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The QCA proposed process has substantial practical difficulties. It is likely to reduce any incentive
for parties to constructively engage in commercial negotiations and will likely result in a complex
and protracted process. This in turn can hold up necessary network investment.

QR Network’s more detailed comments on the principles are attached.

We look forward to discussing the investment principles further with you and other stakeholders.

Yours sincerely,

Michael Carter
Chief Executive Officer
QR Network Pty Ltd

30 July 2010



Attachment

QR Network response to QCA’s proposed investment framework
Introduction

The 2010 Draft Access Undertaking (2010DAU) given to the Queensland Competition Authority
(QCA) on 15 April 2010 seeks to implement a framework for the negotiation of terms and
conditions with customers of major infrastructure expansions that reflect sustainable commercial
outcomes.

This innovative framework seeks to obtain a market based outcome rather than reliance on
regulatory discretion as to whether the terms and conditions of a contract are reasonable. QR
Network provided to the QCA some proposed revisions to the model on 22 June 2010 which
substantially addressed the issues raised by stakeholders in response to the 2010DAU. In
response to this the QCA has released to targeted stakeholders a concept paper on investment
principles. This submission outlines QR Network's issues with these investment principles.

The QCA'’s intent is unclear

There are a number of inconsistencies in the QCA's investment principles. This will create
considerable uncertainty.

The most significant of these is that the QCA asserts that “QR Network cannot be forced to fund
an expansion”. However, on reviewing the draft (for example, paragraph 12), there are limited
circumstances under which it is proposed that QR Network should not be forced to fund an
expansion. At the same time, after setting out the QCA'’s proposed involvement in forming a view
as to whether QR Network can raise necessary finance “the decision on whether to invest will rest
with QR.”

Another inconsistency is contained in paragraph 17. This provides that non-funding users should
pay a premium to funding users in their access charges. It is not clear how this premium is to be
established or what it represents. However, it is noted that no such premium can be applied by
QR Network. The QCA goes on to state that all investments should earn the regulated WACC
(unless that investment involves additional risk), whether funded by QR Network or users. QR
Network agrees that if the regulated WACC is seen to provide appropriate compensation for the
risks involved, there should be adequate incentive to invest. If it isn't, neither QR Network nor
users will be willing to fund an expansion.

The QCA’s proposed framework confuses QR Network’s original intent

QR Network’s proposed framework for capacity expansions has sought to separate the decision
to undertake a major expansion from the funding of that expansion. The funding decision is quite
separate from the decision to invest. While QR Network has proposed to commit to undertake all
investments less than $300 million, its essential rights and responsibilities in relation to
investment decision-making should not be altered by the proposed investment framework.

QR Network’'s proposed framework does not propose to change the way in which it makes
investment decisions internally (with the exception of being prepared to commit to undertake
investments below $300 million). It does not alter QR Network’s overall incentive to invest, noting
that it has already been submitted that the business’s vertical integration provides it with a strong
incentive to continue to undertake (efficient) expansions in a timely manner.
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While the QCA states that “the decision on whether to invest will rest with QR", QCA’s proposal
risks impinging QR Network’s rights and responsibilities in relation to the investment decision. It is
inequitable for QR Network to be forced to operate within a framework that could compromise its
legitimate business interests.

Regulator intervention in a negotiate-arbitrate model is problematic

The investment provisions QR Network has proposed are based on a negotiate-arbitrate model.
The intention is that in the first instance, QR Network and users will to seek to negotiate a
commercial outcome in relation to the allocation of risk (and hence funding). The QCA proposes
to intervene in these commercial negotiations. The outcome of such intervention is not clear. The
key concerns in respect of this proposal are set out below.

The QCA’s proposed framework is not compatible with a negotiate-arbitrate model

The QCA's proposal is at odds with the negotiate-arbitrate model, which is the model on which
the access regime under Part 5 of the Queensland Competition Authority Act 1997 (the QCA Act)
is based. This in turn has its original foundation in the 1995 Competition Principles Agreement,
which provides that:'

...Wherever possible third party access to a service provided by means of a facility
should be on the basis of terms and conditions agreed between the owner of the
facility and the person seeking access.

Further, as noted by the Productivity Commission in its review of the National Access Regime:2

Part IlIA is not intended to replace commercial negotiations between facility owners
and third parties, but rather to provide a means of access if those negotiations fail.

QR Network’s proposed approach provides for timely investment, a structured and transparent
consultation process, exit triggers and dispute resolution. In the circumstances where users are
able to obtain funding on better terms than is implied by QR Network's proposed access
conditions, then users may elect to fund an expansion directly. In this case, this would represent
a commercially superior outcome for those users and, in consequence, would appear to be
consistent with the objective of promoting efficient investment in infrastructure.

It is important to recognise that the negotiate-arbitrate regulatory model typically envisages
provision of access to existing infrastructure. In these circumstances arbitration by the regulator
provides an effective means of resolving a dispute. However for large infrastructure investments
the situation is different. As will be discussed below, the arbitration role proposed for QCA will
bring the negotiations to a conclusion however the consequence of any determination by the
QCA becomes irrelevant if QR Network cannot be forced to invest. Under QR Network's
framework, failure by the parties to conclude commercial negotiations directly results in user
funding.

Ability to assess commercial terms and conditions
There are significant difficulties for a regulator to assess the commerciality of the proposals for

negotiation by the parties. For example the regulator may be unable to effectively determine what
is commercially valuable to each party.

! Competition Principles Agreement - 11 April 1995 (As amended to 13 April 2007), 6(4)(a)

2 Productivity Commission (2001). Review of the National Access Regime, Report no. 17, AusInfo, Canberra, p. 12-13
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It is not an appropriate role for the QCA to determine whether QR Network is unable to fund an
expansion due to capital management constraints or finance market limitations. More importantly,
since QR Network’s funding decisions tend to be made on a portfolio basis, it would be required
to divulge sensitive commercial information to the QCA about other unrelated projects and
decision-making processes.

In QR Network’s view, the increased risk of regulator intervention not only creates uncertainty, but
it also significantly increases the risk of regulatory error. This will have an adverse impact on QR
Network'’s incentive to invest.

The QCA’s proposed framework may pose practical difficulties

The prospect of regulatory intervention in the negotiation process may fundamentally change the
dynamics of the negotiation. In such an environment, users could seek to game the process
depending on their expectation of what the QCA's position might be. Arbitration could also
entrench parties in their pre-arbitration positions, making agreement less likely. Others may
always seek to ‘test’ the QCA’s position by referring the matter to if for a determination in the
knowledge that at worst, they always have the option of funding the investment themselves. One
party could also undermine the negotiations by instigating arbitration prematurely.

This makes it extremely difficult for the parties who are otherwise willing and incentivised to
engage in a constructive negotiation. It may also result in protracted processes that could hold-up
investment which is contrary to all parties interests.

To the extent that users see no real incentive to attempt to negotiate a mutually acceptable
outcome with QR Network, it is most likely that increased reliance will be placed on user funding.
User funding is not the first preference of users but rather a default mechanism to ensure
monopoly power is in check and real choice is available to them.

In the coal supply chain, the counterparties to the negotiations possess countervailing market
power such that regulatory intervention should be unnecessary — also refer below. Accordingly,
QR Network considers that the regulatory focus should shift from whether the terms and
conditions being sought by the service provider fit within the normal regulatory paradigm to
ensuring that the negotiation process for coal producers to enter user funding is workable.

The consequences of the proposed intervention are unclear

Whilst the QCA has made a clear statement that QR Network cannot be forced to fund an
investment, the practical consequences of any ‘binding’ determination made by the QCA
regarding the reasonableness of proposed access conditions is unknown. For example, if the
QCA rejects proposed access conditions that QR Network considers are reasonably necessary to
mitigate its risk, QR Network may not ultimately fund the investment and thus the user funding
option will be invoked. However, as outlined above, the QCA’s determination will have
fundamentally changed the dynamics of the negotiation and frustrate the possibility that
agreement is reached between the parties.

Users have significant countervailing power in negotiating risk allocation

In separating the investment decision from the funding decision, QR Network’'s proposed
investment framework is primarily about the allocation of risk and in particular, the risk of asset
stranding, as this is the most significant commercial risk faced by the developer of major network
infrastructure. How this risk is allocated between the parties is a commercial decision and is best
resolved via commercial negotiation.
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The major users of QR Network are large, sophisticated organisations with the ability to
independently exert significant countervailing power in negotiating the allocation of risk for new
investments. QR Network's proposed investment framework has set out a key process for such
negotiation.

Users have become increasingly organised in responding to capacity constraints particularly
since the coal boom emerged around the middle of this decade. These examples are
summarised below.

Wiggins Island The next significant developments in the central Queensland coal region are
Coal Export being largely funded by users. The Wiggins Island Coal Export Terminal
Terminal and (WICET) is being develoged by a consortium of seventeen coal companies
Surat Basin of varying size and scale”. The Surat Basin Rail is a Joint Venture between
Railway the Australian Transport and Energy Corridor Limited, Xstrata Coal and QR.

Queensland Coal

The Queensland Coal Industry Rail Group (QCIRG) has lodged a bid of

Industry Rail $4.85 billion for QR Network’s below-rail coal assets. This group comprises

Group thirteen producers, being: Anglo American Metallurgical Coal, BHP Billiton,
Ensham Resources, Felix Resources, Jellinbah Resources, Macarthur Coal,
Peabody Energy, Rio Tinto Coal, Vale Australia, Wesfarmers Resources and
Xstrata Coal. Aquila Resources and New Hope Coal Australia are also
supporting parties and will have the opportunity to provide equity at a later
stage.* The bid is a full cash offer.

Newcastle Coal | The Newcastle Coal Infrastructure Group (NCIG) recently completed

Infrastructure construction of Stage 1 (30 million tonnes per annum) of the third coal

Group terminal at the Port of Newcastle. The NCIG consortium includes BHP

Billiton (through Hunter Valley Energy Coal), Centennial Coal, Donaldson
Coal, Peabody Energy Australia Coal, Felix Resources (Yancoal) and
Whitehaven Coal.

These examples provide clear evidence that users have the willingness and ability to legitimately
coordinate themselves to develop and fund infrastructure, and can also exert countervailing
power in negotiating terms and conditions for major expansions.

The presumption that small users need to be protected

In its background section, the QCA considers that QR Network’s proposed approach may
disadvantage smaller users who “who may not be able to fund the upfront capital cost of
expamsions."5 The wording of this paragraph implies that if it was not for this concern, “such an
approach may work in respect of major users”. This in turn implies that QR Network's proposed
investment framework — which includes the option of user funding — may indeed be acceptable if
it were not for this concern. If this is the case, the QCA’s presumption regarding smaller users is
therefore of critical importance to the acceptability of QR Network's proposed framework.

*  This includes: Anglo Coal Australia, Argos Queensland Pty Ltd (part of the Aquila Group), Bandana Energy Ltd,
Belvedere Coal Management Pty Ltd, BHP Coal Pty Ltd, BM Alliance Coal Operations Pty Ltd, Caledon Coal,
Cockatoo Coal, Felix Resources, Jellinbah Resources, Macarthur Coal, Northern Energy Corporation, QCoal, Rio Tinto
Coal Australia, Syntech Resources, Vale Australia, Wesfarmers Curragh and Xstrata Coal Queensland.

o http//www.grcorg.au/ dbase upl/QCIRG Bid (Metro media)_260510.pdf

3 Queensland Competition Authority (2010). paragraph 4.
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The first point is that if protection of smaller users is the QCA’s main concern with the framework,
this may well be achieved via specific modifications to it. Instead, the QCA has proposed a
replacement framework that is much broader in scope. While the QCA may be of the view that
the modifications it has made are necessary to protect the interests of smaller users, this is not
clear, and certainly no further reference is made to smaller users elsewhere in the draft.

Secondly, the assumption that smaller users may not be able to fund the upfront capital costs of
expansions has not been substantiated. The costs of developing and constructing even a
relatively small greenfields mining operation are significant and post sizeable barriers to entry in
this market, limiting participation to companies with the financial capacity to be able to fund such
investment. Further, that investment involves significant risk and this will be a key consideration
for external capital providers in both providing and pricing funding.

Access charges only represent a reasonably small proportion of a mine’s total production cost
(this has been acknowledged by the ACCC in its recent Draft Decision in relation to ARTC's
Hunter Valley coal network”). If a company has the capacity to raise the necessary capital to fund
an investment with these costs and risks, it should be able to raise funding to contribute to the
costs of an expansion, noting that its contribution would be limited to that portion of the capacity
that it would be seeking to rail. Further, as is the case now (that is, without user funding), the user
would need to have sufficient financial capacity to satisfy its take-or-pay obligations for the
capacity that is contracted.

It is also noted that a number of the mines that are members of consortia that are currently
involved in major infrastructure developments could be considered to be small users. For
example:

e  Aquila Resources’ Isaac Plains Coal Mine has nameplate capacity of 2.8 million tonnes per
annum.” It is also has a number of other projects that are not yet in production. Aquila is a
member of the WICET consortium and a ‘supporting party’ for the QCIRG bid;

e  Caledon Coal currently operates the Cook Mine, which produced 604,000 tonnes in 2009.° It
is also examining the feasibility of a new deposit. Caledon is a member of the WICET

consortium;

e Cockatoo Coal produced around 500,000 tonnes in 2009, and is also looking to develop a
portfolio of projects in the Surat Basin®. Cockatoo is a member of the WICET consortium;

s Jellinbah Resources produces 4 million (+) tonnes per year'“. Jellinbah is a member of the
QCIRG bid;

s Whitehaven Coal sold 2.8 million tonnes of coal in 2009."" Whitehaven is a member of the
NCIG consortium.

®  Australian Competition and Consumer Commission (2010). Australian Rail Track Corporation Limited - Hunter
Valley Coal Network Access Undertaking: Draft Decision, pp.590-91.

~

http:/ /www.aquilaresources.com.au/ go/ projects/ coal/isaac-plains-coal-mine
8 http:/ /www.caledonresources.com/Images/ FileManager/223.pdf

¢ http://www.cockatoocoal.com.au/

0 http:/ /www jellinbah.com.au /facts.htm

1 http:/ /www.whitehaven.net.au/investors/documents/2009_Whitehaven_Coal_Limited_Annual_Report.pdf
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North West Iron Ore Alliance

The North West Iron Ore Alliance (the Alliance) is an example of a consortium of small users
engaging in legitimate collective bargaining to improve the terms and conditions of access. The
consortium comprises five junior miners, being Atlas Iron, BC Iron, Brockman Resources,
FerrAuss and Iron Ore Holdings. The Alliance was formed to collectively negotiate the terms and
conditions of access to the Pilbara rail networks. Authorisation of the collective negotiations was
required from the ACCC.

The ACCC granted the authorisation. It concluded that while the shareholders in the Alliance may
have limited bargaining power the proposed arrangements “may deliver public benefits by
facilitating more meaningful commercial outcomes”. "

These outcomes include potentially expediting agreement between parties on mutually favourable
terms, and greater input into contractual terms and conditions. It approved the arrangement on
the basis that the public benefits would outweigh any public detriment that may arise.

Other issues

Asymmetric risk allowance

QR Network welcomes the QCA'’s proposal that it may be able to seek compensation for asset
stranding risk via a cash flow allowance. However, it is concerned that substantiating any such
allowance with the QCA will be seen as too difficult. QR Network recommends that the
methodology that would be used to determine the allowance is developed and agreed upfront.
Otherwise, if the perceived probability of making a successful claim is seen as too low and
expensive to pursue, the QCA’s proposed framework provides no comfort to QR Network that this
provides a legitimate alternative to it in relation to obtaining compensation for stranding risk.

Capacity allocation

The QCA'’s draft investment framework envisages that expansions should accommodate the
demand of all users who are seeking additional capacity (paragraph 15), who should be given the
opportunity to participate in the funding (paragraph 16). QR Network supports these principles
subject to establishing that there will be sufficient long term demand for the capacity created by
the project and the reasonable expectation that the access charges will provide the return on
those investments. Further there is the potential for hoarding and restrictions on competition
which may arise from the capacity allocation assumptions in paragraphs 17 to 20.

An investment in rail transport infrastructure in an individual coal system may create latent
capacity within the system (for example, on a particular line section), which may not be useable
without further infrastructure enhancements. Therefore, the framework should not include
reference to excess capacity but ‘Available Capacity’ which can be utilised from the rail
infrastructure enhancement without further investment.

The rail system will be subject to either increasing or decreasing average costs due to the non-
linear nature of the incremental costs of expansions. It is this lumpy and non-uniform nature of
rail investment which gives rise to inter-temporal equity concerns. To address these concerns,
QR Network has quite deliberately sought to separate the funding agreement from the access
agreement such that the funding agreement reflects an investment instrument with rebates based
on incremental revenues associated with that investment. This avoids the commercial and

2 Australian Competition and Consumer Commission (2010). Determination: Application for Authorisation Lodged by
NWIOA Ops Pty Ltd (North West Iron Ore Alliance), 29 April, p.19.
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contractual complexity associated with the timing of the expansion and how the capacity is
allocated to users of the network.

Further, as noted previously, to the extent that the regulatory endorsed terms and conditions of
access are sufficient to promote investment in the network, then funding users should be
indifferent as to whether they obtain the full utilisation benefit of the expansion or obtain a return
commensurate with the commercial and regulatory risks as assumed in paragraph 29. Therefore
if the commercial settings are appropriate there should be no requirement for a non-funding user
to pay funding users an additional premium on top of the access charge as envisaged under

paragraph 17.

The right of first refusal for any latent capacity may also lead to anti-competitive outcomes in the
market for terminal and coal handling services. To the extent a user has the right of first refusal
this may create an incentive to over-invest and may provide a basis for lock-in capacity rights for
future port expansion. The funding user(s) may be the only producers capable of utilising the
capacity rights created at the port. QR Network only sought to provide users a right of first refusal
of the committed capacity contracted from the expansion to avoid distorting capacity allocation
and commercial negotiations for services in other markets.

In summary, any right of first refusal must be carefully designed to ensure capacity allocation and
commercial negotiations in downstream markets are independent of the first right of refusal.
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