicated to mineral processing and manufacturing mining equipment.
Additionally, a large share of the construction industry relates directly to mining projects.

After resources, the biggest contributor to the State’s GVA is the services and sales
industry, responsible for around one third of the State’s GVA. The sector includes wholesale
and retail trade, transportation and storage, and professional and technical services.
Consequently, in contrast to the resources sector, the services and sales industry includes
many of the State’s small businesses.

Employment increased across all sectors between 1999 and 2013, with the exception of the
agriculture sector and the forestry and fishing sector, which contracted slightly.

Between 2000 and 2010, Western Australia’s population increased at a higher rate than
that of any other state or territory. While the State has seen consistent interstate migration
during the last decade, the increase in population has been primarily driven by overseas
migration.

Figure 12 shows the rate of population growth over the last decade in Western Australia
compared to that of Australia as a whole as well as Northern Territory and Queensland. As
illustrated, Western Australia has consistently had the highest rate of population growth in
Australia since 2007. This growth in population is largely due to increased migration rather
than an increase in birth rates. This has resulted in an increase of workers, driving a higher
demand for government goods and services such as infrastructure and utilities, and
increasing the Government’s income tax revenue.

Figure 12 Population growth in Western Australia and Australia, 2002 to 2012
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Source: Australian Bureau of Statistics, Regional Population Growth Catalogue 3218.0.

Western Australia’s share of national population was 10.9 per cent in the June quarter 2013,
and the Australian Bureau of Statistics projects it to rise to 12.2 per cent of Australia’s total
population by 2022/23.84

The most recent Australian Bureau of Statistics (ABS) population projections for the Perth
metropolitan area are shown in Table 3. The projection suggest ongoing increases to
Perth’s population density. The rightmost column provides an indicative measure of density
for a scenario where the metropolitan area, as currently defined by the State Government,

84 \Western Australian Department of State Development, 2014, op. cit.
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remains unchanged. Since the Western Australian population is largely focused in the
Metropolitan areas; this may materially change patterns of demand for government
services.

Table 3 Population projections for Perth

Period Regional Metropolitan Percentage of Western Indicative Metropolitan
Australian Population .
in Metropolitan area Density
30 June 2007 0.6 million 1.6 million 73% 240 persons per km?
30 June 2012 0.6 million 1.9 million 76% 285 persons per km?
Projected 2026 0.7 million 2.3 million 76% 345 persons per km?
Projected 2056 0.9 million 3.4 million 79% 510 persons per km?

Source: ABS(midpoint projections, Series B), Catalogue 3222.0, Economic Regulation Authority.

3.6 The Cost of Living

Since 2006, the cost of living in Perth has increased somewhat more rapidly than the
average for all Australian capital cities. This is shown in the Consumer Price Index (CPI)8®
shown in Figure 13. The CPI measures the average change over time in the prices paid by
households for a fixed basket of goods and services.

Between 2006 and 2012, the average CPI across Australian capital cities increased at an
average annual rate of around 3 per cent, while the Perth CPI increased at a rate of around
3.2 per cent. This means that the price of goods in Western Australia rose on average by
0.2 per cent per annum more than the price of goods in other capital cities. While a
0.2 per cent difference in a single year does not appear to be a large difference, Western
Australia’s higher-than-average CPI growth over multiple years has resulted in the State’s
cost of living shifting farther above the national average in each subsequent period.

Figure 13 Perth and Australia Consumer Price Indices (CPI), 2001 to 2013
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Source: Australian Bureau of Statistics, Consumer Price Index, Catalogue 6401.0.

8 Growth in CPI is often used as a benchmark estimate of inflation. Source: Treasury of Western Australia, 2013,
Budget: Glossary.
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CPl is an important factor in assessing standards of living. Where CPI (reflecting the cost
of goods and services) rises more quickly than income, citizens will be worse off.

The Wage Price Index (WPI) is a measure of the average growth of income. 8 The Western
Australian WPI has averaged 4.3 per cent between 2006 and 2012. Figure 14 provides a
comparison of the two indices.®” It shows that, since 2006, WPI has outpaced the growth
of CPI in the State. However this should not be taken as conclusive evidence of consumer
welfare, as it does not reflect the distribution of that income growth.8

Figure 14 Western Australia Wage Price Index growth and Perth Consumer Price Index
growth, 1999 to 2013
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Source: Australian Bureau of Statistics, Consumer Price Index, Catalogue 6401.0 and Wage Price Index,
Catalogue 6345.0, ERA analysis.

Furthermore, the cost of living varies markedly across Western Australia, with areas in the
north-west generally reporting a significantly higher cost of living than those closer to the
metropolitan area. The most recent Regional Price Index report, published by the
Department of Regional Development and Lands (relating to 2013) compares the costs of
a common basket of goods and services across a number of regional locations, to the costs
of the same basket of goods and services in Perth.

The northernmost regions of the State show the greatest disparity, with the overall cost of
living being 19 index points higher in the Pilbara, and 17 index points higher in the
Kimberley, than in Perth.®® This means that, for instance, the same basket of goods and
services in the Pilbara costs 19 per cent more than it would in Perth. %

Substantial increases in the cost of living in regional areas, where these are not offset by
increases in income, may result in hardship conditions that require additional government
expenditure in the region. Further, government organisations operating in the region will
also have increased expenses, due to the high cost of procuring goods and services.

8 The WPI is an index of the cost of a fixed basket of jobs, it is designed to measure changes in wages over time for
a fixed quantity and quality of labour input. Source: Treasury of Western Australia, 2013, Budget: Glossary.

8 Note that the WPI refers to the whole of Western Australia and the CPI refers only to Perth.

8 For instance, a decrease in the income of low-earning citizens in combination with a large increase in the income
of high-earning citizens may still show the WPI outpacing CPI, even though standards of living have reduced for
the low-earning sectors of the community.

8 Western Australian Department of Regional Development, Regional Price Index 2013, Australia, 2014.

% This gap has closed reduced since the Department of Regional Development’s last Regional Price Index in 2011,
where the cost of living was 37 points higher in the Pilbara, and 20 points higher in the Kimberley, than in Perth
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3.7 International Considerations

The Western Australian economy has strong ties to economies outside of Australia, due to
the significance of its export markets. However, while opportunities for international trade
have allowed Western Australia to develop a strong resources-based export market, they
also mean that the State is particularly vulnerable to international markets, and to economic
and political changes in those markets, over which it has little control.

This section discusses Western Australia’s current position in the international economy,
and considers:

e Western Australia’s international trade activities;
e the impact of Terms of Trade on Western Australia; and

e Australia’s rankings in the Global Competitiveness Report, and what these mean for
Western Australia.

3.7.1 International trade

In 2012, over half of Western Australia’s GSP was attributable to the international export of
goods and services. This was a significant portion of Australia’s total exports, with the State
contributing 46 per cent ($114 billion) of total national exports in 2011/12. Around $100 billion
of this amount came from the mining industry, while the remainder was largely attributable to
the agricultural and manufacturing sectors.®!

As shown in Figure 15, the composition of the State’s international export destinations has
shifted significantly over the past decade, seeing a decrease in diversification largely due to
increasing trade with China. The Chinese market accounted for less than 10 per cent of the
State’s exports by value in 1998/99, rising to 49 per cent by 2012/13. Japan and the Republic
of Korea have maintained significant shares of Western Australia’s exports, while the
proportion accounted for by the United States and United Kingdom has decreased significantly,
as has the share exported to countries represented under “other” in Figure 15.

Figure 15 International export destinations, Western Australia (by $ value)
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Source: Australian Bureau of Statistics, International Trade in Goods and Services, Catalogue 5368.0.

91 Australian Bureau of Statistics, State Accounts, Catalogue 5220.0.
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Chinese and South-East Asian imports into Western Australia have also become
increasingly important to the State’s economy, as shown in Figure 16. This has come at
the expense of the United States, Japan, and the Republic of Korea to some extent.
However, the range of countries from which Western Australia imports goods is relatively
diverse, compared to the State’s export profile shown in Figure 15.

Figure 16 Import country of origin, Western Australia (by $ value)
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3.7.2 Terms of Trade and exchange rates

The Terms of Trade index (ToT) is the ratio of prices for Australia’s exports®? to the prices
for its imports.

An increase in Australia’s ToT directly raises living standards in Australia. An increase in
Australia’s ToT occurs if export prices are rising relative to import prices,

“then the income accruing to Australian producers is increasing with the result that,
for a given volume of exports, a larger volume of imports can be purchased. Thus
changes in the terms of trade reflect changes in the real purchasing power of the
Australian economy overall.”®3

As Australia’s exports are predominantly resource based, the improvement seen in the ToT
throughout the 2000’s has largely been attributable to the urbanisation and industrialisation
of Asian economies (particularly that of China) that required resources to build and expand,
resulting in higher demand that drove up prices.%

The demand for Australia’s resources from China has slowed since 2009, as the global
supply has expanded. This has resulted in a decrease in commodity prices that is reflected
in the recent deterioration of Australia’s ToT. Mining costs have also followed prices

92 A comparable figure for Western Australia is not produced by the Australian Bureau of Statistics, as Western
Australia trades with eastern Australia, for which there are no reliable data.

93 1350.0 - Australian Economic Indicators, Feature Article - The Terms of Trade and the National Accounts, 2005
<http://www.abs.gov.au/AUSSTAT S/abs@.nsf/Previousproducts/1350.0Feature%20Article500Apr%202005?0pen
document&tabname=Summary&prodno=1350.0&issue=Apr%202005&num=&view=> (accessed 20 June 2014).

9 An increase in demand for Australian goods and services from overseas results in an increase demand for Australian
dollars and therefore an appreciation in the AUD.
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upwards globally, indicating that mining-intensive economies, such as Western Australia’s
will be vulnerable to further falls in commodity prices.%

Figure 17 Australian Terms of Trade Index, 1990 to 2013
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Source: Australian Bureau of Statistics, Australian National Accounts: National Income, Expenditure and
Product, Catalogue 5206.0.

Western Australia’s substantial export market also exposes the State to fluctuations in
currency exchange rates.

A movement in the exchange rate will have differing implications for various industries. For
instance, a strong increase in the value of the Australian Dollar (AUD) is likely to cut the
export earnings of trade-exposed sectors such as agriculture. However, the increase will
likely benefit businesses who rely on imports to generate income, due to the increased
international purchasing power of the AUD.

Figure 18 shows the exchange rate of the AUD relative to the United States Dollar (USD)
over time. The value of the AUD increased steadily throughout the 2000’s and, as with the
ToT, this was largely a result of increased demand from Asia and rising commodity prices.%

Interest rates have also played a role in the increasing value of the AUD. Australia has
maintained high interest rates relative to those of other countries and has retained its AAA
credit rating in spite of the general international economic downturn.®” This has attracted a
higher level of foreign capital to Australian banks, which has also increased the value of the
AUD.

% Deloitte Touche Tohmatsu, Tracking the trends 2014: The top 10 issues mining companies will face in the coming
year, Canada, 2013.

% An increase in demand for Australian goods and services from overseas results in an increase demand for Australian
dollars and therefore an appreciation in the AUD.

97 Australia is now one of only seven countries that hold a AAA rating with all three major credit rating agencies,
reflecting the confidence in Australia’s debt levels and economic conditions. Source: Australian Treasury,
Understanding the appreciation of the Australian dollar and its policy implications, Australia, 2012, p. 47.
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Figure 18 USD-AUD Exchange Rate, 1990 to 2013
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Movements in the national ToT and exchange rate have had varying impacts across
Australian and Western Australian industries. While the parts of the manufacturing industry
relating to the mining sector have been relatively shielded from any negative effects, other
trade-exposed industries such as textiles, clothing and wood and paper manufacturing have
faced difficulty in competing in international markets.%8

3.7.3 Global Competitiveness Report

The Global Competitiveness Report by the World Economic Forum assesses the
competitiveness of 148 countries, providing information regarding the drivers of the
productivity and prosperity of each. The report allows countries to compare performance in
terms of overall competitiveness as well as in specific areas. The report sources data from
a variety of agencies, as well as using results from an Executive Opinion Survey conducted
by the World Economic Forum, and therefore results may be subjective. While its
assessment is conducted on a national basis, its findings are broadly applicable to Western
Australia.

Australia is classed in the highest stage of development by the World Economic Forum and
is ranked 21 out of the 148 countries assessed. Figure 19 shows Australia’s most recent
results, indicating that while it has performed well in terms of the basic requirements for
competitiveness, it has underperformed compared to other innovation-driven economies in
terms of the efficiency of its labour and goods markets.

% Plumb, Kent and Bishop, Implications for the Australian Economy of Strong Growth in Asia, 2012, p. 16.
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Figure 19 Stage of development, Australia, 2013/14
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of one.

In the most recent release of the World Competitiveness Report, Australia scored poorly in
terms of the burden caused by inefficient bureaucracy, with respondents naming it as the
second most problematic factor for doing business in the country (the first being restrictive
labour regulations). The ERA discusses this issue extensively in Chapter 5, and provides
recommendations to reduce the burden caused by regulation in Western Australia, and to
prevent the introduction of future regulatory burden.

The 16 factors that were reported to be the most problematic when doing business in
Australia are shown in Figure 20. Most respondents appear to consider the Australian
political and financial environment to be relatively stable, but express concern over the
operation of regulation, and lack of infrastructure supply.
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Figure 20 Most problematic factors for doing business in Australia, 2013/14
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Note: Higher scores represent more significant issues. That is, a score of seven is worse than a score of one.

3.8 Conclusion

The Western Australian economy has enjoyed high levels of growth in recent years, and
remains in a relatively strong position, compared to many other Australian jurisdictions.

As discussed in this chapter, this growth has largely been driven by the development of the
State’s resources sector, resulting in a highly specialised economy. However, this
opportunity has also exposed Western Australia to a significant level of risk in the event of
a downturn in the sector.

To manage this risk, the Government needs to plan for the future. The economic reforms
recommended in this Final Report aim to ensure that Western Australia’s economy remains
resilient in the face of national and global economic change.
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The provision of public infrastructure is essential for an economy to function effectively.
Anything that constrains a Government from advancing sound infrastructure projects (for
instance, limited funding or poor assessment processes) is likely to have a detrimental effect
on the economy.

Traditionally, infrastructure is defined as the basic physical and organisational structures
and facilities (for example, buildings, roads, power supplies) needed for the operation of a
society or enterprise.®® The Productivity Commission divides infrastructure into two
categories:

e Economic infrastructure, which incorporates the physical structures from which
goods and associated services are used by individuals, households, and industries.
For example, transport and communications networks, as well as energy, water
supply, and sewerage facilities, commonly fall into this category.

e Social infrastructure, which includes the facilities and equipment used to satisfy the
community’s education, health, and community service needs.®

The effective delivery of both economic and social infrastructure is essential for maintaining
Western Australia’s productivity.

The public infrastructure section of this chapter considers both economic and social
infrastructure (see Section 4.2). The section relates to capital expenditure in both
categories.

This chapter also addresses a number of related issues, and is broadly structured as
follows:

e asummary of infrastructure spending in Western Australia;
e areview of how the Government invests in infrastructure; and

e a review of which assets the Government should own and operate, including an
assessment of which existing assets the ERA considers suitable for divestment.

Infrastructure is generally accepted to be necessary for economic activity and to have a
positive effect on economic growth.0*

In 2008, the Productivity Commission published an internal research memorandum on the
link between infrastructure and productivity growth.’> The Productivity Commission

9 Oxford University Press, Oxford Dictionaries Online: Infrastructure, 2014,
http://www.oxforddictionaries.com/definition/english/infrastructure (accessed on 18 July 2014).

100 productivity Commission, Public Infrastructure Draft Report, Volume 1, 2013, p.47.

101 Matton R., Infrastructure and State Economic Development: A survey of the issues, Emerging Challenges: New
Insights on the Economy and Society, 2004.

102 productivity Commission, Econometric Modelling of Infrastructure and Australia’s Productivity, 2008.
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concluded, that despite decades of research, the result of empirical studies into the link
between infrastructure investment and productivity consistently results in implausibly high
returns to infrastructure investments. It concluded that:

“This is not to say that infrastructure is not important to productivity or that increased
spending will not increase productivity, just that the magnitude of the relationship
remains unclear.” 13

What is certain is that infrastructure is an enabler of productivity. It increases the capacity
of the economy, and provides the support that businesses and individuals need to work.
Infrastructure is of particular importance at this point in time in Western Australia, as it needs
to provide for the State’s growing population and resource-focused economy. However,
without adequate incentives the benefits of infrastructure may not be maximised.

Infrastructure expenditure is best optimised by evaluating each project on a case-by-case
basis.1® That is, the potential of infrastructure expenditure to raise economic growth
depends largely upon the ability of a government to implement good project evaluation
processes.

Comparison of the various interstate Budget Papers for 2013-14 shows that capital
expenditure in Western Australia is in line with other jurisdictions as a proportion of
economic activity, but is significantly higher on a per capita basis (by 60 per cent). While
the comparison indicates a higher rate of economic activity per capita than other States, it
also reflects that the Western Australian Government is more active than other State
Governments in a number of sectors of the State economy.

Table 4 shows that the allocation of infrastructure expenditure across the health, education,
and water sectors in Western Australia is broadly consistent with allocations in other
jurisdictions. Expenditure on housing and land is materially higher in Western Australia,
while expenditure on transport is relatively low. Electricity expenditure is low relative to the
other jurisdictions that maintain network and generation assets; however, two jurisdictions
have exited the electricity sector entirely (South Australia and Victoria).

103 productivity Commission, Econometric Modelling of Infrastructure and Australia’s Productivity, 2008, p.11.

104 Gramlich E., Infrastructure Investment: a Review Essay, Journal of Economic Literature, Vol. 32 (3), 1994, pp.
1176-96.
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Table 4 Interstate comparison of 2013-14 State Government infrastructure expenditure

WA NSW QLD Vic SA
Electricity 18% 21% 23% 0% 0%
Transport 21% 47% 45% 47% 40%
Health 13% 6% 15% 11% 13%
Education 7% 3% 5% 5% 6%
Water 11% 7% 2% 25% 17%
Housing & Land 15% 2% 3% 3% 7%
Other Agencies* 15% 14% 6% 9% 17%
Total 100% 100% 100% 100% 100%
Qféﬁgi?ucgﬂ%m) 7452 15528 11,014 7,421 2,587
Capex/GSP 3.0% 3.3% 3.7% 2.2% 2.7%
Capex per capita (%) 3,013 2,113 2,389 1,306 1,557

Source: Western Australian Department of Treasury, 2013-14 State Budget Paper No. 3: Economic and Fiscal
Outlook, 2013 and equivalent budget papers from the Governments of New South Wales, Victoria,
Queensland, and South Australia.

* ‘Other agencies’ includes investments in Finance, State Development, and Sport and Recreation.

** Capital expenditure less Provision for Underspend, as noted in Chapter 3.

Gross capital expenditure by the Western Australian Government more than doubled from
$3.4 billion per annum to $7.3 billion in nominal terms over the ten year period to 2013.

Half of this increase ($1.9 billion) was in the sectors of electricity (25 per cent) and health
(24 per cent), while transport contributed 19 per cent (or $760 million) to the increase. The
remainder of the increase was split between water, education, and housing and land.

The real increase in capital expenditure for the period was 61 per cent, with real health
expenditure rising by 689 per cent, and electricity expenditure by 139 per cent. Table 5
presents a breakdown of the Asset Investment Program by sector for 2003 and 2013,
showing the real increase in expenditure for each sector and its contribution to the total
increase.

Of the increase in transport expenditure, spending on roads accounted for 65 per cent or
$500 million of additional expenditure. Road expenditure is forecast to expand further, with
Main Roads having been allocated $1.2 billion in the 2014-15 State Budget.’%® This will
bring funding for the transport sector back up to its long term average of 20 per cent of the
Budget, from a low of 12 per cent in 2011.

105 Western Australian Department of Treasury, 2014-15 Budget Paper, Paper No. 2: Budget Statements Volume 2,
2014, p.810.
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Table 5 Western Australia Asset Investment Program — ten year comparison (real)

Contribution

2002/03* 2012/13 Real Increase

to increase
($m) ($m) (%) %)
Electricity 585.7 1,397.9 139% 25%
Health 131.9 1,040.7 689% 24%
Transport 893.1 1,423.4 59% 19%
Water 502.7 959.0 91% 15%
Education 220.1 506.9 130% 9%
Housing and Land 1,189.7 1,245.9 5% 9%
Other Agencies** 1,019.4 726.2 - -1%
Total 4,542.6 7,300.0 61% 100%

Source: Western Australian Department of Treasury, 2013-14 State Budget Papers No. 3: Economic and Fiscal
Outlook, 2003-2013.

* In real 2013 dollar terms, adjusted at the CPI as per the ABS Consumer Price Index Series 6401.0

** Includes a $600 million provision for underspend which was realised in 2012-13

4.1.2.2 Project implementation

The State’s record at implementing major projects is mixed. The Office of the Auditor
General examined the 20 highest value non-residential construction projects in Western
Australia in 2012 and found that:

e the expected final cost of the 20 projects was $6.2 billion, which was $3.3 billion
(114 per cent) more than the original budget-approved cost;*% and

e approximately 90 per cent ($3 billion) of the cost variance occurred during the
evaluation phase, when the business case is developed and the scope and cost of
the project is more accurately defined.0”

The reasons for cost overruns vary from project to project, reflecting individual
circumstances. However, a survey of the academic literature indicates several recurring
causes of cost overruns, which are also likely to have been present in Western Australia.%®
These include:

¢ lack of understanding of large or complex projects;

¢ under-costing and understatement of risk for large costs by project proponents; and

e premature announcements of large projects before full costing and analysis has
been undertaken, such as announcements during an election campaign.1©®

106 Office of the Auditor General Western Australia, Western Australian Auditor General’s Report Major Capital
Projects, 2012, p. 8.

107 Office of the Auditor General Western Australia, Western Australian Auditor General’s Report Major Capital Works,
2012, p. 7.

108 See for example Flyvbjerg (2009) Survival of the unfittest: why the worst infrastructure gets built and what we can
do about it, which documents large differences between ex ante and ex poste estimates of costs and benefits for
large infrastructure projects in various sectors.

109 The Government is then ‘locked in’ to going ahead with the project even though it might not be affordable and/or
may not deliver a net benefit in its proposed form and at its planned cost.
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Western Australia’s current financial situation needs to be viewed within the context of the
State’s rapidly growing and ageing population, rapid economic growth, and geographical
dispersion of the population. Additionally, the State’s tax base is relatively limited and does
not necessarily grow in line with the economy (see Chapter 6 on State Taxes).

In this context, the Government must place some form of arbitrary constraint on
infrastructure expenditure. The State’s credit rating is often regarded as an indicator of
budget constraints because when there is insufficient cash to fund infrastructure, the
Government must borrow. When the Government borrows, credit rating agencies provide
independent scrutiny of the sustainability of the State’s financial policy settings.

Figure 21 demonstrates that, in recent times, these financial policy settings have come
under pressure. Increases in net debt, partly as a result of increasing infrastructure
expenditure,'? are not consistent with maintaining a high credit rating. The State’s net debt
situation and the Government’s focus on the credit rating will place more constraints on
infrastructure funding in the future.

Figure 21 Net Debt — State of Western Australia ($ Billion)
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Source: Western Australian Department of Treasury, 2013-14 State Budget Paper No. 3: Economic and Fiscal
Outlook, Years 2003 to 2014.

Credit ratings have practical implications for governments, in that they influence the interest
rate paid in debt markets. More importantly however, credit ratings have an impact on
business confidence, providing a signal to investors that the State is a stable, safe and low
risk place to invest.'1?

As noted in Chapter 3, successive Western Australian Governments have set financial
targets as part of the State Budget process. Of the current financial targets, the following
constraints are relevant to Government infrastructure investment:

110 Infrastructure expenditure has not been the only factor contributing to net debt. General increases in operating
expenditure have also made a significant contribution.

111 Ministerial Media Statement, Hon Troy Buswell MLA, Treasurer, Rating agency warning spurs State Government
budget resolve, 2009 http://www.wa.liberal.org.au/article/rating-agency-warning-spurs-state-government-budget-
resolve (accessed on 28 January 2014).
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e maintain a cash surplus from operating activities for the general government sector
of at least 50 per cent of infrastructure spend per year; and

¢ maintain the Total Non-financial Public Sector (TNPS) net debt to revenue ratio at
or below 55 per cent.!1?

The Western Australian Treasury states that these financial targets are closely aligned with
the criteria assessed by ratings agencies, and the outlook for these targets reflects the
underlying causes of the negative assessment by both ratings agencies of the State’s
finances.!'?® As discussed in Chapter 3, the Western Australian Government is currently in
the process of further reducing capital and operating expenditure in response to the
downgrading of its credit rating by Standard and Poor's from AAA to AA+ in
September 2013.

The 2014-15 State Budget identifies the Government’s most recent forecast of its expected
performance in achieving financial targets. The Government expects to achieve one of the
two infrastructure-related targets over the forward estimate period. Financial target
compliance is given in Table 6.

Table 6 2013-14 Mid-year Review —infrastructure financial target compliance

2013-14 2014-15 2015-16

Estimated Estimate Forecast
Actual

Maintain a cash surplus from operating activities for the
government sector of at least 50 per cent of infrastructure No No Yes
spend

Maintain TNPS net debt at or below 55 per cent of

N N N
revenue 0 ° 0

Source: Western Australian Department of Treasury, 2014-15 Budget Paper, Paper No. 3: Economic and Fiscal
Outlook, 2014, p. 65.

The growing net debt and concern regarding the State’s ability to meet financial targets in
the longer term highlights the need for sound infrastructure planning and process in Western
Australia. Further, a review of State-owned assets would be beneficial in identifying where
the private sector can be utilised, either through divestment or participation in service
provision, to increase the efficiency and productivity of Government assets.

4.2 Public Infrastructure

The ERA has undertaken a review of public infrastructure provision in Western Australia,
and has identified eleven priority areas of reform that the Government could implement to
improve the efficiency and performance of the Western Australian economy. Analysis of
patterns of capital expenditure in Western Australia relative to other Australian jurisdictions
and review of the Government’s performance in infrastructure projects has guided selection
of the reforms.

These priority reforms have been selected against a background of increased demand for
infrastructure created by population and demographic pressures, and diminishing

112 western Australian Department of Treasury, 2014-15 Budget Paper, Paper No. 3: Economic and Fiscal Outlook,
2014, p.65.

113 western Australian Department of Treasury, 2013-14 Budget Paper, Paper No. 3: Economic and Fiscal Outlook,
2013, p. 56.
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Government capacity to fund projects as a result of the tightening budget situation, as
discussed in Section 4.1.3.

The eleven measures, which will be discussed in detail below, are:

¢ Implement and Follow good process. This principle highlights the importance of
good project planning, prioritisation, implementation, and subsequent asset
management.

e Fit for purpose. Under a constrained budget, the consideration of more affordable
infrastructure alternatives may provide more solutions more quickly.

e Review Royalties for Regions. The hypothecation of substantial revenues for
regional projects is reducing budget flexibility, inhibiting proper capital prioritisation.

e Implement congestion charging. Western Australians spend considerable time
stuck in congested traffic during peak periods. Congestion charging can
dramatically reduce congestion, and so decrease the productivity losses that are
incurred.

o Implement cost-reflective retail electricity tariffs and investigate time-of-use
electricity charging. Cost-reflective retail tariffs allow for greater retail
contestability, while time-of-use tariffs assist in effective demand management and
ensure efficient infrastructure utilisation.

e Develop innovative funding sources. Innovating funding sources could include
user charges on existing infrastructure, or increased use of developer charges.

e Public Private Partnerships. Benefits from contestability of government services
may be delivered by widening the use and scope of PPP procurement methods.

e Unsolicited Proposals. Western Australia currently lacks a mechanism to evaluate
unsolicited infrastructure proposals from the private sector. Unsolicited proposals
encourage input from the private sector that may provide innovative solutions to
infrastructure needs.

e Infrastructure WA. The ERA has investigated the establishment of an independent
infrastructure advisory board and does not support it at this time.

Given the size of the State Government’s infrastructure program, reforms to planning of
capital expenditure have the potential to materially impact economic efficiency, a key
objective of microeconomic reform. In a recent study, McKinsey Global Institute
extrapolated the savings from 400 case studies and estimated that on a global scale
selecting projects more carefully could save an average of $1 trillion a year.'* The solutions
proposed by the study are not complex; for example, the study highlights the importance of
fully utilising existing infrastructure before building new capacity.

114 McKinsey Global Institute, Infrastructure productivity: How to save $1 trillion a year, 2013.



In its 2014 Draft Report on Public Infrastructure, the Productivity Commission highlighted
inadequate project selection and a lack of thorough analysis of costs and benefit:

"The need for a comprehensive overhaul of poor processes in the development and
assessment of infrastructure investments is the key message of this draft report. All
other desirable or aspirational objectives — project pipelines, increased government
funding, greater opportunity for patient equity, cost savings and even user charging and
pricing reform — depend for their efficacy ultimately on having much-strengthened and
widely-applied set of credible and welfare-enhancing reforms.”

There are a series of strong institutional and governance arrangements and processes in
place in Western Australia to guide the provision and delivery of the State’s public
infrastructure. However, their application in practice remains at the discretion of the
Government of the day, and evidence reviewed in the course of the inquiry shows that these
arrangements and processes are not always followed. The risks from failure to follow good
process can be expensive and enduring.

In the Draft Report, the ERA recommended that the Government:

1. apply project evaluation processes, including cost-benefit analysis, consistently and

rigorously to all major infrastructure projects;

2. subject all election commitments to rigorous project evaluation processes before

they are included in the State Budget; and

3. publish the outcomes of all major project evaluations.

The ERA has not altered its recommendations as all submissions received regarding the
recommendations were supportive.

The ERA received ten submissions in response to its recommendations in the Draft Report.

The Association of Mining and Exploration Companies (AMEC) supports the general
intent of the recommendations, which it suggests could result in more efficient
planning and implementation of infrastructure solutions. Greater leadership,
creativity and innovation are recommended in public policy settings, strategic
planning and funding models. “Stranded asset” and collaborative funding models
are suggested to encourage private capital.

The Chamber of Commerce and Industry of Western Australia (CCIWA) believes a
more robust framework for assessing major infrastructure projects, including
transparent cost benefit analysis, will deliver a large net benefit for the State.

The Chamber of Minerals and Energy of Western Australia (CMEWA) supports the
recommendations that all election commitments be subjected to rigorous project
evaluation and that the outcomes be published. Commitment to projects should be
based on priority, financial capacity and net benefit. The identification of optimal
projects requires a transparent process to ensure that State funds are spent
effectively and efficiently.

The Civil Contractors Federation WA (CCFWA) supports the draft recommendations
on infrastructure planning processes, endorsing the view that the potential of
infrastructure expenditure to raise economic growth depends largely upon the ability



of the Government to implement good infrastructure investment evaluation
processes.

e The Committee for Perth supported the recommendations, adding that they could
be strengthened by including requirements for evaluations for all projects in the
current budget to be completed and published, establishing a prioritisation process
and ensuring all financial alternatives are properly evaluated.

e Mr Martin Sheridan'!® supports a review of how new infrastructure is selected,
including formalised and de-politicised cost-benefit evaluation.

e The Master Builders Association of Western Australia (MBAWA) considers it crucial
that the Government improve its decision making processes for major infrastructure
investments. Particularly with respect to unreliable election commitments as the
uncertainty created undermines the confidence of investors.

e The Property Council of Australia (PCA) strongly supports the recommendation to
apply project evaluation processes, including cost benefit analysis, consistently and
rigorously to all major infrastructure projects. It recommends that evaluations are
made public and cost-benefit ratios ranked as part of a long term plan to prioritise
infrastructure and provide a bi-partisan investment pipeline. Problems with
uncertainty and politicising of infrastructure projects were highlighted in the context
of holding costs incurred when the private sector cannot mobilise resources
accordingly.

The ERA has examined existing State Government infrastructure planning processes in
Western Australia and their application. Infrastructure planning takes place in the context
of the annual State Budget process whereby the Government makes decisions to allocate
funding between various competing priorities for the subsequent rolling four-year period.
Oversight of State agencies’ annual strategic asset planning cycle is the responsibility of
the Western Australian Department of Treasury, which has developed the Strategic Asset
Management Framework to provide the basis for sound investment decision making.

The Strategic Asset Management Framework

Infrastructure planning by State Government entities in Western Australia is guided by the
Strategic Asset Management Framework (SAMF). The SAMF is a quality assurance
mechanism guiding the quality, form and detail required for submissions and advice to the
Government. The objective of the SAMF is to maximise value for money outcomes in
infrastructure provision by providing a sound basis for decisions on the investment in,
management and disposal of, assets required for Government service delivery. In short,
the objective of SAMF is to ensure the Government receives quality information to make
decisions.

There are currently fourteen documents in the SAMF series as detailed in Box 1. The SAMF
documents are in turn supported by a detailed range of related materials such as the
National PPP suite of guideline documents and Infrastructure Procurement Options
Guide.16

115 Martin Sheridan is an infrastructure specialist.

116 Western Australian Department of Treasury, Strategic Asset Management Framework Guidance, 2010;
Infrastructure Australia, National Public Private Partnership Policy Guidelines, 2008 and Government of Western
Australia, Infrastructure Procurement Options Guide, 2010.
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Box 1 The Strategic Asset Management Framework: Western Australian Department of
Treasury

High Level Policy Office Accommodation Planning
Strategic Asset Plan Maintenance Policy

Capital Investment Policy Asset Retention and Disposal
Project Definition Plan Real Property Disposal System

Land Planning and Assembly Alliance Contracting Policy
Fast-Tracked Proposals Value Management Guidelines
Options Analysis (Project Concept Approval and Business Cases
Evaluation Guidelines)

Source: Western Australian Department of Treasury, Strategic Asset Management Framework Guidance, 2014.

The SAMF has been subjected to various independent appraisals and consistently
endorsed as good practice in infrastructure planning. For example, in December 2011, the
Council of Australian Governments (COAG) reform council released a detailed review of
capital city strategic planning systems, including in-depth assessment of the infrastructure
planning processes applicable in each jurisdiction. The study strongly endorsed the SAMF
as detailed in Table 7 below.

Table 7 The COAG Reform Council - external scrutiny and endorsement of SAMF

Page Criterion Description ‘ Key Point Comment

154 3 Nationally Effective “A clear process is in place to
significant decision- determine the need for new and
infrastructure making tools upgraded infrastructure. Effective

are in place for tools include the SAMF...to support
guiding decision-makers”

infrastructure

investments

161 9 Accountabilities A clear “Strong internal  accountability
, timeliness and structure exists bodies are in place including...the
performance for internal whole-of-government Strategic
measures accountability Asset Management Framework

to Cabinet. supporting the Economic
Expenditure and Review
Committee to Cabinet”

Source: COAG Reform Council, Review of capital city strategic planning systems: Report to the Council of
Australian Governments, 23 December 2011.

The Department of Treasury reports compliance with SAMF as its key indicator of
effectiveness for value for money outcomes in service delivery and infrastructure provision.
However, as shown in Table 8 below, compliance with SAMF in 2013 was at a low point,
with only six out of the fifteen (40 per cent) highest value agencies!'” compliant with SAMF
or equivalent at 30 June 2013.

117 “Highest value agencies” as defined by Western Australian Department of Treasury includes six Government
Trading Enterprises, for whom compliance is currently not mandatory
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Table 8 Department of Treasury value-for-money outcomes in infrastructure

o . 2009-10 2010-11 |2011-12 2012-13 | 2012-13
Key indicators of effectiveness

Actual Actual | Actual Target Actual

Percentage of highest value agencies
complying with the SAMF or 75% 69% 75% 75% 40%
equivalent accredited mechanism

Source: Western Australian Department of Treasury, Annual Report 2012-13, 2013, p.147.

Compliance with the SAMF is required under two instruments. Firstly, guidelines produced
by the Department of Premier and Cabinet for submissions to both Cabinet'!® and the
Economic Expenditure Review Committee (EERC)!*° require that project proposals should
not be considered for funding unless they are SAMF compliant. Secondly, the Public Sector
Commission publishes periodic circulars which, create legal compliance requirements for
Chief Executive Officers. Circular 2009-22 mandates the SAMF be adopted by all public
sector agencies.

The ERA notes, notwithstanding these requirements, successive governments and their
agencies do not always have strong incentives to comply with the SAMF. Political
imperatives often cause projects to be rushed through proper planning processes, with the
result that project outcomes are usually materially compromised. Examples provided
throughout this report include the Muja AB Refurbishment in the context of the Varanus Gas
Explosion, the Banksia Hill Detention Centre Project in response to an election commitment,
and the “parallel planning” approach adopted to hasten delivery of the Fiona Stanley
Hospital.

The Office of the Auditor General (OAG) conducts regular reviews of key projects seeking
to provide Parliament with assessments of the effectiveness and efficiency of public sector
programs and activities and identify opportunities for improved performance. As can be
seen in Table 9, compliance and non-compliance with SAMF and related infrastructure
planning processes is a frequent theme of performance audits.

Two key themes emerge from a review of OAG audits over the last five-years; at the heart
of most poor project outcomes is either a failure to implement good planning process, or a
(related) failure to properly understand the underlying condition of the asset base.

H8Department of Premier and Cabinet, Cabinet Handbook 2013, 2013 p.26,
http://www.dpc.wa.gov.au/RoleOfGovernment/Documents/Cabinet Handbook 2013.pdf (accessed on 18 June
2014). "The financial implications of Cabinet proposals must be evaluated by the Treasury prior to the submission
being lodged for Cabinet consideration. If the submission includes an asset investment proposal, Treasury must be
consulted as to whether the proposal complies with the SAMF. Cabinet Secretariat may not accept Cabinet
submissions without this verification.”

119 Department of Premier and Cabinet, Economic and Expenditure Reform Committee Handbook, 2013 p.5,
http://www.dpc.wa.gov.au/RoleOfGovernment/Pages/EconomicandExpenditureReformCommitteeHandbook.aspx
(accessed on 18 June 2014). "Submissions to initiate projects for asset investment should comply with the Capital
Investment Policy of the SAMF”.
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Table 9 Recent Auditor General examinations involving infrastructure planning

OAG Report Relevant Finding |

February Water Corporation: Risk-based replacement strategy requires accurate and complete asset
2014 Management of condition & performance information which is currently insufficient to
Water Pipes ensure fully informed decision making.
November Western Power's Concerns remain with asset management systems. Asset condition
2013 Management of its information has been inaccurate and incomplete. Prioritisation of
Wood Pole Assets expenditure appears unstructured and subjective.
November Audit Results Report | Statements of Corporate Intent - governance and accountability
2013 Annual 2012-13 mechanisms for entities that operate at arm's length from Government. Of
Assurance Audits 23 due SCI's, 12 were not tabled by 31/10/2013.
Education/Treasury unable to produce documentary evidence on condition
of schools to justify changes in their useful life for accounting purposes.
August 2013 The Banksia Hill The project was driven by an election commitment and not derived from
Detention Centre Strategic Asset Planning. The resulting business case did not adequately
Redevelopment consider the impact of the project. Identified risks were realised but no
Project steps were taken to mitigate them. Misleading and contradictory
information was provided about project progress.
April 2013 'Room to move: The planned whole-of-government approach to the strategic management
Improving the Cost of office accommodation has not been implemented. Only 35 per cent of
Efficiency of government agencies had provided 10-year Office Accommodation Plans
Government Office as required under SAMF.
Space"
October Major Capital A sound asset management framework and robust planning need to be
2012 projects consistently applied across all major projects to ensure investment
decisions are well informed. The impact of departing from good process
stays with a project. Major capital projects suffer limited transparency and
90 per cent of project cost variance occurs during business case
development.
September Second Public Housing Authority's Head Contractor Maintenance Model was poorly
2012 Sector Performance planned and unsuccessfully rolled-out. The control framework could be
Report 2012 strengthened by taking a more strategic risk based approach.
September Second Public Common weaknesses at assessed agencies included a lack of robust
2011 Sector Performance strategic planning for ICT projects including a failure to develop business
Report 2011 cases. Agencies face significantly increased risk of poor ICT outcomes.
June 2011 Public Sector Five out of nine assessed agencies did not follow good practice principles
Performance Report | to strategically manage procurement resulting in failure to identify
2011 opportunities to get best value for money
October ICT Procurement in Good governance and planning are critical to successful ICT procurement
2010 Health and Training and both have been poor in the case of Health, which has been
consistently unable to provide a suitable business case.
August 2010 Fitting and The Housing Authority property information is often unreliable posing deep
Maintaining Safety systemic problems and a structured project management and reporting
Devices in Public framework was lacking for the safety device program.
Housing
June 2010 Fiona Stanley The planning phase was neither efficient nor effective. The project
Hospital Project business case and other key planning documents had significant gaps
which required time and resources to fix. The project lacked robust
financial and project management systems. Health should ensure that
future projects conform to the SAMF. The use of parallel planning process
rather than SAMF's sequential one delivered an unacceptable business
case with substantially underestimated scope and budget.
March 2010 The Planning and Critical components of the SAMF were not applied leading to inadequate
Management of governance, oversight, project management and administration. The
Perth Arena Department of Treasury and Finance (DTF) should ensure consistent
application of the SAMF.
June 2009 Maintaining the Main Roads lacks key information about the condition of the road network
State Road Network making cost effective prioritisation of maintenance difficult to achieve.

Source: Office of the Auditor General: Reports and Publications, 2009-2014.

In particular, in its October 2012 review of Major Capital Projects, the OAG found that the
expected cost of the 20 projects it reviewed is $6.157 billion or $3.275 billion (114 per cent)
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more than the total original approved budget estimates, of which 90 per cent was found to
occur during the evaluation phase. The OAG made the following observation:

“...it is critical to project performance to get the early stages right. A sound asset
management framework and robust planning need to be consistently applied across all
major projects to ensure investment decisions are well informed and project
expectations are realistic. Fixing projects gets harder as they progress and, as a
number of projects in the report show, the impact of departing from good process at the
start stays with them.”20

On this basis, the ERA concludes that it is the implementation of planning processes that is
the primary source of problems with infrastructure planning in Western Australia, not the
process itself. Poor infrastructure outcomes, cost and time blow-outs and infrastructure that
is not fit-for-purpose, are common when good planning processes are not followed.

In the following sections, specific components of the SAMF will be examined in more detail.
From an infrastructure planning perspective, the ERA considers four primary policies in the
SAMF with respect to agencies’ Strategic Asset Plans, business cases, the evidence base
for asset planning and the role of cost benefit analysis (CBA).

Agency Strategic Asset Plans

A Strategic Asset Plan (SAP) is a corporate planning process required by the SAMF to
ensure agencies communicate with government the relationship between demand, existing
assets and new infrastructure priorities. A SAP requires agencies identify and articulate a
deep understanding of the condition and fit-for-purpose of the existing asset base and
through emphasis on non-asset initiatives, identify the top strategic infrastructure priorities
for the agency over a ten-year period.

Under the SAMF, a SAP plays a central role in generating the business cases for individual
project evaluation. However, as shown in Box 2, in practice, an agency’s SAP does not
always drive investment decisions.

Box 2 Case Study: Banksia Hill Detention Centre

The redevelopment project of the Banksia Hill Detention Hill centre was not processed
through the Department of Corrective Services’ normal SAP and fell outside the normal
budget and project planning process. The decision for redevelopment was based on an
election commitment rather than on an established business need. The Auditor General

found that:

“The resulting business case was rushed, in turn delaying and adding cost to the
opening of the facility and serious risks were realised” (p.26)

Source: Office of the Auditor General Western Australia, The Banksia Hill Detention Centre Redevelopment
Project, 2013.

The ERA considers the SAP to be of considerable importance for two reasons. Firstly the
SAP should communicate clearly to government that the agency understands underlying
demand drivers, the condition of the substantial investment already undertaken in existing
assets and the range of options available to Government to meet demand. Secondly, the
SAP represents an ideal vehicle to drive the Government’s reform agenda, should it choose
to implement broader changes to infrastructure planning policy.

120 Office of the Auditor General, Major Capital Projects: October 2012, 2013 p.6.
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For example, a directive from Government that all agencies consider the strategic
implications of private sector provision of core services as part of the SAP, and/or
divestment strategies could generate quality information for Government to inform future
policy direction in each sector.

The Business Case

At the heart of the investment decision for any infrastructure is the articulation of the
proposal and its costs and benefits relative to other options. This is encapsulated by the
business case.

There are a number of documented examples of the consequences of failure to adequately
follow established planning process. In Box 3 below, the imperative to ensure reliable
electricity supplies following the Varanus Island gas crisis resulted in business transactions
that lacked proper business case justification.

Box 3 KPMG Report into Verve Energy’s Muja AB Refurbishment Project

The (previously retired) coal-fired Muja Power Station was brought back into service following
the Varanus island gas crisis to broaden sources of electricity supply. After expenditure of
$290 million and the subsequent operational mishaps brought about the failure of the private
sector joint venture, considerable project debt was resumed by Verve Energy. A review was
ordered into the project prior to further expenditure being approved. The KPMG Review
concluded the following:

“There appears to have been no methodical approach to applying a typical investment
decision framework to this project” (p.ii)

“No consolidated comprehensive business case appears to have been prepared at the time
the original investment decision was made to proceed with the project. The briefing
materials, financial model and due diligence documentation are disparate in nature.” (p.8)

“If the cost of the unanticipated boiler tube repair works had been known up front, the overall
economics of the project would have been challenging...” (p.8)

“There has been a lot of conjecture as to whether this [boiler repairs] was foreseeable at the
scoping stage. The short answer, with some hindsight, is probably yes.” (p.15)

Source: KPMG, Muja AB Project Assessment, 2013.

Similar examples elsewhere in this report include Banksia Hill Detention centre and the
Perth Arena. In the case of the Fiona Stanley Hospital, the Auditor General identified that
the business case was prepared in parallel with other planning to hasten project delivery.
The infrastructure evidence base: asset condition and demand

Another finding of the Auditor General’s performance examinations is the wide-spread lack
of information about the condition of government-owned assets.

Evidence has been provided by the OAG that:
¢ Main Roads lacked key information about the condition of roads;
e the Housing Authority lacked information about the condition of public houses;

e Western Power lacked information about the condition of its power poles;
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e the Department of Education lacked information about the condition of its schools;
and

e Water Corporation lacked information about the age and condition of its water pipes.

Strategic asset planning requires, as a pre-condition to further asset investment, a thorough
understanding of the condition of the existing assets and the most cost-effective mix of
maintenance and asset renewal. As various OAG audits discovered, in many cases there
are also strong safety implications of not having a good understanding of the condition of
the asset. The ERA considers it a high priority for government entities to build the evidence
base underlying a proper understanding of the condition of the State’s public assets.

The role of cost benefit analysis

CBA is a method that can be used to evaluate whether an infrastructure project (or a policy)
makes the community better off overall, compared to the status quo (or some other
alternative). That is, whether it is expected to produce a ‘net benefit’, and if so, the extent
to which benefits exceed costs. This evaluation should be broad, taking into account
economic, social and environmental outcomes.*?!

Consistent with a number of public submissions outlined above, the Productivity
Commission’s recent draft report on public infrastructure frequently emphasised the
importance of transparent CBA: 122

e “Properly conducted cost-benefit analysis is an important starting point for guiding project
selection and improving the transparency of decision making.” (p.9)

e “Accordingly, cost-benefit analysis can play an important role in project selection, provided
it is properly applied. Making cost-benefit analyses public (with clearly documented
assumptions) for both projects that have been selected, and those that have been rejected,
greatly improves the transparency of decision making. Such transparency strengthens the
incentives for decision makers to focus on the overall net benefits of projects. It also allows
particular estimates (for example, of construction costs or patronage) to be debated and the
consequence of different estimates to the project’s net benefits to be calculated.” (p.74)

e “For cost-benefit analysis to play a useful role in guiding project selection, it needs to be of
high quality and be consistently applied.” (p.74)

e “Reforms to improved project selection that can and should be initiated immediately - even
election commitments to build and/or fund substantial infrastructure should be subject post-
election to rigorous project assessment and selection” (p.30)

Guidance for performing CBA is contained within the SAMF publication Options Analysis
detailed above. However, relevant agencies, such as the Department of Transport, have
developed advanced in-house expertise in sector-specific economic analysis. The SAMF
policy anticipates agencies that do not often conduct economic analysis will out-source cost-
benefit evaluation skills as required.

121 productivity Commission, Public Infrastructure Draft Report, 2014, p.75.
122 |pid.



Economic Regulation Authority

Box 4 2014 Election commitments for public transport projects

In the 2013 State election campaign, the Liberal Government promised two major multi-billion
dollar public transport projects, the $2 billion Airport Rail Link and the $1.9 billion Metro Area
Express (MAX) Light Rail Project. Both projects were then included in the 2013-14 State
Budget. The MAX Light Rail was subsequently deferred for three years in the 2013-14 Mid-
year Financial Projections Statement, in order to reduce the pressure on net debt.

A business case for the MAX Light Rail project has been completed by the Department of
Transport including detailed CBA which was subjected to rigorous independent scrutiny from

Infrastructure Australia. The CBA outlines a range of patronage and demographic
assumptions, showing an aggregate (and independently verified) net benefit. The business
case has not been made public.

A business case is yet to be finalised for the Airport Rail Link project.

It is therefore not clear on what basis Government has given the Airport Link priority over the
MAX Light Rail Project.

The Productivity Commission argues that a transparent cost-benefit framework improves
infrastructure outcomes to the community by integrating the requirements of all
infrastructure stakeholders!?® under the unifying concept of economic efficiency.

In particular, the aim of CBA is to determine the highest possible net benefit to the
community from the provision of public infrastructure in aggregate. For example, if there
are two infrastructure project proposals that are equally costly to build, prioritising the one
that produces the greatest benefits will improve allocative efficiency. CBA provides the
quantitative tool by which this comparison can take place.

In Box 4, an example is given where CBA was apparently not used to guide decisions
between large multi-billion dollar investments in public transport, with the result that it is not
possible to demonstrate an economically efficient outcome for the community.

The Works Reform Program

The Western Australian Government embarked on the Works Reform Program in 2009.
The objectives of the program included improving capabilities in Strategic Asset
Management and business case development, eliminating project cost overruns and to
strengthen project management capabilities.'?* The Works Reform Program led to a number
of changes to the governance of infrastructure delivery. Two new entities, Building
Management and Works (BMW) and the Office of Strategic Projects (OSP), were created
within the Department of Finance to oversee infrastructure planning and delivery.

The OSP appears to have been instrumental in achieving an improvement in the cost and
timeliness of project delivery. This is evidenced by a comparison of reviews of project
delivery by the Auditor General before and after the commencement of the OSP arising
from the involvement of the OSP in projects reviewed by the Auditor General. The ERA
therefore considers that the OSP has an important ongoing role in improving infrastructure
delivery.

123 Government, the community, financial institutions and industry members are examples of stakeholders.
124 Western Australian Department of Treasury and Finance, Works Reform Implementation Plan, 2009.
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4.2.1.4 Recommendations

Apply project evaluation processes, including cost-benefit analysis,
consistently and rigorously to all major infrastructure projects.

Subject all election commitments to rigorous project evaluation processes

before being included in the State Budget.

Publish the outcomes of all major project evaluations.
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The strong performance of the Western Australian economy in recent years has led to an
expectation of the provision of world class infrastructure — including stadiums, hospitals and
public transport systems. However, the current budgetary situation, as outlined in section
4.1.3, means that the Government may no longer be able to afford everything that its
constituents desire. Continuing to provide high-end infrastructure will place further pressure
on the State’s burgeoning debt, a key factor in the recent credit rating downgrade.

Like governments before it, the current Government’s reaction to tightening budgetary
conditions has been to delay or cancel entire projects. For example, on 18 December 2013,
the Treasurer announced that the Metro Area Express (MAX) Light Rail project*?®> would be
delayed, while the Ellenbrook Bus Rapid Transit project'?® was cancelled.

An alternative to these cancellations might have been to consider projects that are more
affordable and fit for purpose. These projects may be able to deliver many of the benefits
promised by the more lavish projects for just a portion of the cost.

The ERA did not receive any submissions regarding fit-for-purpose infrastructure. No
changes have been made to the analysis or conclusions from the Draft Report.

Maximum delivery for minimum cost

In recent times there has been a tendency for the Government to provide infrastructure at
alevel that is beyond what is necessary. While this may not always be an incorrect decision,
decisions to do so should not be taken lightly. One such example is highlighted in the case
study below.

125 The MAX Light Rail project is a mass capacity transport system (similar to a tramway) designed to link major
metropolitan centres, health and entertainment precincts with the CBD. The system is to run from Mirrabooka in the
North to Victoria Park in the East and Nedlands in the South.

126 The Ellenbrook BRT project was to create dedicated priority bus lanes that would improve journey times linking to
the Midland train line at Bassendean.
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Box 5 Fiona Stanley Hospital: Single or double bed rooms?

In 2007 the cost of the Fiona Stanley Hospital increased based on a decision to expand the
number of single bed rooms at the hospital. The Auditor General notes:*?’

“The number of single bed rooms was increased from 257 to 534 in 2007. This added
just over 3,300 square metres to the area of the hospital and $44.5 million in capital
construction costs. The potential impact on other capital costs, such as ICT, was not
addressed in the revised budget.

The decision to increase the number of single bed rooms followed a 2007 ministerial
study trip to the United States (US), and a subsequent business case. The business
case assessed the benefits in terms of meeting patient expectations and controlling
hospital acquired infections. It concluded that single bed rooms would be more
comfortable for patients and, based on research in the US and the United Kingdom,
could help reduce infection rates. Western Australian Department of Health
estimated that the increase in single rooms with adjoining bathrooms would mean a
$1 million a year increase in hospital running costs for additional cleaning, utilities
and maintenance. It considered the impact on staff efficiency to be minimal.”

Increasing the number of single bed rooms might have been the correct decision, and is
only a minor part of the project’s cost. However, the point of this analysis is that the increase
in cost was a deliberate choice to improve the level of service beyond that necessary. In
tighter fiscal times, decisions such as this must be considered carefully.

Providing infrastructure that is beyond necessary service levels may result in fewer people
being able to access the benefits that are derived from its use. In some areas, Western
Australia spends significantly more than other States to provide the same service. Providing
the service at a lower cost can either free up funds to be used on other areas or provide the
service to a greater portion of the population.

The ERA appreciates that it may cost more to provide certain infrastructure in certain
situations. While this is necessary at times, decisions to provide a service that is higher
than necessary requires careful consideration to ensure that the funds committed to such
projects could not be better used elsewhere.

Consideration of alternative projects

There may be situations where, when a project is unaffordable, a smaller or range of smaller
products are able to provide many of the benefits of the original project. It is important that
Government considers all alternatives to minimise the impact that budgetary conditions and
other external factors have on delivering benefits to society.

This may occur when assessing the validity of different transport modes, as explained in
Box 6.

127 Western Australian Auditor General, Fiona Stanley Hospital Project, 2010.
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Box 6 Light Rail Transit or Bus Rapid Transit?

Perth’s strategic public transport plan, Public Transport for Perth in 2031, envisages
a range of solutions for Perth’s network.*?® These include Heavy Rail, Light Rail
Transit (LRT) and Bus Rapid Transit (BRT).12°

The mode choice tends to reflect the situation that the mode is to serve. For
example, heavy rail has a very high capital cost and tends to be favoured to move
large volumes of people over large distances, while BRT is cheaper, but is
considered to be suitable for smaller numbers of people.

Typically, heavy rail is the most expensive form of transport infrastructure, followed
by LRT, with BRT the cheapest.'*°® With regard to a current example, the Ellenbrook
BRT had a cost of $13.33 million/km*3!, the MAX Light Rail project has a total cost
of $86 million/km*32, while the Airport Link (a heavy rail project) has a cost of $235
million/km.

There is also evidence that BRT is cheaper to run on a per kilometre basis, but can
be more expensive on a per person per kilometre basis due to low ridership.**® Both
Heavy and Light Rail are also considered to be superior to BRT in inducing land use
changes such as Transit Orientated Developments (TODs)*34 and are better for the
environment.13

However, in certain situations there may be scope for moving to a BRT rather than
(in particular) LRT and in some cases heavy rail. These reasons are highlighted
below:

¢ BRT systems can shift considerable numbers of people. Bogota, Columbia’s
BRT system, shifts a peak of 45,000 people per hour per direction (pphpd).
In contrast, Perth’s rail system shifts 34,000 pphpd.'%¢ Bogota covered 100
per cent of the city for the same cost as a railway covering 16 per cent of the
City.

128 Government of Western Australia, Public Transport for Perth in 2031, 2011, p7.

129 Heavy Rail systems are those that run independently to traffic as seen in Perth’s current train system. LRT systems,
such as the tramways of Melbourne, have less capacity than Heavy Rail and typically operate on the same
roadways as private traffic. BRT systems run buses on new roadways or dedicated lanes, removing causes of delay
that impact on speed and reliability.

130 Currie, Bus Transit Oriented Development — Strengths and Challenges Relative to Rail, 2005 and Gardner,
Decision making and large transport infrastructure projects, 1996.

131 Department of Transport, Perth in Focus — Perth Public Transport, Presented to Committee for Perth on 8 November
2012, 2012 and Thirty-ninth Parliament of Western Australia, First Session, Parliamentary Debates: Legislative
Council 17 October 2013, p. 5134, http://www.parliament.wa.gov.au/WebCMS/WebCMS.nsf/index (accessed 18
June 2014).

132 Western Australian Government, Metro Area Express (MAX) Light Rail Project: An Overview, 2013.

133 Currie and Delbosc, Exploring Comparative Ridership Drivers of Bus Rapid Transit and Light Rail Transit Routes,
2013.

134 TOD’s are compact, typically walkable communities centred around high quality public transport systems.

135 Currie, Bus Transit Oriented Development — Strengths and Challenges Relative to Rail, 2005 and Commissioner
for Environmental Sustainability, Public transport’s role in reducing greenhouse emissions, 2005.

136 public Transport Authority, data provided to the ERA upon request.
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e BRT'’s inferior performance on attracting people to TODs is based on
peoples’ expectations of normal bus services, which might have frequent
stopping, slow transit times and be less permanent in nature. A well designed
BRT that displays the desirable characteristics of permanence and visibility
can encourage TOD’s.%®’

Buses can match light rail's environmental performance and in any case is
much superior to car travel.

LRT often shares space with traffic (for example, Melbourne Trams) and offer
no substantial time savings over bus services.3®

The ERA acknowledges that a mix of alternatives will be required for Perth’s future
public transport system.

However, a review of what each mode can potentially achieve could potentially
increase the public transport available for Perth residents.

Ideally government projects would be ranked and prioritised according to Benefit Cost
Ratios (BCRs)**. Projects that deliver the highest benefit per dollar invested would then
be undertaken first, maximising societal benefit. However, governments do not, and are at
times unable to, rank all projects according to BCR.

In its report on public infrastructure, the Productivity Commission discussed governments’
bias towards large projects. The Productivity Commission noted that current arrangements
for project selection and prioritisation tend to favour larger more iconic projects over smaller
scale projects that would yield higher net benefits to the community through directly
improved efficiency of the use of existing infrastructure. This was also attributed in part to
the trend of Commonwealth funding becoming increasingly project specific, accentuating a
bias in infrastructure decision making towards large, politically salient projects:

“The incentives in political decision-making lead to an undue emphasis on ‘ribbon
cutting’ opportunities, generally associated with very major (‘mega’) projects, at the
expense of periodic maintenance and of small-scale ‘de-bottlenecking’ options that
could postpone or even avoid the need for costly asset expansions” 149

Opposition to the Fit for Purpose approach

The fit-for-purpose approach is subject to some objection. Firstly, the implementation of the
‘second best’ project may prevent the first option being built at a later date. For example,
the construction of BRT infrastructure may occupy valuable space on a transport corridor
that would prevent the building of a light rail system in the future. However, the ERA notes
that such impacts have been managed in the past. These include train line disruptions
during the Perth City Link project or the BRT disruption during the construction of the
Southern Suburbs Railway from 2004 to 2007.

137 Henscher, The imbalance between car and public transport use in urban Australia: why does it exist? 1998.
138 Infrastructure NSW, First things first: The State Infrastructure Strategy 2012-2032, 2011, p.96.

139 BCR is equal to present value benefits divided by present value costs. It provides an indication of the volume of
benefits returned for each dollar invested.

140 productivity Commission, Public Infrastructure Draft Report: Volume 1, 2014, p.229.
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Secondly, it could be argued that investing in more affordable projects can be detrimental
to the meeting of multiple objectives. For example, public housing could potentially be
constructed much more cheaply than is currently the case, but the social outcomes
associated with doing so may be highly undesirable.

Considering these points, the ERA agrees that care must be taken when considering project
alternatives and each should be analysed on a case-by-case basis. Different actions may
be required depending on the context in which infrastructure is being delivered.

The ERA considers that there are a number of opportunities for Government to deliver
greater public benefit in the presence of budgetary constraints. This can be achieved
through considering a range of lower cost options instead of delaying or cancelling a project
that is no longer financially feasible. These lower cost projects may deliver many of the
benefits of the higher cost options.

The first stage in realising such gains is for Government agencies to analyse a range of
alternative projects when undertaking a business case. ERA discussions indicate that this
process is already undertaken by the best agencies.
Gaining benefits in this area would be as simple as:

e implementing and following good process, such as outlined in Section 4.2.1; and

¢ should funding be limited, Government asking agencies for lower-cost alternatives
to partially solve the original problem.



The Royalties for Regions Act 2009 (the Act) was proclaimed on 27 March 2010 to provide
for the operation of the Royalties for Regions (RFR) fund. The stated objective of the Act
is to promote and facilitate economic, business and social development in regional Western
Australia. Under the Act, the Minister for Regional Development, with the Treasurer’s
agreement, may authorise expenditure to provide infrastructure and services, develop and
broaden the economic base and to maximise job creation and improve career opportunities
in regional Western Australia.'*! The Act places a statutory limit of $1 billion on the balance
of the fund.4?

The RFR was established as a “hypothecated” fund. Hypothecation is the dedication of a
specific source of revenue for a particular expenditure purpose. This is in contrast to the
traditional approach of funding government expenditure from a consolidated fund
depending on the Government’s priorities. The objective of hypothecation is to increase
transparency and create a stronger connection between the source of revenue and its
expenditure.

The ERA concluded in the Draft Report that hypothecation of royalty income is not an ideal
way to demonstrate the Government's commitment to regional development.
Hypothecation results in an arbitrary annual allocation of total expenditure, rather than
considering economic conditions, affordability, competing government priorities, or the
quality of projects under consideration. It would be a coincidence if the amount allocated
to regional projects under the program reflected the optimum level of expenditure.

The ERA also concluded that the budgetary impact of this hypothecation of royalty income
has been compounded by the offsetting effect that royalty income has on the State’s Goods
and Services Tax (GST) revenue grants. This has resulted in the proportion of the budget
available for regional expenditure being higher than anticipated. Lack of budget flexibility
was a significant contributor to Standard & Poor’s recent downgrade of the State’s credit
rating.43

In the Draft Report, the ERA recommended that the RFR program be repealed, or restricted
to an amount determined annually as part of the budget process.

The impact of the 2014-15 State Budget on Royalties for Regions

The 2014-15 State Budget (which was handed down after the release of the Draft Report)
contained significant changes to the operation of the RFR program, substantially addressing
the ERA’s concerns.

In the Budget Speech delivered to Parliament, the Treasurer announced that, in addition to
the (existing) legislative $1 billion cap on the balance of the fund, there would also be an
annual expenditure limit of $1 billion. The Treasurer further stated that:

141 Western Australian Consolidated Acts, Royalties for Regions Act 2009, s.9,
http://www.austlii.edu.au/au/legis/wa/consol_act/rfra2009252/ (accessed 18 June 2014).

142 Western Australian Consolidated Acts, Royalties for Regions Act 2009, s.6.3, 7.2 and 8,
http://www.austlii.edu.au/au/legis/wa/consol_act/rfra2009252/ (accessed 18 June 2014).

143 Standard and Poor’s, Rating on Western Australia Lowered to ‘AA+’ on Fiscal Pressures; Outlook Revised to Stable;
‘A-1+’ S-T Rating Affirmed, 2013.
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“our decision to cap expenditure from the Fund is appropriate to ensure the
State’s limited funds are spent where they are most needed”.*4*

Treasury estimates a $2.7 billion reduction in gross borrowings will result from this
expenditure cap!*® and proposes that the cap be reviewed annually.4®

This change in policy has several significant implications for the RFR program. The
measures effectively remove $3.1 billion from the funding available to the program, despite
a $749 million increase in forecast royalties for the three years projected in the current
Budget. As a result, regional funding is forecast to average 14 per cent of royalty income
over the budget period, as shown in the Table 10.

Table 10 2014-15 State Budget forecasts of royalties and the RFR program ($m)

2015 2016 2017 2018 Total
Forecast Royalties Income 6,176 6,978 7,393 7,665 28,212
Hypothecation Funding of 25% 1,544 1,745 1,848 1,916 7,053
Saving from $1 billion cap 544 745 848 916 3,053
RFR Percentage of Royalties 16% 14% 14% 13% 14%

Source: Western Australian Department of Treasury, 2014-15 Budget Paper No. 3: Economic and Fiscal
Outlook, 2014, p.89.

The effect of these budget measures on funding for the RFR program is illustrated in Figure
22. Funding has been capped at the level reached in 2011, while expenditure is forecast to
be held at the level reached in 2013. This is because actual RFR expenditure to date has
remained well below the hypothecated amount.

The expenditure cap will hold RFR expenditure to a level well below the amount that would
otherwise be allocated, assuming that 25 per cent of royalty income is hypothecated to
regional projects.

144 Honourable Dr. Mike Nahan MLA, Treasurer, 2014-15 Budget Speech, Thursday 8 May 2014, p.5.

145 Western Australian Department of Treasury, 2014-15 Budget Paper No. 3: Economic and Fiscal Outlook, 2014,
p.3.

146 Western Australian Department of Treasury, 2014-15 Budget Paper No. 3: Economic and Fiscal Outlook, 2014,
p.199.

Inquiry into Microeconomic Reform in Western Australia: Final Report 83



Figure 22 Impact of 2014-15 Budget measures on Royalties for Regions
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Source ERA Analysis and Western Australian Department of Treasury, 2014-15 Budget Paper No. 3: Economic
and Fiscal Outlook and Budget Paper No.2: Volume 1, 2014.

So long as the forecast royalties remain above $4 billion per annum,*#” the RFR fund will
no longer have any effective characteristics of hypothecation. Royalties will remain a
theoretical source of funding, but there will no longer be any substantive link between the
funding source and its expenditure. In other words, the amount of royalty income will no
longer dictate aggregate expenditure under the program.

Under these circumstances, the ERA considers that optimal expenditure on regional
priorities can now be achieved under two conditions:

¢ if the expenditure cap is actively managed; and

e if good processes are followed in the selection of projects.

The ERA considers that the recommendation in the Draft Report to restrict regional funding
has effectively been implemented with the introduction of the expenditure cap and a
commitment to review that cap annually. However, the ERA notes that a recent review of
the program by the Office of the Auditor General (OAG) has raised some concerns about
the application of governance processes.**®

The ERA received 35 submissions in response to its draft recommendation on the Royalties
for Regions program. The majority of submissions (23 out of 35) originated from regional
city and shire councils. These submissions!#® focussed on how the RFR had funded a

147 Such that potential RFR funding remains above the $1 billion expenditure cap.
148 Office of the Auditor General, Royalties for Regions — are the benefits being realised?, Report 13, June 2014.

149 These submissions were received from the Shires of Kondinin, Mingenew, Gnowangerup, Cue, Dardanup,
Ashburton, Wandering, Collie, Bridgetown-Greenbushes, Capel, Jerramungup, Morawa, Cranbrook, Upper Gascoyne,
Dalwallinu, Ashburton, Denmark, Wiluna and Plantagenet; the cities of Bunbury, Busselton and Greater Geraldton; the
Central Country Zone of WALGA and Bunbury Wellington Economic Alliance; Katanning Furniture, and Parliamentary



substantial number of projects, and noted that funding to regional areas had been
considerably lower prior to the introduction of the RFR program.

The submissions raised a number of further arguments in support of the program. These
include that RFR:

e has allowed for a significant improvement in regional amenities, sport and
recreational facilities, cultural events, transport, health, and community resources,
relieving an infrastructure backlog in the regions created by historic under-funding;

e attracts (and retains) people to regional areas and benefits tourism;
e s equitable, as resource royalties originate from the regions;

e guarantees regional funding is not vulnerable to political processes or penalised for
lower proportional representation in Parliament;

e ensures a fairer balance between expenditure on metropolitan and regional
infrastructure and services, allowing regional communities to have services that are
comparable to their metropolitan counterparts;

e ensures better decision making, since rural local governments are better placed to
determine local priorities;

e encourages a population shift away from metropolitan centres, relieving
infrastructure pressures in the State’s urban areas;

e ensures the financial sustainability of local governments, promoting economic
growth and social benefits;

e leverages off other sources of capability, finance and funding from the
Commonwealth, not-for-profit, local government and private sectors;

¢ has the most comprehensive and rigorous administration, reporting and compliance
of any State Government program; and

e addresses inequities created by a fly-in-fly-out workforce who require access to
regional infrastructure and services, but do not contribute to local government
income.

The Department of Regional Development submitted that there are robust governance
processes in place to ensure rigorous evaluation and effective project selection. It provided
a number of examples, including the Regional Investment Blueprints and Southern
Investment Initiatives. It is further argued that RFR projects are the only government
program subject to two separate Cabinet approval processes prior to the approval of
expenditure.

The PCA expressed support for regional investment. However, it urged the Government to
give the Department of Planning’s Infrastructure Coordinating Committee a greater role in
prioritising infrastructure needs for regional funding. It also questioned the effectiveness of

National Party of Australia (WA); the Western Australian Local Government Association; the West Australian Regional
Development Trust; and the Department of Regional Development.



the Future Fund and RFR in addressing infrastructure bottlenecks, efficiency gains, and
productivity improvements.

Submissions from the CCFWA and CMEWA both endorsed the view expressed in the Draft
Report that regional projects should compete for funding with metropolitan projects. The
CCFWA suggested that a weighting be given to cost benefit analysis to encourage regional
projects. The CMEWA supported a review of the RFR framework, and increased
competition for regional funding against other infrastructure priorities, noting that a more
rigorous and transparent evaluation and prioritisation process should be established to
ensure the efficient use of RFR funding.

The ERA’s main concern about Royalties for Regions in the Draft Report related to the
hypothecation of a revenue source and the impact this had on the flexibility of the State
budget. As discussed, this issue was largely addressed by the 2014/15 State Budget.

The ERA did not examine the project evaluation and selection processes undertaken as
part of the RFR program in detail, as this was not its primary concern and because it was
aware of the review being conducted by the Office of the Auditor General. Nevertheless,
the ERA makes some high level observations on the RFR sub-funds and strategic funding
allocations, and summarises the findings of the OAG on RFR funding approval processes.

Use of sub-funds

The RFR program distributes funds for investment in regional projects, infrastructure, and
community services through a number of sub-funds. Currently these funds include the
Country Local Government Fund, the Regional Community Services Fund, the
Infrastructure and Headwork’s Fund, and Regional State-wide initiatives.

Each RFR sub-fund has distinct objectives. For example, the primary objective of the
Country Local Government Fund has been to address infrastructure needs across the
country local government sector, while the Regional Community Services Fund aims to
improve access to services in the regions.

Analysis of historical and forecast expenditure reveals that Government is pro-active in
managing allocations to each sub-fund within the RFR program. This has been
demonstrated by, for example, phasing out of the Country Local Government Fund over the
current budget period, whilst simultaneously increasing the funding available to Regional
State-wide Initiatives.

Pro-active management of the funding allocated to each RFR sub-fund encourages
beneficial competition between RFR programs, while ensuring the continued relevance of
each program within Government’s policy framework.

The Department of Regional Development advises that:

“...the entire Fund’s expenditure is reviewed by the Economic and Expenditure
[Review] Committee and is part of normal reporting in the Budget Papers. The Fund
is not isolated from ‘normal’ Government expenditure — in fact it is very much based
on standard scrutiny, review, accounting and reporting practices.”™*°

150 Communication with Mr Paul Rosair, Director General, Department of Regional Development, 26 June 2014.



Strategic Funding Allocation

In its submission, the Department of Regional Development highlights recent efforts of the
Regional Investment Blueprint (Blueprint) to link regional investment with the Draft State
Planning Strategy. The State Planning and Development Framework has been developed
to connect priorities identified under the State Planning Strategy to regional and local
government planning.*>!

The Blueprint initiative involves each Regional Development Commission preparing
regional socio-economic development strategies. These Blueprints will outline regional
growth and development aspirations, transformative strategies, priority implementation
actions and investment opportunities.'>? The Blueprints will outline how the regions can
become competitive in taking the pressure off urban growth and provide alternatives for
living in the regions.*%3

The ERA considers that the Blueprint will likely improve infrastructure planning and has the
potential to provide a stronger strategic foundation for future regional projects.%

However, the ERA has been unable to assess the practical effectiveness of the Blueprints,
as they are not due to be completed by mid-2014. Until the Blueprints are completed and
the subsequent budget allocations have occurred, the effectiveness of these strategies
cannot be determined.

The Royalties for Regions funding approval process

The approval process for RFR funding plays an important role in ensuring optimum
outcomes in the allocation of funding to regional projects. As with other large Government
programs'®®, funding approval from Cabinet is a multi-staged process: the first approval
considers the global allocation to the program each year (as part of the budget process),
and the second (and subsequent) stages of approval require on-going Cabinet
consideration of each specific business case.

In its submission, the Department of Regional Development provided a detailed description
of the governance framework for the RFR program. Project selection is described as a
consultative process including a Directors General Reference Group, comprising 21 heads
of key State Government Agencies. Selected projects then require detailed business cases,
which undergo due diligence in consultation with the Department of Treasury, before being
submitted to Cabinet for approval.

The 2014-15 State Budget refers frequently to the requirement for business case approval.
The successful submission of detailed business cases to support the future release of
funding is required for: the Southern Investment Initiative; Regional Strategic Projects;
Regional and State-wide Initiatives; and Regional Blueprints.'>¢ The Department of

151 Department of Regional Development, Submission to the Draft Report of Microeconomic Reform in Western
Australia, 2014, pg. 6.

152 Western Australian Government, 2014-15 State Budget Paper No. 3, 2014, p.200.

153 Western Australian Regional Development Trust, Submission to the Draft Report of Microeconomic Reform in
Western Australia, 2014, pg. 6.

154 For more details on nationally recognised best practice in infrastructure planning, see Infrastructure Australia and
Australian Academy of Technological Sciences and Engineering, April 2013, Infrastructure Planning: Towards
Best Practice.

155 In particular those involving the allocation of sports grants or Public Private Partnerships.
156 Western Australian Government, 2014-15 Budget Paper No. 3, 2014, see pp. 199- 201 & 208.



Regional Development’s budget allocations for each program are uniquely referred to as
“provisional”, with reference to the requirement for the second-stage approval for funding.*%’

The preparation of detailed, robust business cases provides a meaningful basis upon which
to commit to a project. It provides reliable cost and timing information and allows better
decision making by Government between competing priorities. The two-stage approval
process is viewed as a vital mechanism for ensuring that expenditure is limited to projects
that represent value for money relative to other proposals before Government.

However, the ERA notes that the OAG’s June 2014 review of the program raised some
issues with the program’s current governance processes, finding that:158

various examples of projects submitted for approval did not clearly demonstrate the
outcomes that would be delivered, or the sustainability of the projects in the longer
term;

the indicators intended to benchmark and measure the effectiveness of project
funding have not been implemented to date;

140 projects worth approximately $730 million were signed with non-Government
entities before 1 July 2013 (when there was no requirement to demonstrate the long
term sustainability of projects in business cases);

only half of the business cases reviewed by the OAG complied with requirements to
include specific and measurable outcomes;

evaluation reports for projects only reported what was delivered, and not whether
the projects met their intended outcomes; and

there is no monitoring system in place to track project progress, nor the overall RFR
programme. With over 3,500 projects approved to date, the OAG questioned the
capacity of the Department of Regional Development to monitor and identify the
potential issues, risks, and successes arising from the program.

The OAG provided five recommendations to the Department of Regional Development,
intended to address these issues and strengthen the governance processes of the
Department for the RFR program: 15°

“The Department should:

review the appropriateness of its outcomes based Evaluation Framework.
Specifically, whether some projects are best funded and later evaluated solely
against the delivery of outputs.

consistently apply its Evaluation Framework and ensure:

— all project business cases clearly identify specific and measurable
outcome (or if necessary output) measures

— all business cases progressed by the Department to Cabinet for approval
demonstrate alignment to the RfR objectives

— it has a logical basis for selecting projects for evaluation.

implement high level indicators for the six RfR objectives. These indicators should
be used by the Department to align project outcomes to the RfR objectives as

157 Western Australian Government, 2014-15 Budget Paper No. 3, pp.123-133.
158 Office of the Auditor General, 2014, op. cit, p.6.
159 Office of the Auditor General, 2014, op. cit, pp.7-8.
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part of its funding recommendations to Cabinet, and to measure progress towards
achieving the RfR objectives.

e ensure that all project business cases address project sustainability.

e implement a monitoring system that provides oversight of project progress and
the program.”

Conclusion
The ERA considers that its recommendation in the Draft Report to restrict regional funding
has effectively been implemented with the introduction of the expenditure cap in the

2014-15 State Budget and annual reviews of this cap. The ERA supports this initiative but
also stresses the need for stringent management of the expenditure.

The ERA has not reviewed the governance arrangements of the RFR program in detail.

However, the ERA notes that the OAG’s June 2014 review of the program raised some
issues with program’s current governance processes.

4.2.3.4 Recommendations

4. Proactively manage the Royalties for Regions’ annual expenditure limit.

5. Ensure Royalties for Regions’ governance measures are adhered to, and
review the effectiveness of these measures periodically.
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A city’s transport system has a significant impact on both its liveability and productivity.
Economic growth and population growth are increasing pressure on Perth’s transport
system and rapidly increasing traffic congestion. Congestion has reduced traffic flow,
resulting in commuters spending many hours in congested traffic every week.

Congestion also affects those who choose alternative modes of transport. For instance, it
reduces the reliability and average speed of bus services, leading to less efficient use of
the Government’s public transport assets. It can also increase the incidence of accidents,
which may involve cyclists and pedestrians as well as drivers.160

In this section, the ERA examines international experiences of congestion charging as a
solution to inner-city congestion, and considers the feasibility and likely impacts of a Perth
congestion charging scheme. The ERA considers that congestion charging is a highly
effective congestion management strategy. It also delivers environmental and safety
benefits, as well as opportunities to develop efficient and sustainable public transport
services.

Approaches to congestion management

The most publically acceptable method for combating congestion is generally the expansion
of existing road capacity. However, increasing the capacity of roads has, at best, no
long-term impact on congestion6.162 and may even lead to an increase in congestion over
time.1%3 Widening existing roads and building new ones merely provides commuters with
further incentive to drive, with traffic levels continuing to rise until congestion returns. It also
diverts funding from more effective long-term solutions (such as public transport investment)
to build road infrastructure that is unlikely to resolve the problem.

Many urban economists agree that a form of congestion charge is the best method of
combating congestion.'®4 However, congestion charges often lack public support, since
they require users to pay for something that they have previously received for free.
Additionally, such charges can lack support when they are perceived as a ‘revenue grab’
by Government. The main objective of a congestion charging scheme is to change
consumer behaviour, rather than simply to raise revenue, by providing an incentive for
drivers to travel outside peak times and choose other modes of travel. This, in turn,
improves the liveability and productivity of the city centre. The revenue that is earned
through such a charge is secondary to the traffic management objectives, and may be used
to make further improvements to transport infrastructure or other beneficial investments.

160 Transport for London estimates that congestion charging has directly led to between 40 and 70 fewer personal
injury road accidents in the charging zone per year. Source: Transport for London, Central London Congestion
Charging: Impacts Monitoring, Fifth Annual Report, 2007, London.).

161 Downs.A., Why Traffic Congestion is Here to Stay...and Will Get Worse, 2004.

162 Gilles Duranton, Matthew A. Turner, The Fundamental Law of Road Congestion: Evidence from U.S. Cities,
American Economic Review, Volume 101, Number 6, 2011, pp. 2616—2652, October 2011.

163 Arnott and Small, The Economics of Traffic Congestion, American Scientist, Volume 82, 1994, pp. 446-455.

164 Based on a study by Small and Gomez-lbanez. (Small and Gomez-lbanez, Road pricing for congestion
management: the transition from theory to policy, 1998.)



Calls for congestion charging have gained momentum in recent times with transport
experts®> and economists'®® stating that a charge is necessary to ensure that Perth avoids
the gridlock that plagues Sydney and Melbourne. The Productivity Commission has also
encouraged State and Territory Governments to take advantage of developments in
technology to trial direct user charging across road networks. 167 These experiments could
provide a way to price congestion in an efficient manner, but it may take some time to
achieve acceptance from the community.

The ERA considers that the productivity losses resulting from traffic congestion in Perth are
significant, and will continue to increase into the future, warranting an investigation into the
implementation of a congestion charge. While current congestion levels are not yet as high
as those seen in larger Australian and overseas cities, use of a congestion charge to
manage traffic and improve public transport may prevent Perth from eventually facing the
problems encountered elsewhere in the future.

The ERA received seven public submissions in response to its draft recommendation on
congestion charging. The majority of these submissions were broadly supportive of
congestion charging, providing comments on key issues such as the most appropriate use
of congestion charging revenue, and public transport capacity.

All of the submissions received on the topic supported further research into a variety of
approaches to congestion management, but were largely undecided as to whether
congestion charging was the best option. Those submissions were:

e The (CCIWA) supports a review of mechanisms aimed at combating congestion in
the Perth CBD. CCIWA notes that the current Perth Parking Levy (PPL) is an
indirect tax that is aimed at reducing congestion, but is largely ineffective due to a
lack of transparency.

e The Civil Contractors Federation WA (CCFWA) supports further investigation into a
Central Business District (CBD) congestion charge during peak periods. However,
the CCFWA questions the practicality of expanding the public transport system’s
capacity sufficiently to cope with extra patronage resulting from a congestion charge.

e The PCA recommends abolishing the PPL, and undertaking investigation into more
equitable congestion management strategies. The PCA would not support a trial of
congestion charging on top of the existing PPL.

e The Western Australian Local Government Association (WALGA) acknowledges
the need to address congestion issues in the CBD, and believes trialling a
congestion charge could be worthwhile. However, WALGA considers that further
investigation is required regarding exemptions, public transport access, parking
capacity in bordering facilities (such as bus and train stations), the diversion of traffic
onto local roads, and the impact of long and short term parking bays on CBD traffic.

¢ Riverpark Consulting considers that further investigation is required prior to the
introduction of a congestion charge. This investigation should consider the current

165 Moving People 2030 Taskforce, Moving Australia 2030: A Transport Plan for a Productive and Active Australia,
2013.

166 CEDA, Stifling Success: Congestion charges and infrastructure delivery, 2012.
187 Productivity Commission, Public Infrastructure Draft Report: Volume 1, 2014.



PPL, the inflexibility of work start times, the capacity and cost of providing public
transport, and the impact of a congestion charge on the transport industry.

e The Committee for Perth opposes congestion charging, but considers other
congestion mitigation strategies should be reviewed. The Committee for Perth states
that:

- it considers congestion charging a blunt instrument to address a system and
region-wide issue; and

- inthe event such a scheme is introduced, there will be a need for a thorough
review of the parameters and structure of the potential congestion charge,
the capacity of the public transport system to meet increased demand, the
availability of alternative modes of travel, and any potentially unintended
consequences.

e Mr Sheridan does not comment on the appropriateness of a congestion charge, but
stated that if one was to be implemented then:

- the revenue earned should be hypothecated for investment in alternative
transport solutions; and

- consideration should also be given to the boundaries of the charging area,
and the need for traffic to be able to be diverted around the charging area.

What causes congestion?

Congestion generally occurs during peak times, when large numbers of commuters are
travelling to work and school. This happens because, as the volume of traffic approaches
the capacity of the road, a small disruption to traffic flow can have a large impact, causing
traffic to slow or stop for long periods of time.

Events such as accidents or lane closures due to roadworks can interrupt traffic flow.
Additionally, traffic engineers have found that even minor occurrences — for example, a
single driver braking or changing lanes abruptly in heavy traffic — can be enough to trigger
a traffic jam. %8 Such incidents are virtually unavoidable when large numbers of drivers are
using the road.

Current congestion levels in Perth

Perth congestion is currently largely confined to morning and evening peak periods, as
people commute to and from work and school. Figure 23 shows traffic volumes for the
Kwinana Freeway, clearly illustrating the existence of morning and afternoon peak periods
of travel. During these periods, traffic is around 30 per cent higher than during the shoulder
periods.16°

168 Ball, P, Critical Mass, New York, 2004.
169 Shoulder periods refer to the periods of moderate traffic volume, immediately adjacent to peaks.
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Figure 23 Kwinana Freeway traffic volume, daily average 201370
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Perth traffic generally flows freely during the
Sl et Bl e e e iies | Middle of the day (although specific bottlenecks

by as little as 5% may increase do sometimes occur), even though there is only
traffic speeds by as much as 30% a small decrease in traffic volume from congested
peak periods. This suggests that a relatively
small decrease in peak traffic may greatly ease
congestion. A reduction in peak period traffic of as little as 5 per cent has the potential to
reduce traffic dramatically, increasing speeds by up to 30 per cent.t’?

The costs of congestion

Congestion can have a large economic impact, costing Australia billions of dollars in lost
productivity.1”> When a driver enters a congested road, they not only face direct costs (such
as fuel and their own time) but also impose costs on all of the drivers already on the road
by further adding to the congestion.”3

The Bureau of Infrastructure, Transport and Regional Economics (BITRE) has identified
four types of cost that arise as a result of congestion:

1. increased travel times;

2. increased uncertainty surrounding travel times (where drivers are unable to
determine the length of delays arising from congestion, and so allocate more time
to travel to avoid being late);

170 The Graham Farmer Freeway follows a similar pattern to that of the Kwinana, though with lower volume. Full data
on the Mitchell Freeway is unavailable at this time.

171 Victoria Transport Policy Institute, Congestion Reduction Strategies, 2013.

172 Bureau of Infrastructure, Transport and Regional Economics, Estimating urban traffic and congestion cost trends
for Australian cities, 2007.
173 In economic terms, congestion is considered a problem when the benefits derived by the additional driver from

being on the road are less than the costs that that driver directly faces plus the costs that they impose on all other
drivers.
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3. increased fuel consumption; and

4. the environmental costs posed by pollution (vehicles under congestion emit more
pollutants than those in free travelling conditions).

In 2005, BITRE estimated that the avoidable
costs of congestion in Perth were as high as The cost of congestion in Perth is
$900 million.*”* As shown in Figure 24, BITRE forecast to rise to $1.6 billion in
forecasts that these costs will continue to rise, 2015, and over $2 billion by 2020.
reaching $1.6 billion in 2015 and over $2 billion in
2020.17%

Figure 24 Avoidable costs of congestion, Perth 1990-2020
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Source: BITREL®

BITRE also compared this cost of congestion across Australian capital cities, calculating a
cost of around 5.5 cents per kilometre travelled in Perth in 2005, as compared to a national
average of between 6 and 7 cents per kilometre.

Figure 25 illustrates per-kilometre costs across all capital cities. It shows a forecast spike
in the Perth per-kilometre cost of congestion by 2020, rising to around 9 cents / kilometre.
This is in line with the estimated increase in the national average to between 10 and 11
cents per kilometre. The forecasts indicate that, without intervention, the costs of
congestion — both overall and in per-kilometre terms — will only increase over time.

174 The total costs of congestion can theoretically be measured as the difference in each cost category at current
congestion levels, versus that during uncongested conditions. However, some level of congestion is practically
unavoidable and it is not practicable (nor desirable on efficiency grounds) to reduce congestion to zero. Thus, the
BITRE estimates are based on the avoidable costs of congestion (that is, costs that would be saved through
appropriate intervention).

175 Bureau of Infrastructure, Transport and Regional Economics, 2007, Estimating urban traffic and congestion cost
trends for Australian cities, Canberra, 2007.

176 Bureau of Infrastructure, Transport and Regional Economics, 2007, op. cit.
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Figure 25 Congestion costs in Australian capital cities, 2005 and 2020 forecast
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Source: Bureau of Infrastructure, Transport and Regional Economics, 2006, Estimating urban traffic and

congestion cost trends for Australian cities, Working Paper 71, p.16.

The ERA has also identified a number of other costs imposed by traffic congestion. The
ERA has not attempted to quantify these costs, but notes that they include:

1.

inefficient use of the State’s public transport infrastructure, which is both an
efficiency loss for Government, and imposes time costs on public transport users
as a result of delays and unreliability caused by congestion (for example, where
buses are slower and less reliable than they would otherwise be in uncongested
conditions);

the costs of road expansion needed to accommodate unnecessarily high peak
demand (as roads are generally constructed to manage peak load, they are
underutilised throughout the rest of day);

the costs resulting from additional traffic accidents that occur as a result of
congestion; and

disincentives to choose active transportation alternatives that deliver health
benefits (such as walking and cycling) due to pollution, perceived risk of accidents,
or the difficulty of navigating congested traffic. (A 2011 Western Australian RAC
survey found that 91 per cent of respondents citing fear of traffic as a disincentive
to cycle.1’’) However, this cost may be offset to some degree by commuters who
find cycling or walking preferable to driving in congested traffic.

77 RAC Media Release, 22 August 2011, http:/rac.com.au/news-community/news-and-reports/media-
releases/media-releases-2011/RAC-cycling-survey-results-revealed, (accessed 4 June 2014).
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Congestion can also impose social costs, diminishing the well-being of individuals and
families due to stress and lost time. For instance, the average Perth commuter spent
73 hours (equivalent to almost two weeks of annual leave) delayed in traffic in 2013.178

Royal Automobile Club (RAC) surveys indicate that this

The average Perth extra travel time has a significant negative impact on
commuter spent 73 hours commuters.'’® Almost three quarters of the surveyed
delayed in traffic in 2013. drivers reported increased stress as a result of
congestion. A substantial number also stated that extra
time spent driving was impacting their leisure activities,
and time that they would otherwise spend with their families. Respondents also raised other
areas of concern, including and risks caused by dangerous driving in congested conditions.

Travel choices in Perth

Perth commuters rely heavily on cars, even when travelling into the CBD, with nearly half
choosing to use a car over other forms of transport. Of the five capital cities shown in Figure
26, Adelaide is the only capital in which commuters show a similar preference for car travel.

As Perth’s population continues to grow, if the percentage of car users remains static at
48 per cent, this will come to represent an increasingly large number of people and vehicles
entering the CBD each day.

Figure 26 Modal share travelling into the CBD: Perth and other Australian capital cities
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Source: Australian Bureau of Statistics, 2011. Census of Housing and Population — Method of Travel to Work
and Statistical Local Area, Canberra.

178 Synergies Economic Consulting, Public Transport Investment: The Value of Action versus the Cost of Inaction,
2014.

7% RAC, 2013, Congestion cutting into family time, http:/rac.com.au/news-community/news-and-
reports/publications/rac-enews/rac-enews-2013/perth-congestion-cutting-into-family-time (accessed 4 June 2014).
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How congestion charging works

Congestion charging comes in three major forms: area charging; cordon; and facility
charging (for example, toll roads), as explained in Table 11 and Figure 27.

The details of charging schemes vary considerably from city to city. For example, charging
schemes may feature exemptions for certain types of vehicle, subsidisation of alternative
modes of transport, discounted charges for electronic payment, or pricing schedules that
vary according to time-of-day or current traffic speeds. However, as discussed further
below, congestion charging has been effective wherever it has been implemented,
regardless of the specific features of each scheme.

Table 11 Comparison of congestion charging models

Scheme Operation

Area charging Drivers are charged for operating a vehicle within a defined area.

Cordon charging Drivers are charged for crossing a boundary into or out of a defined
area. (Cordon charging schemes charge either on entry or on exit,
with some applying a daily cap to these charges.)

Facility charging Drivers are charged for using a selected route (a toll road).

Figure 27 Types of congestion charging

: : Facility charging:
Charging point Vehid
(on entry/exit to Shdemoves
section of road) along lane

Facility

Charging point
(on entry/exit to
section of road)

Charging point
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Charging point /X— Charging poine.  Cordon charging:

(on entrylexit) (on entrylexit)  Vehicle crosses
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Charging point
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Area charging:
Vehicle is within zone
(moving/stationary)

Source: Bureau of Infrastructure, Transport and Regional Economics 2008, Moving urban Australia: can
congestion charging unclog our roads? Working paper 74, BITRE, Canberra.

Inquiry into Microeconomic Reform in Western Australia: Final Report 97



Economic Regulation Authority

The ERA’s analysis in this chapter focuses on cordon and area schemes. These schemes
are best applied to contained geographies such as city centres, and have a greater potential
than toll roads to deliver congestion reduction and environmental benefits. 18°

Implementing a congestion charging scheme: the costs and revenues

Congestion charging schemes are primarily designed to broadly influence the behaviour of
commuters, leading to an overall reduction in inner-city congestion. Schemes require an
initial capital investment (for instance, the cost of electronic monitoring equipment and
setting up a billing system), and the ongoing operating costs of the scheme (for instance,
equipment maintenance and customer service).

The initial investment required to set up a congestion charging scheme can vary significantly
from city to city, depending on the area covered, technology selected, and geography of the
city centre. However, international experience indicates that charging schemes are typically
designed to generate sufficient revenue to recover the initial investment, cover operational
costs, and provide a surplus that can be used to improve public transport. Table 12 gives
an overview of the congestion charging revenues and expenses reported in other
jurisdictions, as well as the surplus revenue generated.

Table 12 Costs and revenues of selected congestion schemes ($A)

Cit Capital Annual operating Annual gross Surplus revenue A$
y investment ~ costs |  revenue and % of total

London $200-300m $250m in 2008 $500m in 2008 $250m in 2008 (50%)
Stockholm $250-300m $50m in 2009 $140m in 2009 $90m in 2009 (65%)
Milan $10m $10m in 2012 $30m in 2012 $20m in 2012 (65%)
Singapore $200m $20m in 2009 $110m in 2009 $90m in 2009 (80%)
Trondheim $80m $5m in 2009 $25m in 2009 $20m in 2009 (80%)

Sources: Ernst & Young'®l, Comune de Milano'82, and Arnold et al. 183

Is congestion charging an effective solution?

Congestion charging has proved to be a consistently effective solution to inner-city traffic
congestion across the world, both in large cities and in smaller regional towns. Table 13
shows the resulting reduction in traffic observed in nine jurisdictions, after the introduction
of congestion charging.

180 Brunnan, Ben, 2014. For Whom the Road Tolls: The prospect of high occupancy toll lanes in Calgary, Calgary.

181 Ernst & Young, 2012. Communauté métropolitaine de Montréal: Portrait des experiences de tarification routiére
en milieu urbain, Montreal.

182 Comune de Milano, 2014, Bilancio Economico Area C,
http://www.comune.milano.it/portale/wps/portal/CDM?WCM_GLOBAL CONTEXT=/wps/wcm/connect/contentlibra
ry/Elenco+Siti+tematici/Elenco+Siti+tematici/Area+C/Bilancio+Economico/, (accessed4 June 2014).

18 Arnold, R, Smith, V.C., Doan, J.Q., Barry, R.N, Blakesley, J.L,, DeCorla-Souza, P.T., Muriello, M.F., Murthy, G.N.,
Rubstello, P.K., Thompson, N.A., 2010. Reducing Congestion and Funding Transportation Using Road Pricing In
Europe and Singapore, Washington D.C.
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Table 13 Aims and outcomes of area and cordon-based charging schemes

City Stated Objectives Traffic Decrease

Schemes primarily designed to decrease congestion
London Reduce congestion, improve public transport.
. . 15-20%
(United Kingdom)
Stockholm Reduce congestion, decrease emissions, improve 18-29%4
. - 0
(Sweden) public transport.
Gothenburg Reduce peak traffic.
15-20%
(Sweden)
Milan Reduce congestion, raise revenue for new 14-23%
. = 0
(italy) infrastructure.
Valletta Reduce congestion, decrease emissions.
22%
(Malta)
Singapore Reduce congestion, optimise the use of road
. ; . 15-31%
infrastructure, improve public transport.
Median decrease in traffic 15-26%
Schemes primarily designed to reduce traffic in heritage or pedestrianized areas
Rome Reduce traffic in heritage areas, increase public 15-20%¢
- 0
(italy) transport use.
Durham Reduce traffic in heritage area and pedestrianised
: : areas 85-90%
(United Kingdom) )
Znojmo Reduce traffic in heritage area.
. 65%
(Czech Republic)
Median decrease in traffic 65%

Source: Ernst & Young!®4, ELITS!8%, EMPOMM86, Button1®”.

A reduction in traffic has even occurred in cities where a charge has been designed for
purposes other than congestion management. For example, Oslo, Trondheim, and Bergen
have implemented cordon schemes primarily designed to raise revenue to fund new roads,
with entry and exit points placed to most efficiently meet this goal. Nevertheless, these
schemes also resulted in traffic decreases of between 4 and 11 per centin each city.188.189.190

184 Ernst & Young, 2012, op. cit.
185 ELTIS Urban Mobility Portal, Traffic Reduction Data, http:/eltis.org/index.php, (accessed 4 June 2014).

186 European Platform on Mobility Management, 2014. Durham City: First Road User Charging Scheme in the UK,
http://www.epomm.eu/index.php?id=2771&langl=en&study id=169, (accessed 4 June 2014).

187 Button, K., 2007. The Economics Behind Transport Congestion, Mercatus Center Seminar, Washington D.C.
188 Ernst & Young, 2012, op. cit.

189 E| TIS Urban Mobility Portal, op. cit.

190 Button, K., 2007, op. cit.
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Public perceptions of congestion charging

Congestion schemes tend to be viewed unfavourably by the public prior to implementation,
but often have majority support after they have been introduced.

A 2003 study from the University of Gothenburg reviewed six schemes, five of which were
subject to public opposition prior to introduction, as detailed in Table 14. In all cases,
opposition decreased after the scheme had been shown to be effective, with congestion
charging gaining majority public support in most instances.*°!

Table 14 Public perception of congestion charging schemes

Before introduction After introduction

London Majority against Majority in favour (Muz, 2013)
Stockholm Majority against Majority in favour (Muz, 2013)
Milan (new 2012 scheme, Majority in favour Majority in favour (Muz, 2013)

replacing existing scheme)

Oslo Majority against Decrease in opposition (Muz, 2013)

Opposition decreased from 70% to 64%
(Odeck & Bréathen, 2001)

Trondheim Majority against Majority in favour (Muz, 2013)

Opposition decreased from 72% to 48%
(Odeck & Brathen, 2001)

Bergen Majority against Decrease in opposition (Muz, 2013)

Opposition decreased from 54% to 37%
(Odeck & Brathen, 2001)

Sources: Muz92; Odeck & Brathen193

Given the evidence from other jurisdictions, it is reasonable to expect that a successful trial
or implementation of congestion charging in Perth will result in increased public support.
However, a trial or implementation will require adequate funding, and investment in
supporting public transport infrastructure to be successful. A poorly-implemented or
underfunded scheme is not likely to provide evidence for the effectiveness of congestion
charging, nor increase support for congestion charging.

191 Mugz, I, Why the Attitude? An analysis of attitudes towards the congestion charge in Gothenburg prior to
implementation, 2013.

192 Mugz, I., 2013, op. cit.

193 Odeck, J. and & Brathen, S., Toll financing of roads — The Norwegian experiences, 14™ Congress of the International
Road Federation, Paris, 2001.
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Interaction with public transport

In order to ensure the effectiveness of a congestion charge, commuters must be given a
viable alternative to private vehicles. International charges have been most effective when
combined with increased public transport to facilitate a shift to public transit. For instance,
Stockholm, Singapore and London invest a portion of funds raised to invest in improved
public transport. London, for instance, introduced a charge in combination with the
deployment of 300 new buses.*®*

There are many public transport improvements that can complement a congestion charge.
Major projects (for instance, the construction of additional train lines or introduction of light
rail) have a role in improving the capacity and convenience of public transport. However,
smaller interventions also play an important part. These may include the introduction of
express bus lanes during peak hours, the strategic placement of park and ride facilities, the
subsidisation of park and ride facilities, or the deployment of extra train carriages.

Impacts on business

Some businesses have claimed that the introduction of congestion charging in a jurisdiction
has had a negative impact on retail sales. 1°>1% However, large-scale studies have refuted
these claims, noting that retail sales tend to be far more sensitive to other economic
conditions than to congestion charging, and that the majority of businesses in the
congestion charging zone are generally supportive of the charge. 1%

Detailed reviews of the impact of London’s congestion charging scheme have identified that
the outcomes have ranged from neutral through to beneficial for businesses within and
around the charging zone. %1% These include:

e Analysis of indicators of economic performance (such as business population and
turnover, profitability, retail sales, and property market trends) did not show any
evidence that the charge had significantly affected businesses in the area.

e Shops in the charging zone saw an improvement in rental values after the scheme
was introduced.

e A 2005 study showed that business performance in the charging zone remained
significantly better than that in the rest of London.

Business surveys also showed that businesses recognised that decongestion had ‘created
a more pleasant working environment and easier journeys for employees using public
transport for work’.2%0

194 Albalate and Bel, What Local Policy Makers Should Know about Urban Road Charging: Lessons from Worldwide
Experience, 2009.

195 Transport for London, Central London Congestion Charging: Impacts Monitoring, Fourth Annual Report, 2006,
London.

19 Daunfeldt, S., Rudholm, N, Ramme, U., Congestion charging and retail revenues: Results from the Stockholm road
pricing trial, Transport Research Part A, Vol. 43, 2009, pp.306-309.

197 Transport for London, op. cit.

198 Ernst & Young, 2006. Review of Transport for London’s Assessment of the Business and Economic Impacts of
the Congestion Charge in Chapter 6 of Impacts Monitoring — Third Annual Report 2005, Final Report. London.

19 Transport for London, op. cit.

200 Ernst & Young, 2006. Review of Transport for London’s Assessment of the Business and Economic Impacts of
the Congestion Charge in Chapter 6 of Impacts Monitoring — Third Annual Report 2005, Final Report. London.



How might a congestion scheme work in Perth?

The specifics of congestion charging schemes in other cities vary considerably. For
example, schemes may apply a variable charge depending on the time of day, apply flat
charges (either daily, monthly or annually) and may offer a wide variety of exemptions?°?,

Under a cordon charging scheme, commuters would pay upon entering the charging area
during charging hours, with the fee generally varying according to the time of day. Some
schemes also specify a maximum daily charge, so that vehicles that repeatedly enter and
exit the charging zone during the day are only charged up to that limit.

Alternatively, under an area charging scheme, commuters would pay a flat charge for
driving a vehicle within the congestion charging area within designated charging hours. For
example, London drivers are charged £10 per day for operating a vehicle within the city’s
Congestion Charging Zone at any time between 7am and 6pm on weekdays.

The consistent success of congestion charging schemes, in spite of their differences,
suggests that congestion charging is generally effective regardless of the pricing model and
exemptions applied. This suggests that a Perth congestion charging scheme could be
designed to accommodate the specific needs and concerns of residents (and address
equity concerns, such as for low-income commuters) while remaining effective.

Pricing
Economic and traffic modelling would generally be used to set congestion charges for a

particular city. However, the ERA’s benchmarking has indicated that international charges
tend to fall within a fairly consistent range, as shown in Table 15.

In a study of ten cities, congestion charges during peak and shoulder periods had a median
minimum charge of A$1.50 and median maximum charge of A$3.00. The median daily cap
for the four cities where a cap had been implemented was around A$10.00.

The cities in the study represent a wide variety of urban centres, with populations from as
few as 7,000 (Valetta) to more than 8 million (London). The geographic areas covered by
the schemes also vary from around one square kilometre to as much as 50 square
kilometres.

While economic and traffic analysis would be necessary to determine a range of charges
for Perth, the ERA considers that — given the consistency of charges elsewhere — the
charges in Table 15 are indicative of the prices Perth commuters could expect to pay.

201 For instance, London provides discounts and exemptions for residents, two-wheeled vehicles, vehicles with nine or
more seats, vehicles meeting an Ultra-Low Emission Discount criterion, some tourist and visitor traffic, and various
service and community sector vehicles.
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Table 15 Comparison of congestion charging prices (A$)

City Minimum charge Maximum charge Daily Cap

AREA

London | - | - | $18.00
CORDON

Stockholm $1.50 $3.00 $10.00
Gothenburg $1.50 $3.00 $10.00
Milan $3.00 $7.50 -
Singapore $0.25 $6.00 -
Durham $3.50 $3.50 -
Znojmo $1.50 $1.50 -
Valletta $1.25 $1.25 $9.00
Oslo $2.25 $2.25 -
Trondheim $2.75 $2.75 -
Median charge $1.50 $3.00 $10.00

Source: Ernst & Young2°2, EMPOMM?2%3, Button2%4, CVA Malta2%®, Transport for London2%8.
Coverage

As with pricing levels, setting an appropriate boundary for a Perth congestion charging area
will require economic and traffic analysis. However, the Narrows Bridge, Swan River, and
Mitchell Freeway have been suggested as suitable boundaries, since they form a clear ring
around the city centre.?°” There are a number of options for a northern boundary, including
the railway line, and the Newcastle Street boundary that currently defines the northern limit
of the Perth Parking Management Area. The limited number of possible entry roads into
the Perth CBD would minimise the infrastructure costs of implementing the scheme.

As shown in Table 16, the area covered by various congestion schemes varies
considerably, as does the number of control points required to manage the scheme. These
factors tend to be specific to the geography and density of each city.

While the Perth Metropolitan Region covers an area of over 6,000 square kilometres, the
city centre is relatively small, with the City of Perth covering an area of around
8 square kilometres. A congestion charging area falling within the boundaries of the City of
Perth (and so covering an area of less than 8 square kilometres) would be comparable with
the size of the charging zones adopted in other cities.

202 Ernst & Young, 2012, op. cit.

203 European Platform on Mobility Management, Inner city access restriction for sustainable mobility for inhabitants
and tourists (Znojmo, Czech Republic), 2014.

204 Button, K., 2007, op. cit.

205 CVA Malta, Access Tariffs and Penalties, 2014, http://www.cva.gov.mt/en/access_tariffs and_penalties.asp,
(accessed 4 June 2014).

206 Transport for London, Paying the Congestion Charge, 2014, http://www.tfl.gov.uk/modes/driving/congestion-
charge/paying-the-congestion-charge, (accessed 4 June 2014).

207 Committee for the Economic Development of Australia, Stifling Success: Congestion charging and infrastructure
delivery, Melbourne, 2012.
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Table 16 Comparison of scheme coverage in selected cities*

Metropolitan Metropolitan Number of Restricted
Population Area (km?) Control Points Area (km?)
London 8,300,000 1,600 348 22%*
Singapore 5,300,000 700 80
Rome 2,600,000 1,300 22
Milan 1,300,000 180 43
Stockholm 900,000 190 18 35
Riga 650,000 300 5 <1
Gothenburg 500,000 450 37 16
Durham 90,000 200 1 <1
Znojmo 35,000 65 2 <1
Valletta 6,000 1 14 1

Source — Metropolitan populations and areas: Office for National Statistics (UK), Eurostat, Statistics Sweden,
Statistics Singapore, Istat (Spain), Statistisk Sentralbyra (Norway), OECD, Latvijas Statistika (Latvia),
City of Znojmo, Valetta Local Council Administration Source. Congestion scheme information: Ernst
& Young?®8, ELTIS2%?, Swanson?19, Erlandson?!!, World ITS Directory?!2, Martino?13.

* The definition and conventions of statistical boundaries vary from country to country. The ERA has attempted

to use the most relevant and comparable definitions in compiling this data.

** Qriginal area; since expanded

How would drivers be charged?

Congestion charging has become an increasingly practical and affordable option in recent
years, with the introduction of new and more cost-effective technologies. These
technologies provide information to drivers, detect and classify vehicles, and manage
payments.

Earlier congestion charging schemes were relatively inefficient, relying on manual payment
stations at entry points, display of permits, and the use of bollards. These approaches have
been largely replaced by electronic models such as automatic licence plate recognition,
in-car transponders, mobile phone-based systems, and even Global Positioning Systems
(GPS). 214

Such systems aim to provide an automated, real-time service requiring minimal input from
drivers. However, the associated monitoring and data collection can raise privacy concerns
for users. There are a range of options available to address these concerns. For example,
Singapore has adopted a smart card based system that removes the need to monitor and
record the movement of individual commuters.

208 Ernst & Young, 2012, op. cit.
209 ELTIS Urban Mobility Portal, Traffic Reduction Data, http:/eltis.org/index.php, (accessed 4 June 2014).

210 swanson, J., Gaining Public Support for Congestion Charging: Notes from Europe on the Implementation of Bold
Transport Policies, 2009.

211 Elandson, M., Road Tolling in Sweden, presentation at the Transportation Finance and Mileage-Based User Fee
Symposium 2013, Philadelphia, 2013.

212 World ITS Directory, Jornadas sombre ITS en las autopistas de peaje: Consideraciones sobre el peaje,
presentation, 2013.

213 Martino, A., Milano: from pollution charge to congestion charge, TRT Transporti e Territorio presentation, 2007.
214 These are similar to Perth’s SmartRider cards.
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The Singaporean system uses a combination of in-vehicle units and anonymous smart
cards that can also be used for parking and public transport.?*®> The in-vehicle units
communicate with overhead gantries (electronic control points), and automatically debit the
driver's smart card when the vehicle passes underneath. As a result, no personal
information is collected where vehicles contain a valid in-vehicle unit and smart card, and
only vehicles without a unit or card are photographed, so a fine can be issued.

Congestion charging and public transport

Providing a viable public transport alternative is critical to implementing a successful
charging scheme. While some drivers will change their commuting hours in response to
the scheme, many more will decide to use public transport. However, if the public transport
system is already at capacity or overburdened, these commuters are likely to prefer paying
a congestion charge than use Perth’s train and bus networks.

In the event that a congestion charge is introduced, Perth’s public transport system would
need to be capable of absorbing extra patronage during peak periods. The current daily
patronage of the public transport system in Perth is shown in Figure 28.

Figure 28 Average daily public transport patronage, Perth, March 2013
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Source: Public Transport Authority, data provided to ERA upon request.

Public transport usage follows a similar pattern to CBD road congestion, with a substantial
increase in patronage during peak periods.

215 Us Department of Transportation: Federal Highway Administration, Technologies That Enable Congestion Pricing:
A Primer, Washington DC, 2008.
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This peak period management presents a challenge for public transport operators, since
vehicles and carriages that are required to service the high volume of commuters may
remain idle during off-peak periods. Any increase in the number of peak period commuters
using public transport services will increase the capacity required during those times, as is
likely to happen if a congestion charging scheme is introduced.

To some extent, the need to provide infrastructure that can cater to peak period demand is
an unavoidable part of public transport system management, with increases in peak
demand requiring additional infrastructure investment. However, the pressure placed on
the public transport system from increases in demand can also be mitigated with
non-infrastructure based solutions. For example, Melbourne commuters enjoy free train
travel before 7am under the city’s ‘Early Bird’ scheme. 26 This helps relieve peak period
demand by encouraging some commuters to travel to work earlier in the day. A similar
initiative may relieve some of the pressure a congestion charge would place on Perth’s
public transport network.

Additionally, a number of government projects are currently planned that will expand the
capacity and efficiency of Perth’s public transport facilities, and provide commuters with
improved public transport alternatives. These include:

e Butler Extension Project (due for completion in late 2014);

e Transport package to Perth Stadium (due for completion in late 2017);
e Airport Link (due for completion in late 2020);

e MAX Light Rail (due for completion in 2022); and

e New and upgraded stations: CityLink bus station, Aubin Grove train station, and
Edgewater station multi-story car park.

While these projects will provide enhanced capacity in the medium to long term, the trial
and implementation of a congestion charging scheme may require more immediate
interventions to improve public transport into the CBD. There are a variety of short term
measures that can increase the capacity of a public transport system. Many of these
measures have been successfully applied in the wider Perth area. They include:

e increases to peak hour bus services on key routes (for example, the recently
introduced 950 ‘Superbus’, Perth’s highest frequency service, linking Morley and the
CBD to the QEIlI Medical Centre and the University of Western Australia);

e bus express lanes and clearways during peak hours (currently in place on the
Kwinana Freeway and within the CBD, and under consideration for other arterial
roads);

e increased free or subsidised public transport within the charging zone (for example,
Perth’s CAT buses and Free Transit Zone);

¢ deployment of more train carriages during peak hours (the most recent State Budget
confirms that the Government will add 66 new rail cars to its fleet by the end of

216 public Transport Victoria, Myki Money, http:/ptv.vic.gov.au/tickets/myki/myki-money/ (accessed 12 June 2014).
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201627, which will go some way to alleviating overcrowding and delivering the
necessary capacity improvements).

Managing increased demand for public transport is also an important consideration for short
term congestion charging trials. If the Government elected to operate a congestion charging
trial (rather than immediately introducing a permanent scheme), it would still need to look
to current public transport deployment, scheduling, and routing for opportunities to increase
short-term capacity at a minimal cost. This is discussed further in the section ‘Would a trial
period be worthwhile?’ below.

Investing congestion charging revenue effectively

An effective Perth congestion charging scheme would not only reduce traffic, but provide
funding to develop sustainable alternatives to private vehicle travel. In other cities, the
revenue raised from congestion charges has been used to fund public transport, walking
and cycling infrastructure, public safety, and delivery vehicle management.

Table 17 shows a range of investments made by other cities, aimed at making the best use
of congestion charging revenue.

Table 17 Use of congestion charging revenue in other jurisdictions

City Investments

London 78.5% bus infrastructure, 10.5% safety improvements, 4.3% cycle
path infrastructure, remainder other improvements.

Milan Public transport infrastructure, pollution reduction, cycling and
pedestrian infrastructure, process engineering to improve the
distribution of goods in the zone.

Stockholm Public transport infrastructure, some road upgrades.

Gothenburg Additional rail carriages, new bus lanes, higher frequency services,
road and tramway bridges and tunnels, new railway lines, station
upgrades.

Durham Subsidised town-centre bus, accessibility services & assistance.

Source: Ernst & Young?'8, Muz?'®, Comune di Milano??°, ELTIS??1

Congestion charging will not only reduce congestion within the CBD, but will deliver revenue
that can be used to assist in delivering infrastructure that has already been planned. The
Government has prepared a number of transport plans in recent years, including the Moving
People Network Plan, In Motion: A 20-Year Public Transport Plan for Perth and Peel, the
CBD Transport Plan to 2016, and the Public Transport Plan 2031. These plans outline a
number of major initiatives, including new heavy rail lines, road development, and a light

217 Media Statement by the Hon. Mike Nahan, Treasurer, 8 May 2014.

218 Ernst & Young, 2012, op. cit.

219 Muz, I., 2013, op. cit.

220 Comune di Milano, 2013. Area C: Intituita la congestion charge definitiva,

http://www.comune.milano.it/dseserver/webcity/comunicati.nsf/weball/02715EEE0A5B23ADC1257B3B0065658E,
(accessed 4 June 2014).

221 ELTIS Urban Mobility Portal, Traffic Reduction Data, http:/eltis.org/index.php, (accessed 4 June 2014).
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rail network. Where these large infrastructure projects will deliver a net benefit, they could
be funded in part by congestion charging revenue.

Would a trial period be worthwhile?

Conducting a congestion charging trial in Perth would provide an alternative to the
immediate introduction of a permanent scheme. The set-up costs of a trial are not likely to
be significantly less than those that would be incurred in establishing a permanent scheme,
and a trial would still require at least some short term increases to public transport capacity.
However, it would provide a practical demonstration of the effectiveness of congestion
charging, facilitate informed public consultation at the end of the trial period, and provide an
indication of public transport improvements that may be required in the longer term.

While trials have been implemented successfully in other jurisdictions, a number of key
questions would need to be considered:

¢ How much would it cost to implement the equipment and systems necessary for a
trial? Would the revenue raised during the trial period cover these costs?

e Does Perth’s public transport network have enough capacity to absorb additional
commuters? What low-cost interventions may help increase capacity?

While detailed costing and analysis is necessary to answer these questions, the
experiences of other cities suggests that a trial is likely to be worthwhile. The operating
expenses of congestion charging schemes are generally minimal compared to the revenue
raised, and decreases in the cost of technology have reduced the capital investment needed
to set up control points.

As noted above, the expansion of Perth’s rail fleet, and the potential re-engineering of
existing services may improve capacity with a minimum of additional capital investment.
Other short-term interventions such as bus express lanes, and even moderate investment
in train carriages and buses will also continue to be of benefit whether or not a permanent
congestion charging scheme is adopted at the end of the trial period.

The following case study examines the successful congestion charging trial that was
implemented in Stockholm in 2006. The greater Stockholm region is comparable to Perth
in area and population, although the cities differ in terms of Stockholm’s more extensive
public transport network, and its denser inner city core.???

222 The greater Stockholm region has an area 6,519 square kilometres (Perth is 6,418 square kilometres), and a
population of 2,100,000 (Perth’s being 1,970,000). However, this does capture a substantial regional population,
and Stockholm’s urban population of 1,400,000 is possibly more comparable to that of the Perth Metropolitan Area.
(Australian Bureau of Statistics, City of Perth, Statistics Sweden)



Economic Regulation Authority

Box 7 Case Study: Stockholm’s congestion charging trial?>3224

In 2003, the Stockholm City Council adopted a proposal to conduct congestion charging
trials, and began work on developing a congestion scheme for the city centre. The trial was
ultimately a success, with a majority of residents voting to retain the congestion charge at
the end of the trial period. This case study outlines the journey from proposal to trial, and
finally on to a permanent congestion charging scheme.
The Timeline
The Stockholm trial took two years to plan and to pass the necessary legislation, with
the notably short trial period itself lasting less than one year. After the trial, a referendum
was held to determine whether the charge should be retained.
June 2003 Proposal to conduct trial passed by Stockholm City Council
June 2004 Congestion charging legislation passes through Parliament
August 2005 Congestion trials begin
July 2006 Congestion trials complete; evaluation conducted
September 2006 Stockholm residents vote to retain congestion charge

August 2007 Permanent congestion charge comes into effect

The up-front investment in Stockholm’s congesting charging trial was significant,
and the short trial period did not provide enough time to recoup the investment. This
exposed the Government to a material financial risk, having invested up to
A$300 million in congestion charging infrastructure for a scheme that could have
been rejected at a referendum. However, given that the initial investment was to be
recovered within three to five years, a somewhat longer trial period could have fully
recouped the cost of setting up the trial.

The Cost Benefit Analysis

Investment prior to the start of operations: ~ A$170 million
Total initial investment: ~ A$250 to A$300 million
Anticipated recovery period for initial investment: 3 to 5years
Financial surplus generated per year: ~ A$90 million/year

Total net economic benefit per year ~ A$120 million

The initial investment included the cost of extensive testing prior to the launch of the
trial, as well as the cost of the electronic charging equipment. Given the short trial
period, it was critical for the system to run smoothly from day one, demonstrating
the efficiency and effectiveness of congestion charging.

223 Eliasson, J., A cost-benefit analysis of the Stockholm congestion charging system, Transportation Research Part
A, Vol 43(4), 2006, pp.468-480.

224 Ernst & Young, 2012, op. cit.
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Managing the risks associated with a trial period

The major risk associated with a congestion charging trial is that it will require substantial a
up-front investment that may be wasted if the scheme is discontinued after the trial period.
However, there are a number of ways in which this risk can be minimised. These include:

e setting a timeframe that will allow revenue from congestion charges to recoup the
initial investment;

e investing in supporting infrastructure that will continue to benefit business and the
community, whether or not the scheme continues past the trial date;

e timing a trial to coincide with public transport expansions that have already been
planned; and

e ensuring the scheme is effective and problem-free from the first day of operations.

Setting an appropriate timeframe for the trial

The Stockholm trial discussed in the case study was conducted in under one year, and so
the surplus revenue generated in that period did not cover the cost of the initial investment
required for the trial. However, as shown in Table 18, payback periods for investment in
congestion charging infrastructure are typically short, falling between 0.5 and 4 years in the
cases provided.

Table 18 Capital investment and estimated payback periods for selected schemes

City Capital investment Surplus revenue A$ Estimated payback period

London $200-300m $250m/pa 1 year
Stockholm $250-300m $90m/pa 3 years
Milan $10m $20/pa 0.5 years
Trondheim $80m $20/pa 4 years

Sources: Ernst & Young?2®, Comune de Milano?2%, and Arnold et al. 227

A longer trial period of, say, 2 to 3 years could allow the Government to recover most or all
of its initial investment, regardless of whether the congestion charging scheme were
retained.??®

225 Ernst & Young, Communauté métropolitaine de Montréal: Portrait des experiences de tarification routiére en milieu
urbain, 2012l.

226 Comune de Milano, Bilancio Economico Area C, 2014,
http://www.comune.milano.it/portale/wps/porta/CDM?WCM_GLOBAL _CONTEXT=/wps/wcm/connect/contentlibra
ry/Elenco+Siti+tematici/Elenco+Siti+tematici/Area+C/Bilancio+Economico/, (accessed 4 June 2014).

227 Arnold, R, Smith, V.C., Doan, J.Q., Barry, R.N, Blakesley, J.L,, DeCorla-Souza, P.T., Muriello, M.F., Murthy, G.N.,
Rubstello, P.K., Thompson, N.A., Reducing Congestion and Funding Transportation Using Road Pricing In Europe
and Singapore, 2010.

228 |n fact, support for congestion charging in Stockholm continued to increase after permanent implementation,
suggesting that a longer trial period may have been even more effective in terms of gaining widespread support
prior to the referendum. Eliasson, J. So you’re considering congestion charging? Here’s what you need to know,
Round Table Paper, International Transport Forum, 2010.

Inquiry into Microeconomic Reform in Western Australia: Final Report 110


http://www.comune.milano.it/portale/wps/portal/CDM?WCM_GLOBAL_CONTEXT=/wps/wcm/connect/contentlibrary/Elenco+Siti+tematici/Elenco+Siti+tematici/Area+C/Bilancio+Economico/
http://www.comune.milano.it/portale/wps/portal/CDM?WCM_GLOBAL_CONTEXT=/wps/wcm/connect/contentlibrary/Elenco+Siti+tematici/Elenco+Siti+tematici/Area+C/Bilancio+Economico/
http://www.comune.milano.it/portale/wps/portal/CDM?WCM_GLOBAL_CONTEXT=/wps/wcm/connect/contentlibrary/Elenco+Siti+tematici/Elenco+Siti+tematici/Area+C/Bilancio+Economico/

Strategic public transport investment and timing

Many of the transport supply interventions accompanying congestion charging schemes in
other cities have provided infrastructure that would have been beneficial or even necessary,
even in the absence of congestion charging.

Current government policies have already highlighted the need to manage public transport
capacity, improve cycling facilities, upgrade stations, and expand heavy and light rail
coverage. These interventions will increase the effectiveness of a congestion charging trial,
providing commuters with well-developed alternatives to private vehicle use, but will also
cater to Perth’s growing transport requirements, regardless of whether congestion charging
continues.

Since this infrastructure expenditure is already scheduled, the Government has an
opportunity to trial congestion charging without necessarily requiring substantial extra
investment in transport alternatives to support the scheme. The most affordable approach
may be to set a launch date for a congestion charging trial that coincides with new public
transport capacity coming online.

Any additional expenditure that will be required to meet an increase in public transport
demand could potentially be recouped via congestion charging revenue. Estimating the
scale of the investment that may be required will need detailed technical and financial
analysis. However, based on the other experiences of other cities, it may be possible to
recoup this cost relatively quickly. For instance, Stockholm’s congestion charging scheme
required AUD$250 to AUD$300 million to establish, and the city invested a further
AUD$160 million in public transport to support the scheme.??° With the scheme raising
annual net revenue of around AUD$90 million, this meant that the direct set-up costs of the
scheme (that is, the AUD$250 to AUD$300 million spent on charging equipment, computer
systems, and testing) were recovered in around 3 years, and the additional expenditure to
improve public transport (AUD$160 million) was recovered in a further 1.5 to 2 years.

Ensuring the scheme works from day one

In the case of the Stockholm trial, the Government focused on ensuring that the scheme
launched smoothly, causing minimal disruption for commuters.?3%23! This was considered
to be a critical factor in gaining public support for congestion charging, reducing the risk that
a scheme would be discontinued after the trial period.

To address this concern, the Government made substantial investments in both
pre-implementation testing, and the equipment used to operate the scheme. The service
level requirements for the scheme were far higher than those adopted by any other scheme
in operation at the time, resulting in some criticism of the costs that were incurred. However,
administrators regarded these costs as not only an infrastructure investment, but also an
investment in establishing widespread public support for the scheme.?%?

229 Ernst & Young, Communauté métropolitaine de Montréal: Portrait des experiences de tarification routiére en
milieu urbain, Montreal, 2012,
http://pmad.caffileadmin/user_upload/pmad2012/documentation/20120501 etudeTarificationRoutiere.pdf
(accessed 18 June 2014).

230 sgderholm, G., 2009. Representative of Stockholm City. Interviewed live on 27 October, sound recorded. 1 hr
12 minutes, Stockholm.

231 Hook, B., 2009. Representative of the Road Administration. Interviewed live. 23 October, sound recorded, 47
minutes, Stockholm.

232 Hamilton, C., Revisiting the cost of the Stockholm congestion charging system, Working Paper, 2010,
http://www.sciencedirect.com/science/article/pii/S0967070X11000795 (accessed on 18 June 2014).
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Similarly, in planning a congestion charging trial for Perth, it is important that the costs of
diminishing public support (and subsequent discontinuation of the scheme) be weighed
against equipment and set-up costs. The Swedish experience suggests that some degree
of additional expenditure may be an effective approach to managing the risks associated
with a loss of public support.

Other approaches to congestion management

There many approaches to congestion management. These approaches fall into three
broad types; policy measures (for example, road charges and parking management),
service measures (for example, priority lanes and ‘park and ride’ facilities?3?), and
infrastructure measures (for example, new rail lines).

While these are sometimes presented as ‘alternatives’ to congestion charging, most actually
complement congestion charging schemes by increasing its effectiveness. Consequently,
a well-designed Perth congestion charging scheme would also incorporate service and
infrastructure measures.

Perth Parking Levy

The Perth Parking Levy is one of the current congestion management strategies in place in
the city centre. Itis a component of the Perth Parking Policy, which restricts the levels and
placement of private parking in the city. Revenues raised by the levy are used to provide
free public transport within the CBD and surrounding areas.

The State Government introduced the Perth Parking Policy, with the goals of reducing the
volume of traffic travelling in and out of the CBD, and improving air quality in the area. The
Perth Parking Management Area covers an area roughly similar to the congestion charging
area proposed by the Committee for Economic Development of Australia (CEDA)?% in
addition to the West Perth precinct, as seen in Figure 29.

233 The Authority notes that the Government will commence charging for park and ride facilities from July 2014, a
decision that may push marginal commuters back onto CBD roads, and work against any current and future
congestion management strategies.

24 Committee for the Economic Development of Australia, op. cit.
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Figure 29 Perth Parking Management Area boundaries
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A 2007 review of the policy stated that traffic volumes had reduced by between ‘3 per cent
and 20 per cent over the three years following the implementation of [the policy].’ 2> The
broad range makes it difficult to assess the true impact of the policy, as does the opening
of the Joondalup railway line within the three-year period.

Parking charges undoubtedly reduce traffic levels and change commuter behaviour to some
extent. However, the ERA considers that congestion charging is a better option, for a
number of reasons:

e Demand for parking is relatively ‘inelastic’ with respect to price, which means that
demand for parking spaces will only increase or decrease slightly when the price
goes up or down (even if the price change is substantial).?3¢ This is particularly
relevant in the CBD, since business users of parking are especially unresponsive to
price changes?®’, and the availability of employer-paid parking leads to an increase
in the number of employees driving to work alone, since there is no incentive to
carpool.>® Consequently, a parking levy is not necessarily an efficient tool for
changing commuter behaviour.23°

25 SKM, Review of Perth Parking Policy, Perth, 2007.
236 Farber, M. and Weld, E,, Econometric Analysis of Public Parking Price Elasticity in Eugene, 2013.

237 Clinch, J.P., and Kelly, J.A., Temporal Variance of Revealed Preference On-Street Parking Price Elasticity, Working
Paper, Dublin, 2004.

238 Shoup, D.C., and Willson, R.W., Commuting, Congestion, and Pollution: The Employer-Paid Parking Connection,
Working Paper, Berkeley, 1992.

239 Intuitively, it seems that the same argument should apply to congestion charging, and that peak period road use
should be relatively inelastic in the face of a congestion charge. However, given the immediate and substantial
reductions in congestion seen in cities that have introduced a congestion charging scheme, it is evident that this is
not the case. This is likely the result of a range of factors, but may be in part due to the fact that the day-to-day
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e Parking levies have no impact on through-traffic; that is, drivers who pass through
the city on their way to another destination, or travel through the city to drop off a
passenger.240

¢ Commuters generally respond to congestion charges in one of four ways:

1. choosing an alternative mode of transport (public transport, walking, or
cycling);

2. changing the time of day they commute;

3. choosing not to enter the congestion charging area at all; or

choosing to pay the congestion charge.

Similarly, parking levies also encourage responses one (alternative transport choices) and
three (decisions not to enter the controlled area). However, unless parking levies
incorporate a surcharge for peak hour arrivals and departures, they have no impact on the
time commuters choose to travel. This means that they do not deliver the efficient road use
that can be achieved with congestion charging.

Should the Perth Parking Levy be retained if a congestion charging scheme is
introduced?

The potential interaction between the PPL and a congestion charge will be an important
consideration in the event that a congestion charging scheme is introduced. It is possible
that retaining the PPL alongside the congestion charge will result in greater reductions to
congestion, as compared to a congestion charge alone.

However, the ERA is mindful that if the primary goals of both the PPL and the congestion
charging scheme are to reduce congestion, rather than raise revenue, commuters should
only be charged the minimum required to reduce congestion to an acceptable level. That
is to say, if the congestion charging scheme alone is sufficiently effective, then there is little
reason to retain the PPL for any purpose other than revenue raising.

ERA conclusion

Western Australia’s sustained prosperity and population growth has placed increasing
pressure on Perth’s transport system, leading to an increase in traffic congestion. As a
result, the costs imposed by congestion have risen substantially. Combating congestion
has the potential to not only decrease these costs, but also reduce the need for capital
expenditure on road capacity expansions.

As discussed in this chapter, increasing road capacity is not a long term solution to
congestion. Similarly, the Perth Parking Levy — while effective to some degree — is not a
particularly efficient solution. Considering this, congestion charging appears to be the most
effective method for alleviating both current and future traffic congestion in Perth.
Successful congestion charging schemes are generally accompanied by improvements to
public transport, cycling, and pedestrian infrastructure, and by creating more attractive and
sustainable alternatives to private vehicles.

visibility of the scheme for a driver entering and exiting the city is more likely to affect behavioural change, than is
a parking levy.

240 This can have a significant impact. Transport for London estimated that 20 to 30 per cent of commuters chose to
divert around the charging zone after the introduction of the congestion charge. Transport for London, Central
London Congestion Charging: Impacts Monitoring, Second Annual Report, 2004.
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The ERA considers that there is strong evidence for the effectiveness of congestion
charging, and that the introduction of such a charge will improve Perth’s liveability and
productivity. The benefits of a congestion charging scheme are likely to outweigh initial
set-up and public transport capacity management costs, facilitating traffic management and
transport investment well into the future.

The establishment of a congestion charging scheme, whether on a permanent or a trial
basis, will require significant upfront investment, and is likely to require additional public
transport expenditure to manage increases in demand. However, international experience
suggests that the typical payback period for a congestion charging scheme, including both
direct set-up costs and supporting public transport infrastructure, may be no more than five
years. Consequently, the ERA considers that the expense of introducing a congestion
charge is likely to be manageable, in part due to the typically short payback period for most
schemes, and also the fact that public transport improvements will continue to be of use
regardless of whether congestion charging continues at the end of a trial period.

The temporary nature of a congestion charging trial does pose a number of risks in terms
of both the Government expenditure that would be required to establish the trial, and the
possibility that the scheme will not gain public support. However, the ERA considers these
risks to be manageable. Given the potential benefits, the ERA considers that congestion
charging in Perth should be given detailed and serious consideration.

4.2.4.4 Recommendations

6. Establish a trial congestion charging scheme for vehicles entering the CBD
during peak periods. The trial should be supported by comprehensive
technical and cost benefit analysis, and should take into account:

a. the most appropriate timing for the trial, particularly with regard to any
anticipated increases in public transport capacity;

the most cost effective approach to increase public transport capacity to
the level needed to support the trial;

the length of trial that would be necessary to recoup the Government’s
initial investment;

the appropriateness of retaining the Perth Parking Levy;

the appropriate boundaries, fee structure, and electronic equipment
required; and

the measures to be used to assess the effectiveness of the scheme at the
end of the trial period.
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The total cost of providing many types of infrastructure is strongly correlated to the
maximum carrying capacity of that infrastructure. Networks and other plant must be sized
to serve the maximum expected demand over a reasonable horizon. Consequently, the
greater the expected peak demand, the greater the cost of building the assets. If peak
demand continues to rise, the assets may need to be expanded and because of this, over
the long run, the marginal cost of peak demand can be very high.

The services from Government assets are often provided at a constant charge at all times
of the day. This charging structure does not reflect the fact that demand and the cost of
supply can change substantially throughout the course of the day. Household electricity
tariffs are one such constant charge, where households are charged a constant rate tariff
despite the fact that demand, and hence cost of production, vary significantly at different
times.

Implementing a usage charge that varies according to the time that a service is used can
reduce consumption at times of peak demand and allow service providers to delay or avoid
costly network and generation enhancements.

In addition, electricity tariffs for households and many other small-use customers remain at
below cost-reflective levels. The Government makes up the shortfall by subsidising
electricity supply to these groups. These subsidies impose a burden on taxpayers, distort
the price signal to electricity consumers and complicate the task of introducing competition
into this segment of the electricity market. Achieving cost-reflective tariffs will allow the
market to operate in an efficient manner.

This section highlights the need for progression towards fully cost-reflective household
electricity tariffs, and examines the potential benefits of introducing flexible tariff structures
such as time-of-use (TOU) charging or Critical Peak Pricing (CPP).

All of the seven submissions?*! received by the ERA that discussed electricity pricing were
supportive of cost reflective tariffs and of the implementation of TOU pricing. The issues
raised by submitters regarding electricity pricing include:

e The CCIWA, CMEWA and Riverpark see the recommendations as encouraging
greater competition in the electricity market.

e CMEWA and Riverpark considers that cost-reflective tariffs and TOU charging
should be implemented to provide electricity customers appropriate price signals
and incentivise private sector investment in infrastructure.

¢ Riverpark believes that cost reflective tariffs would need to be balanced by targeted
subsidies to low income earners. In regard to TOU charging, Riverpark considers
that with appropriate metering in place the structure of pricing should be left to
competitive retailers.

241 The submissions were received from CCIWA, CMEWA, CCFWA, the Committee for Perth, Riverpark Consulting,
Mr Sheridan and UDIA.



e Mr Sheridan considers that a flat rate tariff should apply to ensure equity at an initial
level of consumption, after which point TOU charging would apply.

e The Urban Development Institute of Australia (UDIA) considers that implementation
of TOU pricing must be carefully considered to avoid shocks to the market. UDIA
also states that full cost reflectivity should be coupled with enhanced identification
and monitoring of efficiencies.

Cost-reflective retail tariffs

In the 2010 Wholesale Electricity Market (WEM) Report for the Minister, the ERA noted that
cost-reflective tariffs are essential for ensuring the market continues to operate in an
efficient manner. Setting electricity tariffs that are below cost-reflectivity limits the ability of
customers to make efficient consumption and expenditure decisions.

Retail electricity tariffs for households and small businesses remain below cost-reflective
levels despite large increases in recent years. The shortfall between the cost of providing
electricity and the tariff recovered is paid by the Government to Synergy and Horizon Power
through an operating subsidy. The cost of this subsidy, in combination with the Tariff
Equalisation Contribution (TEC)?4?, was budgeted to be $420 million in 2013/14 and total
nearly $1.5 billion over the period 2013/14 to 2016/17.243

Cost-reflective tariffs were further examined in the ERA’s inquiry into the efficiency of
Synergy’s costs and electricity tariffs.24* At the time, in July 2012, the ERA determined that
regulated tariffs, averaged across all customer groups, would need to increase by
approximately 21 per cent in order to reach cost-reflective levels.

The ERA considers that Western Australia should progress towards fully cost-reflective
electricity tariffs.

Peak Demand

Electricity demand, and therefore generation, distribution and transmission, experiences
peak periods of use during the afternoon. Peak demand is also heavily influenced by
external factors, such as weather, that affect consumption decisions. For example, during
hot temperatures air conditioner use increases, increasing the demand for electricity.

In addition to daily peaks, the generation and distribution network is built to accommodate
peak periods of demand that only occur for a few days each year that can be further
exacerbated by extreme weather (for example, during very high temperatures air
conditioner use is dramatically higher). Additionally, excess capacity is required to provide
a buffer for unforeseen operational constraints, like generator or network faults.

Figure 30 shows the forecast capacity requirement and expected average consumption
from 2013-14 to 2023-24.

242 The TEC is paid by Western Power’s customers though their network charges, to Horizon Power to fund the shortfall
between the uniform tariff revenue and the cost of supplying electricity to customers in regional and remote parts
of Western Australia.

243 Government of Western Australia, 2013-14 Budget Economic and Fiscal Outlook: Budget Paper No. 3, 2013, p.
318.

244 Economic Regulation Authority, Synergy’s Costs and Electricity Tariffs: Final Report, 2012.
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Figure 30 Forecast capacity requirement and energy consumption (MW)
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Source: Independent Market Operator, Electricity Statement of Opportunities — June 2013, 2013.

The forecast capacity requirement is determined by the expected peak demand of the
corresponding year. The capacity requirement dictates the level of network and generation
infrastructure needed to service the peak in demand.

Peak demand is expected to grow at a faster rate than average demand (3.13 per cent and
2.06 per cent respectively), increasing infrastructure expenditure and putting pressure on
prices. Electricity prices are based on a formula dividing total costs by total energy sent
out. If, as itis expected to, peak demand increases faster than average demand then total
costs will increase faster than total volume sent out, placing upward pressure on prices.

Reducing the expected demand peak reduces the requirement for capacity expansion, thus
providing opportunities to reduce future investment expenditure. Achieving meaningful
reductions in peak demand will require more effectively signalling the long run cost of
electricity to consumers.

Flexible tariff structures

Flexible tariff structures that better signal the long run cost of producing electricity have the
potential to decrease peak period consumption and therefore capital expenditure. The
current flat rate tariff system gives no incentive to consumers for diverting their use away
from peaks. Allowing for prices that vary with market conditions should result in customers
only consuming electricity when the value to them is greater than the true cost of supplying
that electricity, at that time of the day or year.

One such method, TOU charging, charges consumers different tariffs for consuming at
different times of the day. Support for TOU electricity pricing has been given in numerous
reports and inquiries. The Productivity Commission?*®* and Australian Energy Market
Commission?*6 among others advocated the introduction of TOU charging through the
roll-out of smart meters. TOU charging is seen as one of the most effective policy options
for incentivising behaviour change in consumers.

245 The Productivity Commission, Electricity Network Regulatory Frameworks: The Costs and Benefits of Demand
management for households, 2013.

246 AEMC, Power of choice review — giving consumers options in the way they use electricity, 2012.
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Other structures include Critical Peak Pricing (CPP). CPP schemes charge users a much
higher rate for extreme peak demand periods that may only occur a few times each summer.
Typically customers are given notice when a peak is approaching to assist them in adjusting
their behaviour accordingly. CPP structures are very clearly focused on reducing
expenditure requirements that are based on rarely occurring demand peaks.

The tariff structures that can be offered to small-use customers in Western Australia are
partly constrained by the metering equipment presently in place. Most customers currently
have relatively simple accumulation meters that measure cumulative energy flows over a
billing period (usually two months). The installation of smart meters, digital meters that are
capable of recording a customers use in 30-minute intervals and relaying that information
to the supplier, would greatly expand the range of ways that tariffs could be structured.

While in the short term flexible pricing may affect consumers in different ways, a move to
cost-reflective pricing would provide the potential for lower overall prices in the long term.
This comes about due to lower total system costs that would in turn place downward
pressure on prices.

Flexible charging trials

In Australia, flexible tariff trials have been conducted as a part of the Government’s Solar
Cities Program. The program is designed to trial sustainable electricity supply and use
models and was implemented in seven electricity grid connected areas: Adelaide; Alice
Springs; Blacktown; Central Victoria; Moreland; Perth; and Townsville.

Successful trials have been undertaken in Adelaide and Perth, facilitated by the use of smart
meters capable of recording a consumer’s TOU. Charging structures included TOU pricing
that varied according to peak and non-peak periods and CPP. The structure and outcome
of these trials are shown in Table 19.
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Table 19 Solar cities time-of-use tariff trials

Perth Solar Super-Peak (2pm-8pm) 40.15 8.9 per cent reduction in consumption

City during Super-Peak and 5.1 per cent
PowerShift?” | Peak (7am-2pm, 8pm- 23.08 reduction in overall consumption.
10pm)
(Normally
25.91c/kWh) | Off-Peak (10am-7pm) 13.04
Adelaide Solar TOU Pricing Shifted 7 per cent from peak to off-
City248* peak. Spikes in consumption seen in
Peak (7am-9pm 53.8 shoulder periods (11pm- 11:30pm and
(Normally weekdays) 6am-7am). Households saved $139
32.37 c/kWh per quarter on average.
N SUMMEr | off-peak (9pm-7am 16.9
and 30.73 weekdays, all weekend)
c/kWh in ' '
winter)**
Critical Peak Pricing. Participants decreased consumption
by 14 per cent on average during
1 Dec- 31 March, 2pm- 390.4 | critical peak periods.

8pm weekdays. Up to 10
times per year.

All other times 28.6

Source: Perth Solar City; Adelaide Solar City; Alice Springs Solar City.

* Both Adelaide trials offered alternate pricing structures. As uptake on the alternates was small, their results
were not considered.

** Tariffs increase for larger consumers.

Both trials resulted in significant reductions in total electricity consumption, in particular
during peak periods.

As these are opt-in trials, the results are to be interpreted with some caution. Naturally,
individuals are more likely to participate in the trial if they know in advance that they will be
able to change their consumption behaviour in a way that saves them money. While this
suggests that demand changes as a result of TOU or CPP may not be as large as those
witnessed, the trials still illustrate the existence of a portion of the population that is willing
and able to respond to these pricing options.

Lessons learnt from previous schemes

As TOU and CPP initiatives have already been implemented elsewhere, new schemes are
able to take advantage of the lessons that have been learnt in their implementation. These
lessons may apply to issues in metering roll-out and management and pricing structures.

247 perth Solar City, Annual Report 2012, 2012.
248 pdelaide Solar City, Adelaide Solar City Final Report, 2013.
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Victoria began the roll-out of smart metering?*° in 2009, with all meters fitted by the end of
2013. The process has largely been considered unsuccessful, with a 2011 CBA quantifying
a net cost of $319 million.?>® While the metering infrastructure is yet to be used for
compulsory flexible pricing, the negative outcomes seen in Victoria provide lessons for the
implementation of metering elsewhere:

1. Accurate forecasting: accurately defining the costs of the program upfront ensures
that the program will only go ahead if it is of a net benefit to the state. Inaccurate
forecasting of meter costs led to the calculation of a net benefit at the inception of
the project.

2. Meter Ownership: In Victoria the meters are owned by electricity networks. This
creates issues as networks have little ability to offer incentives to customers to
reduce their consumption.

3. Public Opposition: The project has met considerable opposition from the public amid
claims that meters are unjust and detrimental to health. However, research has
suggested that smart meters offer any greater risk to safety than older style
meters.?5!

4. Flexibility of retailers: Retailers of electricity need to have the capacity to offer
innovative tariff structures that offer an incentive for consumers to switch to flexible
pricing.

As a greater number of trials or permanent systems have now been put in place, the
accuracy of forecasting should have improved. The ERA considers that the remainder of
these issues can be limited by proper project design and early action.

The ERA considers that meters should be owned by retailers, who are best placed to offer
incentives to consumers. Additionally, meters in Victoria are limited to one design.
Expanding this to allow for a greater range of metering allows consumers and retailers a
greater choice, limiting opposition from customers.

Early education of the benefits of smart metering should also limit public opposition. This
education should extend to health and safety where there exists common misconceptions
about the detrimental effects of smart meters.

Finally, if retailers are unable to use smart meters to offer innovative products, the benefits
that could be realised will be diminished. In order for this to have any meaningful effect
retailers must be able to offer a product that is both attractive to customers and encourages
the shifting of consumption away from peak periods.

In the event that TOU pricing is introduced, consideration should be given to the lessons
that are outlined above.

249 Smart meters are digital meters capable of recording a consumer’s use in 30 minute intervals. They allow for more
accurate bills, remove the requirement for manual meter reading, and facilitate TOU pricing.

250 Deloitte Access Economics, Advanced metering infrastructure cost benefit analysis, 2011.
1 Energy Safe Victoria, Safety of Advanced Metering Infrastructure in Victoria Draft Report, 2012.
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4.2.5.4 Recommendations

Progress be made towards implementing fully cost-reflective electricity tariffs
for households and small businesses.

Investigate the feasibility of introducing flexible electricity charging schemes
such as time-of-use and critical peak pricing.

Inquiry into Microeconomic Reform in Western Australia: Final Report 122



This section examines two funding mechanisms for recovering the costs of infrastructure,
both mechanisms seek to recover the costs from the individuals who benefit from that
infrastructure. The two funding mechanisms examined are user charges and developer
charges.

The ERA did not receive any submissions regarding innovative sources of funding, as such
there have been no changes to the analysis or conclusions from the Draft Report.

User charges

A user charge is a price for the use of a good or services. User charges are common for
several types of economic infrastructure, such as for the use of water, electricity and public
transport.?>?

Levying user charges can reduce the level of Government funding required for infrastructure
as the Government can recover some of the costs from the users. The Government can
use the savings derived from charging users to invest in alternative infrastructure projects.
Box 8 outlines the economic benefits of the use of toll roads in New South Wales.

User charging can also address equity concerns as they ensure that the primary
beneficiaries of that infrastructure are the ones paying for the infrastructure. Other major
benefits of adopting user charges include:

e That user charges increase the degree of accountability on the provider of
infrastructure. This occurs as individual users of that infrastructure are given a clear
signal about the cost of that infrastructure. Users will only pay for what they consider
that individual use is worth.

e Users are able to assess whether they are getting adequate value for the amount of
money they are spending.

¢ Infrastructure owners will respond to the level of user demand and preferences in a
way that will maximise their profits.253 This should result in an appropriate supply of
infrastructure that will suit the users of that infrastructure.

e User charges enable infrastructure owners to manage the demand for the
infrastructure by allocating it to the users who value it the most. For example,
implementing a toll on a major road that saves 20 minutes of time will result in the
drivers who value saving time using the road while others will take an alternative
route to save paying the toll.

Consideration needs to be given to the level of cost recovery of a user charge. Some user
charges may recover the full cost of that infrastructure and some may recover less than the
full cost of that infrastructure.

252 productivity Commission, Public Infrastructure Draft Report, 2014, p. 122.
253 |Infrastructure Australia, Report to Council of Australian Government and Assessments, 2013, p.3.
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If user charges are not charged at a cost reflective level?>* the Government must fund the
under-recovered proportion of the costs. This may occur when the Government wants to
account for positive externalities from the use of that asset, or to address equity concerns.

For example, the Government does not choose to recover 100 per cent of the cost of
providing public transport through user charges. This is because there are positive
externalities associated with public transport, such as a reduction in pollution and
congestion. Furthermore, the Government does not currently apply user charges to roads
which impacts the individual’s decision regarding whether to catch public transport or drive.

Box 8 Case Study: Toll roads in New South Wales

New South Wales (NSW) has implemented user charging for major roads through toll
charges. Ernst and Young was asked to quantify the economic impact of eight toll roads in
NSW.255 256

The report stated that the economic benefits of the toll roads in 2007 was an increase in real
Gross State Product (GSP) for NSW of $1,831 million. The increase in GSP is a result of the
construction and operation of the toll roads.

The report identified a reduction in traffic congestion that resulted in direct benefits including
reductions in travel time and vehicle operating costs for road users (such as petrol and
maintenance). Furthermore, there are indirect benefits from the toll road that include
reductions in road accidents and vehicle emissions.

However, Infrastructure Australia has noted that the inconsistent charging methods for toll
roads in NSW is confusing for users.?>” For example, the M7 uses a distance based toll, the
Eastern Distributor uses a flat toll and the Harbour Bridge and Tunnel use time of day tolling.
Infrastructure Australia suggests consistency in using a network-wide charge that would:

remove anomalies in the existing system;
send a price signal to manage demand on the network; and

provide funds for maintenance of the network and investment in new transport
infrastructure.?%8

The ability to implement user charges on the use of an infrastructure asset opens up the
possibility that a private-sector firm could fund, finance and maintain the asset while taking
demand risk for the project. A case study on the Queen Elizabeth Il Medical Centre (QEII).
Car Parking Project is provided below.

254 Cost reflective user charges are charges that are just sufficient to cover efficient input costs, and at the same time
provide for a reasonable return to the retailer.

255 Ernst and Young, The Economic Contribution of Sydney’s Toll Roads to NSW and Australia, 2007.

2% The toll roads analysed were the Sydney Harbour Tunnel, the M5, M4, M2, Eastern Distributor, Cross City Tunnel,
Westlink (M7) and the Lane Cove Tunnel.

257 Infrastructure Australia, Australian Infrastructure Progress and Action: A Report to the Council of Australian
Governments, 2012, p.53.

2%8 |nfrastructure Australia, Australian Infrastructure Progress and Action: A Report to the Council of Australian
Governments, 2012, p.53.

Inquiry into Microeconomic Reform in Western Australia: Final Report 124



Economic Regulation Authority

Box 9 Case Study: The Queen Elizabeth Il Medical Centre Car Parking Project

User charges for car parking has been well established over time for both Government and
privately owned car parking facilities. The ability to charge users means that the owner can
recover the costs of providing the infrastructure over the assets life. This has attracted private
sector interest and participation in providing parking facilities, this reduces the demand on
Government budget to provide car parking facilities.

In 2009, the Health Department identified the need to enhance car parking facilities on the
site of the QEIl. QEIll is one of the State’s largest tertiary hospitals with more than 5,000 staff
and 19,000 vehicle trips per day (patients, visitors and service vehicles).?%°

The Government made land available for a private entity to build, operate and own a car
parking facility with the asset transferred back to the Government at the termination of the
approximately 26 year agreement. Capella Parking Pty (Capella) was granted the rights to
undertake the project and to retain parking charges in accordance with a parking fee
schedule which was approved by the Government.

Also written in to the project agreement are a range of standards that must be met and upheld
by Capella. Ifthese standards are not met the Government can escrow car parking revenues
until the failure is rectified.

The Government has not financially contributed to the project,?® nor underwritten a minimum
level of car parking demand.

Hence, the project has had no budgetary impact on the Government. As the private sector
has undertaken the demand risk for car parking, the Government has not exposed its balance
sheet to risk.

Developer charges

In Western Australia and many other jurisdictions, land developers provide a contribution to
assist in funding the basic infrastructure required for their developments. Basic
infrastructure includes: water; sewerage and draining; roads and power.2%1 The contribution
to the cost of infrastructure is known as a developer charge or a developer contribution and
can be in the form of a donation of land??, work-in-kind?®® or a monetary payment.
Contributions are made upfront, prior to infrastructure investment.

Developer charges are of particular importance in Western Australia due to Perth’s
expanding geographical base and growing population. The limited financial capacity of the
Local and State Governments to finance connecting infrastructure to infill areas, greenfield
sites or in non-metropolitan areas has led to an increased need for developer charges.

Similarly to user charges, it is more equitable to have those individuals that directly benefit
from the provision of infrastructure to incur the cost of that infrastructure provision. A

259 Government of Western Australia Department of Treasury, Public Private Partnerships Queen Elizabeth Il Medical
Centre Car Parking Project- Project Summary, 2012, pg.3.

260 The State Government made land available for the process however this will be returned to the Government after
the lease expires.

261 Western Australian Government Gazette, Friday 20 November 2009, Planning and Development Act 2005 — State
Planning Policy 3.6 Development Contributions for Infrastructure, No.211.

262 This is the transfer of land to the State Government or Local Authority by the developer for the site of the
infrastructure.

263 This is when the developer constructs the infrastructure and gifts it to the relevant authority to maintain.
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developer charge is initially paid for by the developer and the cost is then generally passed
onto property owners through higher property prices. Hence, the property owner is
ultimately paying the contribution for that infrastructure.

As developers are partially funding the infrastructure it is in their best interest to efficiently
estimate the level of infrastructure required.?%* Consumers will consider the cost of land
(which includes the transferred cost for developer charges), infrastructure provision and
alternative developments when purchasing land.

The cost of developer charges for potential development sites should be known prior to the
selection of the development site, this should encourage efficient decision making regarding
the viability of a particular land development.?%> For example, if a developer is considering
two developments, one is located near an existing established area and the other is not,
the cost of connecting the development to infrastructure that is in close proximity to an
established area will be lower than the development that is not.?6¢ This will encourage
developers to maximise the use of existing infrastructure as the internalised costs of the
infrastructure provision will be lower.

In Western Australia, the State Planning Policy 3.6: Development Contributions for
Infrastructure, outlines the objectives and methodology to appropriately determine the
contributions. The policy legislates that the developer contributions must reflect the efficient
cost of providing the infrastructure.

The legislation prevents councils and utilities over charging for infrastructure. Councils in
Western Australia are required to provide justification for the required infrastructure within
a development contribution plan.?6” There have been calls to expand developer charges in
Western Australia to fund car parking and community service facilities within new
development areas.?®®

User charges

The ERA supports the implementation of user charges rather than general government
funding as it enables a more equitable outcome for the funding of infrastructure.

However, the ERA notes that it may not always be appropriate to seek full cost recovery
through user charges. An assessment of the appropriate level of cost recovery should be
made on a case by case basis.

Developer charges

The ERA considers that widening the basis of developer charges could have potential
benefits to the provision of infrastructure in Western Australia. The rate charged to
developers should only be the incremental cost attributable to the development (or each
property within the development) for the connection or provision to infrastructure.?5°

264 Western Australian Government Gazette, Friday 20 November 2009, Planning and Development Act 2005 — State
Planning Policy 3.6 Development Contributions for Infrastructure, No.211.

265 productivity Commission, Public Infrastructure Draft Report, 2014, pg. 148.
266 For example, connecting the development to a road network that is already existing is cheaper than establishing a
new road network.

267 Department of Planning, State Planning Policy 3.6: Development Contributions for Infrastructure, 2009, pg.4692.
268 Department of Planning, State Planning Policy 3.6: Development Contributions for Infrastructure.
269 productivity Commission, Public Infrastructure Draft Report, 2014, p. 149.
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However, the ERA notes that there are practical complexities regarding the implementation
of developer charges and the potential in double charging for infrastructure. As such, the
ERA considers that a full review of developer charges should be conducted.
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Public Private Partnerships (PPPs) are significant long-term arrangements involving private
sector delivery of infrastructure and/or related services on behalf of, or in support of,
Government’s broader service responsibilities. PPPs can range from the private sector
financing an investment (with the impact of this on the Government’s financial situation
being unclear) to a more involved process where the private sector takes on some risk and
generates funding for the project (possibly through user charges).

A review of the efficiency of various government services in Western Australia produced by
the Productivity Commission highlights considerable scope for improvement, and
consequently potential for material cost savings.?’® Further, evidence on PPPs, both in
Western Australia and in other jurisdictions, suggests that they represent an attractive
mechanism to introduce incentives for a greater level of private sector innovation and
contestability into government services and associated infrastructure delivery.

In its draft report on public infrastructure, the Productivity Commission stated:?"*

“The overarching motivation for involving the private sector in the delivery of public
infrastructure services is to improve the economic efficiency by which services are
delivered to the community.”

The ERA agrees with the view expressed by the Productivity Commission, and
recommends that the Government expand the use and scope of PPPs to procure public
infrastructure, particularly in cases that will result in core services being delivered with better
value for money.

The ERA received support in all 9 submissions that addressed PPPs. 2?2 QOther issues
raised by submitters regarding PPPs include:

¢ AMEC considers innovative PPPs to be essential in remote regional locations where
attracting investment is a major challenge.

o CMEWA questions the extent of projects with sufficient financial viability to attract
private investors. CMEWA recommends the use of blended project delivery teams
for PPPs, including an extended role for Treasury’s Office of Strategic Projects.

e The City of Greater Geraldton notes the absence of legislative provisions allowing
local governments to take advantage of the efficiencies available from PPPs.

e CCFWA gives qualified support to the use of PPPs, urging the consideration of a
wider range of options to attract private financing. It argues that the PPP bidding
process produces a misalignment of interest between parties to the bid, and so that
alternative procurement processes may provide better value for money. CCFWA
note that independent, apolitical, and evidence-based advice on this issue should
be sought.

270 productivity Commission, Report on Government Services, 2014.
271 Productivity Commission, Public Infrastructure Draft Report Volume 1, 2014, p.9.

272 Submissions that discussed PPPs were received from AMEC, BWEA, CCIWA, CMEWA, the City of Greater
Geraldton, CCFWA, Mr Sheridan, the PCA and the Western Australian Regional Development Trust.



e Mr Sheridan considers that social infrastructure PPPs need to be flexible to
accommodate changing demographics and demand patterns. Mr Sheridan also
notes that Governments must take care in committing to long term obligations
without having suitable options to modify or terminate the contract.

e The PCA addresses funding constraints and alternative capital structures, and
proposes alternative procurement models such as the Urban Coalition and UK City
Deals models.

PPPs involve an infrastructure asset component and an on-going service delivery
component. While PPPs can take many forms, they generally fall into two main categories:

e Economic infrastructure PPPs: Projects where the private party bears market
(demand) risk and revenues are largely derived from the third party users of the
infrastructure. These may include toll roads, airports and hospital car parks (for
example, the QEII Car Park Project). This allows these projects to be moved off
Government’s balance sheet.

e Social infrastructure PPPs: Accommodation-type projects such as schools,
prisons and hospitals, where the Government pays a regular availability charge to
the private party to provide and maintain a government facility, and provide
associated services. The extent of services varies on a project-by-project basis.
For example, some projects may incorporate designing, building, financing and
maintaining the facility (such as the Eastern Goldfields Prison), while others may
also incorporate operating the facility (for example Acacia Prison).

Where it is possible to recover infrastructure costs directly from user-charges, economic
PPPs will, in most cases, be more efficiently provided by the private sector. This is
generally the case in sectors such as car parking, banking and airports. The role of the
private sector in social infrastructure PPPs can be more complex, as outlined in greater
detail in Table 20.
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Table 20 Types of PPPs

Economic . Traditional
Social Infrastructure
Infrastructure Procurement
. Design, Design, Design, .
el 77, Build, Build, Build, DIESHET, Design and
PPP Operate, . . Build,
o Finance, Finance, Operate, S Construct
Characteristics Transfer S e Maintain
(BOOT) Maintain Operate \ETET (DBM) (D&C)
(DBFM) (DBFO) (DBOM)
Private Partner Responsibilities:
Design, build 4 v v v v v
Privately finance v v v x x x
Maintain v v v 4 v x
Operational
Services (e.g. v x v v < <
custodial or
clinical services)
Take demand risk v x x x x x
On State’s < v v v v v
balance sheet
- Increases :
No government | Whole of life High dggree market S°me design/ Some design
fundi of risk o maintenance :
Key advantage _ unaing. outcomes. transfer and competition construction & construction
High degree of D&C risk opportunit through risk risk
risk transfer. transferred. pp y government. transferred.
to innovate. fi transferred.
inance.
Eastern Joondalup
Toll Roads, ) Joondalup Graham . .
Examples QEII Medical Gold_flelds Health Health Farmer Sublacc_) Train
Centre car park Reglonal Campus Campgs Freeway Station
Prison Extension
Source: Western Australian Department of Treasury, 2011, Public Private Partnerships — A Guide
The advantages and disadvantages of PPP procurement are outlined in Box 10.
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Box 10 Advantages and disadvantages of PPPs

Advantages:

On-time and on-budget delivery of infrastructure - the capital and ongoing costs
of a PPP project are locked in before construction begins and the private partner
only begins to receive payment once a project is commissioned. Private financiers
undertake a high amount of due diligence to ensure that there are no time or budget
blow outs.

Accountability and performance measures — these can be put in place to ensure
that service outcomes for the community meet the high standards specified by
Government. If the private provider fails to meet these high standards, payments to
the private partner are reduced, and the agreement can ultimately be terminated.

Innovation - A focus on output specifications and a competitive bidding process
provide incentives for private parties to develop innovative solutions in PPP projects
that can then be adopted across the public sector to broadly deliver better and
cheaper services.

Risk optimisation - PPPs deliver value for money to the tax payer through effective
risk transfer. Government can use PPPs to reduce its overall exposure to certain
risks, and to allocate specific project risks to the party that is best able to manage
them.

Whole of Life Maintenance - PPPs ensure whole-of-life maintenance, which is
often neglected under traditional procurement during periods of budgetary
constraint.

Maximisation of commercial opportunities — the private sector has greater
incentives to maximise commercial opportunities associated with infrastructure
projects, such as retail space in hospitals and public transport interchanges

Maximisation of utilisation — the private sector also has greater incentives to
optimise the utilisation of infrastructure to maximise profits. Examples include
sharing hospital theatre facilities to private surgeons, or sub-leasing classroom
space to private education providers

Balance sheet treatment — in cases of genuine demand risk transfer, such as the
QEIl Medical Car Park, PPP’s can be moved completely off-balance sheet resulting
in the provision of infrastructure at no cost to Government.

Disadvantages:

Complex and expensive - the level of rigour and detail underpinning a PPP can
result in higher upfront planning costs and longer lead times.

Sophistication — PPPs require a higher level of sophistication from staff involved in
negotiation and contract formulation, so that outcomes do not result in “windfall
profits”.

Higher cost of capital — the Government can generally borrow more cheaply than
the private sector, resulting in higher interest rates built into availability charges
where the private sector investor has been responsible for procuring financing.
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“De-politicising” of user-charges — when revenue is raised directly from the
private sector, government may lose the ability to impose policy objectives on fee
recovery.

Government bail-outs — in a number of recent, high-profile cases where demand
risk has been transferred, overly optimistic demand projections have failed to
materialise, and private project proponents have failed. In these cases, the
government may resume ownership of the assets.

“PPPs are privatisation” — under PPP arrangements, the Government remains
ultimately responsible for delivering essential government services to the
community. PPPs can provide an alternative, value-for-money way for services to
be delivered.

Balance Sheet Treatment: there is no balance sheet advantage to most PPP
projects, since financial leases are subject to the same accounting treatment as
other forms of debt.

Despite the recent growth in PPPs, they still account for a relatively small share of capital
spending on infrastructure, estimated at around 10 per cent.?’? Table 21 shows Victoria
and New South Wales have been more active in the use of PPPs that other states, entering
three and four times more PPP contracts than Western Australia respectively. Additionally,
there are some sectors (such as education and toll roads) where other States have invited
much greater involvement from the private sector.

Table 21 Contracted PPPs, by procuring Government and sector, 2006 to 2011

Roads - 9 3 3 - - - - - 15

Rail & transport 1 4 1 3 - - - - - 9
Health - 4 8 3 3 3 2 - - 23
Education 1 2 3 4 - - 3 - 14
Prisons - 1 6 - - 2 1 - 1 11
Water - 6 12 - 2 1 - - - 21
Search & rescue 2 - 1 - - - - - -
Courts/justice/police - - 3 - 1 2 - - -
Communication - - 2 - - - - - -

Sports & other - 4 - - 1 - - 1 9
Other 2 1 - 1 - - - 11
Total 9 31 45 14 7 10 3 3 2 124

Source: Productivity Commission, Public Infrastructure Draft Report Volume 1, 2014, p. 157.

The ERA has reviewed the use of PPPs in Western Australia and elsewhere, and has
identified a number of areas in which PPPs could be used to improve the efficiency and
performance of the Western Australian economy. For social infrastructure, these include
identifying opportunities to expand the scope of PPPs to incorporate service delivery and
the bundling of low-value projects to provide greater economies of scale. For economic

273 Clayton Utz, Improving the Outcomes of Public Private Partnerships, 2013.
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infrastructure, the ERA supports identification of further opportunities for off-balance sheet
PPPs.

The role of PPPs in improving the efficiency of government services

The provision of government services is often characterised by a lack of competition due to
market failures in various forms. Where private sector competitive markets will provide
more efficient outcomes, but government is currently the dominant provider of a service (or
owner of assets/businesses), the introduction of a contestable market may be beneficial.

In its 2012 report to COAG, the Productivity Commission noted the lack of competition and
associated incentives to promote cost effective outcomes in government service delivery.
Pro-competitive reforms to government service provision were identified by the Productivity
Commission as a primary source of efficiency improvement, with further gains arising from
greater choice and improved quality for consumers of government services. The report
provided the example of the health care sector, where a 2006 study by the Productivity
Commission estimated savings of $3 billion nationally from the introduction of greater
contestability.

This has major implications for infrastructure planning and delivery, since reforms that
incorporate a greater role for the private sector in service delivery will, in most cases,
materially alter Government’s approach to the procurement of the underlying infrastructure.

Evidence from a number of sectors indicates that private sector involvement in the provision
of government services can be more efficient without trading off service levels or the failing
to meet the level of quality expected by the community.

Efficiency of Government service delivery in Western Australia

The Productivity Commission produces an annual Report on Government Services. The
stated objective of the report is to help drive improvements and facilitate improved service
delivery, efficiency, performance, and accountability by providing a repository of meaningful,
balanced, credible, comparative information on the equity, efficiency and cost effectiveness
of government service delivery.

The results from the 2014 Report on Government Services are summarised in Appendix 4.
For the purpose of this analysis, 36 efficiency measures for 17 services have been reported
from six sectors of Government activity, and have been ranked relative to the four other
mainland States, with a ranking of “1” indicating least efficient and “5” indicating most
efficient. The percentage differential between Western Australia and the national average
is also reported, indicating the order of magnitude of potential saving available from moving
from current practice to average benchmark efficiency levels.

Western Australia scored relatively poorly, with 70 per cent of government services ranked
as the least efficient of the mainland Australian States and 86 per cent of services being in
the two least efficient categories. Of the least efficient services, the average efficiency
difference between Western Australia and the national average is over 34 per cent.

While it is likely that some of this difference arises from Western Australia’s relatively small
population leading to reduced economies of scale, it is noted that Western Australia has
more than 50 per cent greater population than South Australia, which was found to be more
efficient in most categories. Where possible, the Productivity Commission has structured
the efficiency measures to be as comparable as possible.

The evidence compiled by the Productivity Commission implies that there is considerable
scope for efficiency improvements in the delivery of government services in Western



Australia, and indicates that material cost savings may be realised from reforms to service
delivery in targeted sectors.

In the context of infrastructure procurement, the more “pure” the PPP model used, or the
greater the level of involvement of the private sector in the outcomes provided by the
infrastructure, the greater the likely aggregate savings to Government. This is evidenced
by, for example:

e Acacia Prison, where privatisation of the contract to operate the facility has resulted
in the lowest cost facility in the Western Australian prison system (see Table 22).

e Joondalup Health Campus, where the share price of the private operator who is paid
with reference to benchmarked costs of similar-sized of public hospital has risen
3,800 per cent, with clear implications for the differential cost of service provision
between the private and public sector.

Experiences with prisons and hospitals provide examples where expanding the scope of
PPP procurement to include core service delivery has led to successful outcomes, both in
Western Australia and in other jurisdictions.

Private sector delivery of services — evidence from prisons and hospitals

In Table 22, the 2012 operational cost per prisoner per day is presented for the Western
Australian prison system. Acacia Prison is the only privately owned and operated prison in
the study, and operates at the lowest cost per prisoner per day in the prison system.

Research from other jurisdictions mirrors the Western Australian experience with PPP
prisons. For example, in Victoria the daily average cost of private prisons in 2008/09 was
found to be 88 per cent of that of public prisons.?’4 Research into the source of persistent
efficiencies of private prisons in the UK identified three main innovations: more flexible
deployment of staff; treatment of prisoners; and the adoption of new technologies.?”®

274 Victorian Government, Public Accounts and Estimates Committee Inquiry into budget estimates, 2008.

275 United Kingdom Government, House of Commons Committee of Public Accounts — The operational performance
of PFI prisons, 2003.
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Table 22 Western Australian Department of Corrective Services operational costs per
prisoner per day by facility (2012)

Operational Cost per Prisoner

Prison Daily Average Population

Per Day
Acacia 996 136
Albany 308 177
Bandyup 239 185
Boronia 79 188
Broome 115 327
Bunbury 330 164
Casuarina 625 180
Eastern Goldfield 122 216
Greenough 282 164
Hakea 830 142
Karnet 253 224
Pardelup 91 177
Roebourne 161 336
Wooroloo 366 139
Total 4,797 Average: 291

Source: Thirty ninth Parliament of Western Australia, First Session, Parliamentary Debates: Legislative Council
14 August 2013 (Hansard) 2013, p. 3335.

It is important to note that cost efficiencies are not necessarily associated with poor
performance. For example, the contract to operate the Acacia Prison contains financial
incentives for the operator to reach a series of performance benchmarks. These
benchmarks align the financial interests of the private sector operator with the operational
and social outcomes sought by Government. As a result of incentive mechanisms that
reward operational outcomes, service level outcomes at Acacia Prison have consistently
exceeded Government requirements, in addition to delivering ongoing and material cost
efficiencies?s.

In the case of hospitals, as shown in Table 23, a December 2009 Productivity Commission
research report into the relative efficiency of public and private hospitals found Western
Australia to have the largest efficiency gap of all Australian jurisdictions between the public
and private hospital sectors. The cost of standardised public hospital care in Western
Australia was on average 22 per cent higher than equivalent services from a private
hospital. In contrast, on a national level the cost of standardised public hospital care was
on average only 3 per cent higher than that of the private sector.

Itis reasonable to assume that this gap contributed to the profitability of the Australian Stock
Exchange (ASX) listed provider of public health in Western Australia referred to above,
where payment is benchmarked to the local public hospital cost base.

276 The Office of the Inspector of Custodial Services conducts periodic assessments of Acacia Prison and publishes a
Report of an Announced Inspection. The most recent of such reports in March 2011, which reviewed the first ten
years of private operation of the prison, delivered a key finding that “corporate profits and savings to the taxpayer
are not being achieved at the cost of service delivery”. The report rated Acacia’s performance “at least equal to the
best public prison in the State and in many respects superior”. (p.iv).
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Over subsequent years, public hospital costs in Western Australia rose more significantly,
and remained consistently higher, than those in other jurisdictions. The Productivity
Commission’s 2014 Report on Government Services showed that recurrent public hospital
costs in Western Australia remain more than 10 per cent above the national average. 277

Table 23 Hospital costs, average per case (2008)

Western Australia Australia
Difference i
Cost Component Public ($) Private (%) I %) Public ($) Private ($) D|ff<(eo;)e)nce
0
General Hospital 3,094 1,845 68% 2,552 1,953 31%
Pharmacy 202 144 40% 187 68 175%
Emergency 147 11 1,236% 208 34 512%
Medical/diagnostic 1,048 1,275 -18% 798 1,346 -41%
Prosthesis 155 555 -72% 131 542 -76%
Capital 359 281 28% 426 230 85%
Total 5,006 4,111 22% 4,302 4,172 3%

Source: Productivity Commission, Public and Private Hospitals, 2009.

Efficiency gains from private sector provision of services are not limited to prisons and
hospitals, with many other services being amenable to a greater degree of private sector
involvement. For example, Western Australia is one of the few jurisdictions not to have a
State-owned ambulance service, and it is one of the only efficiency categories in the above
study in which Western Australia was ranked the most efficient in Australia.?’®

The role of PPPs in contestable markets for Government services in Western
Australia

The ERA views PPPs as an effective mechanism by which to promote competitive or
contestable markets for government services.

Creating or expanding contestable markets for services traditionally provided by
Government by extending the scope of PPP projects has considerable potential to enhance
State productivity through improvements to Government efficiency.

The challenge for Government is to establish an environment where services are provided
efficiently, at lowest cost, and at the least financial risk to the state. Identification of a service
as being the responsibility of Government does not necessarily imply that the Government
should directly deliver that service.

There is substantial national and international evidence showing that privatised government
enterprises operate more cost effectively when they are allowed to operate without
government interference in the commercial decision-making processes.?”®

The role of the private sector in a PPP is determined at the infrastructure planning stage,
and in some cases the most efficient role for the private sector may include the design,
financing, maintenance and operation of the associated infrastructure.

277 See Appendix 4 for a summary of efficiency measures from Productivity Commission 2014 Report on Government
Services

278 Epurn, M., Bendall, J., The provision of ambulance services in Australia, Australasian Journal of Paramedicine,
Volume 8, Issue 4, 2012.

279 See for example Infrastructure Australia, Balance Sheet Impacts of Sell to Build, 2013.
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Some recent infrastructure projects have adopted the PPP procurement model with limited
private sector involvement in ancillary services. For example, the procurement model
adopted for the Eastern Goldfields Regional Prison is “Design, Build, Finance, Maintain”,
retaining the traditional role of Government in the provision of custodial services. It is not
clear whether the business case for the prison included full consideration of other
procurement options. However the broad evidence of private sector efficiencies in custodial
services provided above imply that there are potential savings to Government which may
not have been captured under the chosen procurement method.

There are also a number of sectors where PPPs are used extensively in other jurisdictions
but not in Western Australia, such as schools and social housing. In many cases, the
requirement for size or scale to justify the use of PPPs. These efficiencies may not be
available for a single project in isolation, but can be attained by bundling or packaging
projects together, either within the one agency or spanning multiple agencies. For example:

e PPP schools are a common feature in Queensland, New South Wales, and Victoria
where a number of schools are bundled together to provide a sufficient project
scale.?®0

e PPP social housing has been common in the UK for nearly two decades, with a
Private Finance Initiative introduced in 1998 to allow local authorities to contract with
private sector firms to build, improve, manage and maintain the social housing
stock.?8!

Another alternative approach to bundling projects that is being investigated by the Victorian
Government is the streamlining of the PPP model to apply to smaller scale procurement.??
Simplifying the procurement model will allow certain classes of infrastructure to be delivered
more frequently while retaining many of the benefits of PPPs.

In summary, strategic planning that facilitates contestability in service delivery has the
potential to not only lower infrastructure procurement costs, but also can result in a lower
recurrent or operating costs associated with use of that infrastructure. Better value for
money in the delivery of front-line services can be achieved through contestability, as this
can encourage more efficient and more innovative service delivery, whether by the public
sector or the private sector. The ERA considers that public sector service providers should
not be immune from competitive pressures.

Most, if not all, infrastructure projects are suitable to evaluation in the wider context of
private sector involvement in service delivery, with potential gains from private operation of
the assets being considered, in addition to the more traditional PPP roles of design,
construction, maintenance, and finance.

With regard to the provision of social infrastructure the ERA recommends that, where
possible, the scope of PPP projects under consideration be broadened to investigate
options that include associated service delivery, that allow for greater contestability of
government services. Bundling of projects and/or streamlining the procurement model may
provide further opportunities to partner with the private sector in infrastructure provision and
related service delivery.

280 See for example: Queensland Schools Project (Plenary Schools has been chosen to design, construct, commission,
finance and maintain eight primary and two secondary schools to 2017); Partnerships Victoria in Schools project
(Axiom Education Victoria Consortium to design, build, finance and maintain 11 new schools); and NSW New
Schools Project for the design, construct, financing, cleaning, maintaining and security on nine new schools.

281 Homes and Communities Agency, Housing PFI, 2014.
282 Victorian Department of Treasury and Finance, Future direction for Victorian public private partnerships, 2012.
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With regard to economic infrastructure, the ERA recommends further identification of
opportunities to provide infrastructure, off-balance sheet, through PPPs.

The ERA notes that contracting with the private sector may introduce significant commercial
complexities and unique contractual situations in which the Government may lack prior
experience or existing capabilities. It is recommended that Government remain vigilant to
the risks associated with such arrangements, and ensure appropriate resources are
available to evaluate and implement PPPs.

4.2.7.4 Recommendation

9. Expand the use and scope of Public Private Partnerships to procure public

infrastructure, particularly in cases that will result in core services being
delivered for better value for money.
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An unsolicited proposal is an approach to government from the private sector to build and/or
finance infrastructure, provide goods or services, or to purchase a government-owned asset
where government has not requested the proposal.

Western Australia is the only mainland State that does not have guidelines in place to deal
with unsolicited proposals.

The establishment and promotion of a process to encourage private sector input to
infrastructure planning and/or delivery may encourage innovation in infrastructure delivery,
and deliver opportunities to alleviate funding pressures. The ERA recommends that the
Government develop a process and guidelines for attracting and awarding unsolicited
infrastructure proposals from the private sector.

Such guidelines should seek to balance the protection of private sector intellectual property
with competitive procurement principles required by Government to deliver value for money.

The ERA received support from all six submissions?® that discussed unsolicited proposals.
The issues raised by submitters regarding unsolicited proposals were:

o CMEWA considers that the assessment of such proposals should be conducted in
line with principles designed to maintain impartiality, accountability, transparency,
confidentiality, manage conflicts of interest, and obtain value for money.

e Martin Sheridan considers that an independent “Investment Authority” is best placed
to assess unsolicited proposals.

o WALGA cited transparency as a key consideration in the assessment process, and
suggests a role for the Office of the Auditor General in this area. WALGA also
considers that local governments could benefit from a broad range of unsolicited
projects, particularly under a model of Council Controlled Organisations, which
would allow for commercial partnerships with the private sector.

e CCFWA gave qualified support for unsolicited proposals, expressing concern over
the level of exclusivity offered to certain proponents in some jurisdictions. While the
CCFWA supported the encouragement of innovative ideas, the need for value for
money to be achieved through competition means that there would be a need for an
independent body to assess whether a proposal is sufficiently unique to justify
exclusive negotiation.

The provision of social infrastructure is a core function of government, and considerable
resources are invested across agencies and trading enterprises for planning and delivery
of the facilities and systems required to deliver these government services. However, the
Government is not the only source of infrastructure innovation, and in many instances there
may be opportunities for the private sector to identify new approaches to all aspects of
government service delivery, assets, and infrastructure management.

283 Submissions that discussed unsolicited proposals were received from CCIWA, CMEWA, CCFWA, Mr Sheridan,
PCA and WALGA.



In its recent submission to the Productivity Commission’s inquiry into public infrastructure,
Infrastructure Australia emphasised the importance of allowing the private sector a greater
role in identifying and delivering infrastructure needs:

“Private sector businesses often independently pursue investment opportunities outside
of government processes and they already account for a substantial investment base
and influence the provision of infrastructure. In this respect there is a danger in too
heavy a reliance on “public infrastructure”, where government has a primary role and
responsibility for infrastructure planning and provision. This might be seen to minimise
industry input and the ability to develop privately financed and funded infrastructure and
obscure the identification of real infrastructure needs. The Office agrees with the view
that markets are relatively efficient in determining when new investment is warranted.
Therefore, as the private sector plays a greater role in the provision and ownership of
infrastructure assets they should become more involved in the identification of new
investment, with appropriate regulatory oversight.’?8*

In addition to PPP’s, as outlined in Section 4.2.7, unsolicited proposals provide a further
mechanism by which the private sector can contribute to delivering beneficial infrastructure
outcomes.

Unsolicited proposals in other jurisdictions

The first PPP undertaken in New South Wales — the Sydney Harbour Tunnel — resulted
from an unsolicited proposal.?®> In 1986, the Transfield-Kumagai joint venture approached
the New South Wales Government with a proposal to build the Harbour Tunnel. The
Government then engaged in this joint venture without conducting a tender process.
Subsequent criticism of the outcomes from this project led to increased clarity around future
unsolicited proposals, balancing value for money with the encouragement private sector
innovation.

In January 2012, the New South Wales Government released a guide for the submission
and assessment of unsolicited proposals.?8¢ The introduction to the guide states:

“Government is seeking to capture innovative ideas from industry that provide real and
tangible benefit to the people of New South Wales. Government will consider directly
negotiating with an individual or organisation that presents an Unsolicited Proposal
where circumstances support this approach and at its absolute discretion.?%”

The introduction explains further:

“While direct negotiation of Unsolicited Proposals may be pursued, Government’s
default procurement approach is to test the market. This generally results in the
demonstrable achievement of value-for-money outcomes and provides fair and equal
opportunities for private sector participants to do business with Government.

As such, Unsolicited Proposals should include unique elements that provide justification
for entering into direct negotiations with the Proponent. The unique elements may
include characteristics such as:

284 Office of the National Infrastructure Coordinator: Infrastructure Australia, Submission to the Productivity
Commission Inquiry into Public Infrastructure, 2013, pgs.6-8.

285 NSW Parliamentary Research Service, E-brief: Unsolicited proposals, 2013.
286 NSW Government, Unsolicited Proposals: Guide for Submission and Assessment, 2012.
28T NSW Government, Unsolicited Proposals: Guide for Submission and Assessment, 2012.
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* Intellectual property or genuinely innovative ideas;

»  Ownership of real property;

*  Ownership of software or technology offering a unique benefit;
* Unique financial arrangements;

* Unique ability to deliver a strategic outcome; and

»  Other demonstrably unique elements.”

The guiding principles in the New South Wales approach require unsolicited proposals to
be assessed against criteria that establish unique benefits of the proposal, providing
justification to directly negotiate including. These criteria include value to Government
(economic benefit, service delivery and whole-of-life costs), appropriateness of the return
on investment obtained by the proponent given project risks, capability and capacity of the
proponent to deliver the proposal, affordability, and appropriate risk allocation.

The New South Wales Government devotes a Budget Paper to Infrastructure, containing a
summary of all unsolicited proposals under consideration. It states that:

“The Government recognises the private sector can offer innovative ideas, approaches
and solutions to the State’s policy goals and that this should be encouraged.”?%

In its first year of operation, the New South Wales Government received 36 unsolicited
proposals with 85 per cent not proceeding past Stage 1. Box 11 details a humber of
successful and prospective unsolicited proposals from New South Wales, illustrating the
range of possible applications.

Box 11 Unsolicited proposals to the New South Wales Government

In March 2004, an unsolicited proposal from Westfield led to an agreement to design
and construct new retail and cinema facilities at the western end of the Parramatta
Transport Interchange site. Under the agreement, the interchange was upgraded to
cater for patronage growth and improve passenger facilities.

In October 2013 the New South Wales Government finalised sale of the Queen Mary
Building to the University of Sydney, to be converted to affordable student
accommodation.

The New South Wales Government is currently considering an unsolicited proposal
from Brookfield Office Properties to combine a commercial/retail development that
includes improvements to the public access areas for the Wynard Subway Station.

In September 2013, AspireSydney presented an unsolicited proposal to replace and
upgrade the Sydney Harbour Bridge, bringing forward strategic construction of the
M4 East motorway via redevelopment of under-utilised Government land between
railway stations.?®® The Government is yet to respond to the proposal.

Source: New South Wales Government, Unsolicited Proposals: Premier’s Statement, 2014.

At the Federal level, Infrastructure Australia’s National Public Private Partnership Policy and
Guidelines (December 2008) contains a discussion of unsolicited proposals:

“Unsolicited proposals and exclusive mandates can provide a source of innovative ideas
about how to improve the delivery of government services. Given their
unsolicited/exclusive basis, as a general principle such proposals need to demonstrate

288 NSW Government, Budget paper No. 4 Infrastructure Statement 2013-14, 2013, p.2-6.

289 AspireSydney, Central Park Estate and M4 East Development — An unsolicited proposal to the NSW Government,
2013.
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unique value for money benefits that allow the government to demonstrate with
confidence the reasons for entering into an exclusive arrangement rather than a
competitive tender process. Unsolicited proposals must demonstrate an overall
community benefit and be consistent with the government’s plans and priorities.”?%°

Similarly, Queensland includes an unsolicited proposal framework in its PPP guidance
material. Unlike New South Wales, detailed records of unsolicited proposals are not
provided. However the ERA understands that two unsolicited projects are reportedly being
developed under “exclusive mandate” (being the Surat Basin Railway and Wiggins Island
Coal Terminal).

The Victorian Government released its Unsolicited Proposal Guideline in February 2014. A
five stage process has been established, covering the criteria and process by which
exclusive negotiations are established, and the necessary level of information disclosure.
The process emphasises four key project criteria:

¢ demand (consistent with government policy objectives);
o feasibility (financial, economic, technical and social);
e uniqueness (intellectual property or ownership of strategic assets); and

¢ value for money.

South Australia’s unsolicited proposal details are contained within State Procurement Board
Market Approach Guidelines (2012). No data are currently published on project outcomes.

Internationally, levels of guidance vary, with the United States and New Zealand federal
governments providing unsolicited proposal guidelines, while Canada and the United
Kingdom and Eurozone do not. In 2001, the United Nations released a legislative guide to
privately financed infrastructure projects, proving guidance on dealing with unsolicited
proposals. In 2007, the World Bank published a paper summarising global approaches to
encouraging the private sector to come forward with potentially beneficial project concepts
while maintaining competitive processes. The study outlined various systems in use around
the world, offering varying levels of advantage to the project proponent:

¢ the Bonus System invites additional competition but gives a small advantage to the
original bidder;

e the Swiss Challenge publishes the unsolicited bid, and offers are invited to beat it;
and

e the Best and Final Offer model involves multiple rounds of tendering, with the
original bidder being guaranteed participation in the final round.

Summary

An opportunity exists for Western Australia to actively promote greater private sector
involvement in infrastructure provision, through the development and promotion of
unsolicited proposal guidelines. The potential benefits include:

o the establishment of a mechanism by which private sector innovation and
technological advancement can be introduced to infrastructure planning and
provision;

290 |nfrastructure Australia, National Public Private Partnership Policy and Guidelines, Volume 6, 2008, p.16.
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e greater potential for alternative and innovative funding, financing, and charging
mechanisms for infrastructure;

¢ consideration of asset sales that have not been addressed by government policy;
e reduction of demand for Government-owned infrastructure;
e opportunities for the alleviation of infrastructure funding pressures; and

e exposing Government Trading Enterprises to the policy may open routes by which
industry procurement innovations occur where these would otherwise be opposed.

However, care needs to be taken to ensure the guidelines safeguard against vexatious
private sector proposals, and projects that are not consistent with government policy. For
example, it should be open to Government to exclude proposals of a certain nature from
consideration, such as gambling or gaming proposals.?°*

The ERA considers that the development of a transparent process for dealing with
unsolicited proposals to Government in Western Australia could provide a source of
innovative infrastructure development, and may encourage greater private sector
participation in the planning and delivery of infrastructure and related services.

The scope and/or focus of such guidelines could be extended to include specific policy
areas such as asset sales, or specific problems or sectors, such as congestion, iconic
developments, or transport interchanges.

4.2.8.4 Recommendations

10. Develop a process and guidelines for considering unsolicited infrastructure

proposals from the private sector.

291 The New South Wales Government is currently is an advanced stage agreement with Crown Resorts Ltd. to deliver
an architecturally iconic six-star luxury hotel and gaming facility as a result of an unsolicited proposal. Any exclusive
mandate of this nature may or may not be consistent with government policy and should be considered on a case-
by-case basis and in the context of rigorous guidelines defining Government’s view of “unique” benefits.
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A number of submissions to this Inquiry advocated a State infrastructure strategy and/or an
independent infrastructure advisory board undertaking a role similar to that of Infrastructure
Australia at the Federal level.

In the Draft Report, the ERA concluded that better infrastructure outcomes could be
achieved by following good processes and by utilising current sources of advice available
to Government. The ERA did not see merit in establishing an infrastructure advisory board
in addition to these existing processes and advisory bodies.

The submissions received in response to the Draft Report also supported the
implementation of an independent advisory board. However, these comments have not
changed the ERA’s opinion that an infrastructure advisory body is an unnecessary reform.

The ERA received four submissions in response to its conclusion that it was unnecessary
to establish an independent State infrastructure advisory body. These submissions made
the following points:

e CMEWA supported the establishment of an arm’s length body to advise on
infrastructure strategies and improve co-ordination between Government and the
private sector for longer term infrastructure planning. It stated that such a body
would fill the “gap” in Western Australia’s current planning and budgetary processes
beyond the forward estimates period. It recommended a collaborative State
infrastructure plan and a State economic infrastructure unit to provide specialised,
centralised expertise in structuring complex financing and risk sharing models.

e CCFWA believes an independent statutory State Infrastructure agency would lead
to greatly increased rigour and transparency around infrastructure project planning,
procurement and delivery, and that the complexity of infrastructure planning and
provision justifies obtaining the best quality independent advice, and implementing
a high level of accountability.

e CCFWA also argued that, while a political element in infrastructure decisions is
inevitable, it is imperative that processes are in place to de-politicise the process as
much as possible.

e CCFWA does not consider it appropriate that Infrastructure Australia undertake a
review role, as this serves to reinforce a policy of Commonwealth intervention in the
State’s areas of responsibility. The CCFWA highlights the commendation of the role
of Infrastructure NSW in the Productivity Commission’s Inquiry into Public
Infrastructure Draft Report in preparing 5 and 20 year plans, reviewing proposals,
funding models and risk.

e PCA endorses the development of a long term (15 to 20 year) infrastructure plan to
support a transparent and bi-partisan pipeline of projects, to reduce uncertainty,
attract private investment, and enable the private sector to better understand
Government’s reasoning and priorities. Under the plan, oversight for the delivery of
strategic infrastructure should be the responsibility of a dedicated Minister who is
held accountable for the infrastructure portfolio’s performance, planning, funding,
and delivery. The PCA considers that the Minister should be supported by an



independent body to coordinate infrastructure provision and ensure delivery of
projects.

e Master Builders Association of Western Australia (MBAWA) favours the
establishment of an independent infrastructure council to de-politicise infrastructure
investment, arguing that politicians must relinquish some degree of control for the
long term benefit of the community. The MBAWA provided a number of examples
of regulatory bodies that work successfully independently of Government

As outlined above, the ERA received a number of submissions in support of the
establishment of an independent State-based infrastructure advisory board and/or a State
infrastructure strategy establishing a committed pipeline of infrastructure projects. Two
States (New South Wales and Queensland) have recently adopted this model, mirroring the
role that Infrastructure Australia has undertaken at the Federal level since its establishment
in 2008.

Proponents of independent infrastructure advice argue that it allows for a more rigorous,
consistent, and transparent evaluation of projects, particularly for long-term projects that sit
outside four-year budgetary and electoral cycles. The over-arching objective of this advice
is to ensure that only the projects with the greatest net benefits are prioritised. In addition,
a clear policy and priority framework from an independent advisory body is argued to
provide greater certainty for investment commitments by the private sector, both for private
projects, and for potential private involvement in public infrastructure projects.

The objective of an independent infrastructure advisory board is to de-politicise
infrastructure investment decision-making.?®? This is similar in intent to the role of the
Reserve Bank of Australia (RBA) undertakes in relation to monetary policy. The RBA’s
objective, under an agreement with the Australian Government, revolves around the
objective of maintaining the Consumer Price Index (CPI) within a range of 2 to 3 per cent.
This clear objective allows for transparency and accountability in decision making. As with
the RBA in monetary policy, an infrastructure advisory board is tasked with achieving its
objectives free from outside influence.

In contrast to monetary policy however, the objectives of infrastructure delivery are multiple,
conflicting, and complex. Consequently, the argument against independent infrastructure
advice is that politicians are best placed to exercise the degree of judgement required to
assess and balance the objectives of infrastructure investments. In addition, politicians are
held accountable for these decisions as part of the political process.

Further, there is a risk that members of the advisory board may represent vested interests
and so will not represent the best interests of the Western Australian community.

The Productivity Commission’s Inquiry into Public Infrastructure examined these issues and
made the following comment:

“Notwithstanding the current and foreshadowed role of IA and also of state agencies
such as Infrastructure NSW, the output of such bodies is advisory only. Ultimately it is
the quality of the actual decisions taken by the relevant minister and cabinet, and by
responsible agencies, that is important, at all levels of government.”%3

292 5ee for example NSW Infrastructure Strategy, 2012 and Infrastructure Australia Submission to Amendment Bill,
2013.

293 productivity Commission, Inquiry into Public Infrastructure: Draft Report, 2014, p228.



The ERA notes that proper evaluation of infrastructure projects is resource-intensive and
requires considerable expertise. The operation of an independent advisory body would
impose additional costs on Government, including difficulty and expense of obtaining and
retaining sufficiently skilled staff.

Additionally, one of the primary benefits provided by an independent advisory body -
providing access to an external peer-review process for project evaluation - has recently
been made available to Western Australia by Infrastructure Australia, which provides
external expertise and scrutiny of State agencies’ proposals.

Given these circumstances, the ERA considers it doubtful that further benefit to rigorous
project evaluation can be achieved by creating a State-based advisory board to perform a
function that is largely delivered by Infrastructure Australia.

The ERA further notes the current debate surrounding the Infrastructure Australia
Amendment Bill 2013, which underscores the difficulty facing infrastructure advisory bodies
in terms of remaining independent of government. Whilst the stated intention of the Bill is
to “strengthen the role of Infrastructure Australia as an independent, transparent and expert
advisory body through better clarification of its functions”?®* Infrastructure Australia claims
the Bill is eroding its independence as a result of clauses that give the Minister power to
exempt categories of infrastructure from scrutiny, and a place prohibition on the publication
of findings without the Minister’s approval.

The experience of Infrastructure Australia and its track record in terms of influencing actual
project funding (particularly in times of changes of government) suggest that the impact of
a State based advisory body is likely to be limited. The measurable benefit to infrastructure
decision making is unlikely to exceed the costs and difficulties of resourcing such an agency.

In addition, the Office of the Auditor General already plays an important role in the review
of Government performance, and in particular in the context of infrastructure planning and
delivery. To the extent that divergence from good process is identified and investigated by
the Auditor General, Government already has access to sources of independent review.

A State Infrastructure Strategy

In terms of a State Infrastructure Strategy, the ERA considers that the existing annual State
Budget Papers provide a lengthy and detailed articulation of Government infrastructure
intentions, including descriptions of capital projects by sector, objectives of the projects,
near term financial impacts, and total estimated cost (albeit only over a four-year period).

A number of longer term sector-specific strategic infrastructure plans developed in
collaboration with the private sector through public submission provide further support to
the information in the State Budget Papers. Examples of such plans include the State
Planning Strategy, Directions 2031, Public Transport for Perth in 2031, Regional Investment
Blueprints, and the Water Forever: 50-year Plan(s), as shown in Table 24.

294 parliament of Australia, Infrastructure Australia Amendment Bill 2013: Explanatory Memorandum, 2013.
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Table 24 Strategic Plans by sector

Sector Sub-sector Strategic planning Department
Water Drinking Water " Water forever-50 year, 10 year, regional - Water Corporation
Wastewater Water forever- recycling and efficiency Water Corporation
Transport Roads CBD Transport Plan Transport
Public Transport Public Transport Plan 2031 Transport
Ports Ports Review 2012, Portlink Transport
Airports State Aviation Strategy Transport
Rail-freight Regional Freight Plan Transport
Other WA Bicycle Network Plan, Alternative Transport
Transport, Parking
Social Health Clinical Service Framework 2010-2020 Health
Infrastructure Education State Budget Education
Other State Planning State Planning Strategy (land use) WA Planning
Commission
Regional Regional Blueprints (in development) Regional Development
Infrastructure Corporations
Perth Infrastructure | Directions 2031 and Beyond WA Planning
Commission
Funding Under development Transport

Source: Various Western Australian State Government Agencies

The ERA notes that past attempts to develop a coordinated State Infrastructure Strategy
have been abandoned after considerable expenditure, in the face of a change of
government?®s and that it is expected that a new government will bring with it a new set of
infrastructure priorities.

Further, these priorities may differ considerably from those of independent advisory bodies,
undermining the integrity of the decision-making process. For example, Infrastructure NSW
was not consulted regarding the most costly New South Wales Coalition election promise,
the $8.5 billion North West Rail Link, and other key infrastructure projects (for example, light
rail in the CBD) were rejected by Government.

Likewise, at a Federal level Infrastructure Australia has maintained and infrastructure
priority list for projects that reflects a nationwide infrastructure strategy?°¢ that has at times
differed from the Government’s objectives. Infrastructure Australia categorises each project
as “early state”, “real potential”’, “threshold” or “ready to proceed”, with project rankings
reflecting the level of analysis and relative strategic and economic merit. However, the
2014-15 Commonwealth Budget released in May 2014 outlined $50 billion in expenditure
on roads over the next seven years, and of the extra road funding announced, none of the
announced projects were identified on Infrastructure Australia’s Priority List as “ready to
proceed” or “threshold”. In fact, many of the projects had not received any scrutiny from the
advisory body at all.?°”

These examples demonstrate the inherent difficulty in establishing a truly independent
infrastructure strategy that appropriately informs government decision making processes.

2% In 2008 the Department of Treasury completed an extensive State Infrastructure Strategy in collaboration with the
private sector, which was abandoned after a change of government at the 2008 State Election.

2% |nfrastructure Australia, Infrastructure Priority List Update- December 2013, 2013.
297 Grattan Institute, Changes help the budget but not the economy, News and Opinion, 2014.
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Regarding the argument that a State Infrastructure Strategy can produce a pipeline of
committed projects, the ERA agrees with the Productivity Commission on that:

“The Commission does not see merit in the Australian Government publishing a list of
projects into the future, which would not address the fundamental impediments to
achieving the efficient provision of public infrastructure in Australia.’?%8

In summary, consistent with reforms outlined in Section 4.2.1, the ERA maintains that the
most significant benefits to infrastructure outcomes will be delivered by a Government focus
on good process, and on utilising the sources of advice already in place. This is likely to
exceed any marginal benefits arising from changing the structure, source, or governance of
infrastructure advice to the State Government.

The ERA does not support the establishment of a State infrastructure advisory board, on
the basis that such a body will not yield significant additional benefits on top of those
delivered by the application of good processes. The ERA considers that Auditor General
should perform a periodic review of Government decision-making to ensure good process
has in fact been followed.

298 pProductivity Commission, Inquiry into Public Infrastructure: Draft Report, 2014, p.16.



The Western Australian Government, like many governments, owns a large number of
infrastructure assets and Government Trading Enterprises (GTES), which it uses to provide
goods and services to the community. Government ownership of assets and businesses
has recently become a topical issue in Western Australia due to the downgrading of the
AAA credit rating by Standard and Poor’s on 18 September 2013.

In response to the credit rating downgrade, the State Government has announced a
reorganisation of its Business Model and Asset Investment Program. The State
Government has stated that it will initially focus on a process to facilitate the sale of
underutilised land holdings, discrete port assets and certain electricity assets.

The Government has stated that the asset sales are part of a broader strategy to ‘regain
the State’s triple-A credit rating and contain projected increases in net debt.’2%°

The ERA supports the Government’s review of its asset holdings. Initiating a review of
government ownership of assets and businesses is a good way to ensure that the public’s
interests are being served in an efficient manner.

However, the ERA considers that the review by the Government should focus on a broader
range of objectives than regaining the AAA rating and reducing gross debt. Instead, the
review should focus on increasing the efficiency and productivity of the assets and
businesses, creating a competitive market and ensuring consumers’ interests are being well
served. The review of assets should include the costs and benefits of divestment to the
business itself, the Government and the community.

The ERA considers that the divestment of government assets that operate in a competitive
market, or where a competitive market could be established, will result in the greatest long
term benefits for consumers. The application of competition in the provision of goods and
services is usually the most effective way to deliver efficient prices and quality services to
customers.

However, there are instances where the ability of competition to deliver benefits to
consumers is constrained. This failure of the market to deliver benefits to consumers may
arise in a variety of situations, as discussed in Section 4.3.3.3.

The ERA notes that in most cases, even if there is reason for the Government to intervene
in a market, regulated private sector businesses are better able to meet the needs and
wants of consumers than the Government.

Reflecting this, the ERA recommended in the Draft Report that the Government conduct a
full investigation into the divestment of assets that pass the threshold criteria for private
ownership.

This section of the report begins with an overview of the public submissions received in
response to the chapter on government ownership of assets in the Draft Report. These
submissions have helped inform the ERA’s views and approach to reviewing government
ownership in Western Australia.

29 The Government of Western Australia, 2014-15 Budget at a Glance, 2014.



The section examines why competition generally results in the best outcome for consumers,
but also acknowledges the situations where competition is not possible or where markets
may fail for other reasons. These situations provide some rationale for why governments
intervene in markets.

This is followed by a brief discussion on the alternative methods of government intervention,
if deemed necessary, to ensure society’s interest are being met. These interventions
include government ownership of an asset or business, contracting private sector services,
taxation for non-market externalities or regulation of private sector provision.

From this process, the ERA has identified six criteria, which, when applied in sequence,
determine whether government ownership of an asset or business is warranted.

Due to time and resource constraints, the ERA was not able to perform an audit of all
government assets and businesses against the six criteria. The ERA has had the time to
apply the criteria to four businesses (Western Power, Synergy, Fremantle Port Authority
and Water Corporation) in order to illustrate why the criteria are appropriate and to
demonstrate how this process can be applied more generally to the Government’s portfolio
of assets.

Of the nine submissions to the Draft Report that addressed the issue of government
ownership six were in favour of reviewing the appropriateness of government ownership
and three made comments regarding specific industries only.

Mr Porzig®®® made the following general comments in support of retaining the Government’s
role as owner of assets and businesses:

e Western Australia has insufficient economies of scale to enable a number of
competitors to enter the market; at best an oligopoly would occur, which would not
help consumers.

e Private companies will be willing to provide services to profitable areas but may be
unwilling to provide services to new development areas that may not be profitable.
Taxpayers would have to pay for the services to unprofitable areas, which overall
will cost taxpayers more.

e There is also a possibility that private sector entities can become bankrupt, or be
taken over by non-locally based companies that would have less involvement in the
State.

The following general comments were made in support of reviewing the State’s role as an
owner and divesting assets:

e CCFWA, CMEWA, CCIWA, Committee for Perth, Bunbury Wellington Economic
Alliance (BWEA) and PCA support the ERA’s recommendation to conduct a full
investigation into the divestment of assets that pass the threshold criteria for private
ownership.

300 Mr Porzig is an individual submitter.



e CCFWA and CMEWA agree that the private sector is better placed to meet
consumers’ needs, with some form of government intervention if required.

e The CMEWA stressed that an asset review should be undertaken in consultation
with industry.

e Mr Sheridan considers that State Government ownership of infrastructure crowds
out private sector investment and that competing State Government objectives
prevent the State from operating as efficiently as the private sector.

¢ Mr Sheridan notes that Western Australia should use the proceeds from the sale of
Government assets as a means to balance the budget.

The following comments were made regarding specific industries or utilities in Western
Australia:

e Power and water utilities, Mr Porzig stated that:
o the power and water utilities are too important to citizens to privatise.
e Mining development, AMEC stated that:

o the Government should divest assets that are needed to develop mining
areas in order to keep up with the development of mines, and ensure that
the full economic, social and financial benefits of the mines are realised.

e Government land and property, the PCA stated that:

o the State Government should announce an efficient process for identifying
the land and property assets to be sold, and a timeframe for the disposal
process as soon as possible; and

o the investigation into divestment should begin with underutilised land and
property assets, as disposal of these assets will not face significant public
opposition.

e Social and affordable housing, the Community Housing Council of Western
Australia (CHCWA) made the following points.

o The public housing system in Western Australia is currently operating at a
substantial loss and Western Australia has the highest cost per public
housing dwelling of all the mainland states of Australia.3°?

o CHCWA considers the community housing sector is best placed to meet the
Government’s overall objective of responsive social housing because it is
more flexible in its supply of housing and has a better ability to increase the
housing stock.

o Social and affordable housing meets the ERA’s criteria for divesting
government ownership. The CHCWA conducted an assessment against the
criteria, presented on page 6 of their submission.

301 The CHCWA used evidence from the Productivity Commission to support this claim. The Productivity Commission,
2014, Report on Government Services: Chapter 17 Housing Attachment tables, table 17.A.19



o An objective of the State’s Affordable Housing Strategy is to create a
contestable market for social and affordable housing utilising private
Community Housing Providers (CHPs). CHCWA notes that there has only
been slow progress and support the transfer of public housing title and/or
management to CHPs. Transfer of 5,000 public housing properties to CHPs
would save the Government an estimated $203 million over four years.

The following comments were made concerning asset recycling:

CMEWA noted that divestment should occur in conjunction with a capital recycling
strategy that would see the Government reinvest funds raised from asset
divestments into new economic infrastructure.

PCA consider it best practice policy to implement an asset management model that
makes better use of scarce new capital by recycling existing capital.

Of the six submissions that addressed the issue of government ownership to the Discussion
Paper, one was in favour of retaining government ownership; four were in favour of
relinquishing government ownership and one called for a full review of government
ownership.

The following comments were made regarding specific industries in Western Australia.

The Government’s role in the water industry:

o The Water Corporation considers that the establishment of an Independent
Procurement Entity (IPE) would not provide any additional benefits over and
above the contracting strategy the Water Corporation currently uses.

The Government’s role in the electricity industry:

o Alinta considers that the Government ownership of electricity assets is no
longer necessary from a public good perspective given the regulatory
instruments in place. It also considers that relinquishing the electricity assets
would reduce the risks faced by the State and result in improved productive
and allocative efficiency.

o The CMEWA expressed that a competitive electricity sector should be
pursued as a priority. It considers that this should include the development
of market related pricing methods to reward private sector risk, promote
efficiency and provide appropriate price signals to consumers. The CMEWA
recommends that the ERA assess the costs and benefits of disaggregating
the new Synergy into several gentailers over the long term.

The Government’s role in the provision of ports:
o The Department of Transport considers that there are some services within

Western Australian ports that could be delivered more efficiently by the
private sector and may be attractive for sale.



The application of competition without any government intervention in the provision of goods
and services is usually the most effective way to deliver efficient prices and quality services
to customers. Competition and competitive pressures exist in situations where there is
rivalry between two or more suppliers seeking to secure the business of a customer.

To ensure they are successful, businesses in a competitive market are under pressure to
offer the most attractive product in terms of price, quality and level of service. Even in
situations where a market is served by a single business, there may be the threat of an
additional business entering the market. The threat of potential entrants alone is an
incentive for the business to produce the goods and services in a manner consistent with
consumer demands.

Competition drives businesses to seek more efficient methods of providing products and
services through efficiency and innovation. The effect of competition and competitive
pressures in delivering more efficient production and service delivery can be thought of in
three ways.

First, competition for consumers results in businesses seeking to lower the cost of
producing products and services. Consider an established business selling a given product.
If a competing business can enter the market and sell a similar product at a lower price, the
established business can expect to lose market share and may be forced out of the market
if the established business is unable to compete. Competition and competitive pressures
encourage businesses to reduce costs.

Second, competition for inputs among competing businesses offering alternative products
or services encourages resources to be allocated to where they are most valued. This is
because the most efficient businesses earn greater revenue per input than other businesses
and hence can afford to outbid other businesses. This ensures that society, as a whole, is
better off because the limited resources of the economy are used for their highest value.

Third, increased competition compels businesses to compete for consumers through
differentiating their product or service. Businesses will innovate the product or services to
the benefit of consumers in order to retain or attract new consumers.

The objective of competitive pressure is to drive businesses to produce goods and services
at least cost, allocate goods and services to where they are most valued and to seek new
and improved ways of serving customers. However, competition is not an end in itself.
Rather, competitive pressure is an effective mechanism by which customers receive goods
and services at a price and quality suited to their needs. Hence, competition delivers
outcomes that are in the long term interests of consumers.

There are instances where the ability of competition to deliver benefits to consumers is
constrained. This failure of the market to deliver benefits to consumers may be for a variety
of reasons. One such scenario is where a single business, or monopoly, is the only provider
of a good or service and faces no particular constraints due to potential entrants. However,
the market can fail even when there are a few firms in the market who hold significant market
share.

In situations where the monopoly is free from government oversight and/or regulation, it has
an incentive to charge consumers above the cost of production in order to increase its profit.



This leads to the under-provision of the good or service, as less consumers would be willing
to purchase the good or service at the inflated price.

A monopoly can exist for a range of reasons. Government may prescribe that only a single
provider of a service exists. Alternatively (and sometimes as a trigger for government
prescription), a monopoly may be the most efficient way in which to provide services if large
economies of scale and/or scope exist.

o Economies of scale exist where average production costs for a single product fall as
output increases.

e Economies of scope are similar to economies of scale but refer to cost savings that
result from efficiencies generated by producing a range of similar products or
undertaking a variety of related tasks.

In this case large businesses, or those that produce a range of similar products could, in
theory, produce the goods and services at a low cost. However, large businesses may also
have the opportunity to price goods and services above the cost of production, and lack of
competition could also result in a lower incentive to innovate. The theoretical benefits of
lower cost of production could, over time, be outweighed by the loss of benefits from
innovation.

While a monopoly may produce goods and services highly efficiently, the monopoly may
not adapt to changes in consumer demand or ensure that allocation between customers is
efficient. Competitive markets, on the other hand, are capable of achieving technical,
allocative and dynamic efficiencies simultaneously as businesses have to compete for
customers and resources.

Competition itself can in some cases fail to deliver efficient outcomes and can sometimes
prove counterproductive. This can occur where business decisions affect third parties, such
as when environmental and public health risks are prevalent (known as externalities).
Private sector provision may not be appropriate in some situations, but well-designed
regulatory arrangements should generally be sufficient to allow private sector provision.

There are also circumstances where, without regulatory or other intervention, competition
simply does not work. This arises, for example, where unrestricted consumption leads to
over utilisation of a good or service. For example, people’s use of natural water sources
would be unlimited without regulation and other intervention, which could lead to the
exploitation of those water sources.

The nature of price regulation can also lead to circumstances where competitive incentives
may result in inefficient patterns of investment or consumption as the price may not reflect
the true costs and benefits of those goods or services.

Economic efficiency that is achieved through competition requires that environmental and
other related factors be appropriately brought to account to ensure that all costs and
benefits are included in the assessment of the good or service (not just direct financial
costs).

Additionally, the private sector will not adequately meet the market demand for ‘public
goods’. People cannot be excluded from using a public good and the use of a public good
by one person does not affect the use by other people. Public goods cannot be provided
commercially as it is difficult to charge users for their use. These goods can be considered
as a pure externality as people who are not party to the provision of the good are benefiting



from the good or service being provided. For example, the Government does not charge
individuals for using regional parks. The Government pays for the maintenance of regional
parks through taxation.

Governments have a number of alternative mechanisms for addressing market failures
other than government ownership of assets. Governments should identify the most
appropriate mechanism, or even whether intervention is necessary, before intervening in
the market.

If there is no failure in the market, there should be no need for government intervention in
the market. Government intervention in markets that do not exhibit market failures is
generally not necessary and the reasons for intervening should be reviewed.

Before intervention of any kind is implemented, governments should consider whether the
measures put in place to correct the market will not actually make the situation worse than
if the government left the market alone, or if the problem could be solved more efficiently
through an alternative type of intervention. If government intervention does make the
situation worse, or there was a more efficient way of intervening, this is known as
‘government failure’.

Historically, to ensure that certain goods and services are delivered in a manner consistent
with society’s interests, government has owned an asset or business to deliver those goods
or services. These assets and businesses have been used as a way of achieving
government policy objectives.

However, there are less invasive forms of intervention that a government can undertake to
ensure that goods and services are efficiently delivered to meet consumers’ needs and
wants.

Broadly, there are a number of ways that government can intervene in a market:

e The Government could be responsible for the provision of the goods or services
through full asset ownership and delivery. For example, the Western Australian
Government owns the Water Corporation.

e The Government could be responsible for the provision of the good or service, but
the private sector could be responsible for the delivery of the good or service with
standards and regulations specified through contractual arrangements, if necessary.
Either the private or the public sector could own the asset. For example, the
Government owns the public buses in Perth; however, the private sector operates
and maintains the buses.

e The Government could explicitly price non-market goods through some sort of tax
or charge on an externality (for example, pollution) or force producers to buy limited
permits to produce that externality (for example, carbon permits).

o The Government could regulate the private sector provision of the good or service.
For example, the private sector owns and operates the gas assets and business in
Western Australia and the Government legislates rules to regulate third party access
and safety requirements.



The ERA considers that regulation of private businesses or correction of price signals is
often a better way of correcting market failures than government ownership. This is
because private businesses generally operate more efficiently and are more innovative than
public businesses.

There are several reasons why the private sector is generally more efficient and has a
greater ability to innovate than the public sector:

The Government has a wide range of objectives, some of which may be conflicting.
In comparison, the private sector has one main objective: to respond to consumer
demand in a way that will maximise profit. The pressure that a competitive market
places on a private business encourages cost reduction and efficiency.

In general, the private sector is better equipped to innovate and diversify risk than
the public sector. Furthermore, the private sector is more likely to seek adequate
compensation for undertaking risk than the Government.

In general, the private sector has the capacity to be more innovative in the delivery
of services than the public sector. In industries that are characterised by high levels
of innovation and technological change (for example, telecommunications) a private
sector owner is more likely to be able to adapt to changes and perform more
efficiently than a government owner.

A private sector entity is generally reliant on shareholders and principal creditors to
provide funding. As such, the entity has to perform well, by reducing costs and
increasing the company’s net worth, in order to retain its shareholders and to issue
new debt. A government business, on the other hand, has no share price and does
not need to continually demonstrate to its debt funders that its risk profile has not
changed. Accordingly, a government business has less pressure on it to perform
than does a listed company.

Consequently, the ERA considers that private ownership of assets and businesses,
appropriately regulated if necessary, is the best way to provide goods and services.

The Bank of Western Australia is an example of where an asset was performing soundly
under government ownership but there was an overall benefit in divesting the asset.30?

302 parliament of Western Australia, Hansard: Legislative Assembly, Thursday 8 December 1994, p.9267.
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Box 12 Case Study: Bank of Western Australia (BankWest)

The Government of Western Australia retained ownership of BankWest until 1995. The
bank had been operating well in a competitive market prior to divestment3°® and there
was no specific or pressing need for the Government to divest assets.

However, the Government found that the potential financial risk of retaining ownership of
the bank was greater than the benefits to society of government ownership. This is
illustrated in the then Premier's (Richard Court) second reading speech of the Bank of
Western Australia Bill 1994304

“... the Government has decided that the State should now dispose of the bank due
to: banking not being a core business of State Government; the level of risk attaching
to the banking industry generally as reflected in changing profit levels; the further risk
to the State of retaining the bank but not having any control over its day-to-day
operations; the magnitude of the State’s potential exposure under its guarantee of
the bank’s financial obligations. 3%

The Government did see some benefits to the wider community in retaining the bank’s
head offices and hence employment opportunities in Western Australia. The Government
was able to specify the retention of these benefits through provisions in the Bank of
Western Australia Act 1995.306

4.3.4.3 Additional issues surrounding public ownership

The ERA acknowledges that some members of society have concerns regarding the
divestment of State owned assets.

Those concerns®®” appear to be in relation to possible price increases, declining service
and environmental standards, and the abandonment of non-commercial activities (such as
educating consumers on reducing their consumption of electricity to save money and benefit
the environment).

The Government can address these concerns through well-designed regulation or
intervention. For example, regulatory bodies can monitor or set prices, regulate service and
operating standards to ensure consumers’ needs are met, and monitor the achievement of
environmental standards. The case study below shows an example of regulatory and
legislative arrangements that ensure the private operators are meeting consumer and
society’s interests.

303 parliament of Western Australia, Hansard: Legislative Assembly, Thursday 8 December 1994, pg.9267.
304 Now the Bank of Western Australia Act 1995.

305 parliament of Western Australia, Hansard: Legislative Assembly, Thursday 8 December 1994, pg.9267.
306 Bank of Western Australia Bill 1995.

307 As illustrated by Mr. Porzig’s submission to the Inquiry.
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Box 13 Case Study: The Residential Gas Market in Western Australia

In 1998, the gas provider, AlintaGas separated into two entities: AlintaGas Sales
(retailer) and AlintaGas Networks (supplier). In 2000, the Government of Western
Australia passed legislation and divested the State owned AlintaGas Sales and
AlintaGas Networks.

The Government implemented legislation and regulations to ensure efficient pricing
and supply of gas and to protect consumers from possible monopolistic or
anticompetitive behaviour by the gas retailer or network owners.3%® These provisions
include:

e Price caps: the State Government sets a maximum price that the retailer can
charge to residential customers.30° 310

Access arrangements: the gas transmission and distribution service provider
must comply with the National Gas Rules. This ensures that the network
tariffs reflect efficient costs.3!

Safety regulation: the Energy Safety Unit within the Department of
Commerce is responsible for the technical and safety regulation of most of
the gas industry. It enforces safety legislation and standards to safeguard all
individuals involved in the supply or use of gas in Western Australia.3!2 313

These provisions have been put in place to ensure that consumers are no worse off
due to privatisation of State owned assets.

Furthermore, non-commercial activities can either be undertaken by the relevant State
department, or provided through a direct operating subsidy to a private business. The
operating subsidy mechanism provides for the subsidy to be transparent, and for
government to assess periodically whether the community is getting value for money from
the expenditure.

For assets where there may be merit in retaining ownership, an option is to have the assets
managed and operated by the private sector on long term leases from the Government. In
this case, the Government maintains ownership of the asset but consumers still benefit from
private sector innovation and efficiencies. For example, the private sector has long term
leases with the New South Wales Government to operate and maintain Port Botany and
Port Kembla. At the conclusion of the agreement, the asset will be returned to the
Government.

308 Many of these were in place prior to divestment, and apply to public and privately operated entities alike.
309 Residential customers are those customers who consume less than 1 terajoule per annum.
310 Department of Finance, Public Utilities Office: Gas tariff caps, accessed online 23/04/2014.

311 For more information, please see Gas Access Arrangement Guidelines published 10 March 2014 on the ERA
website.

312 For a list of the applicable legislation, please see the State Law Publisher or the Department of Commerce: Energy
Safety website.

313 Prior to divestment the Government regulated gas through the State Electricity Commission of Western Australia,
which became the State Energy Commission of Western Australia.
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4.3.5 Criteria for reviewing Government ownership

The ERA has developed a set of criteria for the Government to apply in reviewing the
reasons for ownership of a business or asset.

In developing the criteria, the ERA analysed and drew from reports that contained ideas
and principles regarding best practice for government ownership. In particular, the ERA
has drawn on reports by the Productivity Commission, Infrastructure Australia and
Commissions of Audit. The ERA was also able to utilise the knowledge it has gained from
its regulation, licensing and monitoring roles in developing the criteria.

Figure 31 provides a visual representation of the matters that need to be considered by
government when reviewing its reasons for ownership. A more detailed explanation of the
criteria is provided after the diagram.
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Figure 31 Criteria for Government ownership of a business
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1. Could the good or service be provided at a level consistent with society’s interests
without Government intervention?

In general, this question relies on there being the prospect of competition emerging in the
absence of government intervention. If there is the likelihood of competition, and goods
and services are priced inclusive of all costs and benefits (including non-market values),
then there is no reason for the Government to intervene in the market (other than through
the imposition of basic law and the protection of property rights).

If there is no prospect of competition (for example, a natural monopoly or public good) or
market prices are not appropriate (for example, the presence of non-market costs or
benefits), then Criterion 2 should be considered.

2. Could the private sector provide the good or service at a level consistent with
society’s interests if the Government applies appropriate regulation?

If the private sector can provide the good or service with appropriate regulation it is likely
there is no case for government ownership. The effectiveness of regulation could be
ascertained by considering whether:

» the good or service could be easily identified; and
» the service standards could be easily outlined and written into a contract and the
compliance with these could be easily assessed.

If private sector provision with regulation is sufficient to ensure that society’s interests are
met, there is unlikely to be a need for government ownership.

If there is uncertainty about whether regulation of a private owner would be effective, then
Criterion 3 should be applied.

Criterion 3 is made up of four questions, the answers of which may, when taken together,
provide a case for divestment. For example, even though there may be uncertainty about
whether regulation of a private owner would be effective, if there are many other reasons
for why government ownership is problematic, then the asset or business should be
reviewed for possible divestment.

Under criterion 3, the more questions answered “yes”, the stronger the case for divestment.
If the answer is no to each of the questions then government ownership should be retained.
3.A) Is there a conflict between:

e the Government as the owner of an asset;

e the Government as the regulator of an asset; and/or

e the Government’s policy objectives?
Government intervention in a market can lead to a situation where the Government faces

conflicting objectives. Conflicts of interest may occur in situations where the Government
is:

+ the owner of an asset, whereby it desires higher prices to increase profits and
dividends;

* an economic regulator of the asset, whereby it wants the business to provide the
service at a cost reflective price; and



* asocial regulator, whereby it might make decisions on a social policy basis (such
as providing a below-cost service to some customers).

One of the main issues surrounding conflict of interest is that government often sets the
rules to which entities must conform despite the Government owning a business that is a
competitive entity within that market. In this situation, it is possible for the Government to
tilt the rules and regulations of the market in a way that benefits its own business.

Conflicts of interest can occur even though a government business is corporatised. This is
because the Government is still the sole shareholder and is able to influence the business
either through formal directions or in informal ways.

If the Government cannot resolve the conflicts of interest that are inherent in owning,
regulating and setting policy for a business then it should review its ownership of assets.

3.B) Does the private sector have a better capacity to meet the financing
requirements of the business than the Government might?

When reviewing the Government’s capability to finance an asset or business, it should be
compared to the ability of a private sector entity to finance the same asset or business. In
this regard, the Government has established a set of financial targets, which it uses to
respond to the current economic environment and ensure that the Government is
performing effectively.

The targets apply to the whole of the TNPS and therefore the Government must prioritize
its spending within the whole TNPS, including GTEs. Hence, the performance and
investment requirement of one agency affects the ability of all other agencies to receive
government investment. Individual agencies and entities have very little control over their
ability to borrow funds.

While this in theory is no different to any other diversified private sector firm, in practice the
Government does not have the same flexibility. For example, if a regulated business owned
by a private entity was prevented from meeting its license conditions due to shareholder
funding restraints, the business has the ability to raise capital, enter joint ventures or sell
the asset to another firm to improve efficiency and maximise the benefits to the owner.
Furthermore, even if it goes bankrupt, another firm can take over the business. A regulated
business that is owned by the Government has more difficulty in entering into these
arrangements due to restrictions that apply to the entire government sector.

Consumers of the service may be better off if constraints imposed by the Government were
resolved through divestment of the asset, or at least through minimizing government
involvement in the asset. Otherwise, the Government may go through a long period of
under investment in an asset requiring large catch-up expenditures in later years.

3.C) Is the private sector likely to be better placed to manage risks than the
Government? For example:

e Is there significant financial or business risk associated with the
provision of the service?

e Can the Government diversify away the businesses’ financial risk as
well as the private sector?

e Is therisk associated with the Government intervention inconsistent
with the financial aims or targets of the Government, such as the
maintenance of a triple-A credit rating?



The Government should assess each business and asset to determine the types of risk
each is facing. The Government should then determine whether the public or private sector
is better placed to manage an asset’s risk. Consideration should be given as to which sector
has the ability to best mitigate the specific risk involved in the asset or business activity.

The concern is whether the type and level of risk undertaken by intervention or ownership
of an asset or business is consistent with taxpayer's expectations and with the
Government’s own financial targets. Ifitis not, then the Government should consider selling
the risks to the private sector.

More generally, there is an inherent problem that the Government under prices the risk that
it faces. A common argument for government ownership is that governments can borrow
money at a cheaper rate than private businesses. This is because taxpayers are
underwriting government bonds and can be relied upon for funding if business risks
eventuate. Therefore, government bond interest rates do not account for the risk of the
particular business.

This is a concern, as taxpayers are ultimately accountable for financial risk undertaken by
the Government that they may not be being adequately compensated for. Unlike private
sector shareholders, taxpayers are not voluntary shareholders.

As noted in Chapter 3, the Western Australian Government sets its financial targets in a
manner consistent with the maintenance or regaining a triple-A credit rating.

The majority of private utilities have a lower credit rating than the Government; hence,
owning utilities will only detract from the Government’s AA+ credit rating and aim of
achieving an AAA credit rating. Taxpayers may be compensated for some of these risks
through the way prices are set by independent regulators; however, the risks are still present
and affect the State’s credit rating.

The Government should review its ownership of any business or asset that threatens its
financial targets.

3.D) Are similar classes of businesses, assets or markets free of government
intervention in other jurisdictions in Australia?

This criterion is more of an indicator, rather than formal criterion, as to whether there is
private sector interest in providing the asset or business. If it is provided by the private
sector in other jurisdictions in Australia then perhaps the private sector could play a greater
role in provision in Western Australia.

For example, Victoria and South Australia have no capital expenditure in the electricity
industry because their respective governments do not own the assets. Comparatively,
Western Power invested $940 million in its network during 2012/13, significantly adding to
the State’s net debt.

As the assets are provided by the private sector in another Australian jurisdiction, the ERA
sees merit in reviewing the private sector capacity for providing the asset in Western
Australia.

As a supplement to the criteria outlined above, the ERA has identified some additional
considerations that should be taken into account prior to the sale of an asset. These are
that:
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e user charges for that asset should be cost reflective before selling an asset.

e if the good or service is to be provided in a contestable market, the Government
should ensure any ongoing subsidies are not affecting the competition in that
market. For example, the subsidy should not be tied to one supplier; the subsidy
should be able to be received regardless of which supplier the product came from.

e some GTEs may need to be restructured prior to divestment. For example,
government ownership in some markets has resulted in monopoly entities that
dominate the market. It is important to determine whether these entities are natural
monopolies or if they are monopolies caused by regulation (including government
ownership).

4.3.6 Review of assets

4.3.6.1 Background

The ERA has applied the above criteria to four of the Government owned assets and
businesses in Western Australia. The ERA selected these particular assets due to their
size and the impact they have on Western Australians. Hence, to the extent that the efficient
operation of these assets could be improved, then there are large potential benefits for
Western Australians.

The assets and businesses reviewed by the ERA include:

e Western Power,

e Synergy;

¢ Fremantle Port Authority; and
e Water Corporation.

The ERA considers that there are benefits in applying the criteria to all State owned assets
and businesses, including those surveyed below.

The asset surveys are not conclusive, and should be used as a guide to understanding the
criteria and application of the criteria.

4.3.6.2 Recommendations

11. Conduct a full investigation into the divestment of assets that pass the

threshold criteria for private ownership.
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4.3.6.3 Asset Reviews

Western Power

Asset/Entity
description

Western Power builds, maintains and operates the electricity network3'4 in
the south-west corner of Western Australia. The Western Power network
forms the vast majority of the South West Interconnected Network (SWIN),
which together with the electricity generators comprises the South West
Interconnected System (SWIS).

Western Power is a statutory corporation established by the Electricity
Corporations Act 2005. It is owned by the State Government of Western
Australia and is accountable to the Minister for Energy.

Could the good or
service be provided at
a level consistent with
society’s interests
without government
intervention?

Is there prospect for direct competition?

At present, the electricity network is a natural monopoly as it would be
uneconomic for another business to serve customers without duplicating
the network infrastructure required.3!°

Potentially in the future, advances in battery storage technology, (in
combination with distributed generation such as solar PV panels) could
provide customers with an economically viable alternative to connecting to
the grid.

Are there any externalities?

Yes, there is a risk that the electricity network can cause bushfires. These
fires affect people, animals and land that are not connected to Western
Power’s network and hence are not party to the transaction. The bushfire
and its effects are a potential negative externality of the electricity network.

Furthermore, there is a risk of people being injured by live wires from the
electricity network. For example, power lines may snap in strong winds or
storms; if someone touches the wire this can lead to severe injuries or
death. These safety risks are a potential negative externality of the
electricity network.

Conclusion

No, as the potential for competition is limited, the service could not be
provided by the private sector at a level consistent with society’s interests
without any government intervention. This is because a monopoly
operator could charge more than the cost of providing the service and/or
provide the service at a standard that is less than required by customers
and may pose a safety concern.

It is unclear whether the private sector would address the externalities in a
manner consistent with society’s interests.

Could regulation
enable the private
sector to provide the
services at a level
consistent with
society's interest?

The Electricity Act 1945 and the Electricity Industry Act 2004 (EIA) set out
the legislative requirements for transmission and distribution electricity
networks in Western Australia. Key subsidiary legislation which regulates
these networks includes:

e Electricity Networks Access Code 2004 (ENAC);

e Electricity Industry (Network Quality and Reliability of Supply) Code
2005 (NQ&R Code);

e Electricity Industry Metering Code 2005 (Metering Code);

314 An electricity network contains the transmission and distribution assets such as power poles and power lines.

315 Western Power, 2014, How Western Power is Regulated,
http://www.westernpower.com.au/aboutus/How we_are_regulated.html (accessed 18 June 2014).
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e Electricity Industry Customer Transfer Code 2004 (CTC);

e Electricity Industry (Obligation to Connect) Regulations 2005
(OTCR);

e Code of Conduct for the Supply of Electricity to Small Use
Customers (Customer Code); and

o Electricity (Supply Standards and System Safety) Regulations 2001
(SSSSR).

The ENAC establishes the framework for third party access to electricity
transmission and distribution networks with the objective of promoting the
economically efficient investment in, and operation and use of networks
and services of networks in Western Australia in order to promote
competition in markets upstream and downstream of the networks. The
Minister for Energy is required to approve any amendments to the ENAC.
Currently the Western Power network is the only network covered
(regulated) by this Code.

The ENAC requires a regulated network service provider to have an
‘access arrangement’ which must be approved by the ERA. The access
arrangement sets out the standard terms and conditions, including price,
under which access will be provided to users. The access arrangement is
reviewed periodically (typically every five years) at which time the ERA
approves the standard services the network service provider must offer,
the revenue and pricing policies it must apply, service standard
benchmarks it must achieve and various other matters. In addition, the
ENAC requires the network service provider to have Technical Rules
setting out the technical standards for connecting to, and using, the
network. The Technical Rules are also required to be approved by the
ERA.

The NQ&R Code sets standards for the quality (voltage levels and
harmonics) and reliability (supply interruptions) of electricity supplied by
licensed network service providers, and unlicensed network service
providers who are required to comply with the Code under other regulatory
instruments, such as State Agreements or an exemption from holding a
licence. The Code requires network service providers to publish annual
reports on their performance against the criteria set out in the Code.

The Metering Code sets standards for the reliability and accuracy of
metering installations, the maintenance of a metering database (containing
meter read data), the provision of metering services by the network service
provider to retailers and customers, meter data verification and
adjustments and the development of relevant documentation.

The CTC regulates the conduct of network service providers in relation to
the transfer of customers between retailers that have access to their
network. The network does not have to be covered by the ENAC for the
CTC to apply.

The SSSSR are administered by the EnergySafety Division of the
Department of Commerce, the lead regulator for network safety in the
State. The SSSSR require network service providers to comply with
applicable safety and reliability standards, ensure their staff are
appropriately trained and notify EnergySafety of any safety related
incidents or major network alterations.

The subsidiary legislation under the EIA includes specific provisions for
residential and small business customers who consume less than
160MWh (or approximately $40,000) of electricity per annum (small use
customers):
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e The NQ&R Code requires network providers to make compensation
payments to customers if certain standards related to supply reliability
and providing advance notice of planned supply interruptions are not
met.

The OTCR prescribes timeframes for distribution network providers to
provide new connections, or energise an existing connection.

e The Customer Code regulates the conduct of distribution network
service providers in relation to disconnection and reconnection of
customers for non-payment of a bill (to a retailer), maintenance of a
register of customers who require life support equipment and
customer complaints handling. Network service providers are
required to publish annual reports on their performance against the
criteria specified in the Code. The Code requires network service
providers to make compensation payments in relation to wrongful
disconnection and failure to provide a timely response to complaints.

All of the above legislation would apply to any electricity network regardless
of ownership.

Yes, regulation would enable the private sector to provide the service at a
level consistent with society’s interest. However, it is likely that a decision
to relinquish ownership of Western Power would prompt the need to
undertake a review of the effectiveness of the existing regulations.

Is there a conflict of
interest?

There is an inherent conflict of interest in the Government ownership of
Western Power with the legislative powers it has in setting the rules and
regulations relating to electricity networks in Western Australia.

As indicated below, there is a potential conflict of interest between the
Government as Western Power’s shareholder, government policy and
government budgetary considerations.

An important check and balance in a regulatory framework is the ability of
the service provider to appeal a decision of the regulator. The Electricity
Industry Act 2004 provides for this to happen. However, when the ERA
delivered its final decision on Western Power's AA3 Access
Arrangement,3'% the Government issued a directive to Western Power not
to appeal the ERA’s decision.3” A successful appeal would have
increased electricity prices and therefore revenue for Western Power.
However, price rises are a politically sensitive issue. If Western Power had
been privately owned and had a view that the ERA was in error in its
decision it may have appealed the ERA’s decision.

Yes, there is a conflict of interest with the Government owning the main
electricity network service providers, including Western Power, and setting
policy objectives and legislation for the regulation of electricity network
service providers.

Does the private
sector have a better
capacity to meet the
financing
requirements?

The Government’'s overall financial position can restrict the ability of
Western Power to efficiently invest in and maintain its network.

Western Power requires substantial on-going financing to maintain its
ageing electricity network. In 2012-2013, the Government invested
$1.05 billion in capital improvements to maintain the network; Western

316 ERA, 2012-2017 Western Power's Approved Revised Access Arrangement (AA3), 2012.
317 Western Power, 2012, Amended proposed access arrangement information for the Western Power Network, p. 8.
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Is the private sector
likely to be better
placed to manage the
risk?

Power has outlined further investment requirements of $2.8 billion to
2016.318

The actual capital expenditure by Western Power over the AA23'° period
was less than the amount approved by the ERA. Western Power noted
that its budget allocation from the Government was less than the AA2
capital expenditure approved by the ERA and, hence, lower than the ERA’s
determination of efficient capital expenditure.®?® A full commercial return
was allowed on the approved investment, which the ERA considers that
the private sector could have found a way to finance.

With regard to Western Power’s impact on overall government finances,
Standard & Poor’s has indicated that government owned businesses
increase the government’'s risk profile, explicitly citing electricity
businesses.3?!

In relation to government underinvestment on assets, Infrastructure
Australia recently made the following observation.

“Infrastructure assets often require significant ongoing capital
expenditure. As assets age, replacement becomes necessary. In
addition, as the economy and population grows, many assets will
require expansion. When governments maintain ownership of these
assets they may be reticent to fund such replacement and expansion
because of the impact on their budget, even where there are clear
benefits to the community.”322

Yes, the private sector would have better capacity to meet the financing
requirements.

The main business-specific risks associated with Western Power are:

e Financial risks: interest rate risk, exchange rate risk, ability to finance
the asset and the ability to achieve a reasonable rate of return on
investment.

e Revenue risks related to uncertainty on future loads and therefore
energy transmission demand.

e Changing patterns of energy use in the community, including more
energy efficient appliances.

e Asset redundancy risk, for example through technological innovation.
The growing popularity of renewable but intermittent energy sources
is a risk to Western Power if they reduce the demand on the electricity
network.

o Safety risks associated with past underinvestment in maintaining and
replacing network assets, particularly wood poles and over ground
cables. With approximately 25 per cent of its wood poles located in
extreme or high bushfire risk areas, the potential for electricity assets
to ignite bushfires is one of the most significant public safety risks for
the Western Power network.

e Physical asset failure and/or damage, such as towers and lines
damage, power and transformer failure or circuit breaker failure.

e Operational risk such as cost blow-outs and inefficiencies.

Most of the highlighted risks are better dealt with by the private sector
through mitigation strategies, insurance or self-insurance. The private

318 Western Australian Department of Treasury, 2013, 2013-14 Government Mid-year Financial Projectiosn

Statements.

319 The AA2 period was from 2009/10 to 2011/12.
320 March 2012, Geoff Brown & Associates, Technical Review of Western Power’s Proposed Access Arrangement for

2012-2017, pp. 46-47.

%21 Standard and Poor’s, Submission to the Senate Standing Committee on Finance and Public Administration, 2008.
822 |Infrastructure Australia, Part of the Answer to Removing the Infrastructure Deficit, 2012, p. 11.
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sector’s recognized incentive and ability to drive innovation and efficiency
contributes to its capacity to manage risk.

While the private sector would normally have incentives to price its risks
and recover them through its tariff to consumers, government does not
always do so, leaving taxpayers exposed to these risks.

Yes, overall the ERA considers that the private sector is best placed to
manage electricity network risk due to its ability to innovate, diversify and
price risk.

Is the asset/business
privately owned in
other jurisdictions of
Australia

Yes, electricity networks are owned entirely by private entities in South
Australia and Victoria. The network in the ACT (owned by ActewAGL) is
50 per cent owned by the ACT Government and 50 per cent by the private
sector. 3% Government ownership has been retained in New South Wales,
Queensland, Tasmania and the Northern Territory.

Could the asset be
divested?

Yes, there is potential for Western Power to be divested; however, further
review of the costs and benefits is necessary.

823 Australian Energy Regulator, State of the Energy Market 2013, 2013, pp. 62-63.
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Synergy

Asset/Entity
description

Synergy operates as an energy retailer and generator in the SWIS.3%*

Synergy is a statutory corporation and must comply with the Electricity
Corporations Act 2005 (WA) and other state and commonwealth laws.

Synergy owns an extensive and diverse portfolio of power stations around
the State, including in Collie, Kwinana, Cockburn and Pinjar. Its renewable
energy portfolio includes wind farms at Albany, Esperance and Kalbarri,
and the Greenough River Solar Farm.

In 2012/2013 Synergy retailed approximately 62 per cent of the electricity
sold to households and business customers in the SWIS.3%% |n 2012/2013
it provided 52 per cent of the generating capacity in the SWIS.3?6 However,
if bilateral contracts with other independent generators are also
considered, Synergy’s market share is potentially much higher.3?”

Could the good or
service be provided at
a level consistent with
society’s interests
without government
intervention?

Is there prospect for direct competition?

Yes, there is prospect that direct workable competition would emerge in
the electricity generation and retail sectors. Indeed, numerous competing
firms in Western Australia currently provide generation and some retail
services.

However, Synergy is in such a dominant position in both the generation
and retail markets in Western Australia that it could potentially maintain
market power in both sectors even if full competition was allowed. Such
problems could be resolved by splitting Synergy into two or more
‘gentailers (integrated generators and retailers). Gentailers are common
in the eastern Australia market.

Are there any externalities?

Yes, there are negative externalities to the environment from electricity
generation. For example, certain common types of generation create
environmental pollution that would not automatically be included in the
market price of electricity generation, causing over consumption.

Conclusion
No.

It is likely that the price and level of service would be consistent with
consumer’s interests, as competition would drive lower prices and high
standards in the electricity generation and retail.

However, the services would not be provided in a manner consistent with
society’s interests due to the negative externalities associated with
generation. The costs of the environmental degradation would not be
internalised if there were no regulations.

Could regulation
enable the private
sector to provide the
services at a level

Society is interested in an affordable, safe and reliable energy supply.

The Electricity Industry Act 2004 regulates the licensing scheme for
electricity supply. The licensing scheme has four classes of license:

824 The SWIS extends from Kalbarri in the north, east to Kalgoorlie-Boulder and south to Albany.
325 Synergy, Annual Report 2012-13, 2013, p. 6.
326 \Verve Energy, Annual Report 2012-13, 2013, p. 13.

327 Bilateral contracts account for about 80 to 85 per cent of the total energy traded between Market Participants.
Source: Economic Regulation Authority, 2013, Annual Wholesale Electricity Market Report to the Minister, p. 12.

Inquiry into Microeconomic Reform in Western Australia: Final Report 170




consistent with
society's interest?

Is there a conflict of
interest?

distribution, generation, retail and transmission. The Act also includes
provisions for entities to be exempted from the requirement to have a
license under certain conditions.328

If an entity is required to have a license, then the regulatory framework
applying to the licensee is the same regardless of ownership.

Environmental externalities from electricity generation can be dealt with by:

e appropriate conditions put in place during the Western Australian
and federal environmental approvals processes;

o federal corrective pricing of externalities, such as the carbon tax;
and/or

e subsidisation of low pollution technologies under a ‘direct action’
plan for reducing greenhouse gases.

Yes, regulation would enable the private sector to provide the service at a
level consistent with society’s interest.

The Government owns Synergy, sets the retail prices for consumers, and
sets general policies within the electricity sector. There could be conflicts
between the roles that may lead to inefficient outcomes. For example, the
Government might want Synergy to:

maximize profits and dividends to the Government;

keep electricity prices to retail consumers as low as possible;
operate within the Government’s current financial constraints; and/or
implement government policies, such as energy security.

There is also a conflict of interest between the Government’s role of setting
policy and its ownership of Synergy. For example, the retail arm of
Synergy has characteristics of a monopoly created by regulation. This has
emerged due to legislative constraints that prevent retailers, other than
Synergy, from supplying customers who consume less than 50MWh of
electricity per annum within the area covered by the SWIS (non-
contestable customers). This regulation impedes the development of
both the retail and, to a lesser extent the generation, markets (generators
typically need a bilateral contract with a retailer to underwrite investments
in generation infrastructure). However, the regulation could be removed
whether Synergy remains in government ownership or not. This regulation
protects Synergy from having to compete with electricity retailers for these
customers.

Another example of a conflict of interest is the Gas Market Moratorium.
The purpose of the Moratorium is to provide competitive neutrality for
participants in the small use electricity and gas markets.3%°

The Moratorium achieves this by preventing Synergy from fully accessing
the gas market for as long as gas retailers (for example, Alinta Energy) are
denied full access to the electricity market through the restrictions
protecting Synergy’s customer base. Hence, the Government is artificially
restricting competition in the small customer electricity and gas markets in
Western Australia. There is a notable imbalance in the application of the
restrictions in the electricity and gas markets. The Moratorium only
prevents Synergy, not other retailers, from competing with Alinta Energy
for small use gas customers covered by the Moratorium, whereas the

328 The Electricity Industry Act 2004 provides for an electricity retailer to be exempt from the requirement to have a
licence. The Electricity Industry Exemption Order 2005 sets out a humber of class exemptions that accord with
government policy, but there is also scope for a retailer to seek an exemption by making application to the Minister

for Energy.

329 public Utilities Office, Gas Market Moratorium, 2014.
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regulations protecting Synergy prevent any retailer from competing for
non-contestable electricity customers.3%

Yes, there is a conflict of interest with the Government owning and setting
policy objectives; there is also a conflict of interest between the
Government owning Synergy and setting its tariffs.

Does the private
sector have a better
capacity to meet the
financing
requirements?

Synergy has an Asset Investment Program estimated at $329 million for
the period 2013-17.3%!

With regard to Synergy’s impact on overall government finances, Standard
& Poor’s has indicated that government owned businesses increase the
government’s risk profile, explicitly citing electricity businesses, especially
those which are in a competitive market, such as electricity generation.33?

Yes, the private sector has a better capacity to meet Synergy’s financing
requirements (but only if electricity prices are cost reflective).

Is the private sector
likely to be better
placed to manage the
risk?

Some of the main risks related to generation and retailing activities are
stated below:

e Financial risks: interest rate risk, exchange rate risk, ability to finance
the asset and the ability to achieve a reasonable rate of return on
investment.

e Availability and affordability of fuel supply (normally secured by long
term fuel supply contracts).

e Demand risk.

Customer insolvencies and bad debts.
Changing patterns of energy use in the community, including more
energy efficient appliances.

e Asset redundancy risk, for example through technological
innovation. The growing popularity of renewable but intermittent
energy sources is a risk to the value of coal and gas fired generation
plant.

e Physical asset failure and/or damage, such as towers and lines
damage, power and transformer failure or circuit breaker failure.

e Operational risk such as cost blow-outs and inefficiencies.

Most of the highlighted risks are better dealt with by the private sector
through mitigation strategies, insurance or self-insurance. The private
sector’s recognized incentive and ability to drive innovation and efficiency
contributes to its capacity to manage risk.

While the private sector would normally have incentives to price its risks
and recover them through its tariff to consumers, Government does not
always do so, leaving taxpayers exposed to these risks.

Furthermore, the risks associated with Synergy are not consistent with the
maintenance of the triple-A credit rating.

330 The limited protection provided by the Gas Market Moratorium was highlighted when, in March 2013, Wesfarmers
Kleenheat Gas entered the natural gas market and was able to compete for the Alinta Energy customers covered
by the Gas Market Moratorium.

331 Western Australian Treasury, 2013, Budget Papers: Synergy, p.750 and Western Australian Treasury, 2013,
Budget Papers: Verve Energy, p. 751.

332 Standard and Poor’s, Submission to the Senate Standing Committee on Finance and Public Administration, 2008,
http://www.aph.gov.au/~/media/wopapub/senate/committee/sgfm_ctte/submissions/sub18 pdf.ashx (accessed 18

June 2014).
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Yes, the private sector is best placed to manage Synergy’s risk due to their
ability to innovate, diversify and price risk.

Is the asset/business
privately owned in
other jurisdictions of
Australia

Yes.

Neither Victorian nor South Australian Governments hold any generation
assets. In NSW, the Government is in the process of selling all its
generation assets. In Queensland, the Government owns around 65
per cent and in Tasmania the Government owns nearly all generation
capacity.

New South Wales, Victoria and South Australia no longer hold any retail
energy assets. Publicly owned Ergon Energy supplies approximately
35 per cent of retail electricity to small customers in Queensland. In the
ACT ActewAGL provides 90 per cent of retail to small customers and
almost all small customer retail in Tasmania is provided by the publicly
owned Aurora Energy.

Private gentailers AGL Energy, Origin Energy and Energy Australia control
36 per cent of generation capacity and service 80 per cent of energy retalil
customers in the NEM. All three acquired a significant share of the retail
market in Queensland (in 2007) and New South Wales (in 2010) following
the privatisation of government owned retailers in those states.

Could the asset be
divested?

Yes, the assessment of Synergy indicates there are reasons that warrant
the Government review the costs and benefits of divesting Synergy.

However, structural reforms (e.g. the establishment of competing
gentailers), considerations around market design (such as full retail
contestability), cost reflective pricing and independent economic regulation
are issues that would need to be addressed prior to divestment.
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Water Corporation

Asset/Entity
description

The Water Corporation is the principal supplier of water, wastewater
and drainage services to residential and businesses customers in both
metropolitan and regional Western Australia. The Water Corporation
also provides bulk water to farms for irrigation.

The Water Corporation is a statutory corporation operating under the
Water Corporation Act 1995.

A Board of Directors who governs the Water Corporation is
accountable to the Minister responsible for the Water Corporation Act
1995. In undertaking the tasks associated with water and wastewater
services, the Water Corporation must comply with the relevant health
and environmental regulations.

The Water Corporation is a vertically integrated water and wastewater
business. It is responsible for providing all elements of the water and
wastewater services in the supply chain. Elements of the supply chain
are shown in the figure below.

ASSET CLASS RELATED SUPPLY CHAIN ELEMENT

Water procurement ‘
Bulk water supply [ ]
and treatment assets -

-

~ 7

Water treatment ‘

Water network operatvion and maintenance ‘
Water distribution TT

and retailing assets
Water and wastewater retailing ‘

| >
/

Wastewater network operation and maintenance ‘

~

WL B Wastewater treatment ‘
management assets J L

Wastewatev;' disposal ‘

The three asset classes grouped by the ERA are:

o Bulk water supply and treatment, which includes providing,
operating and managing dams and reservoirs for water supply,
the State’s desalination plants and water recycling plants.
Water distribution and retailing, which includes the water
pipeline network in Western Australia and retailing services
provided to end users.

Wastewater®3® assets include those associated with collecting,
treating and disposing of wastewater in urban areas. This
includes the wastewater network and treatment plants.

There are significant differences in the asset classes in terms of their
suitability for divestment. Ideally, a separate review would be
conducted of each individual asset class.®** For the purpose of this
report the ERA has surveyed the Water Corporation as a whole.

333 Wastewater is water that has been used. For example the water has been used for washing, in manufacturing

processes or in sewerage.

334 These differences include the level of (conceivable) competition, the necessity of government intervention and the

capacity of the private sector to provide the good or service.

Inquiry into Microeconomic Reform in Western Australia: Final Report




Economic Regulation Authority

However, the ERA considers that a more in depth analysis by asset
class would add further value to the debate surrounding the divestment
of water assets.

Could the good or
service be provided
at a level consistent
with society’s
interests without
government
intervention?

The ERA considers that consumers should receive reliable, cost
reflective and continuous access to clean water and wastewater
services to meet society’s interests.

Is there prospect of direct competition?

Bulk water service: Yes, introducing competition in the bulk water supply
service would be the most appropriate way to introduce competition in
the water industry. The Productivity Commission stated

“..the gains from increased competition (in various forms,
including competition for the market, yardstick competition and
competition from distributed water systems) could be substantial,
particularly for bulk water supply.” 33

The ERA has reviewed competition in bulk water previously and
proposed the introduction of competition in the bulk water supply
chain.®3 |In its review, the ERA proposed a detailed methodology of
how competition could be developed through the establishment of a
central Independent Procurement Entity. This entity would capture the
efficiencies of competition, without the costs involved in the structural
reform of the water business.

Water and wastewater network business: No, the network business is
a natural monopoly as it would be uneconomical for another business
to serve customers without duplicating the network infrastructure
required. As such, there is limited scope for direct competition in this
part of the supply chain. However, indirect competition may be
introduced, for example, through outsourcing network expansions and
extensions.

Water and wastewater retail business: Yes, with regard to retail
services, effective competition may be developed. However, it may be
premature to introduce competition at this stage, as it would require
significant development of the retail water market design and structure.
As such, this may be a longer term aspirational goal.3%7

Are there any externalities?

Yes, there are some externalities related to the provision of clean, safe
drinking water and wastewater services. The Productivity Commission
has referred to the following externalities in the urban water sector33:

e Health externalities of water and wastewater services: households
benefit not only from an effective service that removes their own
wastewater, they benefit from their neighbours having this service
as well, as otherwise significant health problems would arise. This
is also true for the provision of water, as washing in clean water
helps reduce the spread of disease in the community.

If the provision of water and wastewater services was left entirely
to markets, it might be expected that the vast majority of

335 Productivity Commission, Australia’s Urban Water Sector Inquiry Report Volume 1, pp. 245, 2011.
336 ERA, Inquiry on Competition in the Water and Wastewater Services Sector, 2008.

337 For a fuller discussion on ERA'’s review of Competition in the water sector, see Final Report, Inquiry on Competition

in the Water and Wastewater Services Sector, 30 June 2008.
338 productivity Commission, Australia’s Urban Water Sector Inquiry Report Volume 1, 2011 pp. 74-75.
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households and businesses would choose to purchase these
services. However, some of them would not be able to afford it.

Even if other households were prepared to afford the costs
associated with providing the service to this group, it may not be
possible for them to arrange for, or compel, this consumption.

e Environmental externalities of wastewater and storm water
disposal: A commercial provider of wastewater services would
normally try to meet the needs of its customers at minimum cost.
Customer needs relate mainly to the removal of wastewater and
do not necessarily extend to ensuring that it is treated and
disposed of in an environmentally sensitive way. Providers would
try to save on treatment costs, failing to protect the environment to
the extent that reflects community preferences.

Conclusion

The water and wastewater assets are a collection of specific assets,
each with differing characteristics.

No, each asset needs varying degrees of government intervention.
Government intervention would be necessary even in the most likely
candidate for divestment, such as the bulk water supply, where strict
rules and compliance surrounding water quality and security would be
required.

The extent of the externalities associated with the provision of water
justifies government intervention in the market to prevent the negative
effects on the population.

Could regulation
enable the private
sector to provide
the services at a
level consistent
with society's
interest?

Although the Water Corporation is largely a natural monopoly, there are
elements of the supply chain that are not and consumers would benefit
from a competitive environment in these elements. The conceivable
forms of competition in the water and wastewater supply chain are
considered in the figure below.
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Supply Chain Is competition Examples of competition
conceivable?

Water Yes A bulk water market could be established with competing
procurement and suppliers of bulk water. This could be facilitated by third
alternative ways party access. Alternatively, an independent entity could
of ensuring tender for a certain volume of water, level of security of
security of supply supply, or for a specific project. Demand Management
15 achieved alternatives also provide a way of ensuring secunty of

supply is achieved and can include options such as
installing water efficient showerheads, installing recycling
systems, water buy backs etc

Water treatment  Yes An independent entity could tender for a specified project
or outcome.
Water network No If the network is a natural monopoly, which it is likely to be

within the constraints imposed by non-network substitutes,
then by definition competition is not possible, although by-
pass by large users is possible. However, third party
access to the network could facilitate competition in the
bulk water and retail/trading markets.

Water and Yes Trading and retail competition could be established.
wastewater Alternatively, a comparative competition regime could be
retailing introduced with retailing/distribution activities separated

geographically. In addition, the service provision for an
entire market could be put out to tender

Wastewater No Competition is unlikely given the natural monopoly nature

network of the network, although by-pass by large users is possible.
However, third party access could facilitate competition in
the wastewater treatment/disposal market or the
retail/trading market.

Wastewater Yes Service providers could compete to treat wastewater for

treatment either disposal or recycling (via third party access).
Alternatively, an independent entity could tender for a
specified project or outcome.

Wastewater Yes There is already, to some extent, a market for treated
disposal wastewater by-products, e.g. for use in the agricultural
sector.

Source: Economic Regulation Authority, 2008, Inquiry on Competition in the Water and
Wastewater Supply Chain, p.12.

For the services where competition is conceivable,®3° the Government
should attempt to minimise its involvement in these services. This
could be facilitated through procurement of private sector services to
operate and deliver the services or full divestment of the service, with
adequate regulation if necessary.

Where competition is not conceivable,3*° the Government should still
attempt to minimise its involvement in the services through utilising
private sector expertise to maintain and operate the assets.

Yes, where competition is conceivable the services could be provided
by the private sector with a low level of government intervention. For
example, competition is conceivable in both elements of the bulk water
supply and treatment asset class, water procurement and water
treatment; hence, the entire asset could potentially be divested.

Where competition is not conceivable, the private sector should be
utilised to improve efficiency and innovation in service delivery.

For aspects of the water and wastewater services that provide
externalities, regulation may be needed to ensure the private sector
delivers the services consistently with society’s interests. If necessary,

339 These include water procurement and alternative ways of ensuring security of water supply, water treatment, water

and wastewater retailing, wastewater treatment and wastewater disposal.
340 These include the water network and the wastewater network.
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an operating subsidy could be provided to ensure the non-commercial
objectives are met.

Is there a conflict of The Government owns and regulates the Water Corporation. In
interest? addition, it sets policy objectives, undertakes water planning and seeks
to “balance economic, community and cultural benefits.”3** These
multiple roles of the Government, invariably leads to conflicts or biases,
where the Government owns the asset.

The Productivity Commission acknowledges the potential conflict of
interest in the water industry;

“There is possible tension between the role of governments in
promoting efficiency in the sector and their position as owners of
water businesses, and therefore the beneficiary of dividend
payments.” 342

The Productivity Commission also stated that;

“In general, the overall interests of the community are best served
when governments resolve this tension by focusing on promoting
efficiency rather than ensuring that dividend payments are always
maintained at a particular level.”®*3

In January 2013, the ERA published its report on the Inquiry into the
Water Corporation’s tariffs***, which included recommended tariffs for
the next three years. The tariffs recommended would have enabled the
Water Corporation to recover its efficient costs, including an
appropriate return on capital. Combining water and sewerage charges,
the recommendation for the average household in 2013-14 was a
reduction in tariffs of 8.2 per cent or approximately $100. However, the
Government did not adopt these recommendations. Instead, the
Government increased the tariffs by about 6 per cent or approximately
$80 for the average household. This resulted in an additional cost of
approximately $180 from the recommended level for the average
household.

This illustrates the potential conflict of interest between the Government
being the owner of Water Corporation (shareholder) and its role as a
price setter (ideally in the interests of consumers). Consumers of water
and sewerage services should not pay more than they would pay under
a scenario of independent regulation of this industry, which in turn
would seek to reflect the price that it would pay under a competitive
market. By paying higher than cost-reflective tariffs, consumers -
instead of taxpayers - are providing funds to the State Government for
uses other than water and sewerage services. This is effectively a
hidden tax on consumers of water.

Yes. The Government has multiple roles and responsibilities in the
Water Industry leading to conflict of interest within the Government.
The Productivity Commission has recommended greater role clarity
and governance arrangements to address this conflict. It noted that:

341 Department of Water, What we do, 2014, http://www.water.wa.gov.au/About+us/What+we+do/default.aspx
(accessed 18 June 2014).

342 pProductivity Commission, Australia’s Urban Water Sector Inquiry Report Volume 1, 2011, pp. 67.
343 Productivity Commission, Australia’s Urban Water Sector Inquiry Report Volume 1, 2011, pp. 67.

344 ERA, Inquiry into the Efficient Costs and Tariffs of the Water Corporation, Aqwest and the Busselton Water Board,
2013.
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“governments are assigning multiple objectives to their
agencies, utilities and regulators, with inadequate
guidance on how to make trade-offs among them.” 34

The ERA has reiterated the need for better governance arrangements
in its most recent Inquiry into water and wastewater tariffs.346

Without some governance and/or institutional reform, the Government
will continue to have conflicts of interest in the water sector.

Does the private
sector have a better
capacity to meet
the financing
requirements?

In its 2013 review,?*” the ERA estimated the Water Corporation
requirements for capital expenditure to be over $700 million per annum
for 2014-15 and 2015-16.

Typically, the private sector has a better capacity to meet the financing
requirements of infrastructure, subject to it achieving a commensurate
return and its ability to manage risk.

However, current State funding constraints, the Government’s desire to
reduce debt levels and the need for government funds for the provision
of a range of goods and services, mean that there might be risk of
underinvestment in some government-owned assets.

Is the private sector
likely to be better
placed to manage
the risk?

Some of the risks associated with the Water Corporation include:

e Financial risks, for example, interest rate, exchange rate, access
to debt and achieving a reasonable rate of return on investment.

e Physical asset failure and/or damages for example: key asset
failure, pipe corrosion risk, general public liability risk.

e Operational risk for example, cost blow-outs, water treatment
quality, inefficiencies, land disputes, electric and magnetic field
claims and land owner complaints.

e Demand risks: The total revenue that Water Corporation earns is
largely dependent upon the consumption of water. The revenue
risk increases with the widening of the gap between actual and
forecast demand. This risk is better managed through
appropriate tariff structures and by employing better demand
forecast techniques; both of which have traditionally been done
better by the private sector.

e Natural environment, for example, climate change, earthquakes,
and water contamination risks.

Most of the highlighted risks are better dealt with by the private sector
through mitigation strategies, insurance or self-insurance.

The private sector would normally have incentives to price its risks and
recover compensation through their tariffs to consumers. The
Government does not generally price risk effectively, leaving taxpayers
exposed to the risk without adequate compensation.

Yes, the private sector would be better placed to manage the risks
facing the Water Corporation.

Is the business
privately owned in

While there are cases where individual water assets are privately
owned (e.g. Sydney Water Desalination Plant), this is rare. There are

345 Productivity Commission, COAG’s Regulatory and Competition Reform Agenda: A High Level Assessment of the

Gains, Research Report, 2012.

346 ERA), Inquiry into the Efficient Costs and Tariffs of the Water Corporation, Aqwest and the Busselton Water Board,

2013.

347 ERA, Inquiry into the Efficient Costs and Tariffs of the Water Corporation, Aqwest and the Busselton Water Board,

2013 p. 43.
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other jurisdictions
of Australia

no instances in Australia of a vertically integrated water and wastewater
services being privately owned.

An overseas example is the UK, where water businesses were divested
in the late 1980s.

No, certain aspects of the supply chain are owned by the private sector
in other jurisdictions. However, there is no evidence of a whole water
and wastewater supply chain being owned by a private entity.

Could the asset be
divested?

Yes, there might be reasons for private ownership of individual supply
chain elements of the water and wastewater assets, particularly bulk
water assets. Further analysis should be undertaken into the particular
supply chain elements that may be suitable for divestment.

The Government should continue to implement appropriate regulation
to ensure the risks associated with sub-standard supply, and more
broadly, the positive externalities of safe water and wastewater
provision are ensured.

Given the ongoing impost on public finances of the provision of the
operating subsidy, there may be opportunities for efficiency gains by
auctioning the right to provide certain aspects of the water services (for
example, services to country areas) to the private sector.

Regardless of ownership, efficiency of service provision would improve
if governance arrangements were clarified and regulatory functions
were conducted at arms’ length.

Inquiry into Microeconomic Reform in Western Australia: Final Report

180



Economic Regulation Authority

Fremantle Port Authority

Asset/Entity
description

The Port of Fremantle is a cargo and bulk handling port. The inner
harbour handles almost all of the container trade for Western
Australia. It also has facilities for livestock exports, motor vehicle
imports, other general cargo trade, cruise ships and visiting naval
vessels.

The outer harbour, about 22km to the south at Kwinana, is one of
Australia’s major bulk cargo ports. The outer harbour handles
grain, petroleum, liquid petroleum gas, alumina, mineral sands,
fertilisers, coal, sulphur, iron ore and other bulk commodities.

Private companies operate three of the five jetties in the Outer
Harbour; these are the Alcoa, BP Refinery and CBH jetties. The
Kwinana Bulk Jetty and the Kwinana Bulk Terminal are owned and
operated by Fremantle Ports.

Could the good or
service be provided at
a level consistent with
society’s interests
without government
intervention?

Is there prospect for direct competition?

There may be scope for competition where users have choices
over which port or jetty to use, and for intra-port services, such as
container stevedoring and towage services.3*

However, in general Australian ports have natural monopoly
characteristics because of vast distances between ports. Ports
form part of a transport network, which would be prohibitively
expensive to duplicate and cannot be bypassed. This implies that
some form of government intervention may be necessary in this
sector.

Are there any externalities?

Yes, port facilities can be a source of negative externalities in the
form of pollution, the handling of dangerous goods and marine
hazards. A private provider may not deal with these externalities
appropriately in the absence of government intervention.

Conclusion

No, the Port of Fremantle could not be provided by the private
sector at a level consistent with society’s interests without
government intervention to address negative externalities and
possibly to deal with issues of market power.

Could regulation
enable the private
sector to provide the
services at a level
consistent with
society's interest?

Western Australia is a signatory in the COAG Competition and
Infrastructure Reform Agreement (CIRA), which provided
guidance on economic regulation of ports. The purpose of the
CIRA reviews was to ensure that (1) where economic regulation is
warranted, the regulation conforms to agreed access, planning
and competition principles and (2) where port access regimes are
required; these regimes are certified under the National Access
Regime.

As part of CIRA, Western Australia has agreed that:

e ports should only be subject to economic regulation where a
clear need for it exists in the promotion of competition or to
prevent misuse of market power;

e where the Government decides that economic regulation of
significant ports is warranted, it should conform to a
consistent national approach; and

348 Australian Competition and Consumer Council, 2013, Container Stevedoring Monitoring Report no.15.
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e competition will be allowed, unless a transparent public
review shows that the benefits of restricting competition
outweigh the costs to the community, including
implementation, 349350

In terms of economic regulation, COAG has agreed that, wherever
possible, third party access to services at ports and port facilities
should be commercially negotiated rather than regulated (while
taking into account that users can apply for port facilities to be
declared under the National Access Regime.) Most States, as part
of their COAG commitments, have undertaken reviews of the
application of regulation to ports.35!

Regulation can deal with negative externalities associated with
operating a port, where necessary.

Western Australia does not have a price-monitoring regime in
place for ports. However, certain prescribed services at major
ports in other jurisdictions have been made subject to price
monitoring.

Yes, the asset could be sold to the private sector; however, pricing
oversight would need to be considered.

Is there a conflict of The Government owns the Port of Fremantle and sets policy
interest? objectives. These conflicting roles may lead to a conflict of
interest.

For example, there is potentially a conflict between the profit-
maximizing objectives of the Fremantle Port Authority (which if it
does have market power could seek to raise prices above efficient
levels, thereby reducing throughput) and its trade facilitation role
(which would seek to maximize throughput at the Port). The risk
that through-put would be reduced depends on the
responsiveness of port users to increases in price and the degree
of inter-port competition, as users may reduce their consumption
or switch to alternative ports. This will change depending on the
port and service.

Unclear, conflicts of interest may exist.

Does the private The Port of Fremantle requires significant capital expenditure to
sector have a better fund port expansion and growth: Fremantle Port Authority has an
capacity to meet the approved Asset Investment Program for 2013-14 to 2016-17
financing totaling $336.7 million.352

i ?
requirements? Typically, the private sector has better capacity to meet the

financing requirements of infrastructure, subject to it achieving a
commensurate return and its ability to manage risk. The private
sector has a recognized incentive and ability to drive innovation
and efficiency that contributes to the private sector’s capacity to
meet the financing requirements.

Under current government funding constraints: government’s
desire to reduce debt levels; and the requirement of government

349 Council of Australian Governments, Competition and Infrastructure Reform Agreement, 2006.

350 The COAG Reform Council has reviewed the State and Territories compliance with CIRA and found that Western
Australia has partially complied with the recommendations as at 24 December 2014. Source: COAG Reform
Council, Seamless National Economy: Final Report on Performance, 2013.

351 |t is understood that a draft report by a consultant titted Council of Australian Governments Review of Western
Australian Ports, was published by the then Western Australian Department of Planning and Infrastructure.
However, the final report, if completed, does not appear to have been made public.

352 Department of Treasury, Western Australian State Budget, p. 414, 2014.
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funds for other goods and services that would be more likely to be
underprovided by the private sector, mean that there might be risk
of underinvestment in some government-owned assets. In relation
to government underinvestment on assets, Infrastructure Australia
states:

“Private sector owners can be more effective at
responding to user demands and finding methods to
develop and fund replacement and expansion
infrastructure which benefits its consumers.”>3

Yes, in general, the private sector has a greater ability to meet the
Port’s financing requirements.

Is the private sector Some of the main risks a port is exposed to or that it can present
likely to be better include demand, pricing structures, technology changes,
placed to manage the environmental damage, asset failure and/or damage, industrial
risk? action, force majeure events, marine accidents, financing,

operating, political, regulatory and utilities access. Port efficiency
can also affect the upstream and downstream supply chain. For
instance, port efficiency influences the waiting times for ships to be
loaded or unloaded, this can cause congestion for truck and rail
access as the goods wait to be loaded.

The private sector is recognized for its stronger management
capability, quicker decision-making process, incentives to drive
innovation, potentially better industry experience and ability to
price risk. These attributes would make it be better placed than
the Government to manage most of the risks.

On the other hand, the negative externality aspect of marine safety
and pollution control (associated with potential “catastrophic
consequences” if they materialize) might mean the Government is
better placed to manage those risks.

Unclear, although it is likely that the private sector is better placed
to manage most risks.

Is the asset/business Yes.
privately owned in
other jurisdictions of
Australia

Two out of the four major Victorian ports are privately owned.3>*
The Port of Geelong and Port of Portland were divested in July
1996 and are now owned by Geelong Port and Port of Portland Pty
Ltd respectively.3%®

Flinders Ports Pty Ltd acquired seven South Australian ports in
2001. Flinders acquired the port infrastructure and a 99-year lease
over the port and land.3%

The Port of Brisbane was divested on a 99 year lease in 2010 and
is currently the only one of 20 Queensland ports that is privately
operated.®®” Part of the Abbot Point Port, the Abbot Point Coal
Terminal was divested on a 99 year lease. The remainder of the

353 |Infrastructure Australia, 2012, Part of the Answer to Removing the Infrastructure Deficit, p. 11.

354 Recent press reports indicate that the Victorian Government is preparing a scoping study into the possible sale of
the Port of Melbourne.

355 Department of Transport, Planning and Local Infrastructure Victoria, Ports and Freights, 2014.

3% Government of South Australia, 2008, Review of Significant Ports in South Australia under the Competition and
Infrastructure Reform Agreement, 2008, p. 17.

357 Department of Transport and Main Roads Queensland, Ports, 2014.
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port remains in government ownership. Recently the Port of
Gladstone and Townsville port have been flagged for divestment.

In NSW Port Botany and Port Kembla were divested on a 99 year
lease in 2013%%8, The NSW Government is also proceeding with
the long-term lease of the Port of Newcastle.3°

Could the asset be Yes, the assessment of Port of Fremantle indicates there might be
divested? reasons that justify the asset being divested. Consideration would
need to be given to whether economic regulation, such as pricing
oversight, would need to be introduced.

358 Government of New South Wales, Port Botany and Port Kembla Lease Finalised, 2013.
359 Treasury of New South Wales, Port of Newcastle Transaction, 2013.
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5 Reducing the Cost of Complying with
Regulation

5.1 Introduction

‘Regulation’ broadly refers to the bundle of laws, policies, guidelines, standards, and other
rules instituted by Government. Regulations affect everyone, both as individual citizens,
and as representatives of businesses, clubs, charities and other non-government
organisations, and public sector departments and agencies.

Well-designed regulation is an effective tool that allows Government to achieve outcomes
that are in the public interest, and so improve the social, economic, and environmental
well-being of Western Australians. However, not all regulation is well-designed. Some
regulation may be excessively costly for those affected, may not fix the problem it was
introduced to address, or may lead to other unintended outcomes.

Poorly-designed regulation is generally indicated by one of the following outcomes:

1. The regulation has a net cost. That is, when costs to all parties are added, the
total cost is higher than the sum of the benefits to all parties

2. The regulation has a net benefit, but alternative regulatory options may
achieve a greater benefit. For example, the same positive outcome may be
achieved using an approach that has lower administrative costs, is less time
consuming or expensive for those who are required to comply, or has a reduced
negative impact on the wider community.

It is important to recognise that costs and benefits of regulation will not necessarily be
spread evenly across all parties. For instance, if new regulation is introduced to discourage

deceptive business practices, businesses may directly bear more of the costs, while
consumers enjoy more of the benefits. 360

5.1.1 Costs and benefits of regulation
Costs of regulation

All regulation will create compliance costs for those impacted, to a greater or lesser degree.
These may include:

e the use of staff time to fill out forms and perform additional work;
e the use of time and resources to meet and follow up with Government officials;
e recruitment and training of additional staff to undertake compliance activities;

e the purchase and maintenance of computer systems to manage reporting
requirements;

360 Depending on the level of price competition in the sector, businesses may pass some or all of this cost on to
consumers. In this case, any cost pass-through is likely to be spread across all consumers, rather than resulting in
substantial consequences for some individuals.
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retraining staff and investing in new systems where compliance requirements
change; and

payment for advice from accountants, lawyers, and other professionals to assist with
compliance.

However, compliance costs are not the only significant costs imposed by regulation. Other
costs may include:

application fees and charges (for instance, for licenses and approvals);

barriers to innovation, in cases where regulatory requirements make it difficult to
introduce a new product or service;

disincentives to entrepreneurs who anticipate that start-up or ongoing compliance
costs may make a new business unprofitable;

delay costs, where there is a lengthy period between an application to start or
expand a business, and receipt of the necessary approvals; and

administrative, monitoring, enforcement, and customer service costs borne by the
Government departments who manage the regulation.

The costs of regulation will ultimately be borne by the wider community. For example, the
prices of goods and services reflect any compliance costs, fees, and business risks faced
by the seller.

Cumulatively, the costs of poorly-designed regulation can be very large, and efforts to
reduce these costs can deliver a real and substantial economic impact, fostering
entrepreneurialism and innovation in the community.

Benefits of regulation

Regulation generally aims to provide benefits that would not otherwise be available, by
solving an existing problem or by preventing a likely problem from occurring in the future.
Benefits can be more difficult to quantify than costs and will clearly depend on the exact
regulations under consideration, but can include:

improvements to public health and safety;

protection of the State’s environmental assets, such as native flora and fauna;
allowing businesses to enter an industry served by a monopoly provider;

promoting competition by reducing barriers to entry for new businesses;
encouraging positive employment conditions that attract skilled workers to the State;
discouraging exploitative, discriminatory, or misleading business practices; and

increasing the accountability of Government and private business by requiring
organisations to collect and publish data and information.

As with the costs of regulation, the benefits are also shared by the wider community, with
well-designed regulation creating a safer, more equitable, and more sustainable community.
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5.1.2 Forms of regulatory burden

Where the costs of a given piece of regulation outweigh its benefits, that regulation will have
a negative effect on citizens and businesses. The magnitude of the negative effect may
vary from being an annoyance to those who are impacted, through to damaging the viability
of an entire industry.

The negative effects of regulatory burden are driven by two main factors: the direct costs of
complying with regulation, and the degree to which the regulation is a disincentive to
carrying on a business.?6! The cost effect can make it expensive to carry on a business,
which is a direct cost to society and may lead to consumers paying higher prices. The
disincentive effect can occur when regulation has significant anti-competitive outcomes, or
other outcomes that stifle entrepreneurialism and innovation. These effects are illustrated
in Figure 32.

Figure 32 Forms and severity of regulatory burden
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Source: Hilmer, F., Presentation to the Business Council of Australia

It is important to note that even regulatory burden that falls into the ‘irritant’ category can
have a significant economic impact in the aggregate.

%61 Hilmer, F. 2014, Competition Policy from 1992 to 2014, Presentation to the Business Council of Australia on
13 February 2014, accessed 25 March 2014.
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For example, if each small business in Western Australia (over 200,000 in 20123%?) is
required to submit the same form three times, this may be a relatively minor annoyance for
an individual business, but result in thousands of hours of lost time across the State.

Regulation is applied in many ways. For example, it may take the form of a safety
inspection, the registration of an animal, or the granting of a permit for a specific activity.
Reform efforts often focus on two very widespread forms of regulation: project approvals,
and licensing.

Most businesses and individuals will need to seek an approval or licence from a
Government authority at some point. It is important that these processes are conducted
efficiently to minimise any unnecessary costs to businesses, citizens, and the Government.
Problems with licensing and approvals processes are a focus of Section 5.3 which deals
with addressing existing regulatory burden, and have been raised in a number of
submissions to the ERA (see Section 5.2 for further details).

Project approvals

Both large and small businesses are required to obtain a range of approvals when
commencing a new project. For instance, a small business intending to build a new tourism
facility may need to obtain a number of environmental, planning, and land use approvals
before it can proceed with the project. Approvals are generally granted by the Government
department that has oversight of the relevant area. For example, the Department of
Environmental Regulation administers various kinds of environmental approvals.

Licensing

The State Government is also responsible for issuing licences across a wide range of
sectors. For example, a licence is necessary to operate a quarry, work as a real estate
agent, erect a sign in a public place, or to extract groundwater. Western Australian
businesses are also subject to licensing requirements imposed by the Federal and local
governments. The Western Australian Small Business Development Corporation (SDBC)
maintains a database of over 6,000 federal, state and local government licences that affect
Western Australians. These licences play an important role in protecting the health, safety,
and rights of citizens.

Western Australia has made progress in reducing regulatory burden since the Red Tape
Reduction Group’s Reducing the Burden report was published in 2009.362

The Western Australian Government introduced the Lead Agency Framework in 2010,
followed by a number of other significant regulatory reform projects during the past five
years. These include initiatives undertaken by the Departments of Environmental
Regulation; Mines and Petroleum; Planning; and Commerce, as well as a reform
programme for building regulation in the State.364

362 Western Australian Small Business Development Corporation website http://www.smallbusiness.wa.gov.au/small-
business-statistics/, (accessed 26 March 2014).

363 See Appendix 5 for information on the Red Tape Reduction Group and earlier reform initiatives in Western Australia.

364 Synergies Economic Consulting’s report to the ERA on the cost of red tape in Western Australia highlights Western
Australia’s striking improvement in recent surveys of regulatory burden in Australia.
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This prior work has resulted in changes to the way in which approvals processes affect large
projects. The ERA’s recommendations strongly support the continuation of these
programmes, but also aim to bring the departments involved in theses reform projects into
contact with other parts of Government who may benefit from their expertise.

The Government also established a Ministerial Taskforce on Approvals, Development and
Sustainability in 2009. This taskforce been responsible for steering the reform of approvals
processes in Western Australia, working with a range of agencies such as the Department
of Planning, Department of Mines and Petroleum, and Department of Environmental
Regulation.

The Lead Agency Framework assists applicants throughout the approvals process,
appointing a specific government department as the applicant's main point-of-
contact.®®® That department then supports the applicant in working with other agencies,
and in navigating the approvals process for the project. Applicants are provided with a
custom level of service determined by the size, scale, and significance of the project.

Applicants who propose large projects are able to access assistance from government
departments under the Lead Agency Framework. They are assigned a permanent project
officer or team to assist them in understanding regulatory requirements, working with
stakeholders, and liaising with other government departments.3¢¢ Very large projects that
are deemed to be of ‘State significance’ by Cabinet will receive further support from the
Department of State Development.

The Lead Agency Framework has modified the approvals processes in Western Australia.
However, levels of assistance are tiered depending on the size of the project, with applicants
who propose small projects only receiving initial advice. Most proposals fall within this
category,%” leaving small businesses to negotiate complex approvals processes that span
a number of government departments and authorities. It is likely that these proponents will
have less capacity to employ specialist expertise to assist them to navigate government
processes than the larger organisations.

The ERA appreciates that it is not realistic to provide extensive, customised support to every
business negotiating the approvals process. However, in recent years technology has
made it possible to provide a better co-ordinated approvals service to all applicants.
Consequently, in Section 5.3, the ERA has investigated ways in which some of the benefits
of the Lead Agency Framework might be extended to small and medium-sized businesses
that do not generally receive a high level of support.

In spite of recent improvements in some areas of Western Australian regulatory practice
(detailed in Section 5.1.4 and Appendix 5), in some areas, the costs of regulation still appear
to outweigh the benefits. There are also significant shortcomings in the Government
processes and safeguards intended to prevent the introduction of poor quality regulation,
meaning that successive Governments continue to add to this burden. Further reform

365 The Government has also committed to develop the Statutory Approvals Tracking System to be utilised across all
lead agencies, providing a portal for industry to access information on projects and approvals.

366 \Western Australian Department of Premier and Cabinet, Lead Agency Framework: A guidance note for
implementation, 2009.

367 Western Australian Department of Premier and Cabinet, 2009, op. cit.



efforts are needed, both to target existing problems, and to provide strong protections
against the introduction of inappropriate regulation in the future.

This chapter provides recommendations on the reduction of existing compliance costs
where these unnecessarily impact businesses and the community, and on strengthening
the broader government processes used to prevent the introduction of additional
poorly-designed regulation.368

The areas of the economy that are most heavily impacted by regulatory burden should be
targeted for priority reforms. With this in mind, the ERA has:

o identified those areas of the State economy most impacted by poor quality
regulation;

e identified a number of recurring issues commonly encountered across various
sectors;

e outlined the key practices that result in reforms that successfully reduce regulatory
burden; and

e provided specific recommendations as to how these key practices can be applied in
Western Australia.

This is discussed in Section 5.3.
Addressing existing regulatory burden is an important and challenging task, and was the
focus of most of the submissions the ERA received on this issue. Consequently, Section 5.3

provides a thorough discussion of this area.

However, the ERA considers that, in the long term, the more significant challenge for
Western Australia is how best to prevent the accumulation of regulatory burden in the future.

In considering the processes intended to safeguard Western Australians against the
introduction of further regulatory burden, the ERA has:

o assessed the overall appropriateness of the Government's current regulatory
gatekeeping framework;

e analysed the quality of that framework, as it is applied in Western Australia;

e identified the critical points at which the framework fails to provide adequate
safeguards; and

o developed a number of practical recommendations targeting the weaknesses that
have been identified.

This is discussed in Section 5.3.5.

368 An overview of the key organisations responsible for regulation and regulatory oversight in Western Australia
provides further context, and is given in Appendix 5. The Appendix also provides some context as to recent
initiatives in regulatory reform in Western Australia.



Regulatory burden was discussed in 14 of the submissions received in response to the Draft
Report, in addition to feedback received on the Issues Paper and Discussion Paper.3¢°
Comments were provided by a diverse range of government departments, corporations,
and community and business advocacy organisations.37°

Submissions received in response to the Draft Report were broadly supportive of all
recommendations made by the ERA. A number of submissions also raised specific
concerns regarding the efficiency of the State’s planning regulations, and a perceived lack
of co-operation between the State and local governments.

This section outlines the main points made in individual submissions received in response
to the Discussion Paper and Draft Report.

In its submission on the Draft Report, Association of Mining and Exploration Companies
(AMEC) commented on the complexity of the existing infrastructure regulatory framework,
and strongly supported the ERA’s recommendation to establish a State-wide regulatory
reform programme, and to further the progress that has already been made by the
Government’s Red Tape Reduction Group.

In its submission on the Draft Report, the Australian Information Industry Association (AllA)
supported a focus on reducing the cost of regulation, increasing the requirements for
Government agencies to introduce new regulations, and improving the efficiency of
Government service delivery.37!

The AIlIA also strongly supported the ERA’s conclusions regarding the importance of
technology in improving the quality and efficiency of Government service delivery, and the
establishment of an Information and Communications Technology office within Government
to further this process. In relation to this recommendation, it emphasised the value of
industry engagement, the need for leadership across agencies in this area, and the
importance on drawing upon the experiences of other Australian jurisdictions that have
engaged in similar reform processes.

In its submission on the Draft Report, the Bunbury Wellington Economic Alliance (BWEA)
stated its support for all ERA recommendations relating to reducing the cost of complying
with regulation.

369 Submissions received in response to the Discussion Paper highlighted common concerns regarding slow,
unnecessarily complex approvals processes, duplication of regulatory processes, and lack of clear responsibility
for approvals. Additionally, many submissions commented on the failure of departments and agencies to use online
delivery to improve services and the provision of information.

870 The public submissions are available on the ERA’s website.

871 The AIIA also provided a detailed submission on related issues in response to the Issues Paper. This submission
is also available on the ERA’s website.
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In its submission in response to the Draft Report, the City of Bunbury specifically supported
the ERA’s recommendations to update the Red Tape Reduction Group’s 2009 assessment
of regulatory burden in Western Australia. The City of Bunbury also supported the ERA’s
recommendations relating to the Review Guidelines applied to all new legislation (that is,
the Regulatory Impact Assessment process). It further proposed that any review policy for
new legislation be extended to cover significant amendments to current legislation.

The City of Bunbury highlighted the need to consider the issue of regulatory burden imposed
on other levels of government by changes in State legislation, and in particular the impact
on local councils. It proposed a comprehensive review of the regulatory framework within
which local government is required to operate, such as this relates to the interaction
between local governments and the State Government.

In its submission in response to the Draft Report, the City of Greater Geraldton stated its
strong support for the ERA’s recommendations on reducing the burden of existing
regulation, and improving the Regulatory Impact Assessment process. It further highlighted
the burden of regulation on local government and emphasised the need for consultation
with Western Australian Local Government Association (WALGA) in developing any reform
programme.

The City of Greater Geraldton also raised a concern that local government within Western
Australia ‘is unnecessarily burdened with antiquated, complex, and counterproductive
regulation that seriously impacts upon the ability of local governments to govern locally and
impedes effective and efficient decision making.” In relation to this concern, it particularly
noted the need for review of the Local Government Act (1995) and the Planning and
Development Act (2005), and proposed an extension of the ERA’s recommendations to
specifically address regulatory burden in the context of local government.

In its response to the Discussion Paper, the Civil Contractors Federation WA (CCFWA)
raised concerns around the lack of transparency and consistency in government decision-
making processes. It also noted that there were outstanding recommendations from the
Government’s 2009 Reducing the Burden report in this area that, when implemented, would
serve to address these concerns.

The CCFWA also supported whole-of-government targets for reducing regulatory burden in
the State, and noted that the timeliness and accountability of the environmental approvals
process could be improved.

In its response to the Discussion Paper, the Chamber of Commerce and Industry of Western
Australia (CCIWA) included an extensive discussion on regulatory burden. It recommended
improvements to monitoring, reporting, consultation, and accountability of the Regulatory
Impact Assessment (RIA) process, and the transferral of all Governmental regulatory reform
and gatekeeping functions to the ERA.3"2

872 The ERA notes that it does not support this recommendation.



The CCIWA also noted the importance of accountability in furthering regulatory reform,
proposing the appointment of a single Minister to oversee reform efforts, and the inclusion
of reform targets in performance contracts of senior public servants.

Additionally, the CCIWA provided a range of specific proposals relating to industry reviews,
the timeliness of approvals, electronic assessment services, local government laws and
processes, transparency in Government decision-making, and the introduction of
risk-based assessments.

In its submission on the Draft Report, the CCIWA broadly supported the ERA’s proposed
reforms, and indicated that the following reforms would be particularly likely to deliver a
benefit to the State:

e establishing a single agency responsible for regulatory reform and Key Performance
Indicators for senior departmental staff in relation to the achievement of regulatory
reduction targets; and

e requiring mandatory Regulatory Impact Statements for new legislation, and five
yearly reviews of all existing regulations.

In its response to the Discussion Paper, the Chamber of Minerals and Energy of Western
Australia (CMEWA) proposed a number of reforms to online service delivery, including the
establishment of:

e asingle portal for information required in multi-agency approvals processes;
e a public database for improved monitoring and auditing of land clearing;

e an online government case management system for projects conducted in
collaboration with industry; and

e establishment of an Environmental Data Library to provide public information on
biodiversity, water, and cultural heritage data.

The CMEWA also proposed a whole-of-government initiative to reduce the duplication of
information required by government agencies, a review of the effectiveness of the Lead
Agency Framework, and the establishment of a one-stop-shop within government to
facilitate inter-agency co-ordination.

It also made a number of specific recommendations relating to improving the timeliness of
approvals, introducing risk-based approvals processes, and increasing transparency in
government decision-making.

In its submission in response to the Draft Report, the CMEWA emphasised the importance
of ensuring that regulation is fit for purpose and does not impose unnecessary and costly
burdens on industry.

The CMEWA supported the ERA’s recommendation to appoint a lead reform agency to
assist in the development of regulatory reform targets, and to monitor, enforce, and publish
performance against the targets. More broadly, it supported all recommendations relating
to the ongoing monitoring and review of both existing and new legislation.



Finally, the CMEWA recommended the Government formally establish a default position of
‘no new regulation’ when considering policy options, with any new regulatory proposals
being subject to rigorous assessment before being approved.

In its submission on the Draft Report, the Committee for Perth stated its support for all ERA
recommendations relating to reducing the cost of complying with regulation. It also
proposed:

e The adoption of a best practice model in establishing a lead reform agency, given
the variable success of similar approaches in other jurisdictions;

¢ afocus on Information and Communications Technology as a key customer service
tool to enable 24/7 accessibility to Government, replacing manual systems and
reducing the use of office and telephone-only systems, and applying a one stop shop
approach to licensing processes;

e further consideration of the conditions necessary to trigger the establishment of a
regulatory reform working group should be established, and of the definition of
accountability and reporting responsibilities for working groups; and

e further consideration of practical recommendations to improve co-operation
between existing agencies, and between the State and local governments.373

In its submission on the Draft Report, the Department of Local Government and
Communities stated it supported all efforts to reduce regulatory burden.

In its response to the Discussion Paper, the Master Builders Association of Western
Australia (MBAWA) stated that all new legislation should be subject to a RIA process, and
that the process should consider the potential effects of the legislation on all stakeholders,
as well as any direct costs.

In its submission in response to the Draft Report, the MBAWA supported the ERA’s
recommendations regarding the establishment of a more rigorous approach to regulatory
formulation in Western Australia. The MBAWA further discussed the need for planning
reform, proposing the following actions:

¢ introduction of a system of private certification, wherein private organisations act as
permit authorities for the building and planning approvals processes;

¢ adoption of consistent terminology across government;
e improvement of uptake of electronic lodgement processes;

e better co-ordination of integrated infrastructure delivery;

878 The ERA agrees that fostering cultural change within government is challenging. While this chapter does not
address organisation culture in detail, the ERA notes that identifying effective solutions will be critical for any future
reform efforts, and should be given careful consideration by Government.



e introduction of more tightly regulated time frames for decision-making agencies;
e clearer disclosure of environmental requirements by government; and

e application of consistent development approval conditions across local government
areas.

In its submission on the Draft Report, the Property Council of Australia (PCA) supported the
ERA’s recommendations that would make the public sector accountable for regulatory
reform targets, and emphasised a general need for the public sector to focus on
administering regulatory services at a lower cost.

The PCA also stated that the lead reform agency recommended by the ERA should consider
alternative models to administer regulation, as well as developing reform targets. It
provided the example of private certification, where private certifiers act as permit
authorities — for instance, in the building and planning approvals processes.

The PCA also pointed out that inefficiencies in the current administrative practices would
be significantly improved by the introduction of electronic processing systems.

In its response to the Discussion Paper, the Small Business Development Corporation
(SBDC) proposed that the Government act to implement all outstanding recommendations
from the 2009 Reducing the Burden report. It also recommended the streamlining of
processes and documentation required by regulators, the encouragement of agencies to
adopt a more customer-focused attitude, and the introduction of risk-based compliance
requirements for liquor licensing.

The SBDC stated that the State’s RIA process should be extended and refined, and that
the consultation requirements for the process should be strengthened.

Finally, the SBDC proposed the implementation of a government-wide online platform

acting as a single point of contact for all individuals and businesses who are required to
interact with government regulators.

In its submission on the Draft Report, the Urban Development Institute of Australia (UDIA)
supported a number of specific recommendations, including:

¢ the appointment of a lead reform agency;

e the establishment of regulatory reform Key Performance Indicators for senior
departmental staff;

¢ updating of the Red Tape Reduction Group’s 2009 measure of regulatory burden in
the State;

e replacement of the Regulatory Impact Assessment guidelines with a statutory
mandate; and

o the establishment of a five-yearly recurring review of the implementation and
effectiveness of the RIA process.



The UDIA also raised concerns regarding State Planning Policy 2.6 State Coastal Planning,
the State’s current bushfire policy, and other policies impacting the urban development
sector it considered to be ‘policy over reach’.

In its response to the Discussion Paper, the Western Australian Local Government
Association (WALGA) recommended mandating the use of online application submission
services for local councils, stating that this would improve processing and timely granting of
approvals. WALGA also noted inconsistencies between regulatory agencies responsible
for the liquor licensing process.

In its submission on the Draft Report, WALGA broadly supported the ERA’s
recommendations, and highlighted the need for removal of regulatory restrictions on local
government fees and charges, and specific reforms to the Local Government Act 1995 and
Environmental Protection (Clearing of Native Vegetation) Regulations 2004.

In its response to the Discussion Paper, Woolworths stated that the Western Australian
liquor licensing process is confusing and inconsistent, and that there is a lack of clarity as
to the role of the agencies involved. It proposed the establishment of a single
decision-making body, and the introduction of deemed approvals where no decision has
been made within a statutory timeframe.

Woolworths also noted the duplication of regulatory requirements, particularly where local
government development approvals processes require the same information that has
already been provided in support of a liquor licensing application.

Finally, it expressed concern regarding the lack of transparency around the Government
decision-making processes, recommending the publication of the internal decision-making
policies and guidelines used by agencies, and the specification of a clear set of grounds on
which local councils can refuse development applications.



As discussed in Section 5.1, regulation has a cost, but aims to deliver a net benefit to
society. Some regulations may have a large cost, but result in an even larger benefit.
However, some regulation can be inefficient in instances where its aims can be achieved in
a less costly way.

In this section the ERA provides a set of recommendations designed to assist the
Government in reducing these inefficient or onerous regulatory costs imposed by existing
regulations in Western Australia.

The ERA has made recommendations that focus on establishing a strong reform
programme and improving the Government's capacity to provide support for this
programme. It has also identified specific sectors of the economy that are disproportionally
affected by regulatory burden, and should be given priority by such a reform programme.
However, it has not provided detailed recommendations to resolve issues in those sectors.

In developing its recommendations, the ERA:

e engaged Synergies Economic Consulting (Synergies) to assist in identifying
sectors of the State economy most affected by regulatory burden. The report
prepared by Synergies is available on the ERA’s website.

¢ identified recurring weakness in the way regulation is applied in Western Australia
from the work conducted by Synergies and its own independent research;

e examined national and international reform efforts, identifying common practices
that lead to successful reforms; and

e considered how these common practices can be applied in Western Australia to
establish a strong and effective reform programme.

Regulation does not affect businesses and individuals equally, and so reform efforts must
prioritise the areas where change can deliver the greatest benefit. For instance, some
sectors of the economy are more heavily affected by regulatory burden than others, and
some processes are particularly difficult or costly for smaller businesses and individuals.

In this section, the ERA identifies four sections of the State’s economy that are currently
heavily affected by inefficient or onerous regulation, and five weaknesses in regulatory
processes that are commonly encountered in most regulatory agencies. An effective reform
programme will need to conduct both a detailed examination of problems in heavily affected
sectors, and to seek ways to improve regulatory processes across the public sector.

Synergies’ analysis of the impact of regulatory burden on various economic sectors was
conducted in two stages:

1. Aninitial scan was performed, which involved short-listing categories of regulation that
could potentially be regarded as regulatory burden. For each issue identified, a
summary was made of the industries and consumer groups affected, the processes
through which costs arise and a qualitative ranking of the probable materiality of the
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issue. The scan was informed by a literature review and consultations with industry
bodies and Government authorities.

2. The initial scan of issues was followed by a more detailed review of costs, issues and
processes, using the following assessment criteria:

e Dbreadth of regulatory reach, where costs will generally be greater if the regulation
affects a large number of businesses or consumers in the economy;

e economic significance of the affected industry;
o effect of regulations on small business;
e direct compliance costs and frequency of these costs; and

e indirect costs, such as the way in which regulatory burden discourages
entrepreneurial behaviour and investment in new projects.

It should be noted that a number of these criteria can be applied to the benefits of regulation
as well as the costs. For example, public safety regulations with a broad reach may act to
protect many citizens from harm.

Synergies concluded that the four economic sectors most affected by regulatory burden in
Western Australia are the:

o food industry sector (a mix of small to medium businesses);
e resources sector (mid-sized businesses through to large corporations);
e tourism sector (mostly small businesses); and

¢ land and infrastructure development sector (small businesses through to large
corporations).

In 2011/12, around 55 per cent ($16.3 billion) of Western Australia’s retail trade was
attributable to businesses in the food sector.3’4 The State also has a substantial food
manufacturing sector, valued at $3.92 billion over the same period.3”> Over 18,000 food-
related businesses operate in Western Australia, all of which are subject to a range of
compliance requirements.

The industry is regulated by federal, state, and local laws, in addition to the Australia New
Zealand Food Standards Code. The regulations address hygiene, the preparation and
provision of food, and standards for the export market. Businesses are generally subject to
periodic assessments and audits, as well as initial registration requirements, to ensure
public health and safety.

Businesses in the sector incur compliance costs such as:

¢ mandatory industry levies that support research and development;

874 Synergies Economic Consulting, Cost of Red Tape in Western Australia, 2014.
375 |bid.



e costs of developing a food safety plan;

e costs of sampling and laboratory testing of produce (for example, fortnightly testing
in the case of local cheese producers);

e registration fees allowing the business to sell produce at local farmers’ markets for
each shire in which the farmers’ markets operate (some of which are once-off fees,
and others that are charged on an annual basis); and

e costs associated with audits and safety inspections.

Synergies found that the impact of regulatory burden on businesses operating in the food
sector was likely to be high. Businesses in the sector are subject to food safety regulation
and local government administration of laws, both of which were determined to have a
moderate to high level of regulatory burden for each of the five assessment criteria listed
above (being broadness of regulatory reach, economic significance of the industry, the
effect of regulations on small business, direct compliance costs, and indirect costs).
Regulatory burden in the food sector tends to arise as a result of:

¢ the number and frequency of assessments and audits;
¢ duplication of compliance requirements at various levels; and
e inconsistencies in the requirements imposed by the State and local governments.

Small businesses in the sector are often disproportionally impacted by compliance costs.
This occurs because compliance costs are typically fixed, regardless of the size of the
business. Synergies found that the regulatory burden represents a barrier to entry for small
businesses that are large enough to deter new businesses from entering the market. This
has resulted in reduced business investment, innovation, and reduced customer choice.

Mining and petroleum are of critical importance to the Western Australian economy,
representing 37 per cent of Gross State Product (GSP) in 2013.376

The State Government generally takes a lead role in regulating the sector, although the
Federal Government may have jurisdiction where projects are covered by national
environmental laws, or are on Commonwealth land or in Commonwealth waters. Local
governments also have some role in administering planning legislation.

Regulations in the mining sector cover environmental impacts, water resources, indigenous
culture and heritage. Businesses in the sector incur a variety of compliance costs, including
the procurement of legal and financial advice, and the significant time and effort taken to
prepare the documentation required for various approvals processes.

Overall, Synergies found that the impact of regulatory burden on businesses operating in
the resources sector was likely to be high. Businesses in the sector undergo substantial
environmental approvals, and planning and development approvals processes, each of
these being areas where Synergies identified a moderate to high level of regulatory burden.
(Synergies noted that the regulatory requirements did not significantly affect small
businesses.)

376 Western Australian Department of Mines and Petroleum website,
http://www.dmp.wa.gov.au/7846.aspx (accessed 26 March 2014).
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Regulatory burden in the resources sector tends to arise as a result of:

e the quantity of the legislation and number of regulatory requirements that apply to
projects in the sector (Synergies considered one project that required 66 separate
approvals, and noted anecdotal evidence suggesting the number may have been
substantially higher in other cases);

e inconsistency and overlap between regulatory requirements imposed by different
levels of Government; and

¢ duplication of compliance requirements at various levels.

Businesses also raised concerns over the timeliness and procedural fairness of approvals,
although the degree of regulatory burden in these areas is difficult to assess given that
much of the information is commercially sensitive.

Synergies commented that regulatory inconsistencies in the sector risk inhibiting the
confidence of companies to invest in exploration and operations in Western Australia.
However, the ERA is aware that the Western Australian Department of Mines and
Petroleum’s (DMP) current regulatory reform programme aims to address many of the
issues raised above, with the DMP estimating potential savings of almost $28 million.37”

In 2011/12, the tourism industry contributed over $8.5 billion to Western Australia’s GSP.378
The sector predominantly consists of small businesses, with 86 per cent of operators being
classified as ‘small’, and employs around 90,000 people.37®

A wide range of licenses, permits, and regulations apply to the Western Australian tourism
industry. Again, these are managed by all three levels of government. The regulations
cover environmental impacts, safety and transport issues, access conditions for national
and marine parks, and indigenous culture and heritage. In some cases, tourism businesses
are also subject to food safety requirements.

Regulatory burden in the tourism sector tends to arise as a result of:

e particularly lengthy approvals processes for operators who wish to offer new and
innovative experiences;

e inconsistency and overlap between regulatory requirements imposed by different
levels of the Government; and

e delays in interagency referrals that are required as part of the assessment and
approvals processes.

Synergies found that the impact of regulatory burden on businesses in the tourism sector
was likely to be high. Tourism businesses must comply with regulations across a
particularly wide range of areas, many of which have a disproportionate impact on small
businesses, and were found to have a high level of burden on most of the assessment
criteria above.

377 Synergies Economic Consulting, op. cit.
878 |bid.
879 Tourism Western Australia, Tourism Satellite Account — Western Australia 2011 — 2012, 2012.



Businesses in the sector incur compliance costs such as:
o the costs of preparing information to comply with reporting requirements;
e costs associated with recurring audits and inspections;

o fees required to submit applications, and acquire operating licences and permits;
and

e any investment required to comply with operating standards.

Synergies noted that regulatory burden in the sector poses a risk that innovative tourist
offerings will be hampered or never emerge because of difficulties in obtaining approvals,
reducing the range of tourism options in Western Australia, and resulting in a potential loss
of economic benefits.

Land and infrastructure development impacts all Western Australians. It involves strategic
planning for future development of towns and regions, management of land supply for
different classes of use, and provision of broad direction for urban and regional development
throughout the State. On a day-to-day level, it also involves decision making by various
authorities on planning schemes, subdivisions, and specific development proposals. As
noted in Section 5.1.4, the area has been the focus of a number of reform projects in recent
years.

Developmentin Western Australia is largely administered by the Planning and Development
Act 2005, and by the Town Planning Regulations 1967 which governs the local planning
schemes prepared and adopted by local government. A range of bodies have a role in the
regulation of planning in the State, including the Western Australian Planning Commissions
(WAPC), the Department of Planning (DoP), local governments, and Development
Assessment Panels (DAPS).

Regulatory burden in the development sector tends to arise as a result of:

e inconsistencies between the State Planning Strategy and the local government
policies and planning schemes; and

e duplication of responsibilities across government departments in relation to large
housing and infrastructure developments.

Synergies found that the impact of regulatory burden on businesses operating in the
development sector was likely to be high. Businesses in the sector are subject to planning
and development approvals processes, and local government administration of laws, both
of which were determined to have a moderate to high level of regulatory burden for four of
the five assessment criteria. Synergies noted that these regulatory requirements did not
affect small businesses significantly, since land developers tend to be large businesses.

Businesses in the sector incur compliance costs such as:

o the time taken to prepare, submit, and provide supporting material for development
applications and planning scheme amendments;

e costs of complying with specific development requirements, such as signage and
heritage requirements;



o fees and charges for applications;

e administrative fees for specific functions (for example, verification that a
development accords with approved drawings); and

o developer contributions for the provision of infrastructure.

However, Synergies found that these costs of doing business in the sector were not the
most significant contributor to regulatory burden, with delays and uncertainties in obtaining
approval to develop being a greater concern. The Master Builders Association of Western
Australia highlighted the costs of holding funding until approval is granted, noting that
developers commonly manage this by including a ‘risk premium’ in the cost of building
projects, which is then passed on to property buyers.

Both Synergies’ analysis and the submissions received in response to the ERA’s Discussion
Paper suggests there is considerable scope for improvement in this sector. However, the
ERA notes that significant progress has been made in this area, following the extensive
review of building recommendations conducted in 2010-11. The Department of Planning is
also conducting a second phase of reforms, focused on improving statutory
decision-making processes, land use planning, and land supply.

The Department of Planning is also in the process of developing and implementing a new
approvals management platform, to be rolled out during the second half of 2014. The
platform is expected to provide electronic lodgement facilities, and improve delegation and
tracking of approvals across multiple agencies. The Department of Planning has advised
the ERA that it will use this technology to streamline the approvals process (for both
agencies and customers) and to allow users to check an application’s progress in
real-time.%®° These objectives align with the ERA’s comments on the use of technology to
improve services and efficiency (Section 5.3.4.3), and on designing processes to meet the
needs of users (Section 5.3.4.5), and if met, would address some of the concerns around
planning approvals that were raised in public submissions.

The ERA has identified five key weaknesses that are common in regulatory processes (both
licensing and approvals) across the public sector. These weaknesses were identified based
on Synergies’ findings, submissions to the Issues Paper and the Discussion Paper, and on
research into best-practice regulation in other jurisdictions. These weaknesses are listed
below, along with examples of the costs they impose, and relevant case studies.

1. Duplication

Businesses often have to comply with processes that require multiple forms to be submitted
to various agencies, often requesting the same data in a slightly different format. This
imposes unnecessary costs on both citizens and business owners, such as:

¢ the time taken to complete paperwork;

e the time and effort involved in finding out how to submit paperwork to each agency;
and

380 Communication with Department of Planning, 12 June 2014.



e anincreased likelihood of errors or delays due to the volume of paperwork involved
in the process;

Duplication also imposes costs on the Government, where agencies bear the costs of
producing their own forms, processing the information received, maintaining databases, and
liaising with other departments to resolve problems caused by inconsistent records.

2. Lack of electronic lodgement facilities

The majority of Australian businesses now use the internet to perform a variety of functions,
including banking, administrative tasks, sales and procurement. Both citizens and
businesses expect to be provided with an option to complete compliance processes online.
Where this facility is not available, they may incur costs such as:

¢ the time taken to visit a government office, where forms are not available online or
need to be submitted in-person;

e the time and resources used to fill out and mail forms; and

¢ slower processing of applications and paperwork, where forms are processed and
manually entered into the system by government staff; and use of business hours
to submit paperwork, rather than having the convenience of lodging forms
electronically, at any time of day.
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Box 14 Case Study: Reducing duplication and improving online lodgement facilities

A family-owned cheese producer in the South West reported that food safety regulations require
it to:

register with Dairy Australia to operate a commercial dairy business;

pay an annual industry levy to Dairy Australia;

register with the Department of Health and submit a food safety plan; and

register individually with each Shire where the business wishes to sell produce at
local farmers’ markets. (This requirement contradicted initial advice provided by the
Department of Health that the business would only need to register with the
Department to sell products at farmers’ markets.)

Synergies, 2014 — Cost of Red Tape in Western Australia
An online portal managing food safety compliance could simplify this process substantially, by:

providing a single electronic form for the initial registration process, using this
information to populate the necessary forms, and sending applications on to the
appropriate departments and agencies;

providing a facilitator with experience in food licensing requirements to assist with
gueries, and give correct information about local government requirements;

allowing the business to track the progress of outstanding applications; and

notifying businesses when annual industry and council fees are due, and providing
an online payment facility where credit card payments can be made to the
appropriate agency.

The role of technology in reducing duplication and improving service delivery is discussed in detalil
in Section 5.3.4.3.

3. Inconsistencies

Inconsistencies between laws, policies, and roles can make the regulatory system difficult
to navigate. Some inconsistencies may result from pieces of regulation that are explicitly
contradictory, but many result from the way in which different agencies interpret the
regulations they administer. This can impose costs such as:

o the cost of employing legal and financial consultants where requirements are
particularly complex and contradictory;

e delays in commencing a new business venture where one agency is willing to
approve an application but approval is blocked by another agency with a different
interpretation of the regulation;

¢ the time taken to negotiate with multiple agencies to resolve inconsistencies and
disputes; and

e areluctance to pursue a new business venture where regulations are confusing and
unclear as to whether the necessary approvals can be obtained.

Inquiry into Microeconomic Reform in Western Australia: Final Report 204



Economic Regulation Authority

Box 15 Case Study: Resolving inconsistencies and improving inter-agency communication

An established Western Australian tourism company offers helicopter tours over the Swan
River and has been attempting to obtain approval to land at a disused helipad in East Perth.

The business has obtained approval from the owner of the site. However, it has not been
able to progress with the project due to a lack of agreement between two key bodies who both
have the authority to block the project.

The Metropolitan Redevelopment Authority has informed the business owner that the helipad
cannot be safely used, due to its proximity to riverside developments. However, the Civil
Aviation Authority has informed the business owner that the helipad is still an appropriate
place to land and launch helicopters, and considers that it can safely be used.

Synergies, 2014 — Cost of Red Tape in Western Australia

Authorities in this position can reduce regulatory burden for businesses by coming to a
common position. Even if the two authorities had agreed that the helipad could not be safely
used, this could have been communicated quickly, saving the applicant the time and effort of
attempting to negotiate with each body.

The importance of improving co-operation between agencies is discussed in detail in
Section 5.3.4.1.

4, Lack of a ‘risk-based’ approach

Under a risk-based approach, businesses that propose small or low-risk projects are subject
to simpler compliance requirements, while high-risk processes will undergo a more
comprehensive assessment. A system that applies the same requirements, regardless of
the nature of a project or application, tends to impose disproportionate costs on smaller
projects and businesses. This can impose costs such as:

e the cost of legal and financial consultants to assist in meeting compliance
requirements, even for a very small project;

¢ the time taken to negotiate with a range of different agencies to require approvals,
often resulting in delays where one agency takes longer than the others to process
an application;

¢ administrative costs and loss of time for Government agencies who are required to
conduct extensive assessments for very small projects; and

e a reluctance to start a new small business or expand an existing small business,
where heavy compliance costs outweigh the potential returns.

5. Complex and poorly communicated processes

Regulatory burden can arise when compliance processes are confusing and difficult to
navigate, particularly where there is a lack of communication between the regulatory body
and the applicant. Unnecessarily complex processes, accompanied by inadequate
communication, impose costs such as:

e the cost of legal and financial consultants where the regulatory process is too
complex for the applicant to navigate;
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¢ the time taken to understand the regulatory requirements and processes, including
delays caused when inaccurate or outdated information has been provided,;

o the time taken to submit queries and ask for clarification;
¢ delays caused when the information provided is outdated or otherwise inaccurate;

e managing cash flows to meet unanticipated costs that were not made clear at the
commencement of the application process; and

e reluctance to start a new small business or expand an existing small businesses,
where the regulatory requirements appear to be overly confusing.
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Box 16 Case Study: Providing risk based assessments and user-friendly processes

A South West winery decided to convert fruit packing sheds into a retail outlet where products
could be sold to the public. The owner had held a producer’s licence for 17 years, the winery
had passed six inspections without incident since it opened, and the project itself was relatively
small.

Nevertheless, the process of obtaining a liquor licence for the new outlet took over eight months
and cost around $34,000. A large proportion of this cost was spent engaging a legal professional
to assist with the complex application process, in spite of the Department of Racing, Gaming and
Liquor’s claim that the process can be managed without outside assistance.

The licensing process was not allocated to a particular officer, making queries and
communication with the Department particularly difficult for the owners. Nor did the Department
provide the owners with a clear timeframe within which the application would be approved or
rejected.

Because of the slow process and uncertainty, the owners incurred additional expenses, including
the cost of leasing two properties simultaneously while they waited for a decision by the
Department.

Consultation undertaken by the Western Australian Department of Treasury and
Finance 2009, 12 February 2009, for the Reducing the Burden report.

A risk-based and well communicated approvals process could have reduced delays and costs
for both the owner and for the agencies involved.

The scale of the project, in addition to the owner’s history of regulatory compliance suggest that
the project may have been eligible for simplified regulatory requirements, had a risk-based
system been in place.

Additionally, the communication issues could have been resolved by assigning applications to a
specific officer for processing, providing information about the timeframe involved, and providing
guidance on the local government requirements relating to the approvals process.

The importance of designing processes that reflect the needs of citizens and businesses is
discussed in detail in Section 5.3.4.5.

The ERA notes that its Discussion Paper also identified specific areas such as liquor
licensing and occupational licensing that are potentially disproportionately affected by
regulatory burden. After further investigation, the ERA has concluded that problems in
these areas appear to relate to broader weaknesses in the way licensing and approvals are
managed in Western Australia. Reflecting this, the following sections do not focus on these
areas specifically, but rather identify ways in which to improve regulation more generally.

5.3.4 Common practices leading to successful reforms

Regulatory reform is challenging and can fail when it is not backed by a well-developed plan
and broad support. This section provides a list of practical recommendations to assist
Government in its continued efforts to reduce regulatory burden in Western Australia. The
ERA developed this list and its recommendations by:

e conducting a literature review to identify the principles and practices consistently
present in successful reform programs;
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e assessing the way in which each of these practices works to deliver effective
regulatory reform; and

e reviewing the practical application of these practices in other jurisdictions.
The ERA identified six key practices as a result of this process. These key practices are:
e improving co-operation between public sector agencies;
e establishing leadership and accountability;
e using technology to improve services and efficiency;
e setting clear and measurable objectives;
¢ designing processes to meet the needs of users; and
e using consultation and participation to design better reforms.

Reform efforts are extremely vulnerable to the personal concerns and needs of all
stakeholders involved. Reforms can be derailed at any point in the process by a group that
considers itself disenfranchised by the reform process, especially where centralised
oversight or service delivery has been proposed. For instance:

e a senior official who finds a reform that contradicts their other responsibilities may
not encourage staff to implement changes and monitor their progress;

e ateam of public servants who have not been provided with the tools to implement a
reform may apply it slowly, inconsistently, or not at all; or

e a group of business stakeholders who do not understand the reasoning behind a
reform may seek ways to circumvent the process rather than work with officials to
adapt to the change.

Reflecting this, the manner in which reforms are implemented can be as important as the
actual content of the reforms.3¥! Regulatory reform must involve practices that maximise
the ‘buy-in’ from all parties involved (for example, by rolling out large reforms one
department at a time, taking on feedback and adjusting reforms as necessary before
proceeding to the next department). Successful implementation needs to balance analysis
and measurable targets with practices that inform and engage administrators and
stakeholders.

Lack of communication and duplication of requirements across departments can be
frustrating and imposes unnecessary reporting requirements and delays. All departments
and local government authorities affected by a given regulatory process should be directly
involved in designing reforms on a collaborative basis.

Co-operation between relevant government departments is important at both the design
and implementation stage of reforms, and for on-going regulation and service delivery.

381 polidano, C, Why Civil Service Reforms Fai”, Public Policy and Management Working Paper no. 16, Institute for
Development Policy and Management, 2001.



Co-operative reform development

Co-operative efforts require clear guidance and structure.®®? This structure could be
provided by a central agency responsible for steering reform efforts, and providing practical
support such as:

e assistance to departments in developing clear and measurable cross-departmental
goals;

e assistance to departments in reporting to Parliament on joint initiatives;
e implementing efficient data and information-sharing practices;

¢ incentives for departments to set up joint initiatives (such as the United Kingdom’s
‘Invest to Save’ programme, which encouraged cross-departmental collaboration by
providing financial incentives where two or more agencies worked to co-operatively
deliver services in more innovative, efficient, and locally-responsive ways);33

e innovation funding to invest in joint projects with other agencies and local
governments;384.385 gnd

e broad oversight and advice as needed, across the life of reform projects.

Western Australia has used a central taskforce approach to some extent in the past,
convening the Red Tape Reduction Group (RTRG) in 2009. However, the RTRG’s work
focused on identifying and quantifying regulatory burden, rather than providing ongoing
assistance for reform efforts.

Other Governments have appointed teams to take on a steering role, rather than a reporting
role, in regulatory reform. For instance, the United Kingdom’s regulatory reform programme
falls under the jurisdiction of the Cabinet Office3® while Canada’s is managed by the
Treasury Board.®” The Department of Premier and Cabinet would be well-suited to a
similar role in Western Australia, given its current responsibilities already include providing
co-ordination and leadership around complex cross-agency issues.

Reform initiatives need to recognise that departments may have pre-existing internal reform
programmes. This existing work should be taken into account and integrated into the reform
process as much as possible, rather than imposing a top-down reform structure that
disregards work already done. This works both to maintain existing momentum and
departmental investment in regulatory reform, and also to allow departments to share
existing expertise and knowledge with other parts of the Government.

382 OECD, Rethinking e-government Services: User Centred Approaches, 2009.
383 Australian Public Service Commission, Building Better Governance, 2007.
384 Gore, A., From Red Tape to Results: Creating a Government the Works Better and Costs Less, 1993.

%5  Ryan, C. M. & Walsh, P, Collaboration of Public Sector Agencies: Reporting and Accountability Challenges,
International Journal of Public Sector Management, 2004.

386 The equivalent of Western Australia’s Department of Premier and Cabinet.
387 The Cabinet committee responsible for the Canadian public service.



Co-operative service delivery

Departments should adopt a co-operative approach to regulation and service delivery where
they have joint or overlapping responsibilities.

A business or individual trying to comply with regulatory requirements generally expects to
engage with ‘the Government’, not with a variety of separate departments and
authorities.®®® Complying with regulation across a variety of agencies can be daunting,
especially for small businesses seeking to undertake a development or pursue a project.
Even minor proposals may need to be compliant with several sets of regulations.389 3%

Many agencies in Western Australia independently collect substantially the same
information, in their own format, and this information is not always shared effectively
between agencies, as there is no whole-of-government information management
framework to facilitate this. Better collaboration between agencies, particularly in terms of
information management, can reduce inefficiencies in administration and compliance.

A ‘one-stop-shop’ approach to service delivery seeks to ensure a business or citizen is able
to achieve regulatory compliance for a project via a single point-of-contact, even though the
necessary approvals may need to be granted by multiple agencies.®** One-stop-shops can
incorporate both an online service portal, and access to the same integrated services at a
physical location such as a neighbourhood centre. Section 5.3.4.3 discusses how
technology can be used to implement such an approach.

Recommendations to improve co-operation between public sector agencies involved
in the reform process in Western Australia

Central leadership and co-ordination is necessary to accelerate regulatory reform in
Western Australia.

This role could be undertaken by the Department of Premier and Cabinet (DPC), or by the
Economic Reform division within the Department of Finance. These two agencies have
different roles in relation to regulation. The DPC has a policy and co-ordination role while
the Economic Reform division includes the Regulatory Gatekeeping Unit (RGU), and has a
regulatory and administrative role. The Economic Reform division also provides advice to
Government on economic and structural reform, competition policy, and productivity.

The ERA considers that the DPC may be best placed to lead cross-agency co-ordination in
regulatory reform. However, the Economic Reform division has valuable expertise and
experience in the field, and if adequately resourced, could take a leading role in establishing
best practice and prioritising reforms. The establishment of a joint-agency taskforce across
the DPC and the Department of Finance to co-ordinate and guide reform efforts would
provide a third alternative to either department taking on the lead agency role
independently.

388  Newfoundland Labrador Red Tape Reduction Task Force, Report of the Red Tape Reduction Task Force to the
Minister of the Department for Business, 2007.

389 Steele, J. & Thomas, A, The One Stop Shop Approach to Development Consents, 1998.

30 The Western Australian public sector consists of over 300 individual departments, boards, and authorities, many
of which have some form of regulatory authority. While there is not sufficient information available to determine
precisely how many of these agencies have the power to make policies, rules, or regulations, or enforce standards,
the ERA notes that the majority of Government bodies appear to have some degree of authority to make or enforce
regulations.

1 Steele, J. & Thomas, A, op. cit, 1998.
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The ERA refers to the agency taking on this leadership and co-ordination role as a ‘lead
reform agency’ throughout the rest of this chapter, given that both the Department of
Premier and Cabinet and the Department of Finance (or a combination of the two) could
fulfil this function.

5.3.4.2 Establishing leadership and

accountabilit
y Lack of high level political support is probably

Developing and implementing an effective the first issue practitioners think about when
regulatory reform programme can be an they are asked about barriers. Support from

extremelv challenaina undertakin Such powerful entities can make the difference in
y ging g. actually facilitating reform. However, even if

programmes r?qUire both high-level support this support has been obtained at early
and accountability to be successful. A lack of stages of the process, the lack of continuous

visible, senior leadership can seriously support can also block efforts.
hamper reform efforts. For example, the most
recent Canadian Federation of Independent
Businesses (CFIB) Red Tape Report Card
compared regulatory reform achievements
across all provinces. Alberta ranked poorly
compared to many other provinces, a result that was attributed specifically to a lack of
leadership. The CFIB’s Director noted that leadership in regulatory reform had been
sporadic in Alberta, with three different ministries being responsible for reform programmes
over a two year period, and the province’s Premier being ‘largely invisible’ throughout the
process.3%?

OECD 2009 — Overcoming Barriers to
Administrative Simplification Strategies

In addition to appointing an agency to lead the reform programme across the Government
(as recommended in Section 5.3.4.1 it is also necessary to establish leadership and
accountability within departments, and at a Ministerial level.

Recommendations to establish leadership and accountability

Within departments, linking government reform targets to performance indicators for senior
departmental staff can encourage involvement in the reform process. The support and
recognition of senior staff, including Directors General and Chief Executive Officers, can
also drive staff at all levels to identify regulatory problems and seek solutions.3%3

At a Ministerial level, leadership and accountability are best demonstrated through a
commitment to specific, measurable objectives, and regular public reporting of reform
progress. (The ERA notes that the reforms undertaken in response to the RTRG'’s findings
have not been publicised in a central location, which has made it difficult to appreciate the
full impact of the reform programme.)

5.3.4.3 Using technology to improve services and efficiency

Technological reform offers a practical approach to reducing regulatory burden by reducing
administrative costs, both for business and Government.3%* For instance, the Dutch Interior
Ministry estimated in 2010 that 40 per cent of recent administrative burden reductions for
citizens had been technology-related.>®® The use of technology to improve the way

392 Airedrie Echo article, Red Tape Report raises eyebrows,
http://www.airdrieecho.com/2014/02/04/red-tape-report-raises-eyebrows (accessed 13 March 2014).

393 Western Australian Department of Treasury 2010, op. cit.
3% Ho, A. T, Reinventing Local Governments and the E-Government Initiative, Public Administration Review, 2002.
3% OECD, op. cit, 2010.
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information is shared and managed is called Information and Communications Technology
(ICT).

However, effective technological reforms require a broad understanding of departmental
needs and processes across the Government, and a clear overarching strategy. This is
particularly important when seeking to implement reforms that aim to improve the way in
which multiple departments work together. Almost all Australian governments have
introduced an ICT policy in recent years, to improve collaboration between government
departments and service delivery. Most jurisdictions have established an office headed by
a Chief Technology Officer, Chief Information Officer, or similar to manage this policy
area.3%

Western Australia is currently the only Australian State that does not have a Government
ICT strategy, 3% and is yet to appoint a public official to develop the State’s capacity in this
area. As detailed in Table 25, Western Australia currently trails the rest of the country (with
the exception of the Northern Territory) in identifying current technologies that are used
elsewhere to drive efficiency and reduce regulatory burden.

Table 25 Information and Communications Technology reform progress (as at March 2014)

Published ICT strategy

APpointed.ofﬁce or agency 8 0 0 o o 0 0 0 @

with oversight for ICT 2

Appointed Chief Technol
oteroreivaent 0| @ | @ @ @ @ @ © O ©

Source: ERA analysis, Australian State and Federal Government websites

a (Cwth: Dept. of Finance and Deregulation; NSW: Dept. of Finance and Services; Vic: Dept. of Business and Innovation;
QId: Dept. of Science, Information Technology, Innovation and the Arts; SA: Dept. of Premier and Cabinet; Tas: Dept. of
Premier and Cabinet; ACT: Chief Minister and Treasury Directorate)

b The NT Government appears to use the term ‘ICT’ to refer broadly to any computer use, and so its ‘ICT Strategy’ is not
comparable.

There has been some momentum within the Western Australian Government to reform this
area in the past, but this momentum seems to have dissipated in recent years. The
Department of Premier and Cabinet (DPC) previously investigated opportunities to establish
an ICT programme in Western Australia, having formerly established a working group to
investigate the State’s ICT needs and opportunities.3%® This does not appear to have
resulted in any material outcomes. 3%° The ERA understands that this working group’s
findings supported bringing Western Australia’s policies and practices into line with those in
place in other states.

3% This role involves exercising broad responsibility for the policy area in the way that, say, the Information
Commissioner oversees policy relating to freedom of information and privacy.

397 Australian Information Industry Association Website, State Government ICT Strategy Briefing 2013,
https://www.aiia.com.au/?page=State Govt ICT Strat (accessed 7 April 2014).

3% Communication with the Department of Premier and Cabinet, 20 March 2013.

399 Further, in the mid-2000’s the DPC operated an Office of e-Government responsible for overseeing strategies for
electronic service delivery and other ICT-related opportunities, which investigated a range of relevant issues
including electronic service delivery, for example, Office of e-Government, Citizen Centric Government Electronic
Service Delivery Strategy for the Western Australian Public Sector, 2008.
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Technological improvement and innovation can be drivers of efficiency. The ERA considers
that re-opening this area of policy development will allow the State to identify cost-effective
and innovative opportunities to reduce regulatory burden. This section considers two key
areas where modernising the State’s approach to information and communication may
deliver considerable benefit:

1. Using technology to deliver services more efficiently: the difficulty of navigating
regulatory processes that span multiple agencies was a common theme in
submissions to the ERA’s Discussion Paper. Online ‘one-stop-shop’ services are
increasingly being used to remove this inefficiency.

2. Using technology to work more efficiently within the Government: collecting and
managing the information used in regulatory processes results in costs for the
Government. New information management technologies mean that it is no longer
necessary for government departments to bear these costs.

Using technology to deliver services

The establishment of a range of portals organised by ‘life-event’ (for example, starting a
business or completing an apprenticeship) can provide users with a simple, one-stop-shop
for regulatory compliance. Such
portals have been implemented widely

in_ both Australian and international Efforts to strengthen co-operation and networking

jurisdictions, and at various levels of across ministries could continue by applying a life-
the Government.*®®©  For instance, event approach ... where initiatives address an
searching for ‘starting a business in entire life situation of a citizen or company, such as
Australia’ takes users to the creating a new company or having a child.
business.gov.au portal, which aims to OECD 2008 - Making Life Easier for Citizens and
provide all the necessary information, Businesses in Portugal, Paris.

tools, and application forms necessary
to comply with regulatory requirements
relevant to establishing a new business.

Online services can also be used to receive, process and track information more efficiently,
interact with applicants, and distribute information to the relevant departments. For example
Western Australian Department of Mines and Petroleum has made significant progress in
this area. Since 2009, it has improved its assessment process by accepting online
lodgement of exploration applications, mining proposals, mine closure plans, and
environment plans. Moreover, it also provides online tracking of applications, and is
currently working to expand this feature.

Small businesses tend to be disproportionately affected by regulatory requirements, and
could benefit significantly from the wider introduction of such improvements. Currently, they
are asked to provide the same data to the Australian Tax Office (ATO), State Revenue
Office, WorkCover, local governments and state regulatory bodies (such as water, transport
and electricity regulators), environmental regulators at all levels of government, and
administrators of various efficiency and labelling schemes.*%*

400 Further examples include the United Kingdom's ‘Everything Regulation Wherever It's Needed (ERWIN), the
Australian Government Online Service Point Program, and sub-national initiatives such as the New South Wales
Not-for-Profit Compliance Support Centre.

401 Productivity Commission, Regulator Engagement with Small Business, 2013.
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The SBDC has recognised this issue and developed a Business Licence Finder Tool that
allows users to search for information on over 6,000 Federal, State, and local government
licences. The tool provides the user with contact information for the relevant department, a
list of the forms that must be completed, and detailed compliance information. However,
businesses still ultimately need to deal with each of the individual regulatory bodies, and
submit the same information multiple times.

Establishing a way for these businesses to submit this information just once could save
significant time and effort. Administrators can receive queries and applications from a
central point and distribute them to the relevant departments, reducing the burden on the
applicant. Applicants also benefit from being provided with a facilitator to track applications,
and follow up on problems or delays. This model has been adopted in the Netherlands,
where a ‘facilitated licensing’ approach for various regulatory processes provides
businesses and citizens with assistance in navigating Government requirements.*%?

Online service delivery is not necessarily a substitute for other forms of access to
government services, and can pose accessibility challenges. However, the same systems
can also be used by administrators to more efficiently deliver services in-person. For
example, Mexico has recognised accessibility issues by establishing Digital Community
Centres across the country, assisting users that are not able to use online services. The
centres provide assisted access to Government services at all levels, as well as information
on health, the economy, and education.*®® The service delivered in person is consistent
with the service provided online, and both provide access to a single point-of-contact within
Government.

Using technology to work more efficiently within Government

Technology also assists government departments in administering regulation efficiently.
For instance, the United Kingdom’s Data Interchange Hub allows departments to access
data that has been collected across government securely and easily.*%* Such systems save
departments the expense of collecting, processing and storing the same data multiple times,
in addition to reducing the administrative burden for applicants.4%®

Such improvements in data management can provide better and more efficient services,
but it is also important to acknowledge legitimate concerns around privacy. Where
individuals and businesses submit information to a central portal, they should have clear
information on which departments will receive that information, and how it will be used.

Recommendations to advance the use of technology to improve services in Western
Australia

Improved information management and one-stop-shops are well-recognised ways to
reduce regulatory burden, but they cannot be developed by departments in isolation. To
realise the benefits of technological change, Western Australia needs stronger leadership
in technological reform.

402 OECD, op. cit, 2006.
403 OECD, Rethinking e-government Services: User Centred Approaches, 2009.
404 OECD, op. cit, 2010.

405 Similarly, Belgium has established a public authority to collect data from all departments and at all levels of
government, and facilitates data access for other public services requiring the same data. Comparable data-
sharing initiatives also exist in the Netherlands, Korea, Norway, the United States, and Finland. (OECD, Cutting
Red Tape: National Strategies, 2006.)
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This can be achieved by following the
example of other Australian jurisdictions and
establishing an office within the Government
with oversight of ICT policy and direction.
This office would typically be headed by a
Chief Technology Officer, and be placed
within the State’s Department of Premier and
Cabinet (DPC), or Department of Finance. In
Western Australia, the area has generally

Another innovative approach to cutting red
tape is the application of ICT tools to simplify
government operations and reduce the cost
of transactions.

However, the impact of e-government...goes
beyond the simplification of administrative
procedures and operations. e--government

has been recognised as a key policy tool to

transform government (i.e. towards a
government that costs less, provides user-
focused quality services and uses ICTs to
better engage citizens in policy making.

fallen within the DPC’s scope of work, and the
ERA is aware that the DPC currently retains
staff with expertise in the field. Most
importantly, this office should not be
appointed to take on a service delivery role
(as, for example, the former Office of Shared
Services). Rather, it should work with the
Department of Premier and Cabinet to identify
and develop technology-based strategies and drive innovation and technological reform
within the Government.

OECD 2009 — Overcoming Barriers to
Administrative Simplification Strategies

The Australian Federal Government also has extensive expertise in this area and provides
resources and support to the State and local governments. The Federal Department of
Finance has appointed a Chief Technology Officer to provide infrastructure, expertise, and
services to Australian Governments, and could assist the Western Australian Government
in improving its service delivery and information sharing capabilities.*®® The Western
Australian Government should approach the Federal Department of Finance to investigate
the level and nature of support available.

5.3.4.4 Setting clear and measurable objectives

A reform effort should have clear and measurable objectives, and provide a deadline for
meeting those objectives.*®’” Reforms that do not set clear targets are likely to fail.

For instance, in 1995 the United States passed the Paperwork Reduction Act to reduce
regulatory burden. However, the agency responsible for implementing the Act did not
ensure that ‘paperwork burden’ was measured consistently. Additionally, annual targets for
paperwork reduction were not set until it was too late in the year for most departments to
comply. Some departments also reported that the long-term reductions required under the
Act were impossible to achieve, given the regulations they were required to administer. As
a result, the targets set under the Act were not achieved, and the measurements of
paperwork burden provided by agencies were unreliable, bringing into question the value
of reform efforts. 408

Effective measurement begins with establishment of a clear baseline to identify the overall
level of regulatory burden in the State, and the level of regulatory burden across each
sector. This baseline measurement can assist in prioritising reform efforts, and in setting
targets and measuring progress.

406 Australian Government Department of Finance website,
http://www.finance.gov.au/about/ (accessed 14 March 2014), and communication with the Office of the Chief
Information Officer, 13 March 2014.

407 OECD, op. cit, 2009.

408 United States General Accounting Office, Testimony before the Committee on Small Business: Paperwork
Reduction, Governmentwide Goals Unlikely to be Met, 1997.
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The Western Australian Government’s Red Tape Reduction Group used the Business Cost
Calculator (BCC) model developed by the Federal Office of Best Practice Regulation to
measure regulatory burden. This model is based on one developed by the Dutch Ministry
of Finance that is widely used across the world and calculates the administrative costs
associated with a piece of regulation. However, the Australian BCC model modifies this
approach to include all direct compliance costs. For example, it would include the cost of
training necessary to keep up with regulatory requirements, whereas this would not be
captured under the Dutch model. 499410 The ERA considers that continued use of the BCC
will assist in providing results that are comparable with those calculated in previous years.
However, the Government should monitor any advances in Australian and international best
practice in the field, and take these into consideration in any future assessment of the
State’s regulatory burden.

Recommendations to ensure Western Australia’s regulatory reform objectives are
clear and measurable

The BCC approach used by the Red Tape Reduction Group in producing the Reducing the
Burden Report should be re-applied to calculate an updated assessment of regulatory
burden in the State, to determine the change in the level of regulatory burden since 2009.

This assessment should be used by departments to develop and publish measurable
targets for regulatory reform, in consultation with the lead reform agency. Departments
should then commit to achieving these targets within a defined timeframe.

5.3.4.5 Designing processes to meet the needs of users

Departments that provide user-
friendly  processes and good

customer service can reduce the time The system will continue in the role of regulator, but will
and effort needed to comply with also act as an expeditor and facilitator for the client.

. - There must be a client focus permeating the system.
regulation. Individuals  and > e g
pUSlneSSGS benefit from shorter wait Newfoundland Labrador Red Tape Reduction Task
times, accurate paperwork, and staff Force - Report of the Red Tape Reduction Task Force

who provide timely access to
information. Additionally, agencies
that consider regulated businesses
and citizens as customers are more likely to recognise compliance costs when both
designing and implementing regulation.

In its 2014 Report on Government Services, the Productivity Commission noted that
Western Australia scored particularly poorly relative to other Australian States and
Territories in terms of service delivery, finding that Western Australian Government services
are among the most inefficient in the country. This suggests that the State may not be
accessing the efficiency benefits that a customer service focus can deliver.

409 OECD, Why is Administrative Simplification So Complicated? Looking Beyond 2010, 2010. While a robust
measurement methodology is critically important for regulatory reform, the OECD has made the point that
measurement requires sound data and information, stressing the need for effective data-collection and data-sharing
mechanisms. OECD, op. cit, 2009.

410 The Standard Cost Model (SCM) developed by the Dutch Ministry of Finance is widely used across OECD countries
to provide a methodology for mapping and measuring regulatory burden, and to set up a quantitative target for
reduction. Although the SCM only assesses administrative costs, the Federal Government’s Office of Best Practice
Regulation has developed the BCC methodology, based on the SCM, which considers all direct compliance
costs. (Australian Government Office of Best Practice Regulation, OBPR Best Practice Regulation Handbook,
2013.)
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Regulatory processes can be tested using a ‘process mapping’ technique, where the reform
team audits individual processes by going through an application procedure, identifying any
problems that arise at each step. Improved processes can then be designed to provide a
better, more efficient service. The information gained from the mapping exercise is also
useful in developing appropriate service standards.

Emphasising the importance of service standards can also lead to a general improvement
in the way services are delivered. For example, when customer service is linked to
performance assessment, staff are given a strong personal incentive to contribute to
regulatory reform initiatives, and to help clients navigate the system efficiently.4!!
Recognition of outstanding performance, as practiced in a variety of jurisdictions,*? can
also help prioritise customer service, as well as communicating the Government’s
commitment to efficient service delivery.

Customer service can be measured across entire departments. For example, Canada’s
Red Tape Reduction Action Plan required regulators to publish a customer service charter,
and to report annually against the service targets it specifies.*'?

Many Western Australian Government agencies already publish customer service charters,
outlining the set of core service standards they intend to meet.#* These measures are
generally developed through an internal review of services offered, consultation with
customers, and analysis of complaints and feedback. The exact metrics used should be
specific to the nature of the work undertaken by each organisation.*'> For instance, an
agency that grants licenses or permits may specify how long it will take to respond after an
application has been submitted.

Recommendations to improve the customer focus of agencies in Western Australia
The Government should ensure that every department with a regulatory role has a customer
service charter that provides a commitment to specific and measurable customer service
standards. Departments should be required to publish these commitments on their website,
and display them in areas where staff provide services to the public.

A lead reform agency should:

e review the customer service charter of each department with a regulatory role,
ensuring that the service standards in the charter are measurable, appropriate and,

411 OECD, Regulatory Reform in Italy: Government Capacity to Assure High Quality Regulation, 2001.

412 For instance, in Bahrain the government delivers annual awards in different areas relating to e-government, and on
Egypt’'s National Service Day, a prize is awarded to the agency providing the best public services. OECD 2006,
op. cit. In 2006, the Australian Government also introduced the ICT Awards Program to recognise individuals and
teams in the information and communications technology field. (Australian Department of Finance website,
http://www.finance.gov.au/collaboration-services-skills/australian-government-ict-awards-program/ (accessed 10
March 2014)

413 Treasury Board of Canada, The 2012-2013 Scorecard Report: Implementing the Red Tape Reduction Action Plan,
2013.

For example, the Western Australian Public Sector Commission’s Customer Service Charter states that the
Commission aims to: answer telephone calls promptly and respond to telephone messages by the end of the next
working day; respond to verbal queries within 5 working days; respond to written queries within 10 working days;
respond to complaints within 10 working days; update you on the progress of your query or complaint if a delay is
likely; and acknowledge and rectify when an error has occurred. (Public Sector Commission website,
http://www.publicsector.wa.gov.au/sites/default/files/documents/customer_service charter 0.pdf (accessed
25 March 2014)).

415 The South Australian Government’'s Customer Service: Good Practice Guide provides government departments
with advice on the development of service standards and a customer service charter.

414
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http://www.publicsector.wa.gov.au/sites/default/files/documents/customer_service_charter_0.pdf
http://files.oper.sa.gov.au/files/Final_Customer_Service%20_Guide_w_GRC.pdf

at a minimum, consistent with similar service standards applied in other Australian
jurisdictions; and

e assist departments in identifying specific areas that may benefit from process
mapping, and provide practical support as required.

Each department should then be required to publish its actual customer service outcomes
in its annual report, against the commitments made in its customer service charter.

Finally, achievements of the service standards in the charter should be one of the key
performance indicators used to assess the performance of all senior departmental staff.

Effective consultation with stakeholders encourages broad participation in reform initiatives,
from the identification of regulatory burden, through to the development of solutions and
implementation of reforms. It allows stakeholders to contribute to policies and understand
the aims, timeframes, and successes of reforms.416

For instance, the United Kingdom’s ‘Red Tape Challenge’ has focused on harnessing the
experiences and ideas of those who deal with regulation on a day-to-day basis. The Red
Tape Challenge (RTC) has provided regular updates on the aims and progress of the RTC
initiative, allowed businesses and individuals to provide feedback on various regulatory
topics, and has accelerated the decision-making process.*’ The initiative’s new ‘Business
Focus on Enforcement’ phase will give trade associations and business representatives a
leading role in identifying regulatory enforcement issues and developing solutions.*'® The
RGU has also given consideration to this approach, both as a way to improve the
Government’s understanding of the day-to-day impacts of regulatory burden, and to identify
innovative solutions. 419

Good communication can also help combat the resistance to change that arises when those
affected do not fully understand the reform proposal. Further, if reform goes unnoticed,
support tends to diminish. It is important to communicate progress and reform successes
to build a sense of ownership around the regulatory reform process.

Recommendations to improve levels of communication and participation throughout
the reform process in Western Australia

A lead reform agency should consider areas where broad consultation will be valuable, and
ways in which citizens and businesses can best be engaged. Complex or broad regulatory
problems (such as those identified in Section 5.3.2) require specific, well-targeted
consultation plans. When developing reforms in such areas, a lead reform agency should
convene working groups that include public, private, and community-sector representatives
to contribute to the analysis of regulatory burden in these fields, and to assist in developing
practical solutions.

416 OECD, op. cit, 20009.

417 Technolopis Group report to the European Commission, Public Sector Innovation: Case Study on the Red Tape
Challenge in the United Kingdom, 2012.

418 United Kingdom Cabinet Office website, https://www.redtapechallenge.cabinetoffice.gov.uk/ (accessed 10 March
2014).

419 Communication with the Economic Regulation Authority, 5 June 2014.
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5.3.5 Recommendations

12. Appoint a lead reform agency (either the Department of Premier and Cabinet,
or alternatively the Department of Finance, or a combination of the two) to
work closely with senior departmental staff across all areas of the Government
to develop regulatory reform targets and monitor, enforce, and publish
performance against the targets.

13. Set Key Performance Indicators for regulatory reform targets for senior
departmental staff, including Directors General and Chief Executive Officers.

14. Establish an Information and Communications Technology (ICT) office within
Government (ideally within the Department of Premier and Cabinet) to:

a. identify technology-based strategies to reduce regulatory burden in
Western Australia;

develop and implement a policy and implementation plan for ICT
reform in the State; and

provide ongoing support to the Western Australian public sector, in
the areas of service delivery, strategic ICT policy and planning,
public sector innovation, and information management, focusing on
reducing the level of regulatory burden.

. Update the Red Tape Reduction Group’s 2009 assessment of regulatory
burden in Western Australia, to measure current levels of regulatory burden
in the State. The findings of this assessment should be made publically
available.

16. Require departments with a regulatory role to:

a. establish a customer service charter with clear and measurable
service standards;

have this customer service charter reviewed by a lead reform
agency responsible for the reform programme;

publish this customer service charter online, and display it in areas
where staff provide services to the public;

include a report on actual performance against the service standards
in the departmental Annual Report; and

set Key Performance Indicators for service standards for senior
departmental staff.
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To prevent the introduction and accumulation of poor quality regulation, it is important to
address the two main ways in which it arises.

Firstly, poor quality regulation can be introduced when the Government proposes a new
rule (be it a law, policy, or another type of regulation) to address an issue. At this stage,
other available solutions should be considered, and the original proposal should be
examined to determine whether it is necessary and appropriate, and whether it is likely to
introduce new costs and problems. Regulation should only be introduced if it has a net
public benefit. In Western Australia, as in all other Australian jurisdictions, the RIA process
is applied to ensure the costs and benefits of proposed reforms have been adequately
considered.

Secondly, regulatory problems can develop over time. Regulation may be well-designed
when introduced, but may become unnecessary or outdated, or may have long-term
consequences that were not foreseen when introduced. This type of burden can best be
identified and removed by the use of an effective review process, as described in
Section 5.4.6.

Appendix 5 provides a more detailed explanation of the points at which regulatory burden
can arise, and the types of safeguards that can be applied at each stage of the process.

Western Australia currently uses RIA to identify poor quality regulation before Government
decisions are finalised. RIA is applied to all new and amending legislation and regulation
to ensure that costs and benefits have been appropriately identified.

What is Regulatory Impact Assessment?

RIA is designed to improve the quality of government decision-making by considering the
likely consequences of a proposal, and any practical alternatives. It is an established tool,
having been introduced in the United States in the late 1970s and the United Kingdom in
the 1980s, and is now used in almost all OECD countries and a growing number of
developing countries.*2°

RIA does not, in itself, define best practice policy development and regulation. Rather, RIA
is a tool that assists the Government in achieving best practice regulation. It does this by
providing a strong filtering process that identifies poor quality regulatory proposals before
they are implemented.

420 OECD, Regulatory Policies in OECD Countries: From Interventionism to Regulatory Governance, 2002.
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Practically, the RIA process, when applied properly, consists of the steps shown in Figure
33. The process is generally managed by a regulatory gatekeeping unit, in collaboration
with the department responsible for the decision. If required, the department responsible
for the proposed regulations performs the necessary analysis and prepares a document
called a Regulatory Impact Statement (RIS).#?* In producing this document, the regulatory
gatekeeper has responsibility for assessing the quality of the RIS and confirming the
department’s finding that the proposed regulation has an overall benefit to the community.

Figure 33 Schematic of the Regulatory Impact Assessment process

Trigger — policy issue, idea, challenge, or crisis

DEEINITION Identify problem, objec t'r:es-.va.n d policy c.nntext —establish a
case for Government action.
Identify all options —regulatory and non-regulatory. Can
objectives be achieved by means other than regulation?
W
AMALYSIS Assess impacts of all options considered — costs, benefits, and
distributional effects induding appropriate quantification. .1i
L = Consultation with
Design final proposal —including development of enforcement, E‘ stakeholders
monitoring, data-gathering, and evaluation mechanisms. o should take place
= throughout the
4 L - policy
ASSESSMENT | | Independentassessment of RIS adequacy. i development
% process, from
U‘:‘{ problem
INFORMED . - . = identification
Government policy decision - based on RIA analysis =
DECISION-MAKING policy v & through to
implementation
et and review.
TRANSPARENCY RIS published; regulatory oversight b-:::dv assessmentmay also
be made public.
Implementation of policy
IMPLEMENTATION v
AND REVIEW Ex post monitoring and evaluation of effectivensss and
efficiency. Do realised impacts accord with the RIST Are
revisions nesded?

Source: Productivity Commission

In principle, a regulatory gatekeeper will report its findings back to decision-makers, and
where the proposal is likely to result in a net cost to businesses, Government, or the
community, the responsible Government department should explore other options or
develop an alternative approach.4??

The process is most efficient where the Departments begin analysis at an early stage, where
a tentative proposal can be considered in light of the evidence, and easily modified before
any commitment has been made.

421 RISs are not prepared for the majority of pieces of proposed legislation. Rather, they are required in cases where
a certain level of risk that a proposal will create an unnecessary regulatory burden. The exact criteria that trigger
the requirement for a RIS vary from jurisdiction to jurisdiction.

422 In practice, in Western Australia, the unit responsible for regulatory gatekeeping will find a proposal to be either
compliant or non-compliant with RIA standards. The agency responsible for the proposal will then proceed to
Cabinet, and the gatekeeping unit will provide a comment to Cabinet as to whether or not the matter has been found
to be compliant. The specific application of RIA in Western Australia is discussed later in this chapter.
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Is Regulatory Impact Assessment just introducing further regulatory burden?

Where poorly designed regulation is introduced, the costs are borne by the wider
community. An effective RIA process, in addition to reducing overall regulatory burden, will
both minimise these costs, and transfer them back to decisions-makers and the
Government. That is to say, government departments and the RGU bear any costs of
implementing the RIA process and filtering inappropriate regulation. The RGU provides
feedback on compliance that is used by departments in assessing the appropriateness of
the reform proposal.

However, where inappropriate regulation is introduced, the cost of complying with that
regulation will be borne by businesses and ultimately the community. In applying the
process, the Government makes a once-off investment in quality control, to avoid
inadvertently creating these ongoing costs for businesses and individuals.

The RIA process should not be an unreasonable burden to any department already
engaged in robust cost benefit-based decision making. It would be reasonable to expect
that a government department would investigate alternative options and assess the main
costs and benefits of a proposal even in the absence of the RIA process. The RIA simply
formalises the process that government departments should be applying.

Is Regulatory Impact Assessment an effective safeguard?

Studies have consistently found that a properly applied RIA process is effective at
preventing the introduction of poorly designed regulation, and likely to improve the quality
of government decision-making.*?®> However, the degree of effectiveness can vary
significantly, depending on how well the process is applied, and the commitment of the
Government to using the process as a tool to develop better decisions rather than as a
‘ticking the boxes’ exercise to justify decisions that have already been made.

In short, RIA is an effective safeguard against regulatory burden, where it is properly
applied. However, the benefits will not be realised where there is little commitment to
applying it as a filtering and problem-solving tool.

Western Australia’s RIA process is managed by the RGU, currently part of the Economic
Reform division of Department of Finance. The RGU was created in 2008, and commenced
operations on the 1 December 2009. It is currently the unit responsible for assessing the
quality of RIS documents, where required by the Regulatory Impact Assessment Guidelines
for Western Australia (the Guidelines).*?*

423 A detailed study of the cost effectiveness of RIA was conducted in Victoria in 2011. (Abusah and Pingiaro, 2011)
It found that every dollar of expenditure incurred by participants in the process resulted in savings of between A$28
and A$56. Similarly, a number of international studies (Shapiro, 2007; Portney, 1984; Hahn and Tetlock, 2008;
Deighton-Smith, 2007; Novion and Jacobzone, 2011) found that that a well-applied RIA process clearly delivered
a net benefit, although the evidence of actual success showed mixed results due to the poor application of the
process in some jurisdictions.

424 The Government of Western Australia, Regulatory Impact Assessment Guidelines for Western Australia Updated
July 2010, 2010.



Given the importance of RIA as the State’s main safeguard against regulatory burden and
sub-optimal decision-making within the public sector, it is critical that the area be adequately
resourced and prioritised. The ERA considers that the establishment of the RGU was a
significant step in improving Western Australia’s regulatory framework, and that the unit has
considerable expertise and experience in the assessment of regulatory issues. However,
as discussed further in this chapter, the lack of a legislative mandate for the RIA process,
and the existence of provisions that allow the RIA process to be circumvented by the
Government can impede the RGU in taking on an authoritative gatekeeping role.
Consequently, the ERA’'s recommendations have been developed with a focus on
empowering the RGU (and more broadly, Government decision-makers) to ensure that the
regulatory decision-making in Western Australia is robust, transparent, and consultative.

The Guidelines

The Guidelines were introduced with the intention of establishing the principles of good
regulation identified by the COAG Taskforce on Reducing Regulatory Burdens on
Business.*?> They provide detailed guidance on:

o the practical application of the RIA process, including scope, best-practice analysis,
and documentation;

e the roles and responsibilities of the Ministers, Agencies, and the RGU in satisfying
the RIA requirements; and

e regulatory reporting requirements for parties involved in the RIA process.
The RIA process, as applied in Western Australia

State Government departments are required to complete a brief Preliminary Impact
Assessment (PIA) when proposing a new policy or legislation and submit this document to
the RGU for assessment.

Where the RGU finds the proposal is not likely to have significant effects, the proposal
moves to Cabinet for consideration. Departments are currently not required to provide the
relevant PIA documents to Cabinet along with the relevant proposal, nor to the
Government’s Executive Council. The ERA considers that the PIA documents provide
valuable context, and that these documents should be included with all proposals submitted
to the Cabinet and the Executive Council.

Where the RGU finds a proposal is likely to have significant effects and, does not fall into a
category subject to an exception*?¢, the department then prepares a full RIS.4?7428 (Note
that RISs are generally only required for a small humber of regulatory proposals. For
instance, between 2009 and 2012 only 5.5 per cent of proposals undergoing the PIA
process subsequently required a RIS.) 4?°

425 These principles are provided in Appendix 5.

426 The exceptions generally relate to specific areas such as taxation and electoral issues, which are often subject to
other impact assessment mechanisms.

427 See Appendix 5 for a more detailed explanation of the RIA process in Western Australia.

428 Where consultation is required (as is the case for most proposals that may result in significant negative effects)
the department will first prepare a Consultation Regulatory Impact Statement (CRIS) to obtain feedback from
stakeholders. Having considered any submissions received in response to the CRIS, the department will then
produce a final Decision Regulatory Impact Statement (DRIS).

429 Based on figures reported in Western Australian Hansard, Legislative Assembly, Tuesday, 19 June 2012.
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Upon receipt of a RIS, the RGU will:
e assess the RIS for compliance with the Guidelines; and
e issue a Compliance Notice to the agency when the requirements are met.

The Guidelines indicate that the RIS document and Compliance Notice should also be
published at this time, but the ERA has not been able to find evidence that this occurs on a
consistent basis, as indicated later in Figure 35.439431 The Government would not be
expected to proceed with new legislation or policy in cases where a Non-Compliance Notice
has been issued.

5.4.4 Assessing the quality of Western Australia’s Regulatory
Impact Assessment process

5.4.4.1 How does Western Australia’s process compare to that of other
jurisdictions?

The Guidelines established by the Western Australian Government in 2010 are consistent
with most (but not all) of the recommendations of OECD and COAG best practice
frameworks#®2, and with effective implementation and a number of key modifications have
the potential to provide a sound basis for decision-making and policy development.
However, as discussed in Section 5.4.4.2, the effectiveness of the Guidelines is materially
compromised by a lack of transparency and accountability, and the retention of mechanisms
that allow the RIA process to be circumvented relatively easily.+3

Further, Western Australia is one of only two states not to have established a legal mandate
for the RIA process, relying instead on the application of the Guidelines. While this, in itself,
does not necessarily diminish the quality of the Guidelines, it does not serve to demonstrate
a whole-of-Government commitment to the process.

Benchmarking information in Appendix 5 provides further detail as to how Western
Australia’s process compares to that of other States, highlighting its key strengths and
weaknesses.

5.4.4.2 What are the major shortcomings of Western Australia’s
process?

Timing of the Regulatory Impact Assessment process
The Productivity Commission has commented that, ‘in a minority of [Australian] agencies,

RIA is appropriately viewed as integral to structuring and informing the development
process’, but for the majority of agencies RIA was regarded as ‘merely a formal framework

430 public disclosure of RIS documents does not appear to meet this requirement at the present time.

431 As noted later in this chapter, the ERA attempted to locate online copies of these documents using a number of
search techniques, and found some but no means all of the RISs that have completed. The ERA acknowledges
the possibility that additional documents may have been published, but are undiscoverable using normal means.
If this is the case, the ERA would not consider this to represent an adequate level of disclosure.

432 productivity Commission, Regulatory Impact Analysis: Benchmarking, Research Report, 2012.

433 The lack of transparency and disclosure around RIA processes in the State, in itself, makes it challenging to perform
a robust assessment of the effectiveness of the RIA framework and the economic impact of any issues relating to
its implementation.
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for consultation...or as a requirement to be ‘ticked-off’ at the end of the policy development
process in order to get legislation introduced’.#3*

Best practice RIA emphasises both early and ongoing consultation to assist in
decision-making, and for regulation to be designed in tandem with the RIA groundwork,
allowing it to be adapted as the costs and benefits are better understood.*®> Where a RIS
is only written at a late stage, there is little opportunity for the RIA process to add value or
improve Government decisions. In such cases, the process merely introduces an additional
expense for the Government, while making little or no difference to government decisions.
Given that RISs are required infrequently, and only in cases where proposals are likely to
have a significant impact, the ERA considers it essential that adequate resources and time
are provided for public consultation.

Stakeholder engagement should also be encouraged at an early stage in the process,
increasing the opportunities for meaningful contribution. Publication of PIA documents (as
practiced in a number of internal jurisdictions) would serve to highlight proposed regulation
at an early stage, and could provide advanced notice where a consultation document is to
be prepared. The ERA notes that proposed legislation at the PIA stage will not yet have
been considered by the Cabinet, but does not consider that this should necessarily limit
opportunities for public discourse and input at the policy development stage.*%

Availability of exemptions

The Western Australian RIA process allows for a Minister for Finance Exemption (formerly
known as a Treasurer’'s Exemption) from RIA requirements to be sought by Ministers, and
granted in ‘exceptional circumstances’. However, the Guidelines do not define ‘exceptional
circumstances’ and do not require application of a public interest test in the granting of an
exemption (a requirement in most other States and Territories).

In practice, the granting of an exemption appears to be at the discretion of the Minister for
Finance, with neither the granting of, nor the reasons for granting an exemption being
subject to public disclosure.*®” Additionally a Minister for Finance Exemption may be
granted at any point in the RIA process, a condition that the Productivity Commission has
found to subvert the integrity of RIA process, as it allows non-compliance to be disguised
as a late exemption.*38

In 2012, the Productivity Commission expressed concern over the poor levels of disclosure
in this area observed across a number of jurisdictions, including Western Australia,

434 Productivity Commission, op. cit, 2012.

4% The Federal Government captures this principle by separating the notion of an ‘options-stage RIS’ from a ‘details-
stage RIS’, highlighting the way that a well-applied RIA process spans both decision-making and disclosure.
(Further information is provided on the website of the Federal Department of the Prime Minister and Cabinet.)

4% The ERA notes that some PIA documents may be subject to confidentiality conditions.

437 Western Australia’s Small Business Development Corporation (SBCD) has expressed concern on several
occasions, regarding both the lack of disclosure around exemptions, and its perception that an unreasonably large
number of Minister for Finance Exemptions have likely been granted. The Department of Finance notes that the
SBDC is referring to ‘exceptions’ where a proposal falls into a category (as defined by Government in the
Guidelines) that does not require a RIS, in contrast to Minister for Finance Exemptions, where a proposal that does
not fall into one of those categories is granted a specific exemption. The Department for Finance further states
that it has only approved a small number of exemptions. The ERA notes the exact number of these exemptions
has not been publicly disclosed.

438 Productivity Commission, op. cit, 2012. The Commission stated that ‘There is scope to minimise potential abuse
of exemptions by allowing applications only immediately after the requirement for a RIS has been triggered. At this
stage, the responsible minister should decide between proceeding with the RIS or seeking an exemption — any
genuine emergency circumstance should already be evident.
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contrasting this to the robust disclosure practices of the Federal and Victorian
Governments.43°

As a result of this lack of disclosure, it is not possible to identify the subject of government
decisions that have received an exemption from the RIA process, let alone the reasons for
granting any exemptions. However, statements made by the Treasurer to Parliament
indicated that seven exemptions were granted between 1 December 2009 and
19 June 2012.

Additionally, exemptions are available for election commitments. A 2012 paper from the
Department of Treasury stated that;

“In practice, most election commitments are granted a Treasurer’s Exemption [now a
Minister for Finance Exemption] in Western Australia. ™49

The Department of Finance has advised the ERA that this is inaccurate, and overstates the
proportion of exemptions granted for election commitments.#** Due to the lack of
transparency around the granting of exemptions, it is not possible to provide a clear
assessment of current practices in this area. However, regardless of the number of
exemptions provided in the past, the ongoing potential to grant exemptions for election
commitments is in itself a significant vulnerability in the RIA process.

In its 2012 Regulatory Impact Analysis: Benchmarking research report, the Productivity
Commission expressed concern over the granting of exemptions for election commitments,
noting that:

“although there is often little prospect of RIA conducted for an election commitment
influencing policy outcomes in the short-term, there can be an important transparency
benefit from a full disclosure in a RIS of the impacts of the announced policy relative to
alternative options that may or may not have been considered.”

It further noted that removal of the exemption may act to ‘discourage ill-considered
commitments being made during election campaigns or implemented thereafter’.

This lack of scrutiny of election commitments is particularly concerning, given that of all the
Government decisions, these decisions are arguably the least likely to be evidence-based.

The ERA considers that the availability of exemptions under the Guidelines introduces a
significant weakness to the State’s RIA process. The issues described above can be
addressed by a revision of the Guidelines to modify the availability of exemptions to
exceptional circumstances (subject to a clear definition of exceptional circumstances)
removing the availability of exemptions for election commitments, and limiting the timeframe
during which exemptions may be granted. As discussed in the next section, requiring the
Government to disclose the granting of, and reasons for, any exemptions will improve
government accountability for compliance with these provisions.

439 Productivity Commission 2012, op. cit.

440 Western Australia Department of Treasury, Response to the Productivity Commissions Draft Report ‘Regulatory
Impact Assessment: Benchmarking, 2012.

441 Communication with Department of Finance, 5 June 2014.
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Transparency*¥? and accountability

Currently, disclosure and publication requirements of the RIA process are minimal, and are
poorly enforced. The Guidelines require the RGU to publish an annual compliance report.
However, in 2012 it was stated in Parliament that no such annual reports had been
published during the three years of the RGU’s operation. The RGU has advised the ERA
that it does provide compliance reporting and related information to Parliament, but that this
information is not released to the public.

In June 2012, the Treasurer was questioned in Parliament as to the number of RISs required
and RISs completed since December 2009.443 The Treasurer provided information from the
Department of Treasury that 51 government proposals were found to require a RIS during
the period, due to likely significant impacts on business, consumers, or the economy.4#
However, he also stated that only 15 Decision RISs were actually prepared during the
period, as shown in Figure 34.44% A public consultation phase resulting in the publication of
an earlier Consultation RIS appears to have been undertaken in 10 of these 15 cases.#4¢

Figure 34 Outcomes for proposals requiring a RIS due to likely significant impacts (1 Dec
2009 - 19 Jun 2012)

A Consultation RIS was produced, followed
by a final Decision RIS (10 proposals)

The required RIS was not produced
(36 proposals)

A Decision RIS was produced without input
froma Consultation RIS (5 proposals)

Source: Western Australian Hansard, Legislative Assembly, Tuesday 19 June 2012.

The Government has published no information to explain why the 51 proposals determined
to require a RIS between 2009 and 2012 only resulted in 15 Decision RISs being completed.
Nor has it disclosed the nature or status of the 36 proposals for which no RIS has yet been
delivered.

The ERA appreciates that the RIA process generally applies to complex proposals, and that
the time between the request for a RIS and the implementation of legislation may be several
years. However, in relation to the information shown in Figure 34, the ERA notes that these
figures were provided by the Treasurer in mid-2012, relating to the 2009 — 2012 period, and
that it has only been able to find evidence of the publication of one more Decision RIS and
one more Consultation RIS since that time.

In the case of these 36 proposals for which no RIS has been delivered, there are a number
of reasons why the RIS may not yet have been produced. These include circumstances
where:

442 ‘For RIA processes, transparency means the availability of, and ease of access to, information held by government
on regulatory policy development and decision making. Transparency also means that government regulatory
decisions are clearly articulated, the rationales for these decisions are fully explained, and the evidence on which
the decisions are based is publicly accessible.” (Productivity Commission 2012, op. cit.)

443 Based on figures reported in Western Australian Hansard, Legislative Assembly, Tuesday, 19 June 2012.

444 bid.

445 bid.
448 |bid.
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e the proposal is still undergoing the RIA process;

e a Minister for Finance Exemption from the RIA process was granted;
e the proposal has been deferred; or

¢ the proposal was withdrawn or rejected.

The Treasurer stated to Parliament that between 1 December 2009 and 19 June 2012, two
proposals were completely rejected and two were partially rejected, and further, that
7 exemptions had been granted over the period (detail as to the nature of these proposals
was not provided).*4” He also stated that 20 proposals were in the process of being
finalised, 7 were undergoing consultation, and 11 were under further review.#* Since, as
noted above, the ERA can only find evidence of the publication of two more RIS documents
since 19 June 2012, it is unclear as to what outcomes were reached for the other proposals.

Consequently, it appears that a significant number of proposals for which the RIA process
had not yet been completed as at 19 June 2012 may now have been undergoing the RIA
process for between 18 months and 4 years.**®* Some of these proposals may have been
deferred during the period, extending the RIA process, and some may have been withdrawn
or rejected. However, due to a general lack of transparency, it is impossible to determine
precisely how many proposals are currently undergoing the RIA process at the present time,
the subject of those proposals, nor how long the process has taken to date.

Given the importance of consultation in the relatively small number of instances where a
RIS is required, it is concerning that a number of proposals may have been in progress for
such a length of time with little disclosure of the nature of the proposal and no indication
that a Consultation RIS on the subject will be forthcoming in the future. As discussed earlier
in this section, and in Section 5.4.5, providing advanced notice of issues undergoing the
RIA process is an important factor in sourcing meaningful stakeholder feedback.

The ERA has also identified weaknesses in the publication process for RIS documents.
Currently the Guidelines require agencies to publish Decision RISs online at the conclusion
of the decision-making process. However, an analysis of the availability of RIS
documentation indicates that actual disclosures fall well below this standard, with a
significant number of RISs being apparently unavailable on any government website. The
ERA considers this lack of publication is most likely to result from a lack of process and
co-ordination, rather than active avoidance of disclosure on the part of agencies. In
contrast, most jurisdictions assign responsibility for publication and disclosure of RIS
documents to the regulatory gatekeeping agency, removing the burden from individual
departments, and providing a searchable central repository of documentation to the public.

To assess the adequacy of RIS disclosure in Western Australia, the ERA attempted to
locate online copies of the 10 Consultation RIS and the 15 Decision RIS documents referred
to in Figure 34.4%° As indicated in Figure 35 no documents are available for 7 (40 per cent)

447 1bid.
448 bid.

449 That is, a period that falls between the length of time from 1 December 2009 to the present date approximately
4 years), and the date of the Treasurer’s statements (being 19 June 2012) to the present date (slightly more than
18 months).

450 n doing this, the ERA used both a search engine (Google) and the wa.gov.au online search (a search covering all
government departments and agency sites). Advanced search skills and significant time were needed to locate
even the 10 RIS documents that were found, of the 25 sought. While these 10 documents are technically available
online, it would not be reasonable to describe these as ‘accessible’, given the difficulty in locating them. Similarly,
while the RGU has stated that ‘as at 3 Feb 2014, 10 out of 19 Decision RISs and 10 out of 11 Consultation RISs
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of the 15 proposals that were subject to a RIS between 1 December 2009 and 19 June 2012.
For a further 6 proposals, only the initial Consultation RIS document is available, providing
no indication as to how the proposal may have changed as a result of public consultation.
The ERA was only able to find one proposal for which both the Consultation RIS and
Decision RIS were available.

Figure 35 Publication of RIS documents for proposals where a RIS was completed (1 Dec 2009
— 19 Jun 2012)%t

Only Consultation

Mo RIS RIS discoverable
discoverable online anline (7 proposals)
(6 proposals)

Consultation RIS and
Decision RIS discoverable
online (1 proposal)

Cnly final Decision
RIS discoverable

' online (1 proposal)

Source: Western Australian Hansard, ERA analysis

The current lack of disclosure in the Western Australian RIA process results in a number of
undesirable outcomes.

e |t fails to inform parties impacted by a proposal, making it difficult to understand how
submissions and feedback on the preliminary Consultation RIS (CRIS) have
contributed to the final Decision RIS (DRIS).

e It prevents any comprehensive scrutiny of the Government’s decision making
process, and the quality of the evidence supporting the Government decisions.

e It obscures cases where the Government has proceeded with a decision, in spite of
significant negative effects having been identified in the RIS.

Further, the lack of control given to the RGU over the publication of RIS-related information
prevents it from effectively performing (and being seen to perform) its core gatekeeping
functions. This makes it difficult for the RGU to provide the public with the information
needed to hold decision-makers accountable for the quality and consequences of regulatory
decisions.

To date, in spite of the disclosure requirements they contain, the Guidelines have not been
effective in implementing the timely, accessible public release of RIS documentation, so as
to avoid these undesirable outcomes. Best practice RIA specifically addresses this problem
by requiring the publication and disclosure process to be managed centrally by the relevant
gatekeeping authority, rather than being managed on an ad hoc basis across various
government departments.  Accordingly, the ERA has provided a list of specific
recommendations at the end of this chapter, covering both the management of the
disclosure process, and specific information that should be covered by that process.

were published on respective agencies’ websites’the ERA found that, using the search methods described above,
it was not possible to locate all of these documents, and likewise it would not be reasonable to describe them as
“accessible”. (Communication with the Department of Finance, 12 June 2012)

41 While this relates to the period from December 2009 to June 2012, the ERA also took note of more recent
publications. The level of disclosure does not appear to have increased over the past 18 months, as the ERA was
only able to locate one more Consultation RIS and one more Decision RIS.
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The ERA considers that shortcomings discussed above can be effectively addressed by:

e improved specification of departmental responsibilities in the Guidelines, assigning
clear ownership of the disclosure process to the RGU, and requiring any outstanding
compliance reports to be released as soon as possible; and

e modifications to the Guidelines bringing the existing minimum disclosure
requirements more closely into line with best practice.

In addition to the issues of transparency and exemptions, there are a number of other
opportunities for improvement.

Technical guidance

As noted by both the Productivity Commission*>? and the Department of Treasury*®3, the
Western Australian RIA process would be significantly enhanced by the provision of
guidance to departments on quantitative approaches such as Cost Benefit Analysis, and by
requiring more robust quantification of costs and benefits for a RIS to be deemed compliant.
Similarly, quantification should also apply at the PIA stage, both in terms of costs and
benefits, and in the inclusion of basic Key Performance Indicators. Similar guidance is
already provided in the guidelines developed in other States, and it would require minimal
work to adapt these to the Western Australian guidance material.

In-house skills

As discussed in Section 5.4.2, the ERA considers that key analytical skills such as Cost
Benefit Analysis should be part of the core skill set maintained in all decision-making
departments and agencies. Regardless of demands of the RIA process, evidence-based
analysis is a precondition for quality decision-making, not an add-on to the decision-making
process to be largely outsourced to consultants.

The provision of targeted training in Cost Benefit Analysis and other evidence-based
techniques for decision-making and policy development would be a worthwhile investment,
strengthening not only the RIA process, but the quality of government policy across the
board and reducing ongoing consulting expenses.

Independent oversight

Best practice regulatory gatekeeping indicates that it is most appropriate for the RIA process
to be administered by an independent organisation. However, in Western Australia this
task is currently the responsibility of the Department of Finance, as it contains the RGU.
This is a significant departure from best practice, and threatens the ability of the RGU to
provide the public with the information necessary to hold the Government accountable for
regulatory decisions.

Establishing the RGU as an independent authority would address this issue directly, and
provide an opportunity for the unit to further develop its capacity as an independent advisor
on regulatory issues, in addition to its role as an issuer of Compliance and Non-Compliance

452 Productivity Commission, op. cit, 2012.

453 Western Australian Department of Treasury, Response from the Department of Treasury, Western Australia, to
the Productivity Commission’s Draft Report Regulatory Impact Analysis: Benchmarking, 2012.



Notices. However, the ERA considers that a similar result may be achieved by providing
the RGU with a legal mandate and substantially increasing the transparency of its
operations (as discussed in Section 5.4.4.2), in combination with the appointment of the
Office of the Auditor General (OAG) as an independent overseer.*

The Productivity Commission has highlighted the likely benefits of establishing a periodic
review of the implementation and effectiveness of the RIA process, to be undertaken by the
OAG, similar to the practice adopted in the United Kingdom.**> Establishment of a similar
process in Western Australia has the potential to ensure the RIA process continues to be
effectively and efficiently applied.

Consultation

Effective consultation is critical in avoiding the introduction of poor quality regulation.
Although stakeholders often have a vested interest in a particular outcome, they will also
live with the consequences of a regulatory decision on a day-to-day basis and therefore will
be well placed to alert decision-makers as to the likely problems. They may also be able to
demonstrate the effects of similar decisions in the past, and propose innovative non-
regulatory solutions.

Given the value to the Government in consulting with stakeholders, it is important to provide
adequate time and notice to allow these parties to provide informative submissions.
Western Australia does not currently specify a minimum consultation period upon the
publication of a CRIS. Nor do the Guidelines provide for a formal process to advise
stakeholders ahead of time that a CRIS is to be published on a given topic. The consultation
process in Western Australia would be significantly improved by the introduction of these
provisions.

It should be noted that RISs are only conducted where the regulation is expected to have a
significant impact. As discussed in Section 5.4.4.2, between 1 December 2009 and
19 June 2012, only 51 regulatory proposals were determined to have a significant impact.4®
Given that the consultation process only applies when this criterion is met, the ERA
considers that it is important to ensure stakeholders have an adequate amount of time to
respond.

Over the past two decades, Western Australia has made a great deal of progress in the
area of legislative and post-implementation review. As a result of the Federal Government’s
National Competition Policy (NCP) the State Government committed to a wide-scale review,
which, by 2010 had resulted in the review of 291 pieces of Western Australia legislation.45”
The review brought about significant changes, with 25 per cent of those pieces of legislation
being amended, 34 per cent consolidated into new Acts, and 13 per cent repealed.**® Since

4% The ERA also notes that in Queensland and Victoria, the two states where the RIA process is managed by an
independent agency, that agency is also the State’s independent regulator. (The Queensland Competition
Authority, and the Victorian Competition and Efficiency Commission respectively.) While the ERA has a similar
role to these agencies, it considers that administration of the RIA process may constitute a conflict of interest with
a number of its other functions. Consequently, the ERA is not an appropriate body to administer the RIA process
in Western Australia.

455 Productivity Commission, op. cit, 2012.
4% Western Australian Hansard, op. cit, 2012.

457 Based on the ERA’s analysis of current Acts containing a review clause, and information provided in National
Competition Council, Legislation Review Compendium, 6% (final) edition.

458 |bid.



this time, the Government also conducted a ‘Repeal Week’ in 2013, resulting in the removal
of 43 pieces of obsolete legislation.4>°

Most legislative reviews in the State are conducted by the Department to which the
legislation relates, under the direction of the relevant Minister. Where appropriate,
departments engage consultants to provide expert advice, or reviews are performed by
other Government agencies when specific expertise with a level of independence is deemed
necessary. For instance, the Auditor General Act 2006 was reviewed by Parliament’s Joint
Standing Committee on Audit, the Legal Profession Act 2008 by the Attorney General, and
the Grain Marketing Act 2002 by the Economic Regulation Authority.

Scheduled reviews

Legislation passed in recent years has also been more likely to include a formal ‘Review of
Act’ clause, mandating a timeframe for a once-off or recurring review of each Act. The NCP
process resulted in the completion of many overdue reviews, and reviews for more recent
legislation have generally been completed within a year of becoming due, resulting in the
majority of Acts containing a review clause being currently compliant with review
reguirements.460

The ERA has noted several opportunities to continue to strengthen this culture of review,
including the standardised application of post-implementation review to quasi-regulation
(discussed further in Appendix 5), a ‘catch-up’ process for Acts overdue for a review, and
default inclusion of a standard ‘Review of Act’ clause for all new legislation where such a
clause is appropriate.6!

The future integrity of the review process would be strengthened by the introduction of a
policy specifying:

e criteria triggering the mandatory inclusion of a Review of Act clause in new
legislation;

e criteria for selecting the most appropriate government department or external
organisation to perform the review;

e criteria to guide legislators in identifying how frequently a review should be
performed; and

e standard wording for the Review of Act clause.
Best use of public sector expertise
While relatively straightforward reviews may be well conducted by the relevant department,
there are a variety of agencies and commissions who may be better placed to conduct

complex technical reviews as an independent inquiry. In Western Australia, such bodies
include the Office of the Auditor General, and the Law Reform Commission, in addition to

459 Media Statement, 19 November 2013,
http://www.mediastatements.wa.gov.au/pages/StatementDetails.aspx?listName=StatementsBarnett&Statld=796
9 (accessed on accessed 7 April 2014)

460 That said, a small number of Acts with a review clause are yet to be reviewed as scheduled, a situation that should
be remedied by the Government as soon as possible.

461 The development of a set of criteria defining legislation that should or should not be subject to a Review of Act
clause is beyond the scope of this Inquiry. However, in implementing the ERA’s recommendations on the inclusion
of such clauses, it will be important to give consideration to the development of such criteria.


http://www.mediastatements.wa.gov.au/pages/StatementDetails.aspx?listName=StatementsBarnett&StatId=7969
http://www.mediastatements.wa.gov.au/pages/StatementDetails.aspx?listName=StatementsBarnett&StatId=7969
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the ERA. Additionally, agencies that operate with a degree of independence are well suited
to conduct reviews that are likely to be particularly political or contentious.

The quality of Western Australia’s legislative review process will be enhanced by a shift
away from the default referral of reviews to the line agencies responsible for the regulation,
and increased use of other independent agencies and committees, where these have expert
knowledge of the subject matter. Additionally, reviews conducted by departments can
benefit from an increase in collaboration with agencies that can offer specialised skills and
experience.
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5.4.7 Recommendations

17. Replace the Regulatory Impact Assessment Guidelines for Western
Australia with a statutory mandate establishing the Regulatory Impact
Assessment process, and defining the roles and responsibilities of the
Regulatory Gatekeeping Unit.

18. Establish a five-yearly recurring review of the implementation and
effectiveness of the Regulatory Impact Assessment process, to be
undertaken by the Office of the Auditor General.

19. Transfer responsibility for the central publication, but not preparation, of
Regulatory Impact Assessment documentation from individual agencies to
the Regulatory Gatekeeping Unit, including the timely publishing of:

Preliminary Impact Assessments;
Consultation and Decision Regulatory Impact Statements;
Compliance Notices and advice of non-compliance;

statements of the supporting rationale for any non-compliant
proposals adopted by Government, to be provided to the Regulatory
Gatekeeping Unit by the Government;

notices of exemptions (including the supporting reasons for
approval of the exemption);

notices of any changes made between a Consultation Regulatory
Impact Statement and the subsequent Decision Regulatory Impact
Statement, to be included with the Decision Regulatory Impact
Statement; and

a current list of all proposals undergoing Regulatory Impact
Assessment, including the status of each, with the exception of
cases where Cabinet-in-Confidence restrictions apply.

20. Require that all regulatory proposals submitted to Cabinet and the Executive
Council be accompanied by the relevant Preliminary Impact Assessment
documents.

21. Amend the Guidelines (or their legislated replacement) to:

a. limit applications for exemptions to the period immediately after the
requirement for a Regulatory Impact Statement has been triggered,;

limit the granting of exemptions to exceptional circumstances (such
as emergency situations) where a clear public interest can be
demonstrated;

remove the capacity for exemptions to be granted in the case of
election commitments; and

require timely publication of the reasons for all exemptions granted.
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22. Establish a training and resourcing initiative to ensure that all government
departments involved in the preparation of Regulatory Impact Statements
and Preliminary Impact Assessments have the capacity to conduct key
analytical work (such as cost benefit analysis) in-house.

23. Determine and mandate an appropriate minimum consultation period for
Regulatory Impact Assessments, in cases where consultation is undertaken
as a part of the Regulatory Impact Assessment process.

24. Empower the Regulatory Gatekeeping Unit to require, review, and publish
post-implementation reviews for all non-legislative proposals that have been
subject to a Regulatory Impact Assessment.

25. Direct the Regulatory Gatekeeping Unit to perform an audit of legislation
overdue for review, report the results of the review to Cabinet, and to make
the findings available to the public. Where legislation is overdue for review,
the relevant Minister should direct the appropriate department or review body
to conduct the review as soon as practicable.

26. Establish a review policy to be applied to all new legislation, specifying:

a. criteria triggering the mandatory inclusion of a Review of Act clause;

b. criteria for identifying the most appropriate Government Department
or external organisation to perform the review;

criteria to guide legislators in identifying how frequently a review
should be performed; and

d. standard wording for the Review of Act clause.

27. Request that the Department of Finance’s Economic Reform division deliver
a response paper and implementation plan to Cabinet, giving regard to:

a. the timing and prioritisation of reforms; and

b. the levels of funding and resourcing required to implement the ERA’s
recommendations.
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State taxes are an important source of revenue for the Western Australian Government,
estimated to account for a third of the Government’s revenue sources in 2014/15.462

However, all taxes impose costs on the economy, despite being a necessary revenue
source. These include:

o efficiency costs, which result from the distortion of decisions of taxpayers due to
State taxes;

e compliance costs, which are the costs to businesses and individuals of meeting their
obligations arising from the tax system; and

e administrative costs to the State Government of raising taxes.

Payroll tax, transfer duty and land tax are the most significant and broadest tax bases
available to the State Government. The efficiency costs arising from payroll tax, residential
transfer duty and land tax in Western Australia alone are significant and have been
estimated by the ERA’s consultants to be in the order of $1 billion per annum.*%3 Hence, it
is necessary that any examination of microeconomic reform consider the efficiency effects
of State taxes.

The ERA sought to identify options for reforming the current system of State taxes in
Western Australia to minimise these costs to the Western Australian economy. The ERA
engaged Synergies Economic Consulting (Synergies) to assist it with its review of State
taxes. Specifically, Synergies were engaged to: develop reform options to achieve a more
modern tax system for the State; and conduct an analysis of the benefits and costs
associated with the recommended changes.

The two main tax reform options developed by Synergies involve reforming payroll tax,
residential transfer duty and land tax by either:

e broadening the base and lowering the rate of all three taxes to increase their
efficiency; or

e increasing reliance on efficient taxes (land tax and payroll tax) and reducing or
abolishing the inefficient taxes (residential transfer duty).

A preliminary investigation indicates that the efficiency benefits of such reforms to State
taxes are likely to be considerable and have been estimated to have the potential to add

462 Department of Treasury (WA), 2014/15 Economic and Fiscal Outlook, 2014, p. 88.

463 Synergies calculated this figure by applying KPMG'’s estimates of the pre-reform average efficiency costs (22 cents
for payroll tax, 31 cents for transfer duty and 6 cents for land tax) to 2012/13 collections of payroll tax ($3,475.7
million), residential transfer duty ($764.84 million) and land tax ($568.2 million) to calculate the pre-reform efficiency
cost. (Sources: KPMG Econtech, CGE Analysis of the Current Australian Tax System, 2010, p.5. Department of
Treasury, 2013/14 Overview of State Taxes and Royalties, 2014, p. 2.). Synergies has assumed that residential
transfer duty accounts for 46.25 per cent of total transfer duty collections of $1,653.7 million in Western Australia
in 2012/13. This is based upon communication with the Western Australian Treasury and the State Tax Review
conducted in 2006. Government of Western Australia Department of Treasury and Finance, State tax review —
interim report, 2006, p. 174.



$460 million to $580 million to the State economy. Reforming State taxes will also ensure
that the State Government has access to a stable and growing source of revenue.

The ERA recognises that there are practical barriers to reforming State taxes, including the
difficulties of convincing the business community and the general public of the need to forgo
existing exemptions and concessions in State taxes for the broader public benefit of lower
tax rates, applied to broader bases. Nevertheless, the ERA considers that the two main tax
reform options outlined in this chapter are worthy of more detailed consideration, including
a General Equilibrium analysis to refine the estimates of the efficiency benefits of the
options.

The remainder of this Chapter is structured as follows:
e an overview discussion of the need to reform State taxes;
e a brief discussion of the principles of good tax design;

o adiscussion of efficiency effects of the three main taxes in Western Australia being
payroll tax, transfer duty and land tax;

e a summary of submissions received in response to the chapter in the Draft Report
on State taxes; and

e a discussion of options for reforming State taxes in Western Australia and the
relative merits of these options.

Australia’s Federal system has limited Western Australia’s opportunities to pursue genuine
reform of State taxes. The Australian Constitution (and the High Court’s interpretation of it)
prevents States from levying taxes on certain bases (like the sale of goods), and the Federal
Government effectively prevents State Governments from levying taxes on the bases that
they could legally apply taxes to by applying taxes to these bases itself (like the income tax
base).*64

The consequence of this is that the State Governments are left with comparatively narrow
and inefficient tax bases, rather than broad bases, which are more efficient for tax collection
purposes. This in turn has some important practical implications for the State Government,
businesses and individuals.

State tax collections can be quite volatile and unpredictable, contributing to difficulties
experienced by State Government’s in formulating budgets. The narrow taxes that the
States can access limit the ability of the State Governments to raise sufficient revenue to
meet their expenditure responsibilities.  However, successive Western Australian
Governments have compounded this problem by eroding the tax base through concessions
and exemptions during times of prosperity.

The consequence is that State Governments are highly reliant on the Federal Government
for funding. Commonwealth grants are expected to account for 31 per cent of Western
Australia’s total revenues in 2014/15.4%5 This causes several issues including; decreased

464 Department of Treasury and Finance, Discussion Paper on Commonwealth-State Relations, 2006, p.12.
465 Department of Treasury (WA), 2014/15 Budget Paper No. 3 Economic and Fiscal Outlook, 2014, p. 88.



accountability to taxpayers because of lack of clarity about the level of government
responsible for service delivery; budget uncertainty for State governments; and decisions
made that may not align with community expectations because of the centralisation of
expenditure decisions with the Commonwealth.466

Tax rates on narrow tax bases need to be higher than tax rates on broad tax bases in order
to collect the same amount of revenue. The consequence of the combination of high rates
and a large number of exempt activities is that businesses have the incentive and the
opportunity to invest time and effort into activities to avoid or minimise the amount of tax
they pay. The following are examples of distortions available for businesses to reduce their
payroll tax liabilities.

e Attempting to engage employees as independent contractors (because payments
made to legitimate independent contractors are not subject to payroll tax) to reduce
payroll tax and other payroll related liabilities (such as superannuation and workers’
compensation). The pay-roll tax legislation includes a specific anti-avoidance
provision that enables the Commissioner of State Revenue to tax arrangements that
are effectively one of employer and employee.

¢ Sending parts of their operations off-shore, where wages and tax liabilities are lower.
The Chamber of Commerce and Industry of Western Australia (CCIWA) advise that
some of its professional services members are hiring staff in South East Asian
countries to complete work that could otherwise be done in Western Australia, as a
way of reducing staff numbers and not increasing their payroll tax obligations.45”

e Deciding not to employ additional staff to avoid exceeding the exemption threshold
for payroll tax and finding alternative means to grow their businesses (such as
greater use of capital) or simply not growing their business at all.

Such behaviour, as well as reducing State tax collections, impedes the growth of the State
economy, by diverting activity to other jurisdictions, dampening overall activity, and acting
as a distraction to business owners (as the time and effort spent on minimising tax liabilities
comes at a cost of other more productive activities, such as growing businesses).

Inefficient taxes also distort the behaviour of individuals. The most obvious implications for
individuals arise from transfer duty on the sale of residences. Transfer duty is a significant
impost, with a maximum rate of 5.15 per cent*® applied to the cost of buying a dwelling in
Western Australia. Transfer duty may influence home-owners not to move house when it
would be desirable for them to do so in the absence of transfer duty. This can have a
number of negative effects on individuals, State tax collections and the economy more
generally including:

e acting as an impediment to labour mobility — for example, an individual may choose
not to relocate for work because of the cost of transfer duty associated with buying
a new home; and

o inefficient use of housing stock — people may stay in particular dwellings when it no
longer suits their needs and thereby prevent other people from accessing a dwelling
of a suitable size. For example, empty-nesters may not downsize their homes and

466 Department of Treasury and Finance, Discussion Paper on Commonwealth-State Relations, 2006, p. 14.
467 Communication between CCIWA and ERA, dated 18 March 2014.
468 Department of Treasury (WA), 2013/14 Overview of State Taxes and Royalties, 2014, p. 10.



people with growing families may decide to extend their home rather than moving to
an established dwelling of an appropriate size.

In subsequent sections of this chapter, the ERA has assessed several options for reforming
State taxes, recognising the inefficiencies associated with the current system. The ERA
has primarily focussed on reform options that can be achieved by the Western Australian
Government acting alone.

However, as noted by the CCIWA, the ability to achieve meaningful reform will require the
Commonwealth and State tax systems to be addressed as one regime to address the
imbalance between the revenue raising capacity and spending responsibilities of the
Commonwealth and State Governments.

The ERA agrees that the ideal outcome would be wholesale reform of revenue raising
capacities and expenditure responsibilities of all three levels of Australian Government
(being Commonwealth, State and Territory and local governments) to ensure that there is
broad alignment between revenues and expenditures at each level of government. The
Goods and Services Tax (GST) reforms of the early 2000’s were a partial attempt at
reforming Commonwealth-State financial relations, but have done little to reduce the overall
reliance of the States on the Commonwealth. The ERA considers that further reforms of
this nature would be very difficult to achieve, and cannot happen through the efforts of one
State acting alone.*69

However, there seems to be increasing recognition of the need for further reforms to
Commonwealth-State financial relations.

e The Commonwealth Government has committed to producing white papers on the
reform of the Federation*’? and on tax reform during this term of Government.*"*

e The National Commission of Audit (commissioned by the Commonwealth
Government) recommended that State Governments have direct access to a portion
of income tax generated in their economy and this be offset by a reduction in tied
grants. It has also recommended pro rata distribution of GST, with top ups to the
supported States.*?

e The $80 billion reduction in Commonwealth grants to the State Governments by
2024/25 contained in the 2014/15 Commonwealth Budget triggered further public
discussion of the need for the GST base to be widened and the rate increased.*”

Even if State taxes are reformed in the absence of reform to Commonwealth-State financial
relations, it would still be best to act in conjunction with other States and Territories to avoid
any unintended cross-border effects. For example, reforms to payroll tax in Western
Australia may create further complexities for businesses operating in Western Australia and
other Australian States and Territories.

469 The Commonwealth Government is in the process of developing white papers on taxation reform and reform of the
Federation. This work may be of assistance in resolving these issues.

470 Coalition, The Coalition’s policy to boost productivity and reduce regulation, 2013.
471 Coalition, The Coalition’s policy to lower the company tax rate, 2013.

472 National Commission of Audit, Media Release: National Commission of Audit Releases Review of the Activities of
the Commonwealth Government, http://www.ncoa.gov.au/media-release.html, 2014, (accessed 3 June 2014).

473 Australian  Government, Towards a functioning Federation, 2014 http://budget.gov.au/2014-
15/content/overview/html/overview 07.htm, 2014 (accessed 3 June 2014).
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The efficiency, compliance and administrative costs of taxes can be minimised by applying
the core principles of good tax design, which stipulate that taxes should be efficient and
simple.

In general, an efficient tax is one that minimises changes in behaviour (including incentives
to work, save, invest or consume).*’* The efficiency costs of taxes are reduced when the
tax base is kept broad (that is, there are few concessions and exemptions), which in turn
allows the tax rate to be kept low, while still raising sufficient revenue. The combination of
the broad base and the low rate reduces the incentives of taxpayers to change their
behaviour in order to avoid taxes.

Efficiency costs are also reduced when the tax burden is greatest on immobile tax bases
and lowest on more mobile tax bases. This helps to ensure that the tax base does not shift
to jurisdictions with lower tax rates.

KPMG Econtech were engaged by the Commonwealth Treasury to estimate the efficiency
costs of taxes (including State taxes) as part of the Henry Review of Taxation. KPMG
Econtech used Computable General Equilibrium analysis to estimate:

e the average efficiency cost — which is the welfare loss per dollar of tax revenue
currently raised; and

o the marginal efficiency costs —which is the additional loss in welfare for an additional
dollar of tax revenue raised.

KPMG Econtech’s estimates of the efficiency costs of taxes are influenced by the mobility
of the tax base and the narrowness of the tax base.*’> The efficiency costs estimated by
KPMG Econtech for payroll tax, transfer duty and land tax are discussed later in this
Chapter.

Taxes should be as simple as possible, as simpler taxes result in lower compliance and
administration costs for taxpayers, and make it easier for taxpayers to pay the correct
amount. This, in turn, makes it easier for the Government to collect the revenue owed.*7®

Tax compliance costs are those costs that are “incurred by taxpayers, or third parties such
as businesses, in meeting the requirements imposed on them in complying with a given
structure and level of tax”.#’” These include the labour costs associated with meeting tax
obligations (for example, filling out tax returns) and the cost of hiring tax professionals.

Administrative costs are the “costs incurred by (mainly) public sector agents in order to
administer the tax-benefit system”.#’® This primarily consists of the costs associated with

474 The main caveat to this being taxes that are deliberately designed to change behaviour (for example, when
externalities are present).

475 KPMG Econtech, CGE Analysis of the Current Australian Tax System, 2010, p.2.
476 Productivity Commission, Stocktake of progress in microeconomic reform, 1996.

477 Sandford, C. Godwin, M. and Hardwick, P., Administrative and Compliance Costs of Taxation, Bath: Fiscal
Publications, 1989, page 10.

478 Allers, M., Administrative and Compliance Costs of Taxation and Public Transfers in the Netherlands, Groningen:
Wolters-Noordhoff, 1994, Page 19.



running and maintaining the tax system, and includes such things as public education on
tax issues, processing tax returns, conducting tax assessments and collecting taxes.

In developing options for reforming taxes in Western Australia, the ERA has focussed on
payroll tax, residential transfer duty and land tax. These are three of the most significant
and broadest tax bases available to the State Government, which is reflected in the fact that
these three taxes account for 58 per cent of Western Australia’s tax collections in
2013/14.47°

Other taxes collected by the Western Australian Government include insurance duty,
vehicle licence duty, landholder duty and gambling taxes. Significant reforms have already
been made to small, inefficient State taxes, particularly as part of the GST reforms of the
early-2000s. Further reforms focussed on minor State taxes are unlikely to yield significant
efficiency gains.

Each of the three main State taxes are described in some detail in the report prepared by
Synergies. A high level overview of each tax and an assessment of its efficiency is provided
in the following sections.

Payroll tax is levied on wages paid or payable by an employer, when its total Australia-wide
wages exceed $750,000 per annum. The exemption threshold is scheduled to increase to
$800,000 from 1 July 2014 and to $850,000 from 1 July 2016.4%° A rate of 5.5 per cent is
levied on each dollar above the tax-free threshold.*®!

Payroll tax has the potential to be a highly efficient tax if it is applied to a broad base and at
a low rate. This is because the base (labour) is relatively immobile and cannot relocate to
avoid the burden of payroll tax.

However, the efficiency of payroll tax is reduced because of the high exemption threshold
(which results in a large number of small businesses being exempt from the tax base) and
the number of concessions and exem