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1 Introduction

As outlined in the Background Paper' prepared by~ the House of Representatives Standing
Committee on Transport and Regional Services (the committee), Tasmania has not undertaken
extensive GBE infrastructure privatisation in the areas of particular interest to the Inquiry (namely
the rail, road, aviation, ports, power and industrial manufacturing sectors).

In this context, the Tasmanian Government submission does not specifically address the Inquiry’s
terms of reference, rather it provides:

e an overview of the Tasmanian Government’s framework for assessing whether GBEs
should remain Government owned or be divested;

e two case studies outlining the impacts that spebiﬁc privatisation programs have had in
Tasmania and lessons learned; and

e an outline of a number of issues that the Tasmanian Government would like to see the
committee consider when addressing the terms of reference.

(2003) Background Paper:
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2 Tasmanian Government Business Enterprises

The government business sector is an important element of the Tasmanian economy. It delivers
critical economic infrastructure for the State and provides substantial recurrent revenue to the
Budget for redistribution back to the community. The strategic decisions taken, and investments
made, by government businesses play a fundamental role in Tasmania's economic development.

The government business portfolio currently extends aéross many commercial markets including
primary industries, port operations, transport, financial services, construction, forestry and energy
industries.

In 2003-04, financial returns to the State from government businesses are expected to total $144.4
million — approximately 83 per cent of these returns are expected to come from the State's three
electricity businesses (Hydro Tasmania, Aurora Energy Pty Ltd and Transend Networks Pty Ltd).

The cutrent structure of the Government business portfolio reflects a history of past decision-
making about the most appropriate basis on which Government-based activities should be

progressed:
» some businesses are clearly fully commercial enterprises engaged in market conduct with
-private sector competitors (eg the ports);
¢ some businesses are corporatised entities that were once within the General Government sector
(eg Metro Tasmania and The Public Trustee). The creation of these Government businesses
was primarily driven by the desire to establish incentives for the efficient and effective
delivery of services. A common feature of these businesses is the dependence on Community
_Service Obligation funding or other funding from the Government; and
e some businesses deliver a mixture of non-commercial and commercial services (eg The Public
Trustee). :

2.1 Rationale for Government Ownership

In general, there are four key objéctives that guide the Tasmanian Government’s decision when
assessing the merits/benefits of retaining a portfolio of businesses:

e industry development;
e countering market failure;

e providing a source of revenue to the Budget to support the delivery of Government programs
(through the creation of profit and the return of dividends to Government); and

e delivering ‘community service obligations’.

2.1.1 Industry development

A major consideration in retaining a Government business in public ownership is that the business
can be used as an indirect arm of Government policy to pursue industry development or

infrastructure objectives.

Government-owned entities can be required, through their governance arrangements, to (:I)nsxger
more than a purely commercial perspective andi assist ‘thei(}oyemment,to pgrfsue wtydfafhg: ns.n cip(:i
exami)le; the Government Business Enterprise Act 1995 (GBE Act) states t :E(c:;% ot vgﬂl pet
objectives of GBESs is to maximise the sustainable return to the State in
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GBE’s corporate plan and having regard to the economic and social objectives of the State. As a
further example, under the Port Companies Act 1997, the ports have two primary objectives: to
facilitate trade for the benefit of Tasmania; and to operate in accordance with sound commercial

Pr actice.

2.1.2 Countering market failure

A common rationale for public ownership is that private ownership, in the face of market failure
(such as market power or externalities), would lead to suboptimal outcomes. Government
ownership, with an appropriate regulatory regime, could be considered more attractive than having

~ private ownership with less accountability.

To some degree, this is relevant for the Tasmanian Government business sector. However, the
market failure criterion is a relatively weak driver for retaining all Government businesses in the
current portfolio given that the majority of businesses operate in competitive markets. Also, where
market failure issues do arise, there are alternatives to public ownership to deal with these issues,
for example, the adoption of a comprehensive regulatory framework.

2.1.3 Returns to the Budget

While total returns from the Government business sector only account for between six to seven per
cent of total Budget revenue, these returns are highly important at the margin, given the largely
fixed nature of Government expenditure commitments. From a Budget perspective, there is a need
for a consistent and appropriate level of returns from each business. Businesses that consistently
deliver low returns or experience considerable Vanatlon in earmngs, contribute relatively little to

the Government’s Budget objectives.

2.1.4 ost-effectlve delivery of commumty service obllgatlons (CSOs)

~,The current CSO framework applies an avoidable cost methodology. The private sector may
require a higher level of subsidy to provide the same act1v1ty, primarily to ensure a rate of return

on capital invested.

One of the key concepts in the CSO framework is to miﬁimise costs to the Budget. The net costs
of delivering CSOs to Government can be significantly lower than the gross CSO costs, given the
returns framework for Government businesses (i.e. payment of dividends and tax equivalent
payments). Delivering CSOs through the pnvate sector would increase the net costs of CSOs,
although there may be some cost savings arising from efficiencies and contestability.

However, most Tasmanian Government businesses do not provide substantial levels of CSOs. The
largest CSOs relate to electricity delivery (Aurora Energy and Hydro Tasmania) and public
transport (Metro Tasmania) — smaller CSOs are provided by the Public Trustee (although CSO
funding represents a substantial proportion of its revenue). Generally, the Tasmanian Government
business sector operates on a fully commercial basis.




2.2 Rationale for Government Divestment

Whilst there are a number of reasons for divestment, the key rationale is to enable the Government
to free-up equity in non-core investments and reapply those funds for the benefit of the Tasmanian
community. Other reasons for divestment include:

o debt reduction;

e freeing up capital for other projects/uses;

e removing constraints associated with Goveniment ownership;
¢ reducing risk;

e reducing administrative burdens; and

e changes in the business environment.

2.2.1 Debt reduction

The Government has set a net debt target of $1 billion for the Total State sector by 2008.

Currently, net debt in the Public Trading Enterprise (PTE) sector is around $1.76 billion, which is
offset by $450 million in financial assets held by Public Financial Enterprises.

Another perspective is that net proceeds from divestments can be used to reduce General
Government debt. However, unless a substantial proportion of assets were divested, it is likely
that the net proceeds from a divestment strategy would have an immaterial impact on General
Govermnment sector debt.

It can be concluded that even a relatively substantial divestment program (leaving aside the
electricity entities) is likely to have only a small impact on debt, either in the PTE sector or the

General Governmert sector.

2.2.2 Free up capital for other projects/uses

The achievement of fiscal strategy targets requires continued financial discipline by the
Government. The target of zero net debt in the General Government sector by 2008 means that a
proportion of recurrent income will be used to repay/affset gross debt. This imposes a capital and
expenditure constraint on Government.

It can be argued that equity in the Government business sector has a tangible opportunity cost — it
can be released and used for other State projects (preferably of a capital nature) that would
otherwise be unachievable given debt reduction objectives (proceeds for divestment should not be
used to fund activities of a recurrent nature given that the proceeds are ‘once off’).

There are a number of critical infrastructure projects currently being progressed that may require
strategic support from Government. There are also significant opportunities to advance the
wellbeing of the Tasmanian community through higher levels of investment in social
infrastructure. Realising equity through divestment enables the Government to be more strategic
and accelerate its investments in areas such as public housing, childcare, and the continued
development of the State’s natural and cultural heritage, compared with the alternative approach of
the gradual build up of assets funded from recurrent receipts.




The Government’s wider objectives (eg debt reduction) can impose constraints on Government
businesses. For example, some Government businesses may be prevented from pursuing attractive
business expansion opportunities by virtue of the Government’s fiscal strategy targets, which
impose debt constraints on the Government business sector

Given the sheer size of the electricity entities within the portfolio, business strategies adopted in
this sector could create debt constraints for the smaller businesses. Moving some of the small
businesses outside the State sector enables decisions to be made by commercial boards in the best
interest of the business (or within the portfolio of the shareholders), without reference to the
constraints arising from Government ownerslnp

Transfemng businesses to the pnvate sector may also create additional scope for efficiencies,
which will provxde benefits to the businesses and their customers. Efficiencies could arise from
enhancing economies of scale or scope of the acquiring party, or by the removal of constraints that
prevent a Government-owned business from competmg effectxvely with the private sector.

2.2.4 Reduced risk

The Govemment businesses operate in dynamic environments. Where traditional or captive
markets are shrinking, businesses may seek to move into new markets or develop/deliver new
goods and services. This typically leads to the assumption of higher levels of risk. Even where
diversification is not a driving force, the high degree of change in the business environment gives
rise to higher levels of business risk, often without supportmg higher returns.

Increasingly, Government businesses are taking on more of an entrepreneurial role. The transfer of
ownership from the public to private sector provides the opportunity to transfer business risk to
those more willing to assume responsibility for risk, namely the market. This frees public capital
for use in areas that cannot necessarily be commermally serviced by the market (eg public
infrastructure).

2.2.5 Reductions in administration

Divestment of high risk businesses, businesses that deliver low value and returns and businesses
that undertake functions that are non-core to Government, can reduce unproductive components of
the Government business administration function and allow resources to be re-directed to those
businesses which are delivering greater value and return

Generally, smaller businesses carry greater risk, in the sense that a relatively minor change to the
industry environment, or operating conditions, can have a material impact on business operations.
Divestment of these businesses can generate real dollar administrative savings and also increase
the time and resources allocated to considering high value creation activities, whmh may increase
the total financial and economic returns to the State

Markets are dynamic and rationales for holding busmesses in Government awnershxp that were
once relevant may no longer apply. For example, experience demonstrates that services that were
once considered core to Government (eg building and maintaining roads) can successfully be
delivered by the private sector. The experience built up by the private sector over recent decades
means that the market is now consxderably more mamre and the risks to Government have

significantly dummshed




3 Case Studies | ‘
The two case studies below outline a number of lessons and issues that the committee could

consider when addressing and developing recommendations in relation to the Inquiry’s terms of
reference.

3.1 Ralil freight

The Tasmanian Government Railways were first sold to Australian National in the early seventies,
and then to Australian Transport Network (ATN) in 1998 Over this period very little capital was
invested in infrastructure.

The Commonwealth Government sold a deteriorated and commercially unviable rail system. The
state of the infrastructure, at point of sale, has had significant effects on business operations and, in
particular, the ability to improve infrastructure facilities. While the private railway operator has
been reglstenng a profit, this has been achieved, to some extent, at the expense of infrastructure
improvement.” In essence, resources invested back into the business have largely been used to
support infrastructure retention, as opposed to improving assets or undertakmg capital works to
improve longer-term business operations and revenue streams.

While an analysis of past, present and projected I'aﬂ infrastructure investment has not been
completed in Tasmania, the apparent difficulties faced by Tasrail raise a number of questions
about effective privatisation programs dealmg with reglonal mfrastructure in the rail industry.
These mclude :

o whether adequate economies-of-scale exist in regional areas to ensure successful privatisation
of long-term sustainable business operations;

¢ the state of the infrastructure at point of sale, and if it is in poor condition whether ongoing
maintenance and improvement is commercially feasible; and

e how the ‘spill over benefits’ of safe and efficiently operating infrastructure (including job
creation and environmental spin-offs from usmg ra11 rather than road) can be calculated into a
fair and efficient sale and operating price. ~

3.2 Airports

Air services are the primary passenger transport over Bass Strait with 83 per cent of travel to and
from the state in 2001/02 being by air. The infrastructure of the four main airports (Hobart,
Launceston, Devonport and Burnie) is adequate for the current demand, and these airports are all
operating with a small profit.

In 1990 the Commonwealth Government announced the transfer of regional aerodromes owned by
the Commonwealth with a transfer grant and ‘social bénefit® subsidy (the Airport Local Ownership
Program). The aerodromes were mostly unviable and in many cases small grants were soon
expended on capital-intensive maintenance and upgrades. ~ :

Five Tasmanian airports were transferred to local ‘ownership under this program (Strahan,
Queenstown, St Helens, Flinders Island and King Island). The costs of operation of the Strahan,

-of-play of the business operations and -
2 be noted, however, that without a detailed analysis of the state-o
s;;t:t;?:sld(pa:t, present and pro;ected) it is not possible to determine the potential impact that proﬁt reinvestment

could have, or has had, on the 10ng»term sustamabﬂxty of rml mfr; iﬂftructure




Queenstown and St Helens airports exceed revenue annually by factors of approximately five
times in some cases. The Queenstown airport has recently been de-licensed due to the high cost of
upkeep, with services being redistributed to Strahan. Due to their low utilisation and the viability
of alternative road connections the Strahan, Queenstown and St Helens airports received relatively
small transfer funds from the Commonwealth under the Airport Local Ownersh1p Program.

Flinders Island and King Island received larger transfer funding, as locals, tourists and business
travellers are almost entirely reliant on air travel for access to the islands. These aerodromes
required much more capital input into upgrading and mamtenance However, both municipalities
have very small populations and rate bases and are therefore not in a position to fund airport losses
or heavy mamtenance or upgrading costs -

King Island’s aerodrome is almost econcnncally viable, and therefore not a significant economic
burden to the local community. However, Flinders Island’s aerodrome is uneconomic, and a
substantial financial burden on its local community. Thxs makes ongoing maintenance difficult,
and upgrades unlikely without increased traffic or some form of assistance. The Tasmanian and
Commonwealth Governments provxded substantial fundmg to the Flinders Council for the sealing
of runway 05/23 at Whtemark airport in 1999

Many parts of regxonal Austraha are dependant on adequate, viable, reliable and sustainable
regional services to ensure that impediments to access are reduced for locals, tourists and business
travellers. Airports are critical for regional industry and development for a number of reasons
(such as the increasing use of 3ust~m-t1me—dehvery ‘and the general dependence on air for
deliveries in regional areas) and it is critical that the Commonwealth Government recognises and
supports an effectlve air service to reglonal Australla mespectxve of anport ownershtp 1ssues.

In addition to the Airport Local Ownershlp Progrmn, the Commonwealth Government has
introduced other reforms to the aviation industry that have so far failed to deliver their desired
_outcomes. For example, the de:regulatmn of, or the opening of access for, international airlines to
- regional airports in all air services negotlatlons for both freight and passenger services, has not
resulted in any mtemaﬁonal axrhnes accessmg Hobart azrport through the Regmnal Package.

Some of the privatisation processes/reforms that have been unplememed in the aviation industry
and related industries/infrastructure have had stgmﬁcant impacts on regional and isolated
economies such as Tasmania. Key Iessons that can be drawn from these reforms that relate to the

privatisation of airports include: "
e the importance of establishing clear objectives aﬁd Siztcomes ﬁ'om privatisation;
e the importance of regularly monitoring | the impact d‘f p‘riVatisation programs; and

¢ the importance of developing a flexible ﬁt—for—purpose pnvatlsanon program — rather than
one that is nationally cons1stent, which dlsadvantages certain regions.




4 Issues Relating to the Terms of Reference that Require
Consideration or Analysis ~ |

The Tasmanian Government would like to see the committee address and/or consider a number of
issues under the key Terms of Reference.

In relation to policies, measures and other factors th@t would assist in developing world-class
infrastructure it is recommended that the committee consider:

o whether developing world class infrastructure shouId be a core objective or whether the focus -
should be on developing infrastructure appropriate to the necds of the community (including
social, environmental, and economic needs);

e as a corollary to the above point, the need for infrastructure to be developed in a strategic way,
and to include consultation with all levels of government and other stakeholders;

e the need to establish clear objectives and outcomes for privatisation programs; and

e the importance of developing flexible fit-for-purpose privatisation programs rather than
nationally consistent programs that disadvantage certain regions.

In relation to the role of three levels of government and the private sector in providing
regional infrastructure it is recommended that the committee consider:

e that solutions that work in major capital cities are not always appropriate in regional Australia;

o the level of assistance or incentives that the Commonwealth can provide to make investment in
regional Australia attractive to private businesses, partzcularly where there are no economies-
of-scale;

e the role of public private partnerships in providing regional infrastructure, and the need to
assess who is best placed to provide value for money, quality of service, and manage risks; and

e as a corollary to the above point, devéloping a guide/framework to assist the three tiers of
govemment work to together on sxgmﬁcant pnvat:lsatwn programs so that the initial and

-----
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