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Abbreviations and glossary of terms

above rail Assets such as locomotives and ore cars that operate on a
railway

ACCC Australian Competition and Consumer Commission

Act TPA

Application The application by FMG for declaration of the Mt Newman
Service in accordance with Part IIIA of the TPA

APR Asia Pacific Rail Pty Ltd

below rail Fixed railway assets such as tracks, sleepers, signalling and
monitoring equipment

BHPBIO BHP Billiton Iron Ore Pty Ltd — a subsidiary of BHP Billiton
Limited responsible for that company’s iron ore operations

Council National Competition Council

CRA Report The report identified in paragraph 6.53(a)(i) and identified
as BHPBIO 2005b

CVRD Companhia Vale do Rio Doce - a Brazilian iron ore producer

that is a significant player in the global iron ore market

draft recommendation

The Council’s draft recommendation published November
2005

Duke EGP decision

Re Duke Eastern Gas Pipeline Pty Ltd [2001] ACompT 2 (4
May 2001)

End effects

The reduction in the efficiency of a rail system due to
random delays arising from the loading and unloading
operations (BHPBIO2006c para 3.1.2)

FMG

Fortescue Metals Group Ltd (ACN 002 594 872)

FMG Chichester line

The railway line that FMG proposes to build from Port
Hedland to Cloud Break in the Chichester Ranges

FMG Mindy Mindy spur line

A railway spur that FMG once contemplated to connect the
Mindy Mindy project to the FMG Chichester line

FMG State Agreement

The agreement between FMG and the State of Western
Australia dated 1 December 2005 providing for the
development by FMG of its tenements

G13

G13 & Associates Pty Ltd

Hope Downs

An emerging iron ore project in the Pilbara

Hope Downs line

The railway line which Hope Downs proposed to build from
its mining tenements in the Pilbara to proposed port facilities
near Karratha. Plans for the railway and the port facilities
were shelved in 2005 following RTIO’s acquisition of a
controlling interest in Hope Downs

JORC

The Australasian Joint Ore Reserves Committee — a mining
industry body which sets standards for reporting mineral ore
reserves and resources

junior explorer

A company that is exploring for mineral resources but is not
(yet) producing mineral commodities

Mt Newman Facility

The facility described at paragraph 3.11 of this
recommendation
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Mt Newman Joint Venture

Joint venture comprising BHP Billiton Minerals Pty Limited
(85 per cent), Mitsui-Itouchu Iron Pty Limited (10 per cent)
and Itouchu Minerals and Energy of Australia Pty Limited
(5 per cent) which owns the Mount Newman line

Mt Newman Participants

The above-mentioned participants in the Mount Newman
Joint Venture

Mt Newman State Agreement

The Mount Newman (Iron Ore) State Agreement between
the State of Western Australia and the Mt Newman
Participants (enacted as the Mount Newman (Iron Ore) State
Agreement Act 1964)

Mt Newman Service

The service the subject of FMG’s Application, and which is
described at paragraph 3.1 of this recommendation

mtpa

million tonnes per annum

natural monopoly

Where a single facility can serve the entire range of
reasonably foreseeable demand for a service at a lower cost
than two or more facilities

Part IIIA Part IIIA of the Trade Practices Act 1974

rake A set of ore cars usually numbering around 100 cars. The
size of a train is usually described in terms of rakes rather
than ore cars

RTA The Rail Transport Agreement between the State of Western
Australia and the Mt Newman Participants signed 27 January
1987

RTIO Rio Tinto Iron Ore—a division of Rio Tinto Limited

responsible for iron ore operations

Services Sydney decision

Application by Services Sydney Pty Limited [2005] ACompT
7 (21 December 2005)

State Agreement(s)

The agreements between the respective mining companies
and the State of Western Australia referred to in paragraphs
4.20 and 4.21 of this recommendation

Sydney Airport decision

Re Review of Freight Handling Services at Sydney
International Airport [2000] ACompT 1 (1 March 2000)

TPA Trade Practices Act 1974 (Cwlth)

train set Also called a ‘consist’ — a given combination of locomotives
and rakes

Tribunal The Australian Competition Tribunal

TSG TSG Consulting

Virgin Blue decision

Virgin Blue Airlines Pty Limited [2005] ACompT 5 (9
December 2005)
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Final recommendation

1.1

1.2

1.3

1.4

1.5

Final recommmendation

On 13 June 2004 Fortescue Metals Group Ltd (FMG) applied to the
National Competition Council (the Council) to have a service
provided through use of part of the Mt Newman railway line declared
under Part IIIA of the Trade Practices Act 1974 (TPA). A declaration
to this effect would provide FMG with an enforceable right to
negotiate access to the service.

The service to which FMG seeks access is the use of a 295 kilometre
segment of the Mt Newman railway line running from a rail siding to
be constructed near Mindy Mindy in the Pilbara, to Port Hedland
(Mt Newman Service). The Mt Newman Service includes the use of
bridges, passing loops, train control systems, sidings, maintenance
protection systems and other associated infrastructure.! The
Application provides a route map at Annexure 1 (FMG 2004a,
available at Attachment 1 of this recommendation).

The provider of the Mt Newman Service is the Mt Newman
Participants (see paragraph 3.13 of this recommendation).

FMG’s Application also sought declaration of a second service
provided by BHPBIO on part of the Goldsworthy line (the
Goldsworthy Service). Following submissions from relevant parties,
the Council determined in November 2004 that the Goldsworthy line
constituted part of a production process within the meaning of s44B
of the TPA, such that use of part of that facility was not a ‘service’ to
which Part ITIA of the TPA applies (NCC 2004).2 The Council did not
proceed further with the application for declaration of the
Goldsworthy Service.

The Council conducted two public consultation processes in the
development of its final recommendation on FMG’s Application. A

1 A definition of the service, as stated in FMG’s application, is provided at
paragraph 3.1 of this recommendation.

2 See National Competition Council Preliminary Matters: Statement of Reasons,
November 2004.
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1.6

1.7

1.8

list of submissions received by the Council is provided with this
recommendation.3

(a) The Council released an issues paper in March 2005, asking
for comment on issues arising from FMG’s Application.

(b) The Council considered all submissions in developing a draft
recommendation on FMG’s Application. The draft
recommendation, published in November 2005, was that the
Mt Newman Service be declared for a period of 20 years.

(c) The Council sought comment on its draft recommendation
and received six further submissions and related
correspondence, which the Council considered in developing
its final recommendation.

The Council has taken into account the submissions received,
information provided during meetings with specific parties and
organisations, and other information obtained from publicly
available sources.

In addition, the Council commissioned independent analysis by
external consultants to assist it in formulating this recommendation.

The Council’s final recommendation is that the Mt Newman
Service meets each of the declaration criteria set out at
s44G(2) of the TPA. The Council recommends that the

Mt Newman Service be declared for a period of 20 years.

Decision making

1.9

The Council will forward its recommendation to the designated
Minister, who decides whether or not to declare the Mt Newman
Service. In this matter, the designated Minister is the Hon. Chris
Pearce MP, Parliamentary Secretary to the Australian Government
Treasurer. The Council’s recommendation is made public when the
Minister releases a decision. The Minister’s decision is reviewable by
the Australian Competition Tribunal (the Tribunal).

3

See page 222 of this recommendation.

Page 7



Final recommendation

1.10

1.11

1.12

1.13

1.14

1.15

The declaration of a service under Part IIIA of the TPA provides a
means of ensuring that competition in a dependent market is not
frustrated due to an inability to gain access to a bottleneck facility.

While generally owners of facilities are free to deal or not deal with
whom they choose, Part IIIA modifies the property rights of facility
owners in specific limited circumstances.

Declaration seeks to balance the interests of asset owners with the
public interest in the promotion of competition in dependent
markets. The declaration criteria and other requirements of
Part IITA provide a narrow basis for mandating access.

Declaration provides access seekers with an enforceable right to
negotiate access to a declared service on reasonable terms and, if
necessary, provides that access prices and other terms and conditions

may be arbitrated by the Australian Competition and Consumer
Commission (ACCC).

Part IIIA does not provide for free or subsidised access. Indeed if no
reasonable basis for the provision of access can be found access may
not be required notwithstanding declaration.* However, where the
declaration criteria and other requirements of Part IITA are met, and
where an asset owner can receive an appropriate commercial return
on its investment in the facility used to provide a declared service
and can be recompensed for costs incurred in providing the declared
service (including, where appropriate, necessary expansion or
augmentation of the facility to meet its own and access seekers’
needs) then access must be provided on a negotiated or arbitrated
basis.

Importantly also, declaration does not preclude access occurring on
an alternative basis if this is more efficient. As the Tribunal has
observed, declaration may act as a circuit breaker encouraging a
commercially negotiated outcome that provides access on terms and
in ways that minimise costs to access providers.

4 Sections 44V(3) & 44X TPA
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2.1

2.2

2.3

The declaration criteria

The Council cannot recommend that a service be declared unless it is
satisfied that all of the following criteria (set out in s44G(2) of the
TPA) are met:

(a) that access (or increased access) to the service would
promote competition in at least one market (whether or not
in Australia), other than the market for the service

(b) that it would be uneconomical for anyone to develop another
facility to provide the service

(c) that the facility is of national significance, having regard to:
(1) the size of the facility or
(11) the importance of the facility to constitutional trade

or commerce or

(111) the importance of the facility to the national
economy
(d) that access to the service can be provided without undue

risk to human health or safety

(e) that access to the service is not already the subject of an
effective access regime and

® that access (or increased access) to the service would not be
contrary to the public interest.

The Council must also consider whether it would be economical for
anyone to develop another facility that could provide part of the
service (s44F(4)).

The Council must be affirmatively satisfied that all of the declaration
criteria in s44G(2) are met before it can recommend declaration. If
the Council is not satisfied that one or more of the criteria are met,
then it must recommend that the service not be declared.
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3

The service, the facility and the
service provider

The service sought to be declared

3.1

At paragraph 5 of its Application, FMG describes the Mt Newman
Service, to which it seeks access as:>

Use of the Mt Newman Facility being...

(a)

[and]

that part of the Mount Newman Railway Line which runs
from a rail siding that will be constructed near Mindy Mindy
in the Pilbara to port facilities at Nelson Point in Port
Hedland, and is approximately 295km long...

Access to the Mt Newman Facility’s associated infrastructure,
including, but not limited to:

(b)

(c)
(d)
(e)

)
()
(h)

ratlway track, associated track structures, over or under
track structures, supports (including supports for equipment
or items associated with the use of the railway),

bridges;
passing loops;

train control systems, signalling systems and communication
systems;

sidings and refuges to park rolling stock;
maintenance and protection systems,; and

roads and other facilities which provide access to the railway
line route.

FMG also applied for declaration of a service provided by the Goldsworthy line (see

para 1.4). However the Council determined that use of the Goldsworthy line is not a
‘service’ for the purposes of Part IIIA of the TPA. Accordingly, that part of FMG’s
description of ‘service’ relating to the Goldsworthy line is omitted here.
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It is for the Council to interpret the definition and scope of a service
that is the subject of an application for declaration under Part IITA of
the TPA.® In delineating the Mt Newman Service, the Council has
taken into account FMG’s Application, the purpose for which FMG
intends to use access to the service and the relevant service which is
bought or sold or for which there are likely to be potential

FMG has stated its intention to use the Mt Newman Service to
operate trains and rolling stock to transport iron ore and iron ore
products from its proposed siding near Mindy Mindy to port facilities

(a) FMG’s Application also sought declaration of a service
provided by the Goldsworthy line and that FMG intended to
use the Mt Newman line only to the point where it
intersects with the Goldsworthy line and to then rail its ore
down the Goldsworthy line to a spur line going to Anderson
Point at Port Hedland; and

(b) the Council has previously determined that the use of the
Goldsworthy line is not a ‘service’ for the purposes of
Part IITA of the TPA and as a consequence, in the absence of
agreement from the owner of the Goldsworthy line
(NCC 2004),° FMG will not be able to use any part of the

3.2
transactions.”
3.3
at Port Hedland.8
3.4 The Council notes that:
6

See the Virgin Blue decision at [112] In the Services Sydney decision [21], the
Tribunal held that while a recommendation to declare must be limited to the
particular service identified in the application, the Council is not required to literally
or pedantically adhere to the nature of the application or to the particular
description of the service when deciding whether the same application and the same
service 1s being dealt with.

The Tribunal in the Duke EGP decision considered what constitutes the service with
reference to that which is bought and sold or for which there are potential
transactions, see [68-69].

It is not FMG’s present intention to use the service to transport iron ore from its
Cloud Break and Christmas Creek projects to port facilities at Port Hedland (FMG
2004, para 5.2; NCC 2005a; FMG 2005f).

See the Council’s Preliminary matters - NCC decisions and Statement of Reasons
dated December 2004. FMG is challenging the Council’s decision in Federal Court
Proceedings Fortescue Metals Group Limited v National Competition Council and
Anor — WAD 39 of 2005.
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3.5

3.6

3.7

3.8

3.9

Goldsworthy line to transport ore between Mindy Mindy and
any port facilities at Port Hedland.

In light of the above facts, BHPBIO submits that the definition of the
Mt Newman Service should be the use of that part of the
Mt Newman line that runs from FMG’s proposed rail siding near
Mindy Mindy to the point where the Mt Newman line intersects with
the Goldsworthy railway line, approximately 28 kilometres from
Nelson Point (BHPBIO 2006h).

The Council considers that such an interpretation of the Mt Newman
Service is inconsistent with FMG’s Application and too narrowly
focuses on FMG’s potential use of the Mt Newman line to the
detriment of other potential access seekers. The Council notes the
observations of the Tribunal in the Services Sydney decision) that:

Declaration under the Act, however, is not concerned with
providing access for any particular individual or business. Once
a service is declared, any party can seek access and have the
terms and conditions of access arbitrated by the ACCC. The NCC
considered that the services specified in the application were too
narrowly focused on Services Sydney’s particular business plan
and should be described in more general terms...

The Tribunal agrees with the NCC that the definition of the
services for the purpose of declaration needs to be sufficiently
broad to be relevant to alternative entry plans. (Services Sydney
decision, paras (5) & (17))

In the Council’s view the Mt Newman Service is appropriately
defined to encompass the use of the Mt Newman line to operate a
transport service between a geographic area in the vicinity of Mindy
Mindy to Port Hedland. The Council has evaluated the Application
under s44G of the TPA on this basis.

The Council considers the precise points of connection to the
Mt Newman line near Mindy Mindy and Port Hedland are
appropriately regarded as conditions of access to be negotiated
between the parties or, if necessary, the subject of arbitration under
s44V of the TPA.

The Council notes that while some flexibility as to connection points
1s in the interests of all parties, such connection points must relate to
the service that may be declared. For the avoidance of doubt, the
Council notes that a connection that sought to access the
Mt Newman line to provide transport services from FMG’s

Page 12



FMG application for declaration of the Mt Newman Service

3.10

Chichester Ranges deposits would not be consistent with the service
considered in this recommendation.

The Council has decided not to include in the definition of the
Mt Newman Service specific interconnection points on the
Mt Newman line, that is, the point at which FMG’s proposed siding
connects to the Mt Newman line at Mindy Mindy, because if the
Mt Newman Service 1s declared, an access seeker will still have to
negotiate with BHPBIO to establish the exact location at which it
can connect to the Mt Newman line to access the Mt Newman
Service.

The facility providing the service

3.11

3.12

The Mt Newman railway line—the subject of FMG’s Application—
runs about 426 kilometres from Port Hedland to Newman. For the
purposes of this Application, the relevant facility consists of
approximately 295 kilometres of railway track and associated
infrastructure, running from near Mindy Mindy to Port Hedland (the
Mt Newman Facility).

Despite the distinction drawn by FMG between ‘the facility’ and
‘associated infrastructure,” the Council considers that the ‘associated
infrastructure’ described at paragraph 3.1(a)-3.1(h) above forms part
of the Mt Newman Facility for the purposes of the TPA.

Provider of the facility

3.13

3.14

As part of its deliberation on preliminary matters, the Council
considered the issue of the proper identity of the provider
(NCC 2004). The Council determined that the providers of the
Mt Newman Service are the Mt Newman Participants (comprising:
BHP Billiton Minerals Pty Limited — 85 per cent, Mitsui-Itouchu
Iron Pty Limited — 10 per cent, and Itouchu Minerals and Energy of
Australia Pty Limited — 5 per cent).

The Mt Newman Participants and other joint ventures in which BHP
Billiton or its subsidiaries have a controlling interest are also current
users of the Mt Newman Service. For convenience, the Council often
refers in this recommendation to BHPBIO rather than identifying
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each of the relevant joint ventures in which BHP Billiton or its
subsidiaries have a controlling interest.
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4

Iron ore production and
railways in the Pilbara -
background

Incumbent producers

4.1

4.2

4.3

4.4

Production of iron ore in the Pilbara region of Western Australia is
controlled by BHP Billiton Iron Ore Pty Ltd (BHPBIO) and Rio Tinto
Iron Ore (RTIO), typically operating in joint venture arrangements
with minority interests.

BHPBIO 1is a subsidiary of BHP Billiton!® with responsibility for
BHP Billiton’s iron ore operations. RTIO is a business unit of the
Rio Tinto group!! with responsibility for Rio Tinto’s iron ore
operations.

BHPBIO or other BHP Billiton entities have a controlling interest in:
(a) six mining operations;

(b) two railways — the Mt Newman railway (the subject of the
present Application) and the Goldsworthy railway; and

(c) port facilities at Port Hedland.
RTIO or other Rio Tinto entities have a controlling interest in:
(a) nine mining operations;

(b) two railways — the Hamersley Iron railway and the Robe
River railway; and

10

11

BHP Billiton is a dual listed company, consisting of two corporate entities (BHP
Billiton Ltd, registered in Australia, and BHP Billiton plc, registered in the UK) that
operate as a single group.

Rio Tinto is a dual listed company, consisting of two corporate entities (Rio Tinto
Limited, registered in Australia, and Rio Tinto plc, registered in the UK) that
operate as a single group.
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4.5

4.6

4.7

(c) port facilities at Dampier and Cape Lambert.

In the 2004-05 financial year BHPBIO produced 96.7 million tonnes
of iron ore. An expansion in the second half of 2005 increased
production capacity to about 110 million tonnes per annum (mtpa)
(BHPBIO 2005g). BHPBIO has announced plans to increase the
capacity of the Mt Newman railway line to 118 mtpa by 2007, with a
further expansion to 152 mtpa in 2010 (WA Government 2005, p. 2).

In the 2004-05 financial year RTIO produced approximately
130 million tonnes of iron ore from its Pilbara mines. Current
expansion projects should see this increase to approximately
170 mtpa by 2006 (RTIO 2005a, para 1.2).

Depending on demand for iron ore, further expansions beyond these
plans is likely to occur.

Potential producers

Fortescue Metals Group Ltd

4.8

4.9

FMG proposes to become a significant producer of iron ore. FMG’s
plans include:

(a) the establishment of mining projects at Cloud Break and
Christmas Creek in the Chichester Ranges;

(b) the construction of a railway from Cloud Break to Port
Hedland (the FMG Chichester line);

(c) the construction of port facilities at Port Hedland;

(d) the commencement of iron ore export shipments in 2007;
and

(e) an immediate goal of shipping 45 mtpa from its Cloud Break

and Christmas Creek projects (FMG 2005d).

FMG 1is also a 50 per cent owner of the Mindy Mindy project, a joint
venture between FMG and Consolidated Minerals Limited. FMG
seeks access to the Mt Newman Service for the primary purpose of
railing ore from its Mindy Mindy project to its proposed port facilities
at Port Hedland.
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4.10 FMG maintains that the development of Mindy Mindy would require

4.11

Ho

access to the Mt Newman Service because the deposit is too small to
support the construction of a stand-alone railway.!2

Given that Mindy Mindy is in close proximity to the Mt Newman
railway (see map at Attachment 1 of this recommendation), FMG
maintains that the deposit would be economically viable if FMG
could use the railway to move Mindy Mindy ore to its proposed port
facilities at Port Hedland.

pe Downs

4.12 Until July 2005, Hope Downs (a 50/50 joint venture between

Hancock Prospecting Pty Ltd and Kumba Resources, a South African
mining company) was considered a likely new entrant into the
Pilbara iron ore industry.!3

4.13 The Hope Downs project consists of an estimated 450 million tonnes

of iron ore reserves!4 in several deposits approximately 75 kilometres
west of Newman. Hope Downs plan included the construction of a
railway to Port Hedland and port facilities.

4.14 On 1 July 2005, Rio Tinto acquired a controlling interest in the Hope

Downs project. The project will be developed as a 50/50
unincorporated joint venture between Rio Tinto and Hancock
Prospecting, with Rio Tinto having management control of the
development and operation of the project.

12

13

14

BHPBIO states that the Mindy Mindy deposit is likely to contain 60-75 million
tonnes of iron ore, with an expected output of 5-10 mtpa (BHPBIO 2005a, para 150).
FMG stated in December 2005 that preliminary estimates suggest that the deposit
contains about 70 million tonnes of iron ore, which may rise once further exploration
work is undertaken. FMG states that the most likely rate of mining would be around
5 mtpa (FMG 2005f, para 9.2).

During the Council Secretariat’s meetings and discussions with FMG, RTIO,
BHPBIO and the Western Australian Government in June 2005, the common
assumption appeared to be that Hope Downs would enter the iron ore market and
that the Hope Downs railway and port infrastructure would be built. See also RTIO
2005a, paras 2.19 & 8.47; BHPBIO 2005a, paras 28, 58-59 & 63-67.

Rio Tinto announcement to the Australian Stock Exchange Limited dated 1 July
2005 — Hope Downs joint venture strengthens Rio Tinto’s position in global iron ore
market.
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4.15

Importantly, the Hope Downs project will now make wuse of
Rio Tinto’s existing rail and port infrastructure (owned by Hamersley
Iron and Robe River). Plans to construct stand-alone rail and port
facilities have been shelved.

Junior explorers

4.16

‘Junior explorers’ are companies that are exploring for iron ore
deposits (or mineral deposits more generally) but are not (yet)
producing iron ore. Where such companies discover a significant iron
ore deposit, they may seek to mine that deposit, or sell the tenement
rights to the land containing the deposit to an existing iron ore
producer. In some instances, a junior explorer may seek to sell a part
interest in the relevant tenement in return for project funding. The
Council has identified 16 junior explorers with potential iron ore
deposits in and around the Pilbara (see also, the discussion from
paragraph 5.12 in this recommendation).

History of iron ore infrastructure in the Pilbara

4.17

4.18

Iron ore was discovered in the Pilbara in the 1890s, but was largely
undeveloped until the 1960s because of an Australian Government
embargo on exports of iron ore between 1938 and 1960.

When the embargo was lifted in 1960, four significant iron ore
projects were established in the Pilbara:

(a) Hamersley Iron Pty Ltd (Hamersley Iron) (first shipment
1966);

(b) Mt Newman Joint Venture (first shipment 1969);

(c) Mt Goldsworthy Joint Venture (first shipment date

unknown); and

(d) Robe River Iron Associates (Robe River) (first shipment
1972).
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4.19 These projects each involved the construction of port facilities along

the north coast and railways to ship ore from the mine sites:

(a) Hamersley Iron — railway from mine at Mt Tom Price to port
facilities at Dampier;

(b) Mt Newman dJoint Venture — railway from mine at
Mt Whaleback to port facilities at Port Hedland;

(c) Mt Goldsworthy Joint Venture — railway from Goldsworthy
to Finucane Island; and

(d) Robe River — railway from mine near Pannawonica to port
facilities at Cape Lambert.

4.20 The development of mines, ports and railways occurred pursuant to

‘State Agreement Acts’, which are essentially contracts between the

State of Western Australia and a mining company, whereby:

(a) the State leases land to the mining company for mining
operations, mining townships, railway corridors and port
facilities;

(b) the company builds mining and processing infrastructure,
railways and port facilities;

(c) the company mines iron ore and pays royalties to the State;

(d) the State agrees not to resume (take back) the leased land
while mining operations continue; and

(e) at the termination of the agreement, the State retains
ownership of the fixed infrastructure of the mine facilities,
railways, port facilities and townships.

4.21 Each of the Pilbara iron ore producers has entered into a new State

Agreement at the start of each new mining project. Each new State
Agreement allows for the lease of land for the mine site, township

and any rail corridor necessary to connect to the company’s (or joint
venture’s) existing rail line.

Ownership and control of Pilbara railways

4.22 The original four Pilbara iron ore producers have effectively been
reduced to two — RTIO controls Hamersley Iron and Robe River (and
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4.23

4.24

their respective railways), while BHPBIO controls the Mt Newman
Joint Venture and the Mt Goldsworthy Joint Venture (and their
respective railways):

(a) Hamersley Iron and Robe River retain ownership of their
railways, but RTIO now controls 100 per cent of Hamersley
Iron and 53 per cent of Robe River. The railways are
operated by Pilbara Rail, a division of Rio Tinto;

(b) the Mt Newman Participants and the Mt Goldsworthy Joint
Venture Participants retain ownership of their respective
railways. BHP Billiton controls 85 per cent of each joint
venture, and its subsidiary, BHPBIO operates both the
Mt Newman railway and the Goldsworthy railway.

Following the consolidation of the industry from four producers to
two, there appears to be some sharing of rail infrastructure between
the Hamersley and Robe River operations, and between the
Mt Newman and Goldsworthy operations, due to their common
ownership.

There are no railways in the Pilbara other than those described
above, although each railway has been extended as new mine sites
were opened up or acquired.

Nature of railways in the Pilbara

4.25

4.26

The Pilbara iron ore producers are world leaders in the use of heavy
haul railways. BHPBIO claims to operate the longest and heaviest
trains in the world, with single trains containing up to three rakes!>
each of 112 ore cars). Such ‘long trains’ are over 3 kilometres long
and, fully laden, weigh in excess of 40,000 tonnes (BHPBIO 2005h).

BHPBIO has developed considerable expertise in the operation of
heavy haul railways through its operation of the Mt Newman and
Goldsworthy railways. This expertise includes the development or
adaptation of technology to monitor and control train operations,
maintenance and repairs, and safety issues.

15 A rake is a set of ore cars, typically numbering around 100 cars.
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5

Summary of key points raised by
stakeholders

The applicant’s arguments

5.1

5.2

FMG claims, in summary, that:

()

(b)

(©

(d)

(e)

there are a number of iron ore deposits in the Pilbara that
are too small to justify the construction of a stand-alone
railway, but could be economically mined with access to rail
services. One such deposit at Mindy Mindy is 50 per cent
owned by FMG;

without access to rail services, these deposits are effectively
‘stranded’ and cannot be exploited by anyone other than the

incumbent producers — BHPBIO and RTIO — who control
the rail infrastructure and services;

third parties have not succeeded in gaining access to rail
services controlled by BHPBIO and RTIO, despite State

access regimes;

this lack of access is stifling the ability of new iron ore
producers to enter the market. The Mt Newman Service is a
‘bottleneck’ preventing new iron ore producers from
transporting their ore to port for export to customers; and

lack of access is also stifling competition in — or the
emergence of — a number of other markets, including the
market for rail haulage services, the market for labour, the
market for iron ore tenements and the market for other
mineral ores in the Pilbara.

FMG argues that access to the Mt Newman Service would:

(@)

(b)

allow significant cost savings through the avoidance of
unnecessary duplication of the Mt Newman Facility;

allow third parties — including FMG — to operate trains on
the Mt Newman line;
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5.3

(©

(d)

(e)

allow those third parties to offer haulage services to:

(1) operators of potential new iron ore mining projects
(or alternatively to their customers where ore is
sold at the mine site); and

(11) operators of other mineral projects in the Pilbara
that require rail haulage;

accordingly, allow ore from potential new iron ore mining
projects (including Mindy Mindy) to be mined and exported
profitably, facilitating the entry of new producers into the
market for iron ore; and

increase demand for iron ore tenements among parties other
than RTIO and BHPBIO, and accordingly encourage
investment in exploration and development of iron ore
tenements.

FMG’s arguments in relation to each of the declaration criteria are
addressed in the relevant sections of this recommendation.

The service provider’s arguments

5.4

BHPBIO argues against most aspects of FMG’s Application. In
summary, BHPBIO states that:

()

(b)

iron ore railways in the Pilbara, including the Mt Newman
Facility, are a highly efficient, vertically integrated element
of the supply chain for iron ore;

vertically integrated iron ore production and rail facilities
have evolved in the Pilbara because vertical integration
provides significant production efficiencies, including:

(1) maximum flexibility in mining and rail operations;
and
(11) coordination of technical innovation and capacity

expansion between various levels of the integrated
entity, including facilities used for mining, loading
and unloading trains, rail infrastructure, train sets,
unloading, processing, screening, storage and ship-
loading facilities;
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5.5

(©

(d)

(e)

)

(®

because of the efficiency of its integrated mine, rail and port
facilities, the iron ore industry in the Pilbara is able to
compete with low-cost producers of iron ore (in particular in
Brazil) and respond quickly to increased demand by
expanding capacity;

by comparison, multi-user railways operated by the coal
industry on the east coast of Australia have been unable to
respond to recent increases in demand due to ‘gaming’ of the
expansion process by the various parties, all of which seek to
benefit from increased capacity at minimal cost to
themselves. This has led to delays in expansion and caused
capacity constraints, resulting in billions of dollars in lost
revenue and long-term loss of market share;

the costs of access — including capital, operating and
interface costs — exceed the cost of duplicating the
Mt Newman Facility;

each of the dependent markets proposed by FMG is either
poorly defined, or is not separate from the market in which
the Mt Newman Service is provided;

the Rail Transport Agreement 1987 (RTA) is an effective
access regime for a haulage service that is a close substitute
for the Mt Newman Service.

BHPBIO argues that access would result in:

()

(b)

(©

(d)

prolonged and costly negotiations between access-seekers
and BHPBIO, in which BHPBIO would incur costs
irrespective of whether the access-seeker is legitimately in a
position to seek access;

possible subsidisation of access-seekers by BHPBIO due to
the difficulty of setting a realistic access price;

loss of flexibility in BHPBIO’s rail and mining operations,
affecting BHPBIO’s ability to move its various types of ore
from mine to port; and

potentially significant costs of delayed expansion or
innovation due to ‘gaming’ by third parties that have gained
access to the Mt Newman Service and do not wish to invest
in upgrades or expansions, with delays in major expansion
projects potentially resulting in billions of dollars in lost
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5.6

5.7

5.8

revenue and ongoing losses from a failure to gain market
share.16

Accordingly, BHPBIO argues that access would damage a major
Australian export industry that, until now, has been notable for its
efficient use of infrastructure and ability to adapt to increased
demand.

BHPBIO also argues that access may not result in any new iron ore
producers entering the market. BHPBIO claims that the Mindy
Mindy project is not viable, even with access, and that there are no
other emerging iron ore projects that are demonstrably viable.

BHPBIO’s arguments in relation to each of the declaration criteria
are addressed in the relevant sections of this recommendation.

Arguments of other parties

Western Australian Government

5.9

5.10

The Western Australian Government’s submission is broadly
supportive of FMG’s Application. It considers that the Application is
an important step towards the development of an effective third
party access policy for iron ore railways in the Pilbara.

The Western Australian Government states that its intent has been
for existing railway owners to share their facilities with access
seekers on a commercial basis. To this end, provisions were inserted
into State Agreements for third party access to haulage services. The
Western Australian Government considers it debatable, however,
whether the provisions have been effective. To date, no third party

independent of BHPBIO or RTIO has gained access.

16 By way of example, BHPBIO points to the Dalrymple Bay Coal Terminal upgrade
which was delayed for nearly 2 years due to disagreements between parties as to
who would pay the costs of expansion, and the need for an access price to be set by
the regulator (see BHPBIO 2005¢, attachment D). BHPBIO’s submissions indicate
that a six-month delay to BHPBIO’s current expansion project would have caused
US$350 million in lost revenue and approximately $30 million in lost royalties
(BHPBIO 2005a, para 103).
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Rio Tinto Iron Ore

5.11

RTIO’s

submissions are generally supportive of BHPBIO’s

arguments. In particular, RTIO argues that:

()

(b)

(©

(d)

(e)

the dependent markets proposed by FMG are either poorly
defined, or constitute part of the international market for
iron ore. Further, the evidence does not establish that access
would result in any new entry to the iron ore market.
Accordingly, the Application fails criterion (a);

the proposed FMG Chichester line would duplicate a
significant part of the Mt Newman Facility, a fact that the
Council is required to consider under s44F(4) of the TPA:

(1) accordingly, in its consideration of criterion (b) the
Council should only consider the costs of
duplicating those parts of the Mt Newman Facility
that FMG does not propose to duplicate; and

(11) once operating and interface costs are taken into
account, the cost of duplication is less than the cost
of access. Accordingly, the Application does not
satisfy criterion (b);

the evidence does not establish that access to the
Mt Newman Service can be provided safely—accordingly,
the Application does not satisfy criterion (d);

the RTA establishes an effective access regime for the
‘transport of iron ore to Port Hedland’, such that the
Application does not satisfy criterion (e); and

the Pilbara iron ore industry is ‘vital to the Australian
economy’. Access would create bottlenecks and inefficiencies
that would have a negative impact on this industry.
Accordingly, access is contrary to the public interest, such
that the Application does not satisfy criterion (f).

Junior explorers

5.12

The Council has identified 16 junior explorers with potential iron ore
deposits in and around the Pilbara. Of these, about six have

tenements in the vicinity of the Mt Newman line section that runs
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5.13

5.14

5.15

5.16

south-east from the Chichester Ranges towards Mindy Mindy and
Newman. The tenements are located within a 100 kilometre range of
the Mt Newman line, including several within a 50 kilometre range.

The Council approached the junior explorer companies in order to
assess FMG’s arguments regarding the existence of an iron ore
tenements market in the Pilbara, and the potential demand for
haulage services.

Two junior explorers made written submissions to the Council in
relation to FMG’s Application, and the Council Secretariat held
telephone conferences with a number of others. Most junior explorers
that communicated with the Council preferred to comment on a
confidential basis. Most consider that future access to track or
haulage services might depend on maintaining a cordial relationship
with BHPBIO and/or RTIO, both of which oppose FMG’s Application.

In light of these requests, the Council determined in its draft
recommendation that it would maintain confidential the identity of
the junior explorers who made submissions — either verbal or written
— and would not attribute comments to any particular company. The
Council considered that this stance was practical, in part because the
views of the junior explorers were generally consistent.

The junior explorers that provided comments to the Council
indicated that:

(a) the cost of transport is a major component of the delivered
price of iron ore (other than where ore is sold at the mine
site);

(b) the economic wviability of an iron ore project is heavily

contingent on the ability of the producer to get the iron ore
to port for export;

(c) access to rail infrastructure is therefore vital for any iron
ore project that is not located close to a sea-port;

(d) most new iron ore discoveries in the vicinity of the
Mt Newman line are unlikely to be sufficiently large to
support the construction of a stand-alone railway to a sea-
port;

(e) junior explorers are reluctant to invest in more than
preliminary exploration and analysis of identified iron ore
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5.17

deposits because such deposits are of limited value without
access to rail services;

63) the absence of access to rail infrastructure means that the
only potential buyers of iron ore tenements are likely to be
those parties that control rail infrastructure (at present,
RTIO and BHPBIO). The price that these incumbents are
willing to pay for an iron ore tenement is constrained by the
knowledge that the junior explorer has no other potential
buyer, such that the value of iron ore tenements in the
Pilbara is artificially depressed; and

(2) the lack of potential buyers of iron-rich tenements provides
a further disincentive to invest in the exploration and
analysis of identified iron ore deposits.

Junior explorers that provided comments to the Council were
generally supportive of FMG’s Application, with most considering
that:

(a) most new iron ore projects — other than those operated by
RTIO, BHPBIO or FMG (in areas close to its proposed new
railway) — would likely require access to haulage services to
be economically viable;

(b) RTIO’s purchase of a controlling stake in Hope Downs has
undermined junior explorers’ hopes of obtaining haulage
services. In particular, it removes the possibility that Hope
Downs, or a third party using Hope Downs’ railway, might
provide haulage services;

(c) if FMG 1is able to operate trains on the Mt Newman Facility,
junior explorers could seek access to haulage on that facility;
to the extent that BHPBIO and FMG compete to provide
haulage services, the price of haulage may be reduced; and

(d) access to haulage services, and competition on haulage
prices, would improve the viability of iron ore projects
operated by entities other than the incumbents (RTIO and
BHPBIO) in the vicinity of the Mt Newman Facility.
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5.18 Some junior explorers expressed concerns that FMG’s Application

could be detrimental to other potential iron ore projects insofar as:

(a) FMG might absorb any excess capacity on the Mt Newman
Facility, leaving none for other emerging iron ore projectsl’;
and

(b) having gained access for its own purposes, FMG might seek

to ‘shut out’ the junior explorers by refusing to offer haulage
services.18

The Council’s reliance on the submissions of the junior explorers

5.19 In response to the Council’s draft recommendation, RTIO argues that

it was inappropriate for the Council to rely on the views of the junior
explorers, given that the Council did not publish their names or
make available their statements for public scrutiny (RTIO 20051,
paras 2.5-2.10). BHPBIO also requested that the junior explorer
statements be made public (BHPBIO 20050).

5.20 The Council has placed some reliance on the existence of the junior

explorers in the vicinity of the Mt Newman line (and the views of
those explorers) as part of its consideration of criteria (a) and (f). In
particular, the Council has accounted for these matters in its
consideration of the foreseeable demand for the Mt Newman Service,
the costs of providing access to the Mt Newman Service (including
interface costs), the promotion of competition in a tenements market,
and the benefits that might arise from a promotion of competition in
that market. The views of junior explorers, where relevant, are noted
in the Council’s discussion and were summarised in the Council’s

17

18

The Council considers that this argument does not have a significant bearing on
FMG’s application. The Mt Newman Facility is already operating at or near its
installed capacity. Access by FMG or any other party is likely to require expansion of
that capacity. Accordingly, there is no benefit to FMG in gaining access ahead of
other parties.

This argument appears to be predicated upon a misconception that declaration is
applicant-specific. Declaration of the Mt Newman Service would allow any party to
negotiate access. If FMG sought to ‘shut out’ other new producers, those producers
could negotiate to run their own trains on the Mt Newman Facility, or make
arrangements for an independent train operator to operate its trains on the
Mt Newman Facility and provide haulage services. If the Mt Newman Service is
declared, the ability of any party to deny access to new haulage providers is
significantly reduced. This in turn provides an incentive for haulage providers to
offer their services to junior explorers.
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5.21

5.22

5.23

5.24

draft recommendation. The Council has also considered the
comments made on the number and nature of junior explorers by
RTIO, BHPBIO and their advisers (BHPBIO 2005r, para 6;
BHPBIO 2005s; BHPBIO 2005t, s.2; BHPBIO 2005u; BHPBIO
2005v; RTIO 2005m, paras 2.5-2.10).

While the identification of a number of junior explorers and their
views was given some weight by the Council in reaching its
conclusions concerning the promotion of competition in these
markets, the Council notes that even in the absence of such specific
information it would likely have reached similar conclusions. Put
simply, without declaration owners of iron ore tenements in the
Pilbara have little or no choice but to sell either the tenement or the
ore to BHPBIO or RTIO. Declaration will open the demand side of
this market to other parties and allow the prospect of independent
haulage services which will offer junior explorers the option to
market iron ore in their own right.

The Council decided during the development of its draft
recommendation to accept requests for confidentiality from junior
explorers. The confidentiality requests related both to the identity of
the parties and the content of particular submissions. Some junior
explorers were concerned that disclosure of their identities or the
specifics of the information they supplied could lead to adverse
commercial implications and pressures.

In accordance with this decision, the Council includes a relatively
general discussion of the views of junior explorers in this
recommendation. The discussion includes any minority or dissenting
views (as appear, for example, at paragraph 5.18). As noted at
paragraph 5.15, the views of the junior explorers that communicated
with the Council were generally consistent.

The Council considers that its recommendation fairly conveys the
views the junior explorers put to it on this matter. The Council is of
the opinion that additional elaboration would be inconsistent with
the preservation of appropriate confidentiality and is not necessary
to enable parties to understand and respond to the matters raised.
No legitimate purpose would be served by identifying the specific
junior explorers the Council received information from.
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6

Criterion (b) - Uneconomical to
develop another facility

Section 44G(2)(b) It would be uneconomical for anyone to develop
another facility to provide the service.

Background

6.1

6.2

6.3

6.4

In applying criterion (b), the Council has regard to the Tribunal’s
findings in Sydney International Airport 2000 (Sydney Airport
decision), Re Duke Eastern Gas Pipeline Pty Ltd 2001 (Duke EGP
decision), Virgin Blue Airlines Pty Limited 2005 (Virgin Blue
decision) and Application by Services Sydney Pty Limited 2005
(Services Sydney decision). In addition, the Council is guided by
economic approaches raised in previous Part IIIA and National Gas
Code matters, including the work of Ordover and Lehr (2001) in
relation to the Moomba to Sydney gas pipeline revocation
application.

The Tribunal has found that ‘uneconomical’ should be construed in a
social cost benefit sense rather than in terms of private or
commercial interests. The Tribunal stated:

[the] test is whether for a likely range of reasonably foreseeable
demand for the services provided by means of the pipeline, it would be
more efficient, in terms of costs and benefits to the community as a
whole, for one pipeline to provide those services rather than more than
one. (Duke EGP decision, para 137)

The Tribunal reaffirmed the Duke EGP decision test in the Services
Sydney decision.1®

Similarly, Ordover and Lehr considered that:

. criterion (b) is satisfied if it would be economically inefficient for
two or more pipelines to provide the volume of services offered by the
pipeline under consideration. Thus, criterion (b) is satisfied if the total
cost of serving a given level of output is lower if the output (in this

19 Services Sydney decision at [102]-[103].
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6.5

case, gas transport services) is provided by a single pipeline rather
than by two or more pipelines. (Ordover and Lehr 2001, p. 4)

Under this approach, criterion (b) limits declaration to the services of
facilities with natural monopoly characteristics (Duke EGP decision,
para 60). A natural monopoly occurs where a single facility can serve
the entire range of reasonably foreseeable demand for a service at
lower cost than two or more facilities.

Is a natural monopoly test appropriate?

6.6

6.7

6.8

A number of submissions argue that a natural monopoly test based
on social costs and benefits is inappropriate for criterion (b). RTIO
considers that a private investment test is more consistent with the
natural meaning of the words in criterion (b), with the United States
essential facilities doctrine, and with the economic and public policy
principles underpinning that doctrine (RTIO 2005a, paras 7.19-
7.28). RTIO provided statements by Professors Joseph Kalt (2005)
and William Baumol (2005) in support of this view.

The Council notes that there are international differences in
approach to setting thresholds for access to infrastructure. The
United States essential facilities doctrine has evolved in different
contexts from Australian law on this matter. As noted, the Tribunal
has established a natural monopoly test based on social cost benefit
considerations as Australian law for the application of criterion (b).
The Tribunal explained its rationale in the Sydney Airport decision.
It found that:

...the uneconomical to develop test should be construed in terms of the
associated costs and benefits of development for society as a whole.
Such an interpretation is consistent with the underlying intent of the
legislation, as expressed in the second reading speech of the
Competition Policy Reform Bill [which inserted Part IIIA into the
Trade Practices Act 1974], which is directed at securing access to
“certain essential facilities of national significance”. This language
and these concepts are repeated in the statute. This language does not
suggest that the intention is only to consider a narrow accounting view
of “uneconomic” or simply issues of profitability. (Sydney Airport
decision, para 204)

In the Services Sydney decision, the Tribunal stated that:

. an assessment of criterion (b) consistent with the words of the
statute requires it to focus on the duplication of the facility or facilities
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6.9

6.10

6.11

6.12

used to provide the service(s) which are the subject of the application
for declaration,; rather than on the wider question of the duplication of
facilities to service the market, which would include consideration of

substitutes... .Use of the term ‘natural monopoly’ in relation to
criterion (b) may therefore be somewhat misleading, since the term
‘monopoly’ is generally used in relation to a market... . (Services

Sydney decision, para 102)

The Tribunal considered that framing the test in terms of private
interests would frustrate the underlying intent of the TPA.

Ordover and Lehr argue, in the context of the Moomba to Sydney gas
pipeline matter, that a social test results in efficient outcomes:

When [criterion (b)] is met, the total cost of transporting gas is
minimized (and the goal of economic efficiency is served) when the
activity is undertaken by one firm rather than by two or more firms. In
the instant case, firms... could not efficiently develop another pipeline
that could compete with [Moomba to Sydney Pipeline System] without
the overall cost of gas transport increasing. Such wasteful duplication
of assets would engender inefficiencies to the detriment of the
consuming public. (Ordover and Lehr 2001, p. 6)

Noting Australian law and economic evidence on this matter, the
Council considers that the Tribunal’s approach is consistent with the
efficient use of community resources and the avoidance of wasteful
duplication of infrastructure. If a facility is a natural monopoly, then
society’s resources are most efficiently used if only one facility is
built.

The Council sees no reason to depart from the Tribunal’s approach
that criterion (b) is satisfied if, over the relevant range of demand, it
1s less costly for a single facility rather than multiple facilities to
provide the service. The facility is then a natural monopoly, and the
construction of two or more facilities offering the same service would
be an inefficient use of society’s resources.

The Application

6.13

FMG submits that it would be uneconomical for anyone to develop
another facility to provide the Mt Newman Service. It argues that
road and air transport options are not feasible. It estimates that the
cost of transporting iron ore from Mindy Mindy to Port Hedland via a
railway is a small fraction of the cost of using haulage trucks
(FMG 2004a, para 13.1). FMG concludes that, to develop another
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6.14

facility to provide the same service, would require construction of an
alternative railway line from Mindy Mindy to Port Hedland. This
would in effect, duplicate the existing Mt Newman Facility and
associated infrastructure support (FMG 2004a, para 13.2).

FMG considers that the cost to BHPBIO of allowing third party
access would be confined to relatively minor costs associated with
scheduling of train pathways and where necessary, accommodating
timetable changes to its existing operations. FMG envisages that
there would also be some costs associated with additional
maintenance and repair generated by the additional usage
(FMG 2004a, para 13.4).

Assessment

6.15

6.16

6.17

Criterion (b) requires an assessment of whether a single facility can
serve the range of reasonably foreseeable demand for the service to
which access is sought at a lower social cost than two or more
facilities.

The term ‘develop’ may encompass modifications, enhancements or
expansions to existing facilities. If it is more economical to expand or
modify another existing facility than to provide the access service,
then criterion (b) is not met. The Council must therefore consider
whether other facilities are capable of providing the Mt Newman
Service.

The Council must also consider under s44F(4) whether it would be
economical for anyone to develop another facility that could provide
part of the service. The Council provides some comment on s44F(4) in
the following discussion, but also considers this matter at
paragraphs 12.18-12.23 of this recommendation.

Other facilities

6.18

In its draft recommendation, the Council stated that no other facility
currently provides the Mt Newman Service. The Council
acknowledged that the submissions identified that there were, or
could be, substitute facilities, which the submissions identified as:

(a) RTIO’s railway line in the Pilbara (the Hamersley line);
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(b) a proposed railway line to be constructed by Hope Downs from
its tenements in the Pilbara to Port Hedland (Hope Downs
line);

(c) a proposed railway line to be constructed by FMG from its

tenements in the Chichester Ranges to Port Hedland (FMG
Chichester line); and

(d) a possible spur line to be constructed by FMG from its

6.19

6.20

Chichester line to Mindy Mindy (FMG Mindy Mindy spur
line).

In addition, BHPBIO argues in its submission in response to the
draft recommendation that its above rail assets constitute another
facility that provide an effective substitute for the Mt Newman
Service, and that this service can be economically developed by any
third party through the use and enforcement of the RTA
(BHPBIO 2005n, paras 2.46-2.63).

In the CRA 2005 Report, CRA makes a related argument that the
RTA itself might constitute another facility that provides an effective
and ‘sufficiently close’ substitute for the Mt Newman Service and,

accordingly the RTA 1is ‘another facility’ for the purposes of
criterion (b) (BHPBIO 2005b; BHPBIO 2005r, para 14).

(a) The Hamersley line

6.21

6.22

BHPBIO states that the Hamersley line provides a service which is
the same as, or an effective substitute for, the Mt Newman Service
(BHPBIO 2005a, para 57). The Hamersley line operates in the
central Pilbara from Paraburdoo through Mt Tom Price to Dampier.

The Tribunal found that a service is delineated, in part, by its origin
and destination points (Duke EGP decision, para 68). Given that the
Mt Newman and Hamersley lines do not share origin and destination
points, they do not provide the same service. The Hamersley line is
therefore not relevant to criterion (b).

(b) The Hope Downs line

6.23

The Hope Downs project aimed to develop iron ore reserves of
400 million tonnes, 75 kilometres northwest of Newman. The
$1.4 billion project included a new rail development from Hope
Downs to Port Hedland (DOIR 2003a).

Page 34



FMG application for declaration of the Mt Newman Service

6.24

Following RTIO’s acquisition of Hope Downs in July 2005, the
development of the Hope Downs line was abandoned. The Council
considers that the proposed line is therefore incapable of providing
the Mt Newman Service.

(c) The FMG Chichester line

6.25

6.26

6.27

6.28

6.29

Concurrent with its Application, FMG states its intention to
construct its own railway line in the Pilbara. Early statements
referred to a railway from FMG’s iron ore deposits at Mt Nicholas
and Christmas Creek in the Chichester Ranges to Port Hedland.

The current rail corridor for the proposed FMG Chichester line is set
out in attachment 2 to this recommendation. It is clear from that
map that the rail corridor runs parallel to the Mt Newman line for a
substantial distance.2° The proposed FMG Chichester line does not
include a spur line to Mindy Mindy (see paragraph 6.28 below).

FMG has made public statements that it will construct the FMG
Chichester line regardless of the outcome of its Application. This is
consistent with the focus in FMG’s Application on the use of the

Mt Newman Service to move iron ore from Mindy Mindy to Port
Hedland.

Most recently, in December 2005, FMG informed the Council that:

(1) Fortescue currently intends to build a main railway from its
deposits located in the Chichester Ranges to port facilities located at
Anderson Point in the port of Port Hedland.

(2) Whilst Fortescue’s plans initially included the construction of an
additional spur line from its proposed railway to Mindy Mindy, it
became evident that the Mindy Mindy operation would only be
commercially feasible if Fortescue had access to the Mt Newman
Service. Accordingly, for the time being, Fortescue’s plans to develop
Mindy Mindy have been stalled... (FMG 2005g, para 2.7).

However, FMG has informed the Council that it cannot irrevocably
commit to building those sections of the FMG Chichester line which

20

Under the original rail corridor, the proposed FMG Chichester line would have run

alongside the Mt Newman line for about 200 kilometres from Port Hedland to a point
in the Chichester Ranges, where it would branch east, away from the Mt Newman
line, towards FMG tenements. The proposed FMG Chichester rail corridor was
altered in 2005, such that the proposal now deviates from the Mt Newman line at a
more northerly point than was originally envisaged (FMG 2005b).
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would in effect duplicate the Mt Newman Facility (FMG 2005g,
paras 2.8 & 2.10). It also considers that timing and other factors
make it ‘highly unlikely’ that FMG would obtain satisfactory access
to the Mt Newman Service before it was required to construct its own
railway (FMG 2005g, para 2.9).

The FMG Chichester line —a substitute facility?

6.30

6.31

6.32

6.33

A number of submissions argue that the proposed FMG Chichester
line affects the proper application of criterion (b) and raises issues
under s44F(4).

In a statement appended to RTIO’s submission, Ordover argues that
a natural monopoly test should be replaced by a private test of
‘economical’ if the construction of another facility has occurred, or an
independent commitment to develop another facility has been made.
On the facts available to him, Ordover considered that the proposed
FMG Chichester line is the subject of such a commitment (Ordover
2005, p. 11). He therefore argues that a private test of ‘economical’
should be applied to the 200 kilometre section of duplicated line.
Ordover considers that FMG’s commitment to duplicate part of the
Mt Newman line establishes that it is privately economical to do so,
and that this should end the inquiry into that part of the line.

Ordover argues that even if a natural monopoly test is applied to the
200 kilometres of duplicated rail, all sunk or fixed costs should be
disregarded, and the test should be based on a comparison of
incremental operating costs only. On this basis, Ordover states it
would be ‘impossible for any regulatory body to ascertain it was less
costly for a shipper from Mindy Mindy to use the Mt Newman line
rather than the FMG line.” (Ordover 2005, pp. 11-12).

RTIO and BHPBIO cite a range of factors they regard as evidence of
FMG’s commitment to construct the FMG Chichester line, including:

(a) public statements by FMG that it will construct the railway,
regardless of the outcome of its Application;

(b) FMG announcements of the signing of contracts with
Chinese interests (which later proved to be premature);

(c) FMG statements that it had commenced sourcing of long
lead time items necessary for the construction of rail and
port facilities (see, for example, RTIO 2005a, paras 7.7—
7.11; BHPBIO paras 9-12 & Annexure 1); and
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6.34

6.35

6.36

6.37

6.38

6.39

(d) the FMG State Agreement (RTIO 20051, para 3.8).

On the basis of this evidence, and the arguments set out by Ordover,
RTIO argues that it is economical to develop the part of the
Mt Newman Facility that FMG proposes to duplicate by way of the
FMG Chichester line. RTIO therefore considers that criterion (b)
should focus on whether it is economical to duplicate the section of
the line that FMG does not propose to duplicate.

The Council has general reservations with Ordover’s approach to
duplicated facilities. In particular, the Council is not satisfied that
duplication, or a commitment to duplicate a facility, necessarily
means it is not a natural monopoly.

The existence of a natural monopoly does not preclude the existence
of parallel facilities. As Posner states:

The term [natural monopoly] does not refer to the actual number of
sellers in a market but to the relationship between demand and the
technology of supply. If the entire demand within a relevant market
can be satisfied at lowest cost by one firm rather than by two or more
the market is a natural monopoly regardless of the actual number of
firms in it. (Posner 1999, p. 1)

There are many reasons why a business may determine that
duplication 1is preferable to obtaining access from a natural
monopolist (Ordover 2005, p.7). Private considerations can
sometimes make it commercially viable for an infrastructure owner
to build another facility, even though this would be inefficient if all
social costs were considered.

In 1ts December 2005 submission, RTIO noted that in the current
matter, FMG’s Chichester line has been made an ‘open access’ line by
the FMG State Agreement.2! RTIO argues that it would not,
therefore, be open to FMG to deny access to third parties.

The Council accepts that the rail access provisions governing FMG’s
State Agreement would constrain FMG’s ability to deny third parties
access to its FMG Chichester line and, in this respect, the FMG State
Agreement appears to differ from the other State Agreements (see
paragraph 7.224). The Council notes, however, that the proposed
FMG Chichester line does not provide the Mt Newman Service. If
constructed, the FMG Chichester line would provide a different

21 Railway and Port (The Pilbara Infrastructure Pty Ltd) Agreement Act 2004.
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6.40

service, only part of which would overlap with part of the
Mt Newman Service.

Tenements located south of the Chichester Ranges are separated
from the proposed FMG Chichester line by the Fortescue Marsh
floodplains, making the construction of spur lines (and the relevant
environmental approvals) problematic.22 The relevant tenements
include Mindy Mindy and tenements held by a number of junior
explorers. For those tenements, the Mt Newman line would remain
the only viable option for access. The construction of the proposed
FMG Chichester line would not remove the Mt Newman line
bottleneck.

(d) FMG Mindy Mindy spur line

6.41

6.42

6.43

6.44

At an early stage in its project development, FMG’s proposed rail
corridor for the proposed FMG Chichester line incorporated a link
between Port Hedland and Mindy Mindy (PER 2004, p. vi).

In 2005, FMG advised that its proposed rail corridor no longer
extends to Mindy Mindy. FMG provided a map of the revised corridor
to the Council to confirm this (FMG 2005b).

FMG stated that it does not intend to build a rail link to the Mindy
Mindy mine because:

. the limited volume of iron ore expected to be produced from the
Mindy Mindy Mine does not commercially justify the cost of building
that spur. Instead, the Mindy Mindy Mine would only be commercially
feasible if Fortescue had access to the Facility. In other words,
development of Fortescue’s Mindy Mindy Mine is currently wholly
dependent on access to the Facility being granted through its
Declaration Application. (FMG 2005a, para 3.8)

The Council therefore excludes from further consideration an FMG
spur line from the proposed FMG Chichester line to Mindy Mindy.

22 See, for example, PER 2005 at p. 62.
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(e) The Rail Transport Agreement

6.45

6.46

6.47

6.48

6.49

BHPBIO submits that the Council should consider whether two
additional facilities could be developed to provide the Mt Newman
Service being:

(a) the RTA to provide a rail haulage service (BHPBIO 2005n,
para 2.26); or

(b) the combination of BHPBIO’s above rail and below rail
assets to provide a rail haulage service (BHPBIO 2005n,
para 2.55).

Despite BHPBIO identifying two separate facilities it is apparent
that the substitute service ultimately provided by both facilities is a
rail haulage service under the RTA (BHPBIO 2005n, para 2.58).

BHPBIO submits that the definition of service for the purpose of
criterion (b) does not have to be the exact same service as the
Mt Newman Service. Rather, it is sufficient if there is a service that
1s provided or could be provided by another facility which is an
‘effective substitute’ in an economic sense for the Mt Newman
Service then that is sufficient for the criterion (b) analysis (BHPBIO
2005n, para 2.47).

In this case, BHPBIO argues that an effective substitute is a
transport service provided by any facility from a point near Mindy
Mindy to the port (BHPBIO 2005n, para 2.50) and that a rail
haulage service on the Mt Newman line under the RTA from a point
near Mindy Mindy to the port is an effective substitute for the
service sought to be declared (BHPBIO 2005n, para 2.54).

For the reasons set out at paragraphs 10.27 to 10.30 of this
recommendation the Council considers that the rail haulage service
provided by the RTA is not a substitute for the Mt Newman Service
and accordingly the RTA and the combination of BHPBIO’s above
rail and below rail assets to provide a rail haulage service are not
alternative facilities that can provide the relevant service for the
purposes of criterion (b). As a consequence it is not necessary for the
Council to determine conclusively whether the two facilities
nominated by BHPBIO can properly be regarded as facilities for the
purpose of criterion (b).
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Applying criterion (b) to the service

6.50

6.51

6.52

A facility has natural monopoly characteristics if over the range of
reasonably foreseeable demand for a service it is uneconomical to
develop another facility to provide the service. The presence of high
fixed costs and low variable costs typically give rise to economies of
scale over the range of a facility’s capacity. Under these cost
conditions, the facility is a natural monopoly if it has sufficient
capacity to satisfy reasonably foreseeable demand.

If capacity is insufficient to meet foreseeable demand then it is
necessary to consider whether it i1s less costly, from a social
perspective, to expand or modify the facility or to construct another
facility to meet foreseeable demand.

If foreseeable demand outstrips the facility’s maximum potential
capacity, then it is likely to be economical to develop another facility
to provide the service. Criterion (b) would therefore not be satisfied
(NCC 2002, paras 4.76-4.81).

Submissions received

6.53

Several of the parties who made submissions to the Council either
commissioned or relied upon expert analysis and/or modelling with
respect to issues arising under criterion (b). As there was some
overlap in the experts used, to minimise confusion, the Council notes
that it received the following expert reports:

(a) on behalf of BHPBIO, the Council received three reports
from CRA:

(1) FMG Application to Access Mt Newman Railway
Line under Part IIIA (3 dJune 2005)
(BHPBIO 2005b);

(11) Outline of Response to NCC Draft Recommendation
(12 December 2005) (BHPBIO 2005r); and

(111) Results of Modelling and Related Submissions
Responding to NCC Draft Recommendation
(6 January 2006) (BHPBIO 2006k),
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(b)

(©

(d)

(e)

(®

Demand

from the Western Australian Government, the Council
received a report from Evans & Peck entitled — Pilbara
Iron Ore Rail Access — Public Interest Study 20 DOIR 0204
(24 August 2004) (Evans & Peck 2004);

on behalf of RTIO, the Council received the following
documents from Evans & Peck:

(1) FMG Rail Access to BHPBilliton Iron Ore Railway —
Mindy Mindy to Chichester Ranges (April 2005)
(RTIO 20051);

(11) Letter from Evans & Peck (23 June 2005) (RTIO
20051),

from or on behalf of BHPBIO the Council received three
documents from Evans & Peck:

(1) Pilbara Iron Ore Rail Access Public Interest Study
(24 August 2004) (Evans & Peck 2004);

(11) Production Capacity Modelling (30 December 2005)
(BHPBIO 2006¢); and

(111) Letter from FEvans & Peck to the Council
(6 February 2006) (BHPBIO 2006m),

on behalf of BHPBIO, the Council received two documents
from TSG:

(1) Simulation Modelling (3 June 2005) (BHPBIO
2005b); and

(11) Letter from TSG to BHPBIO (5 January 2006)
(BHPBIO 2006d); and

on behalf of BHPBIO, the Council also received an affidavit
of Rodney Tyler Hoare, a principal of TSG, sworn 22
December 2005 (BHPBIO 2005ab).

6.54 FMG seeks declaration of the Mt Newman Service for a period of
20 years. In the Duke EGP decision, the Tribunal considered
foreseeable demand over an approximate period of 10-15 years. In its
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draft recommendation, the Council focussed on foreseeable demand
over a 5-10 year period, noting that demand projections in this
instance were highly speculative — and increasingly so as the time
horizon is extended.

6.55 BHPBIO and FMG argue in their submissions in response to the
draft recommendation that foreseeable demand over a period longer
than 5-10 years should be considered (BHPBIO 20051, para 2.13;
FMG 2005, para 2.16). The Council accepts this view, although it
does not consider that the longer timeframe materially affects the
analysis and reiterates that such projections are in any event highly
speculative. The Council considers that it is appropriate to consider
demand projections over a period of up to 20 years and has evaluated
the Application on that basis.

6.56 The demand for the Mt Newman Service derives from trends in
demand for the products that are moved on the railway. To date, the
railway line has been used only for the carriage of iron ore. While
demand may emerge to move other commodities, the Council
understands from its discussions with stakeholders that alternative
modes of transport already provide an efficient substitute for such
other commodities. The Council therefore considers that the
foreseeable demand for the Mt Newman Service is limited to demand
for the movement of iron ore.23

Foreseeable demand

6.57 The foreseeable demand for the Mt Newman Service comprises the
projected use of the Mt Newman Service by:

(a) the provider;
(b) the applicant; and
(c) other potential access seekers,

each of which is considered below.

23 FMG argues in its December 2005 submission that the demand for the Mt Newman
Service 1s likely, over the longer term, to include demand for the movement of
manganese and chromite ores. However, FMG considers that this would not
significantly alter the overall level of demand for the Service (FMG 2005f,
paras 2.14-2.15). BHPBIO and RTIO state that no such demand will ever eventuate.
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6.58

In the draft recommendation, the Council evaluated the Application
on the basis that the foreseeable demand for the next 5-10 years was
likely to range from at least 160 mtpa to 200 mtpa and possibly more
(para 6.78). In accordance with its decision to consider foreseeable
demand over a 20 year period, the Council has reconsidered the
projected use of the Mt Newman Service over the next 20 years
below.

The provider’s demand

6.59

6.60

6.61

6.62

The Mt Newman Facility carries iron ore from a number of BHPBIO
owned Pilbara mines to Port Hedland. The ore is carried under a
variety of ownership arrangements. BHPBIO is the majority
shareholder in each case (WA Government 2005, p. 8).

In the 2004-05 financial year, BHPBIO produced 96.7 million tonnes
of iron ore. BHPBIO intends to expand capacity of its Mt Newman
operations, including the Mt Newman line, to 129 mtpa by the end of
2008 in response to demand projections (BHPBIO 2005z para 62).
BHPBIO's estimate of the foreseeable demand for the movement of
its iron ore in the Pilbara is potentially up to 300 mtpa within the
next 20 years (BHPBIO 2005n, para2.15; BHPBIO 20061,
para 2.1(a)).

In response to sustained growth in demand for iron ore, the Western
Australian Government predicts that BHPBIO’s demand for the
Mt Newman Service will rise to:

(a) 118 mtpa in 2007; and
(b) 152 mtpa in 2010 (WA Government 2005, p. 2).

An independent report prepared for the Western Australian
Government projected that BHPBIO could require capacity of around
250 mtpa by about 2015 (Evans & Peck 2004, para 5.6.4) and,
furthermore, that this 250 mtpa capacity figure may include ore from
Hope Downs and/or FMG.

[confidential information removed]

The Council considers it reasonable to extrapolate this estimated
capacity figure to an estimated demand figure.
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6.63

6.64

FMG argues that based on projections of Chinese demand for iron
ore, and assuming Australia regains some of its lost share of the
Chinese market, BHPBIO’s demand for the Mt Newman Service is
likely to exceed 200 mtpa within 15-20 years. (FMG 2005g,
para 2.16)

The Council considers from the above that it is likely that BHPBIO’s
demand for the Mt Newman Service:

(a) will likely exceed 200 mtpa, in the next 10 to 15 years; and
(b) could rise to 250 mtpa, or perhaps 300 mtpa, within the next
20 years.

The applicant’s demand

6.65

6.66

6.67

6.68

6.69

FMG’s Stage A Public Environment Review indicates that if Mindy
Mindy is developed, the production rate could be up to 10 mtpa.

FMG stated in its submission in response to the Council’s draft
recommendation that the most likely mining rate for Mindy Mindy
would be about 5 mtpa (FMG 2005g, para 9.2; FMG 2006, p. 5). It
has subsequently confirmed the amount of 5 mtpa to the Council this
year (FMG 2006a) On this basis, the Mindy Mindy tenements could
be mined for up to 14 years. Assuming again that BHPBIO’s
foreseeable demand equates to 250 mtpa, this equates to an
additional 2 per cent on top of BHPBIO’s projected demand.

FMG states that the development of its Chichester Ranges deposits
will be serviced by the FMG Chichester line which FMG will have
commissioned by 2009 (FMG 20064, p. 5).

In its June 2005 submission, BHPBIO argues that it would be
rational for FMG to use the FMG Chichester line — as opposed to
another line — to ship its ore to Port Hedland (BHPBIO 2005a,
para 14). It concluded on this basis that the foreseeable demand for
the Mt Newman Service does not include the movement of iron ore
from FMG’s proposed mines in the Chichester Ranges.

However, in its December 2005 submission, BHPBIO revised its view
of FMG’s likely demand for the Mt Newman Service. On the basis
that FMG has yet to secure finance or enter into contracts for the
construction of the proposed FMG Chichester line, BHPBIO
considered that the possible movement of iron ore from the FMG
Chichester Ranges deposits on the Mt Newman line should also be
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6.70

6.71

taken into account (BHPBIO 2005n, para 2.17). In its January 2006
submission, BHPBIO submits a range of scenarios to the Council
where FMG’s demand for the Mt Newman Service ranged from
5 mtpa to up to 60 mtpa.

The Council rejects BHPBIO’s view. As discussed in paragraph 3.9 of
this recommendation, the Council considers that a connection that
sought to access the Mt Newman line to provide transport services
from FMG’s Chichester Ranges deposits to Port Hedland would not
be consistent with the Mt Newman Service the subject of the
Application.

Accordingly, the Council considers that FMG’s demand for the
Mt Newman Service is for the transport of approximately 5 mtpa of
iron ore sourced from FMG’s Mindy Mindy mine.

Other potential access seekers’ demand

Hope Downs

6.72

It was noted in some of the initial submissions that Hope Downs
could potentially require the Mt Newman Facility to move iron ore
from its mines to Port Hedland. The Council notes that following the
acquisition of Hope Downs by RTIO in July 2005, Hope Downs will
use the service of the Hamersley line rather than the Mt Newman
Service. Accordingly, the Council does not consider that Hope Downs
has any foreseeable demand for the Mt Newman Service.

Junior explorers

6.73

There are also a number of junior explorers with tenements in the
vicinity of the Mt Newman Facility. These companies are exploring
for mineral deposits but are not (yet) producing mineral
commodities. Some parties have identified potentially viable iron ore
deposits but have not proven them to JORC?4 standard, in large part
due to concerns that access to rail services may not be available. It is
unlikely that any of the tenements in the vicinity of the Mt Newman
Facility will yield discoveries that would justify the construction of a
stand-alone rail facility and the relevant tenements are not in the

24 The Australasian Joint Ore Reserves Committee (JORC) provides standards for the
reporting of exploration results, mineral resources and ore reserves.
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6.74

6.75

vicinity of the proposed FMG Chichester line. The movement of ore
from these sites could therefore also generate demand for the
Mt Newman Facility.

While it is difficult to project the likely extent of this demand, it is
feasible that junior explorers may generate some demand for the
Mt Newman Service in the next 20 years. BHPBIO considers that
the likely demand, if any, would be small (BHPBIO 2005n, paras 3.9-
—3.18). The Council’s investigations suggest that the majority of the
deposits held by junior explorers fall at the smaller end of the
spectrum. FMG considers that there will be demand from junior
explorers post-declaration, although no further details or demand
projections were made available (FMG 2006a, p. 2). The Council
notes that in order to gain access, junior explorers would also need to
develop spur lines (or a shared spur line) that connect to the
Mt Newman line around Mindy Mindy. This requirement is likely to
limit potential demand.

The Council is of the view that the demand generated by junior
explorers is unlikely to be greater than that generated by Mindy
Mindy and, accordingly, the potential demand for the Mt Newman
Service from junior explorers could be up to 5 mtpa.

Findings on total demand

6.76

6.77

6.78

While demand projections for the Mt Newman Service are
speculative, it appears certain that BHPBIO’s demand will increase
over the next 20 years from the current level of about 100 mtpa to
approximately 250 mtpa, and possibly up to 300 mtpa.

In addition, there is the prospect of additional demand arising from
the development of new tenements in the vicinity of the Mt Newman
Facility, including Mindy Mindy and tenements held by junior
explorers. The Council considers that the nature of the Mindy Mindy
deposit would probably constrain FMG’s demand to no more than
5 mtpa (unless FMG provides a haulage service to carry additional
ore for third parties). The Council also considers that the demand
arising from junior explorers is unlikely to exceed 5 mtpa.

The Council therefore concludes that the total foreseeable demand
for the Mt Newman Service over the next 20 years is likely to
increase from the current level of about 100 mtpa to about 260 mtpa,
with some prospect that demand could reach as high as 310 mtpa.
The latter figure accounts for the potential 300 mtpa demand
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generated by BHPBIO, plus 5 mtpa in demand from each of FMG

and the junior explorers.

6.79 The demand projections are summarised in Table 1 below.

6.80 If the total foreseeable demand of FMG and the junior explorers is up
to 10 mtpa and if BHPBIO's foreseeable demand is 250 mtpa, then
the foreseeable demand of FMG and the junior explorers represents
only 4 per cent of the total foreseeable demand (that is, to 260 mtpa).
Table 1—Summary of submissions on estimated demand

BHPBIO Western RTIO FMG
Australian
Government
Current 100 mtpa 100 mtpa 90 mtpa
(constrained by
capacity)
Projected | 152 mtpa 152 mtpa at least 160 | 160—
2010 mtpa 200 mtpa
Projected | [confidential 250 mtpa 160—
2015 information 200 mtpa
removed]
Projected
2025
- BHP up to 300 mtpal - - <400 mtpa
- FMG 10 mtpa - 10 mtpa 5 mtpa
(Mindy
Mindy)
— Juniors | minimal - - minimal
TOTAL 260 — 310 mtpa
DEMAND

Capacity of the Mt Newman line

6.81

It should be uncontroversial that it is generally cheaper to provide a

track service via an existing railway than to construct another
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railway for that purpose. Even if a facility is operating at or near
installed capacity, it is likely to be cheaper to expand capacity (for
example through the addition of passing loops or double tracking)
than to replicate all of the capital (and sunk) costs of constructing
another railway. Expansion avoids or reduces many of the costs of
constructing a new railway, including the engineering costs of
designing a new railroad, the construction of access roads, and
environmental and heritage issues.

Measuring capacity

6.82

The submissions made to the Council adopt different approaches to
assessing the capacity of the Mt Newman Facility which are
summarised below. Each approach takes into account different
factors in estimating the capacity of the Mt Newman line in terms of
the amount of iron ore that can transported from the mines to the
port.

Theoretical or notional approach

6.83

6.84

Under this approach, the capacity of the railway line is measured by
calculating the number of possible train trips per day and the
amount of iron ore that will be transported in each trip. This
measurement takes account of the physical capacity of the track at a
single point in time, including (single and double) track length,
passing sidings/loops and the speed at which engines and rolling
stock can travel on the track (BHPBIO 2005aa, paras 8-9). It also
involves taking account of the physical capacity of the rolling stock.

FMG submits that this is the approach the Council should adopt in
determining the capacity of the Mt Newman line in evaluating the
Application under criterion (b) because it is seeking access only to
the rail track and not to the port or to any bulk material handling
equipment (FMG 2006a, pp. 3—4).

Practical approach

6.85

This approach measures the number of train trips that could be
operated on the rail line over a range of time, such as a year, taking
into account actual operating conditions and ‘end effects’ that
constrain the operations of the railway. This measurement takes
account of the same factors as for a theoretical/notional
measurement, with consideration of the following additional actual
operating  conditions —  personnel/staffing, maintenance
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6.86

6.87

6.88

6.89

requirements, expansions and upgrades to the below rail assets and
constraints arising from ‘end effects’ (BHPBIO 2005aa, paras 10-11).

This is similar to the approach used by Evans & Peck in its study for
BPHBIO this year to measure the total production capacity of
BHPBIO's Pilbara Rail Network. In measuring the total production
capacity of the Mt Newman line, Evans & Peck took into account
both ‘meet effects’ and ‘end effects’ as appropriate when determining
the capacity of a single and dual tracked line.

‘Meet effects’ are defined as the reduced system efficiency due to
trains being delayed by ‘meets’ on a single track. When a ‘meet’
occurs one of the trains must divert to a siding and wait for the other
train to pass (BHPBIO 2006c, p. 8).

‘End effects’ can be defined as a reduction in the efficiency of a rail
system due to delays arising in relation to loading and unloading
operations. Normal activity times (eg dumping and loading times)
are not classed as end effects because such activities must occur in
every cycle and do not normally involve waiting time (BHPBIO
2006¢, p. 7).

End effects in this sense assume that the impact of ship movements
in the Port Hedland harbour will remain constant as production
increases in the future. In other words, it is assumed that the port
capacity will generally match the capacity of the rest of the
Mt Newman line.

‘Weakest link’ approach

6.90

6.91

Under this approach, the capacity of the railway is measured as part
of a ‘system’ that comprises the mine, rail and port operations. The
railway’s capacity 1s constrained by the weakest sub-system
(BHPBIO 2006d) which, in the case of the Mt Newman Facility, is
asserted to be the port. This is the measure proposed by TSG in its
analysis for BHPBIO and, subsequently, adopted by BHPBIO
(BHPBIO 200641, footnote 1, p. 3; BHPBIO 2006d).

BHPBIO considers that the capacity of the Mt Newman Facility
cannot be divorced from the capacity of its iron ore operations as a
total system (BHPBIO 2005n, para 2.6).25 In this sense, BHPBIO
considers that the capacity of the Mt Newman Facility is constrained

25 That is, ‘the closed loop system’.
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6.92

6.93

6.94

6.95

by capacity issues at the mines and/or port. BHPBIO states that,
having regard to all of the operational constraints affecting the
railway line, the Mt Newman Facility is currently being operated at
1its maximum capability.

[confidential information removed]

The Council sought independent advice on measurement of the
capacity of a railway track from G13 and APR. G13 advises the
Council that in terms of the transportation of iron ore, capacity is
usually determined by:

(a) the number of trains which can occupy the railway line
without colliding;

(b) the frequency of trains entering the railway line; and

(c) the carrying capacity of iron ore trains (NCC 2006a, p. 4).

Furthermore these determinants are also a function of, inter alia:
(a) the configuration of the railway (NCC 2006a, p. 4);

(b) erosion of the availability of the railway resulting from
constraints on the system, maintenance, failures, acts of
gods and accidents (NCC 20064, p. 5); and

(c) train specifications (NCC 20064, p. 5).

G13 agrees with BHPBIO and Evans & Peck that the capacity of a
railway track usually takes into account adjustments for mine and
port effects, train running effects and maintenance. G13 notes in its
report that a railway is “...part of an interdependent supply chain
influenced by, and influencing, the capacity and behaviour of other
parts of the supply chain” (NCC 2006a, para 4.1.2).

G13 distinguishes between the effects of ‘base capacity mismatch’
and what it describes as ‘variability’. Capacity mismatch occurs
when the mine or the port has a base capacity different to the
railway. As a result, utilisation of the railway will be limited by the
port or mine’s capacity. In contrast, variability of operations erodes
capacity notwithstanding that the engineering and operational
design capacities of the mines, railway and port might well be
matched. For example, if the port operation falters, then the
railway’s ability to deliver might falter causing trains to be cancelled.
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6.96

6.97

6.98

6.99

6.100

Railway capacity would be eroded by the equivalent number of
trains (NCC 2006a, para 4.1.2).

In the sense that G13 considers that variability must be taken into
account in measuring the capacity of a railway, it agrees with the
approach that BHPBIO has taken to measuring the capacity of the
Mt Newman line and not the approach taken by FMG. However,
unlike BHPBIO and Evans & Peck, G13 considers that the base
capacity of components of the supply chain will be matched when
measuring the capacity of a railway line. (NCC 2006a, para 4.1.2).

In its submissions in response to G13’s report, BHPBIO submits that
this approach should not be adopted because it ignores the costs of
overcoming the limitation on the capacity of the constrained
component and the fact that there may be a better set of subsystems
that provide a more efficient system (BHPBIO 2006n, para 4.12).
Both BHPBIO and TSG submit that as the port constraints are
geographical due to the shipping channel and impact FMG as much
as BHPBIO they should be taken into account in measuring the
capacity of the Mt Newman line (BHPBIO 2006n, paras 4.13-4.14;
BHPBIO 2006q, para 1).

The Council notes that TSG acknowledges that ultimately the
capacity of the port can be expanded by dredging of the channel or in

the inner harbour, albeit that the cost of such expansion could be
large (BHPBIO 2006d).

Finally, the Council notes that while G13 agreed with BHPBIO that
a measure of capacity must take into account variability throughout
the supply chain, it considers that third party access would not
necessarily erode BHPBIO’s ability to manage these risks if FMG
adopted the same or substantially similar operating practices as
BHPBIO (NCC 2006a, para4.2). BHPBIO submits that this
assumption is incorrect as FMG has little or no incentive to adopt its
practices or procedures in light of the size of its operations at Mindy
Mindy and, even if it did, its introduction into the system as a new
operator would impact on overall system efficiency (BHPBIO 2006n,
paras 4.26—4.28).

The Council considers that it is reasonable to assume that FMG will
adopt substantially similar, if not identical, operating practices to
BHPBIO given that such an outcome is likely to be the result of
negotiated access between the parties (resulting in the lowest access
charges) or an arbitration of access terms and conditions by the
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6.101

ACCC given the factors the ACCC is required to take into account in
making an access determination.26

The Council adopts G13's approach to measuring the capacity of the
Mt Newman line which accords with the ‘practical’ approach to
measuring capacity outlined at paragraphs 6.85 to 6.89 above. The
Council accepts that limits on capacity at a mine or the port may
affect utilisation of the railway, but it is inappropriate to equate this
with a limit on the railway’s capacity.

What is the current capacity of the Mt Newman Facility?

6.102

BHPBIO submits that the Mt Newman Facility is currently capacity
constrained, operating at its maximum capacity of approximately
100 mtpa (BHPBIO 2005z, para 15).

Expanding capacity

6.103

6.104

The capacity of the Mt Newman Facility could be expanded by:

(a) building additional passing loops and/or railway sidings;
(b) modifying train configurations;
(c) enhancing facilities for loading ore at the mines and

unloading ore at the port in order to reduce variability
effects on railway utilisation; and

(d) investing in additional rolling stock.

In addition, to these options, parts or all of the Mt Newman line
could be double tracked.

Planned expansion of the Mt Newman Facility

6.105

BHPBIO 1is currently proceeding with Rapid Growth Project 3
(RGP3) which includes expansion of the capacity of the Mt Newman
line. It is intended to be completed by October 2007 and achieve a
targeted production capability of 129 mtpa by the end of 2008
(BHPBIO 2005z, para 62).

26 Section 44X of the TPA.
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Potential capacity of the Mt Newman Facility?

Western Australian Government

6.106

6.107

6.108

BHPBIO

6.109

6.110

The Western Australian Government reported that BHPBIO’s
current expansion plans involve considerations to duplicate at least
part of the railway track (Evans & Peck 2004). This is disputed by
BHPBIO as is discussed at paragraph 6.110 below.

The Evans & Peck study (2004), prepared for the Western Australian
Government, found that expansion of the Mt Newman line to
200 mtpa railing capacity would probably require track duplication
from Nelson Point to Yandi Junction (about 280 kilometres) (WA
Government 2005, pp.2-3). The duplicated sections would
incorporate most of the Mt Newman Service required by FMG.

The Evans & Peck study (2004) also considered that the Mt Newman
line should be double tracked by about 2015, at which time it
estimated demand to be about 250 mtpa. The 2004 study found that
once the line is double tracked, the capacity of the system would rise
to around 400 mtpa (Evans & Peck 2004, pp. 24 & 29).27 The Council
relied upon this estimate of the potential capacity of the Mt Newman
line in the draft recommendation (draft recommendation, para 6.96).

BHPBIO submits that the Mt Newman Facility is likely to remain
near capacity meeting its needs alone (BHPBIO 2005a, para 79;
BHPBIO 2005b, para 415, BHPBIO 2005r, para 3.2). While BHPBIO
acknowledges that there are proposed expansion plans for the
Mt Newman Facility that will, assuming they are approved and
proceed, incrementally increase the Mt Newman Facility’s capacity.
That expansion in capacity will be fully utilised by BHPBIO by
virtue of corresponding expansions of the mine and port operations to
increase its production of iron ore (BHPBIO 2000z, para 86).

BHPBIO informed the Council that it has not determined whether
the Mt Newman Facility will ever be double tracked. Instead,
increases in BHPBIO’s demand may be accommodated by the

27 FMG considers that double tracking the line would increase its capacity to 400—
600 mtpa (FMG 2005a, para 3.5).
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6.111

6.112

6.113

6.114

construction of new port and rail facilities ahead of addressing the
costly constraints that are currently inherent at the port and mine
and impact upon the Mt Newman Service (BHPBIO 2006j).

BHPBIO considers that the 400 mtpa Evans & Peck 2004 capacity
estimate 1s grossly overstated’ and that in acknowledging this
estimate in the draft recommendation the Council has substantially
overstated the ultimate potential capacity of the Mt Newman
Facility (BHPBIO 2005r, para 3.2). It argues that the estimate is
based on the theoretical number of trains that could run on the
track, but does not take account of:

(a) the ‘closed loop’ system within which the Mt Newman line
operates. BHPBIO considers that the capacity of the
railway line would be reduced by ‘intrinsic physical
limitations at the mine and the port’; and

(b) the practicalities (including delays) of loading and unloading
trains (BHPBIO 2005n, paras 2.1-2.8).

Following publication of the draft recommendation, BHPBIO
commissioned Evans & Peck to undertake a further study of the
Mt Newman Facility’s capacity, taking into account port and mine
constraints and other practicalities and limitations (referred to
hereafter as the ‘2006 Study’) (BHPBIO 2006c¢).

Evans & Peck notes in the introduction to the 2006 Study that its
2004 estimate of 400 mtpa production capacity for a dual tracked
Mt Newman line transporting iron ore was made using publicly
available data and assuming that only the rail system's trunk line
capacity was under consideration. It did not consider loading and
unloading constraints (BHPBIO 2006c¢, p. 3).28

In the 2006 Study, Evans & Peck has sought, at BHPBIO's request,
to estimate the total production capacity of BHPBIO's iron ore
operations in the Pilbara. The 2006 Study was based on historical
data provided by BHPBIO and realistic assessments of future
unloading and mine constraints by Evans & Peck. Furthermore, in

28

As noted at paragraphs 6.94-6.101 the Council accepts that end effects are relevant

to consideration of capacity as variability arising from these effects necessitates that
additional capacity is built in. However, the Council does not accept that the capacity
of the railway is determined by capacity limits that may exist at mining sites or
ports.

Page 54



FMG application for declaration of the Mt Newman Service

6.115

6.116

6.117

6.118

the 2006 Study Evans and Peck changed the following variables from
the 2004 study which thereby further impacts the results:

(a) the number of minutes of spacing between trains has been
increased from 30 to 36 minutes in accordance with
BHPBIO's advice that 36 minutes is a more realistic
estimate on its system; and

(b) the tonnage per train has also been reduced from 30,464
tonnes to 23,781 tonnes to reflect historical tonnages per
train in 2005 (BHPBIO 2005n, para 2.9).

Evans & Peck conclude that, if the Mt Newman line is to be fully
double tracked (including the Yandi/Area C spur line), the maximum
capacity of the Mt Newman Facility would be between 234-247 mtpa
including the effects of loading and unloading constraints (BHPBIO
2006c, p.3). This estimate assumes that the impact of ship
movements in the Port Hedland harbour on the end effects would
remain constant as production increases in the future (BHPBIO
2006¢, p. 13).

However, BHPBIO informed Evans & Peck that this was not the case
and that the ultimate capacity of the harbour lies in the range of 200
to 230 mtpa (BHPBIO 2006¢c, p. 13). Accordingly, Evans & Peck
conclude that if BHPBIO operates a dual tracked Mt Newman line
its production capacity will be limited by the harbour capacity to
between 200 and 230 mtpa (BHPBIO 2006¢, p. 18).

BHPBIO’s instructions to Evans & Peck appear to be based on advice
it received from TSG as to the estimated port capacity. In January
2006, TSG estimated that Port Hedland had a capacity of between
200 and 220mtpa (BHPBIO 2006d). However, the Council notes that
TSG also advised BHPBIO that:

Ultimately capacity can be expanded, , but the cost of expansion can be
very large if significant dredging of the channel and/or inner harbour
is required...Accordingly, capacity as defined in this work was defined
as that capacity that did not require dredging work other than that
required for the installation of new berths.

Evans & Peck’s 2006 Study also states that system efficiencies
decrease as production approaches maximum capacity (BHPBIO
2006¢, p. 18). BHPBIO has added further that increasing the number
of trips and tonnage of ore moved has the effect of reducing the track
capability in a compounding manner, as it results in an increased
maintenance need (BHPBIO 2005aa, para 14).
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RTIO

6.119

6.120

FMG

6.121

6.122

6.123

RTIO also considers that the 400 mtpa Evans & Peck 2004 capacity
estimate is overstated. RTIO says:

... much of this could not be used because of physical constraints at the
port...

RTIO relies upon Evans & Peck's view that 150 mtpa is generally
accepted in the industry as being the limit of a single railway track’s
capacity (RTIO 2005f, p. 10).

FMG considers that the Mt Newman Facility can accommodate
about 150 mtpa with minimal expenditure on increasing the capacity
of the existing track. At the time of FMG’s Application, FMG
asserted that the Mt Newman Facility carried about 90 mtpa. From
this, FMG estimated a potential excess capacity of 60 mtpa. FMG
considers that in the longer term, double tracking would increase the
Mt Newman Facility’s capacity to over 400 mtpa (FMG 2005g,
para 2.18). BHPBIO’s current demand i1s 100 mtpa which means,
using FMG’s capacity estimate of 150 mtpa, the Mt Newman
Facility, with minimal expenditure on augmentation, could have a
potential excess capacity of 50 mtpa.

FMG asserts that the end effects factored into Evans & Peck’s
analysis in the 2006 Study are not applicable to a third party that
does not seek access to either the port facilities or above rail
facilities / haulage equipment. Ignoring these end effects results in
an increase in the estimated capacity to 323 mtpa. In response,
Evans & Peck noted that regardless of the fact FMG is not seeking
access to BHPBIO's port unloading or mine loading facilities, the
operation of these facilities and FMG's own facilities will necessarily
have an ‘end effect’ impact on the operation of the rail system
(BHPBIO 2006m).

FMG also claims that the analysis of the capacity of the Port
Hedland port (that is, the ‘weakest link’ in the system according to
BHPBIO, TSG and accepted by Evans & Peck) is flawed in that it
does not take account of the potential to increase capacity of the port
whether driven by particular projects or by the port authority itself
(FMG 2006a).
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6.124

6.125

FMG also disputes the average amount of ore carried per train per
trip, used by Evans & Peck in its modelling. FMG assert that upon
full implementation by BHPBIO of its RPG3 project, trains will be
carrying, on average, 33,000 tonnes per trip, which is substantially
more than the 23,871 tonnes carriage figure utilised in Evans &
Peck’s analysis (see paragraph 6.114(b) above). According to FMG,
adopting Evans & Peck’s analysis, but using 33,000 tonnes per trip
as the carriage amount, increases the estimated capacity of the
Mt Newman Facility from 323 mtpa to in excess of 400 mtpa (FMG
2006a, p. 4).

In response, Evans & Peck refers to the conclusion in its report that
Increasing tonnages per trip can lead to more severe ‘end effects’ and
thereby reduces overall efficiency (BHPBIO 2006m). Evans & Peck
notes that it used 23,781 tonnes per trip in estimating the capacity of
a dual tracked system because that is what BHPBIO demonstrated it
can efficiently achieve on a real system. In the absence of further
information on the operation of a dual tracked system, Evans & Peck
assumes that tonnes per trip would remain at historically achieved
levels. It considers that the optimal tonnes per trip on a dual tracked
system will be determined by balancing the ‘end effects’ in that
system with the regularity of train arrivals (BHPBIO 2006m).

The Council’s advisers

6.126

6.127

The Council commissioned independent advice from G13 and APR to
assist it in considering the various submissions it received on the
following issues:

(a) what is the maximum capacity of the Mt Newman line as a
single track with a maximum number of passing loops?

(b) what is the maximum capacity of the Mt Newman line as a
double track?

(c) how would a double track of the Mt Newman line be
achieved?

In preparing its advice, G13 used the assumptions set out in
Attachments B and C of its report. With respect to track capacity
dilution, G13 assumed that, on average:

(a) 10 per cent of planned use would be lost through variability;
and
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6.128

6.129

6.130

6.131

(b) a further 20 per cent of potential capacity would be unusable
for other reasons (NCC 2006a, Attachment C).

G13 regards these assumptions regarding track capacity dilution as
conservative. That 1is, the assumptions provide for a greater
reduction in capacity than is likely to actually occur in practice. The
Council notes that Evans & Peck’s analysis of BHPBIO’s data shows
that at 100 mtpa, capacity dilution is in the order of 20 per cent
(BHPBIO 2006r).

In estimating the capacity of the Mt Newman line in the three
scenarios set out in paragraph 6.126 above, G13 assumes that the
capacity of the track was governed by the frequency with which
trains could enter the track, which is commonly referred to as
headway. Headway is determined by the longest travelling time
between loops, which is commonly referred to as the ‘ruling section
time’. It also assumes that the time a train takes to traverse a
section of track is proportional to the length of the section
(NCC 20064, para 4.3.1).

In estimating the capacity of the Mt Newman line, G13 then models
the results of the progressive addition of loops placed to reduce the
maximum section length thereby increasing capacity. Production is
then increased until capacity utilisation approaches 90 per cent. At
this point another loop is added. When the maximum section length
reaches less than 20 kilometres it is assumed that the track will be
duplicated (NCC 2006a, para 4.3.1).

The Council instructed G13, in undertaking its analysis, to assume
that:

(a) the current capacity of the Mt Newman line is 100 mtpa as
advised by BHPBIO (BHPBIO 2005z, para 15);

(b) the demand for capacity on the Mt Newman line from access
seekers’ would be a total of 10 mtpa, comprising 5 mtpa
from FMG and up to 5 mtpa from junior explorers. This is
in accordance with the Council’s findings on access seekers’
demand (see para 6.75 of this recommendation); and

(c) BHPBIO’s demand for capacity on the Mt Newman line will
increase progressively to a maximum capacity of 300 mtpa.
This 1s in accordance with the Council’s findings on
BHPBIO’s demand for capacity over the next 20 years (see
paragraph 6.64 of this recommendation).
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Maximum capacity of the Mt Newman line as a single track with a maximum
number of passing loops

6.132

6.133

G13 found that with loops spaced at less than 20 kilometres, the
maximum capacity of a single track Mt Newman line would be
approximately 210 mtpa (NCC 2006a, para 4.3.1). 29

G13’s view is that, at 210 mtpa, the Mt Newman line will need to be
double tracked if capacity in excess of 210 mtpa is contemplated in
the near future (NCC 20064, para 4.3.6).

Maximum capacity of the Mt Newman line as a double track

6.134

The results of G13's modelling were that with bidirectional signals
and cross overs spaced at less than 20 kilometres, the maximum
capacity of a double tracked Mt Newman line would be
approximately 400 mtpa (NCC 2006a, para 4.3.2).

Submissions in response to G13’s estimates of capacity

6.135

6.136

The Council made G13’s report available to interested parties and
invited comments on the report. The Council received comments from
FMG, RTIO and BHPBIO (including letters from TSG and Evans &
Peck).

In its submission, BHPBIO raises concerns regarding a number of
procedural and semantic issues. As the Council advised BHPBIO in
response to BHPBIO’s letter dated 2 March 2006, the Council
considers that the time within which the parties had to respond to
submissions while tight, was not unreasonable given the issues, the
available material and the expertise that had already been primed to
advise the parties on these matters. The Council is satisfied that the
parties had sufficient information and time to respond to G13’s
report.

29

Attachment A to G13’s report includes a scenario whereby the Mt Newman line

would be double tracked at 210 mtpa. This 1s because demand of 210 mtpa on a
single line is the point at which capacity utilisation approaches 90 per cent and is,
therefore, based on G13’s assumptions, the point at which an operator would add
another loop or in this case double track the line. This is consistent with G13’s
assumptions in its report (NCC 2006a, para 4.3.2). However, the maximum capacity
of the line as a single track is up to 210 mtpa. Both BHPBIO and TSG raised this as
an issue in their responses to the G13 report querying how the figure was
determined (see BHPBIO 2006n, para 4.22; BHPBIO 2006q, para 4).
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6.137

6.138

6.139

6.140

The submissions from BHPBIO and RTIO also question the value of
the findings in and the weight that should be given to the G13 report
given the report’s disclaimer (BHPBIO 2006m, para 3.2; RTIO 2006a,
para 3.3). In the Council’s view, the caveats noted by G13 in its
disclaimer are appropriate and do not invalidate the usefulness of
the conclusions G13 reach.

RTIO argues that the G13 study focuses on the physical capacity of
the single track Mt Newman line when it is the economic capacity
that should be considered and that economic capacity is reached
before nominal physical capacity limits are breached (RTIO 2006a,
para 3.2).

RTIO also submits that there will be no demand for the Mt Newman
Service and as such, while RTIO question the validity of the natural
monopoly test, any application of that test must be to the costs
involved in constructing a spur line from Mindy Mindy to the FMG
Chichester line (RTIO 2006a, paras 2.4 & 2.6). The Council does not
accept this submission for the reasons outlined in paragraphs 6.35—
6.40 of this recommendation.

The more substantive issues raised by BHPBIO, RTIO, TSG and
Evans & Peck about the basis upon which G13 estimated capacity of
the expansion of the Mt Newman line are dealt with below.

Static versus dynamic modelling

6.141

6.142

6.143

BHPBIO, Evans & Peck and TSG criticise G13’s use of a static rather
than a dynamic model to estimate the Mt Newman line’s capacity
(BHPBIO 2006n, paras 4.2-4.6, BHPBIO 2006q, para 3;
BHPBIO 2006r). In particular, BHPBIO notes that it uses dynamic
modelling to help it make critical operational and planning decisions,
including investment decisions (BHPBIO 2006n, paras 4.2—4.4).

G13 advise that the distinction between static and dynamic
modelling is the level of detail available from the modelling. Dynamic
modelling enables an operator to examine parts of the model in
greater detail to solve problems caused by interactions between
different parts of the model. G13 advises that, in its view, static
modelling provides a satisfactory basis on which to address the
1ssues raised by the Council’s questions.

The Council acknowledges the usefulness for BHPBIO in adopting
dynamic modelling in estimating its total production capacity, taking
into account the operations of its mines, the Mt Newman line and its
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port operations. However, the Council considers that static modelling
is useful in providing a clear delineation of those factors, including
G13’s notion of variability, that relate to the capacity of the
Mt Newman line without becoming intertwined in total system
capacity which the Council considers is a separate issue.

Underlying capacity assumptions

6.144

6.145

6.146

6.147

Both BHPBIO and Evans & Peck raise concerns that G13 uses
erroneous assumptions regarding the time a train takes to traverse a
section of track in calculating capacity which leads to an
overstatement of the Mt Newman line’s capacity (BHPBIO 2006n,
para 4.21; BHPBIO 2006r).

The Council notes that in estimating capacity in the report G13 uses
the assumptions set out in paragraph 6.130 and 6.131 above. G13
advises that it did not estimate capacity on the basis postulated by
Evans & Peck in its submission, which identified an average train
spacing of 25.7 minutes (BHPBIO 2006r). Instead, in the expansion
scenarios, G13 modelled the addition of seven loops to the
Mt Newman line which reduces the ruling section time by reducing
the maximum section of the track between loops (NCC 2006a,
Attachment A). The Council is satisfied that G13 has not adopted an
erroneous assumption regarding train spacing as Evans & Peck
argue.

Similarly, BHPBIO’s submission that G13 has not taken into account
the gradient of the track in estimating the time it takes a train to
traverse a section of the track is also incorrect as gradient impacts

upon the ruling section time which G13 uses to estimate capacity in
the report (NCC 2006a, para 4.3.1).

Having reviewed the submissions made in response to its report, G13
has advised the Council that its report omitted one of the underlying
assumptions it used in its analysis. G13 assumes that in order to
bring the present capacity of the Mt Newman line to 100 mtpa3° the

30 The fact that G13’s modelling shows that the Mt Newman line is capacity
constrained at 100 mtpa, when that is in fact the line’s current capacity, is a function
of the conservative assumptions that G13 has adopted in estimating the Mt Newman
line’s capacity set out in paragraph 6.131 above. Rather than invalidating G13’s
modelling as BHPBIO submits (BHPBIO 2006n, para 4,35), this demonstrates that,
if anything, G13 has underestimated the Mt Newman line’s capacity as a result of
the assumptions it uses in the modelling.
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section of the line between the Hesta and Shaw sidings (which is
approximately 11 kilometres) would have to be double tracked.

Base case assumptions

6.148

6.149

6.150

6.151

BHPBIO submits that the base case the Council provided to G13 is
Inappropriate because it assumes:

(a) BHPBIO’s demand for capacity of the Mt Newman line of
100 mtpa instead of the 129 mtpa which it is forecast to be
once RGP3 is completed in 2008. BHPBIO submits that the
latter figure should be used as it reflects the circumstances
most likely to exist at the earliest time third party access is

sought (BHPBIO 2006n, paras 4.31—4.33);

(b) the assumption of 10 mtpa foreseeable demand — being
5mtpa from Mindy Mindy and 5 mtpa from junior
explorers — is unjustified because it is unlikely Mindy
Mindy is economic even if rail access is granted and it is not
known if there are any other viable mine sites located near
Mindy Mindy (BHPBIO 2006n, para 4.37); and

(c) tonnages from each of the Newman, MAC and Yandi mining
areas that are incorrect (BHPBIO 2006n, para 4.36).

BHPBIO submits that all of G13’s scenarios/modelling have no
validity as they use this base case (BHPBIO 2006n, para 4.35).

RTIO submits that the assumption of 10 mtpa foreseeable demand
would be inconsistent with any finding that there would be any more
than a trivial impact on competition in any market postulated by the
Council (RTIO 2006a, para 2.4). BHPBIO make a similar submission
(BHPBIO 2006n, para 4.37, footnote 13). The Council addresses this
argument 1in section 7 of this recommendation concerning
criterion (a).

The Council notes that 100 mtpa reflects the current capacity of the
Mt Newman line (BHPBIO 2005z, para 15). The Council considers
that this is a more appropriate assumption for the base case than
129 mtpa because BHPBIO’s RGP3 project has not yet been
completed and while BHPBIO anticipates that it will be completed
and that the capacity of the Mt Newman line will then be 129 mtpa
there 1s not certainty that will then be the Mt Newman line’s
capacity.
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6.152

6.153

6.154

6.155

Furthermore, the 10 mtpa figure is consistent with the Council’s
estimate of the likely maximum demand of access seekers to use the
Mt Newman Service.

Finally, the Council notes that in the G13 modelling scenarios G13
progressively increases the tonnage from the Newman mines and
retains the same tonnage from the Area C and Yandi mines. This
contrasts with the information attached to BHPBIO’s submission in
response to G13’s report which predicts almost equal tonnages from
each of three mining areas by 2008. G13 has informed the Council
that the primary impact of such a change in tonnages would be to
delay the need to upgrade the Mt Newman line from Yandi to
Newman which impacts on the cost, but not the capacity, of an
expanded Mt Newman line.

As a result, the Council does not accept BHPBIO’s submission that
G13’s scenarios have no validity due to the use of a base case of
100 mtpa as adopted in the modelling.

The submissions in respect of capacity are summarised in Table 2
below.

Page 63



Final recommendation

Table 2—Capacity submissions

BHPBIO Western FMG G13 (for
Australian the
Government Council)
Current 100 mtpa 100 mtpa 100 mtpa 100 mtpa
installed
capacity
(2005)
Projected 152 mtpa 152 mtpa -
2010 (likely to
duplicate at
least a portion
of 205 km of
track)
Projected [confidential 250 mtpa -
2015 information
removed]
Maximum 150 mtpa 210 mtpa3?!
capacity of
single track
with passing
loops
Capacity of | 240 mtpa 400 mtpa 323—>400 | 400 mtpa32
fully double | (BHPBIO) and 234 mtpa
tracked — 247 mtpa (Evans
system &Peck ) (ignoring

port restraints)

206 mtpa
(BHPBIO) and 200
— 230 mtpa (Evans
&Peck) (factoring
in port restraints)

31 This figure assumes that the loops are spaced at less than 20 kilometres (NCC
2006a, para 4.3.1).

32 This figure assumes that the facility has bidirectional signals and crossovers spaced
at less than 20 kilometres (NCC 20064, para 4.3.2).
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Findings on Capacity

6.156

6.157

6.158

The Council accepts the submissions of BHPBIO and RTIO that in
estimating the potential capacity of the Mt Newman line it is not
appropriate to use a theoretical measure of capacity which does not
take 1into account the impact of end effects on capacity.
Consequently, the Council does not consider it appropriate to rely on
the theoretical estimates of capacity used in the Evans & Peck Study
2004 in determining the potential capacity of the Mt Newman line
for the purposes of criterion (b) or estimates derived from them (as
are some of FMG's proposed estimates).

The Council, however, does not accept BHPBIO’s submission that
ultimately the capacity of the Mt Newman line is constrained to the
maximum capacity of the ‘weakest link’ in the system which is said
to be port capacity at Port Hedland. The Council, therefore, rejects
BHPBIO's submission that the capacity of a fully double tracked
Mt Newman line would be 200—-230 mtpa.

The Council accepts that:

(a) the current capacity of the MtNewman line is
approximately 100 mtpa (BHPBIO 20051, para 2.5;
NCC 2006a);

(b) 150-210 mtpa is estimated as being the maximum capacity

of a single track Mt Newman line with loops (NCC 2006a);

(c) the Mt Newman line can be expanded with the addition of
incremental passing loops up to when demand reaches
210 mtpa (NCC 2006a, para 4.3.6);

(d) BHPBIO has announced plans to expand the Mt Newman
line’s capacity to 118 mtpa by 2006, with a further
expansion to 129 mtpa by late 2008 (BHPBIO 2005z,
para 62);

(e) a BHPBIO feasibility study has indicated that the company
would need to expand capacity to 152 mtpa by 2010
(BHPBIO 2005b, para 415) and BHPBIO has indicated that
a project is under consideration that will increase capacity
[confidential information removed];
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6.159

6.160

§3) [confidential information removed]; and

(2) the capacity of a fully double tracked Mt Newman line is
estimated at 400 mtpa (NCC 2006a, para 4.3.2), although
demand, and therefore utilisation, is unlikely to reach this
level in the foreseeable future.

The Council considers that it is likely that the capacity of the
Mt Newman line will be augmented through the addition of loops
and may be double tracked in due course to meet foreseeable
demand. It appears reasonable to conclude that such augmentation
is likely to occur whether at the behest of BHPBIO in isolation or in
relation to increasing foreseeable demand from BHPBIO and other
parties. The Council considers that a single tracked line (with loops)
will have a capacity of around 210 mtpa and a double tracked line
will have a capacity of approximately 400 mtpa.

The Council observes that historically the capacity of the
Mt Newman line has been augmented to meet BHPBIO’s increasing
needs and that BHPBIO has ongoing plans to continue such
augmentation. New railways have not been built to service
increasing demand or new BHPBIO mines in the relevant location.
Yet BHPBIO argues that augmentation to meet the additional
demand for rail services required by FMG and other possible access
seekers 1s uneconomic or infeasible and that it is necessary to build
new railways. The Council considers that it is reasonable to assume
that the costs and practicality of various augmentation options, and
the relativity of these to the costs of building a new railway, will not
change depending on the identity of the ultimate users.33 The
Council does not accept that augmentations that are possible and
economic, and preferable to new construction, when they will be
utilised by BHPBIO are not similarly possible and economic when
sought by others. This is particularly so when the likely utilisation
by such access seekers represents very modest additional demand.

33 QOperational costs may of course differ depending on whether BHPBIO or third
parties are using the railway but that is appropriately accounted for elsewhere in the
analysis.
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Capacity and foreseeable demand

6.161

6.162

The Council considers that:

(@)

(b)

(©

(d)

(e)

®

(g

the foreseeable demand for the Mt Newman Facility is likely
to reach 260—-310 mtpa over the next 15 to 20 years;

on the assumption that BHPBIO’s demand is 250 mtpa and
the combined foreseeable demand from FMG and the junior
explorers i1s 10 mtpa, the additional 10 mtpa demand
represents only 4 per cent of BHPBIO’s demand;

the Mt Newman Facility is currently capacity constrained
with a current capacity of 100 mtpa;

it would be reasonable to expand the Mt Newman Facility in
the short to medium term via the addition of new loops and
in the longer term via duplication so that the Mt Newman
Facility would no longer be capacity constrained;

with the addition of new loops the capacity of the
Mt Newman Facility can be increased from the current level
of about 100 mtpa to 150 mtpa;

with the addition of further new loops the maximum
capacity of the single track Mt Newman Facility can be
increased to around 210 mtpa; and

the capacity of a fully double tracked Mt Newman Facility is
around 400 mtpa.

The Council notes that a capacity of 400 mtpa exceeds the upper
range of foreseeable demand for the Mt Newman Service (estimated
at 310 mtpa by the year 2025). The Council considers that it is
therefore reasonable to consider that the Mt Newman Facility’s

capacity can be expanded to satisfy foreseeable demand and that,

given the scale economies of rail infrastructure, it is unlikely to be

economical (at least in terms of capital and operating costs) to
develop another facility to provide the Mt Newman Service. The

Council considers empirical evidence on this matter below.
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Costs

6.163

6.164

6.165

6.166

Criterion (b) requires an assessment of whether it is less costly, from
a social perspective, to satisfy demand for the Mt Newman Service
via access to an existing facility, or via the construction of another
facility.

The costs of providing access to the existing facility include:

(a) capital costs of augmentation or expansion that may be
required to accommodate third parties;

(b) incremental operating costs; and
(c) interface costs, or ‘diseconomies of scope’ from sharing the
facility.

The costs of providing the Mt Newman Service via a new facility

include:

(a) planning, design and approval costs;

(b) capital costs of construction; and

(c) operating costs of providing the Mt Newman Service.

The Council acknowledges that there will be other costs associated
with both the access and new facility scenarios, such as
environmental costs and costs associated with delay, disputes or
force majeure events. However, the Council considers that any
attempt to quantify these costs is likely to be controversial and are,
therefore, not specifically addressed in the Council’s consideration. In
any event, these costs are unlikely to be determinative or material to
the determination of the relevant issues and therefore not
quantifying them is not considered detrimental.

Cost characteristics of railway lines

6.167

Railway lines are commonly identified as having natural monopoly
characteristics (Hilmer 1993, p. 240). This is because the costs of
constructing and operating a railway line are largely sunk and fixed,
while the variable costs of increasing output are relatively low.
Therefore, the marginal cost of transporting an additional tonne of
freight tends to decline until the capacity of a railway is reached. The
presence of sunk costs also means that incremental or gradual entry
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6.168

6.169

— a common form of entry in other industries — is not feasible in
rail services. Instead, investment tends to accrue iIn substantial
‘lumps’ of sunk costs.

FMG relies on the cost characteristics of rail infrastructure in
arguing that the Mt Newman Facility alone can meet the reasonably
foreseeable demand for the Mt Newman Service more cheaply than
two or more facilities. It argues that:

(1) increasing the capacity of the Facility (by the amount required to
accommodate the output from the Mindy Mindy Mine) would involve
considerably lower capital expenditure than building a new and
complete standalone facility; and

(2) operating costs associated with utilising the existing Facility (as
opposed to operating costs of a new purpose built facility) would also
be considerably lower due to the economies of scale related to
maintenance and other associated operations. (FMG 2005a, para 3.6)

CRA suggests that the application of a natural monopoly test based
on the existence of scale economies means that criterion (b) will
almost always be satisfied in respect of infrastructure facilities such
as rail links, except where capacity constraints are more efficiently
eased by duplicating the facility than by augmenting the existing
facility (BHPBIO 2005b, paras 393 & 414).

Findings from the Robe River matter

6.170

6.171

6.172

The Council considered the economics of rail track duplication in the
Pilbara in the context of an application by Robe River Iron Associates
(Robe River matter) for declaration of a rail service provided by
300 kilometres of railway line owned by Hamersley Iron Pty Ltd (the
Hamersley railway) (RMS Study).

The RMS study indicated that it was possible to expand the
Hamersley railway such that Hamersley Iron Pty Ltd would not
suffer any loss of amenity in its use of the Hamersley railway, by
building extra passing loops. The cost of augmenting the Hamersley
railway was estimated at about 15 per cent of the cost of building a

new rail line (RMS 1999).

The study estimated that in 1999, the construction of a single
railway line, plus two passing loops, for the transport of 7 mtpa of
iron ore would cost about $350 million. To increase the line’s capacity
to 20 mtpa would require a third passing loop, and cost around
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$353 million. The cost difference here is trivial, but capacity would
be tripled.

Natural monopoly — comparing costs under the access and
construction scenarios

6.173

The Council considered evidence on whether the Mt Newman
Facility exhibits the natural monopoly characteristics typically
associated with rail track facilities. In particular, the Council
considered evidence on:

(a) the cost of developing another facility to provide the
Mt Newman Service. In this regard, the Council considered
only below rail costs;

(b) the estimated costs of providing access to the Mt Newman
Service and to part of the Mt Newman Service; and

(c) the economics of expanding the Mt Newman Facility.

(a) Costs of developing another facility

FMG

6.174

6.175

FMG submits in its Application that the capital cost of developing
another facility to provide the Mt Newman Service (from Mindy
Mindy to Port Hedland) was about $400 million for the 295 kilometre
facility (FMG 2004a, para 13.2) or $1.35 million per kilometre. The
estimate reflected construction costs but appeared to make no
allowance for above rail costs and operating costs.

FMG stated in 2005 that its infrastructure costs in the Pilbara were
likely to be higher than previously envisaged (FMG 2005e). In
August 2005, FMG released the results of a WorleyParsons
feasibility study of FMG’s proposed port and rail infrastructure to
support the FMG Chichester line project. The WorleyParsons study
estimated that the below rail construction cost was approximately
$416 million and that if indirect costs were included this would rise
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to $548 million. BHPBIO accepts the validity of the estimates
(BHPBIO 20051; BHPBIO 20061, para 2.3).34

BHPBIO

6.176  BHPBIO submits that it accepts the estimated construction costs of

FMG constructing another facility to provide the Mt Newman
Service (see paragraph 6.175 above).

G13

6.177 G13 submits that the cost of FMG constructing another facility to

provide the Mt Newman Service, being a single track with two loops,
1s $1020 million (NCC 20064, para 4.3.5).

Findings

6.178 The Council considers that the cost of developing another facility to

provide the Mt Newman Service is likely to lie in the range of $400
million—-$1020 million. The Council notes that an estimate at the
upper end of this range is more likely.

(b) Costs of providing access to the Mt Newman Service

6.179  Criterion (b) requires a comparison of the cost of developing another

facility to provide the Mt Newman Service with the cost of providing
access to the Mt Newman Facility itself.

34

The WorleyParsons feasibility study estimated a direct capital cost for the proposed
255 kilometre railway line of $560 million, including above rail and below rail costs.
FMG projects its above rail requirements as 8 locomotives plus 800 wagons. Evans &
Peck estimated a cost per locomotive of $6 million and per wagon of $120,000 (Evans
& Peck 2005a, p. 20). Applying these estimates to FMG’s requirements yields an
estimated above rail direct cost of $144 million, leaving a below rail direct cost of
$416 million.

Allocating indirect costs (including engineering, procurement and construction
management costs, and contingency costs) to the rail track in proportion to total
project costs would raise the below rail estimate to $548 million. Based on a
255 kilometre track, this would imply a rail track cost of about $2.14 million per
kilometre.
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BHPBIO modelling

6.180

6.181

6.182

6.183

6.184

BHPBIO commissioned TSG to prepare confidential modelling on the
likely impact of two different levels of third party usage on the
Mt Newman line and the measures that would need to be taken to
accommodate that impact (BHPBIO 2006e, para 4.1).

BHPBIO’s most recently approved expansion plan, RGP3, is due to
be implemented in 2009, which BHPBIO states is the earliest time
by which a third party could realistically use the Mt Newman
Service. RGP3 forms the basis for the TSG modelling (that is, the
‘base case’) and provides that the capacity of the Mt Newman Facility
1s 129 mtpa (BHPBIO 2006e, para 4.4).

The modelling was undertaken on four different scenarios B1, B2, D1
and D2. The scenarios identified in the modelling as cases B1 and B2
are not considered by the Council to be relevant to its evaluation of
the Application as they assume that FMG will use the Mt Newman
Service to transport 45 mtpa of iron ore from its Chichester Ranges
tenements (refer to paragraph 3.9 of this recommendation).

Scenarios D1 and D2 are based upon an estimated third party use of
10mtpa by FMG transporting iron ore from Mindy Mindy to the port.
As discussed at paragraph 6.70 above, the Council considers that
FMG's demand for the Mt Newman Service will only be 5 mtpa.
However, the Council also considers that there may be additional
demand of up to 5 mtpa by junior explorers and as a result it
considers that the modelling results of scenarios D1 and D2 are
relevant to the Council's evaluation.

In scenario D1 the BHPBIO/TSG modelling identified that if FMG
was to access the Mt Newman Service to transport 10 mtpa3> of iron
ore (that is, 139 mtpa in total), this would increase by 25 minutes or
17.4 per cent the track delays per cycle for BHPBIO trains from the
base case scenario where only 129 mpta is transported (BHPBIO
2006e, paras 7.10-7.12). The modelling states that these operational
performance consequences can be corrected by double tracking
sections of the Mt Newman Service (BHPBIO 2006e, para 7.14).

35 FMG has repeatedly asserted that it will only transport 5 mtpa of iron ore utilising
the Mt Newman Service. The Council accepts this figure, however, notes that the use
of 10 mtpa in BHPBIO’s modeling is also acceptable as the Council considers that
overall (with demand from FMG and junior explorers) the foreseeable demand for
the Mt Newman Facility is 10 mtpa.
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6.185

6.186

6.187

6.188

6.189

Where an additional 10 mtpa is to be transported on the Mt Newman
Facility, the study identifies that approximately 44 kilometres of the
track would need to be double tracked from Garden to Gidgi
(BHPBIO 2006j, para 2.4) which would then reduce the variability in
track delays per cycle from 17 per cent to 2 per cent (BHPBIO 2006e,
para 7.14(a)). BHPBIO submits that the cost to double track this 44
kilometres of track is $187.2 million (BHPBIO 2006;j, para 2.4).

In scenario D2, TSG assumed that FMG's train performance would
be 20% poorer than BHPBIO's in comparison to scenario D1 in which
FMG's trains were assumed to have the same performance as
BHPBIO's. BHPBIO estimated that in order to offset the impact of
this third party use of the Mt Newman line it would have to double
track approximately 66.5 kilometres of rail track between Spring and
Yandi Junction. The estimated cost of this double tracking is

$298.7 million (BHPBIO 2006j, para 2.5).

BHPBIO asserts that the cost of double tracking the Mt Newman
Facility to address the impact caused by access will exceed the costs
of constructing a new facility. BHPBIO asserts that to double track
the Mt Newman Facility from Bing to Shaw will cost in excess of
$640 million (BHPBIO 20061, para 2.4). The Council rejects this
figure as it is based on the movement by FMG of 45 mtpa of iron ore.

BHPBIO further notes that FMG has estimated that the total costs
of constructing the FMG Chichester line to be approximately
$548 million and the cost of constructing its own line from Shaw
Siding to Anderson Point is approximately $475 million. (BHPBIO
20061, para 2.3). Even if these figures are incorrect or the
Mt Newman Facility has spare capacity, BHPBIO claim that the
social and private costs still make it economic to develop a new
facility. (BHPBIO 20061, para 2.4)

BHPBIO also assert that the augmentation of 44 kilometres of the
Mt Newman line will only address an additional 10 mtpa demand.
This augmentation is not sufficient to satisfy BHPBIO’s foreseeable
demand which will only be satisfied by full double tracking of the
entire length of the Mt Newman line. BHPBIO estimate the cost to
fully double track the Mt Newman line3¢ is $1.747 billion (BHPBIO
2006j, para 4.1).

36 Being a distance of approximately 400 kilometres (BHPBIO 2006j, para 4.1).
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6.190

6.191

6.192

6.193

BHPBIO state that to accommodate third party rail traffic pursuant
to declaration will merely bring forward in time the requirement to
effectively duplicate the Mt Newman Facility. Granting FMG access
at merely the cost of expanding the Mt Newman Facility to
accommodate that marginal traffic now may significantly understate
the true costs of access (BHPBIO 20061, para 2.2).

The original TSG report (submitted to the Council by BHPBIO in
mid 2005) identified congestion as a significant cost, noting that
additional rail traffic would delay trains on the track, causing lower
rolling stock utilisation. Additional trains may therefore be required
to perform the same volume of rail transport. Congestion problems
are intensified when shortages of port stocks arise (Priority 1
conditions), requiring the ‘sprinting’ of trains from particular mines
to port (BHPBIO 2005b, appendix F, p.61). These issues were
canvassed again in BHPBIO’s dJanuary 2006 modelling
(BHPBIO 2006e, s6). While the Council considered these issues in its
draft recommendation, the Council notes that these are matters that
will necessarily form part of the commercial negotiations regarding
the terms of access.

While the ACCC has a specific power to require the provider to
extend the facility as part of its determination of an access dispute,3”
it does not have a corresponding express power to require the
provider to invest in above rail assets to facilitate access to the
service by the access seeker. However, the ACCC may specify the
terms and conditions of access including the price of such access. In
doing so the ACCC would be required to take into account the
matters set out in s44X of the TPA including the direct costs of
providing access to the service. There is no express provision in
Part ITTA of the TPA that would prevent the ACCC when considering
the direct costs of access from taking into account the cost of the
different ways in which access to the service could be facilitated.

FMG objects to the premise underpinning BHPBIO’s modelling that
FMG’s trains will be slower and more unreliable, but acknowledges
that access may impact upon BHPBIO’s cycle times. FMG further
states that BHPBIO’s modelling overstates these potential effects
because the modelling is based on the assumption that FMG’s will
use three train pathways per day on the Mt Newman Service. FMG

37 Section 44V (2)(d) of the TPA.
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6.194

6.195

G13

6.196

6.197

6.198

states that its requirements to use the Mt Newman Service will be
satisfied by one train pathway per day (FMG 2006a, p. 2).

BHPBIO’s modelling indicates that the cost to augment the
Mt Newman Service to address the potential impact on BHPBIO
cycle times of FMG access is $187.2 million (refer paragraph 6.185
above). FMG state that because this is based on three train
movements and the movement of 10 mtpa of iron ore when FMG’s
use will be only one train movement per day to move 5 mtpa the
BHPBIO modelling overstates the likely impact and costs for
remedial investment (FMG 2006a, pp. 3-5).

FMG states that even if BHPBIO’s modelling is accepted, FMG state
that the remedial cost of $187.2 million is considerably less than the
capital cost associated with building a new facility to provide the
Mt Newman Service (FMG 20064, p. 5).

The G13 study states that the Mt Newman Facility is currently
capacity constrained at approximately 100 mtpa. Therefore in order
to provide access, costs will be incurred as capacity will need to be
enhanced. Capacity will in any event need to be expanded to deal
with BHPBIO’s own projected needs. The Council understands that
BHPBIO’s current RGP3 project will address the current constraint
on capacity.

The G13 study indicates that to increase the capacity of the
Mt Newman line from its current configuration and, therefore
capacity (that is, 100 mtpa), by:

(a) 50 mtpa, through continued use of the single track line,
would require the addition of three loops at an estimated
cost of $28 million; and

(b) 100 mtpa through continued use of the single track line,
would require the addition of four loops at an estimated
cost of $38 million, at which time, at about 210 mtpa, the
single track line would reach its maximum capacity and
any further augmentation would need to be via duplication
of the rail track (NCC 2006a, para 4.3.6).

To double track the Mt Newman line the G13 study envisages that
the existing loops would be incorporated as part of the double
tracking. G13 estimates the costs of double tracking, beyond single

Page 75



Final recommendation

6.199

track capacity of about 210 mtpa, as $542 million (NCC 2006a,
para 4.3.6). If the loops required to bring the single track capacity to
210 mtpa are incorporated, G13 estimates the costs of double
tracking at $609 million.

G13 used the following assumptions in its study:

(a) the costs of duplication and construction of a new railway
track will include civil works, structures, track work and
indirect costs (such as labour, engineering and supervision
costs). The individual items are quantified and costed in
attachment B to the G13 report;

(b) there will be cost savings, particularly, in respect of
earthworks, communications and access, with duplicating
1n comparison to constructing a new railway;

(c) further cost savings can be obtained by incorporating
existing loops as part of a duplication of the track. In this
case, the cost savings results from the avoidance of the need
to construct approximately 100 kilometres of track; and

(d) expansion of capacity (whether by the addition of loops or
through double tracking) can occur incrementally (NCC
2006a).

RTIO modelling (Evans & Peck study)

6.200

6.201

In the draft recommendation, the Council considered in some detail
the study RTIO submits which was conducted by Evans & Peck on
the costs of providing access to part of the Mt Newman Service. The
study was predicated on the assumption that FMG would construct
the FMG Chichester line to run alongside the Mt Newman line for
about 200 kilometres from Port Hedland to a junction in the
Chichester Ranges, where it would branch east towards FMG’s
Chichester Ranges iron ore tenements (see paragraph 6.25 of this
recommendation).

RTIO relied on FMG’s public statements that it will construct the
Chichester line irrespective of the outcome of its Application (RTIO
2005, para 7.5). RTIO assumed from those statements that FMG
would not require access to the segment of the Mt Newman line that
it intends to duplicate. It therefore commissioned Evans & Peck to
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6.202

examine the costs of providing access to the 78 kilometre38 ‘spur
section’ of the Mt Newman Facility that FMG does not intend to
duplicate—that is, being the section that runs from the vicinity of
FMG’s proposed Mindy Mindy mine to a junction with the FMG
Chichester line3° (see map at attachment 2 of this recommendation).

For the reasons set out at paragraphs 3.9 and 6.39 of this
recommendation, the Council considers that criterion (b) should be
applied to the whole of the service to which access is sought (that is,
the Mt Newman Service), and that such capital costs should be
included in the analysis. The Evans & Peck/RTIO study does not
correspond to the Mt Newman Service and while the Council notes
that it contains some useful perspectives on the costs of providing
access to part of the Mt Newman Service, this cannot necessarily be
extrapolated to the remaining 200 kilometres of the Mt Newman
Service.

Submissions on the G13 report

6.203

In response to the G13 report, RTIO raised a number of arguments
similar to those of BHPBIO and its earlier submissions to the
Council in respect of the Application. RTIO specifically states that it
1s generally less costly to by-pass existing loops than to incorporate
them and, accordingly, it disagrees with G13’s claim that
incorporating the existing loops into any dual track construction of
the Mt Newman line would save costs associated with around
100 kilometres of track (RTIO 2006a, para 3.2). The Council is
unclear as to the basis for this generalisation. The Council notes that
whether any existing loops are incorporated into a dual track
construction or not is a commercial decision, where an operator could
be expected to act to minimise costs. In any event, this issue does not
have a significant bearing on the analysis of the costs of duplication
as compared to the costs of building a new facility to provide the
Mt Newman Service.

38 The length of the ‘spur’ varies between studies. For example, Ordover refers to a
section that is about 85 kilometres in length. Under recent revisions to the proposed
route of the FMG Chichester line, the length of track that would not be duplicated
may be greater than was envisaged in FMG’s Public Environment Review. See FMG
2005c.

39

Evans & Peck (RTIO 2005f) also examine a ‘second and subsidiary’ scenario based on

a shared portion of 95 kilometres of the Mt Newman line.
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6.204

6.205

BHPBIO states that in respect of the differences in the cost
estimates of BHPBIO and G13, the critical issue is not ... whether
G13 is able to endorse BHPBIO’s estimates, but rather whether it has
sufficient information to reject them.” (BHPBIO 2006n, para 4.45).
The Council does not accept BHPBIO’s submission. While the
Council acknowledges there may be interest in whether or not G13
can endorse BHPBIO’s cost estimates, this is not the purpose for
which the Council engaged G13. The Council is not undertaking a
detailed investment analysis, but is considering the likely costs and
differentials involved in expanding the Mt Newman Facility.
Furthermore, the Council notes that while BHPBIO provided
indicative costs in its submissions (BHPBIO 2006j), detailed
explanations for the estimates and comparisons with external
benchmarks were not provided. In particular, BHPBIO offered no
explanation for why the costs per kilometre to undertake corrective
measures and double tracking ranged from $2.6 million to
$5.4 million, nor in response to the G13 report was any explanation
offered for why BHPBIO’s cost estimates differ from the industry
benchmarks that underpin G13’s estimates. BHPBIO is also critical
of G13’s assumption that the same construction costs apply in
relation to expanding the Mt Newman line as apply in relation to
construction of a new facility (BHPBIO 2006n, para 4.50). The
Council acknowledges that some of the discrepancy in costs is likely
to be attributable to BHPBIO allowing for lost production, but the
Council considers that this does not explain the full amount of the
discrepancy. The Council considers that the Railway Operations
Model (ROM) used by G13 in its study is an industry standard model
and, as such, provides a guide to the likely costs involved in
expanding the Mt Newman line.

BHPBIO submits that G13’s study is inadequate because it fails to
take into account the requirement for maintenance tracks/sidings if
the Mt Newman line were to be dual tracked. Such additional
infrastructure would increase the costs of expanding the rail capacity
to accommodate third parties (BHPBIO 2006n, para 4.51). RTIO
submit that the maintenance requirements for a heavy haul railway,
such as the Mt Newman line, have been grossly underestimated
(RTIO 2006a, para 3.2). In response to these submissions G13 has
advised the Council that its analysis accounts for the existence of
sidings for defective ore cars. Furthermore, G13 has allowed for the
running of 50 per cent more maintenance or ‘non-revenue’ trains
than BHPBIO has advised the Council it currently runs on the
Mt Newman line. G13 has also advised the Council that its analysis
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6.206

6.207

6.208

assumes that maintenance will require the Mt Newman Facility to
be closed for a total cumulative period of seven days.

BHPBIO states that G13 has erred in its understanding of the point
at which the Mindy Mindy deposit will access the Mt Newman line,
being that entry will occur at the Mindy Mindy siding rather than
adjacent to the Weeli siding (BHPBIO 2006, para 4.48). BHPBIO
also state that the assumption that FMG will construct a spur line
from Goldsworthy Junction to Anderson Point may not be feasible
given physical and geographic constraints (BHPBIO 2006n,
para 4.50). The Council considers that G13’s assumptions are
consistent with FMG’s Application and the description of the
Mt Newman Service.

RTIO argue that G13’s ROM does not take into account the interface
costs and diseconomies of scope which BHPBIO identifies in its
earlier submissions to the Council (RTIO 2006a, para 3.8). The
Council notes that it does not consider interface costs and
diseconomies of scope to be an issue (refer to paragraph 6.252 in this
recommendation). RTIO submit that, as a consequence, the G13
modelling can only be an input into the Council’s overall
consideration of criterion (b) and is not, of itself, determinative of the
question of whether it is uneconomical to develop another facility to
provide the Mt Newman Service. The Council notes that earlier
submissions from RTIO state that the diseconomies of scope and
interface costs are ‘inestimable’ (RTIO 2005a, para 7.43). The Council
considers that, assuming any such costs arise, quantifying them will
depend on the terms and conditions of access and as such it is
impossible to quantify them in the modelling.

BHPBIO submits that G13’s findings concerning double tracking are
flawed because it is premised on double tracking the whole of the
track, rather than incremental expansions to accommodate forecast
demand. BHPBIO states that it would only invest in dual tracking
the Mt Newman line if it was going to be fully or almost fully utilised
(BHPBIO 2006n, para 4.42). The Council observes that whether or
not BHPBIO actually decides to expand capacity via dual tracking is
a commercial matter for determination by BHPBIO. This does not,
however, invalidate the G13 report nor the Council’s use of the
report. The Council is not making any determination on the best
means of augmenting the capacity of the Mt Newman line.
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Findings on the costs of providing access

6.209

6.210

6.211

The Council estimates that the cost of developing another facility to
provide the Mt Newman Service lies in the range $400 million to
$1020 million. While the BHPBIO modelling estimates substantial
costs to augment the Mt Newman line to provide access and address
the consequential congestion issues and anticipated timing impacts,
the projected augmentation costs (based on the minimum estimated
cost to develop a new facility of $400 million):

(a) in the case of BHPBIO’s estimate of $187.2 million to double
track 44 kilometres of the track, are approximately 50 per
cent less than the estimated cost of constructing a new
facility to provide the Mt Newman Service; and

(b) 1n the case of G13’s estimates of $28 million and $38 million
to augment the single track by the addition of loops, these
augmentations are only 7 per cent and 9 per cent of the
total estimated cost of constructing a new facility to
provide the Mt Newman Service.

Assuming that double tracking of the line is required, beyond what is
estimated in paragraph 6.209(a), the Council does not accept
BHPBIO’s estimated cost of $1.747 billion. This estimate is based on
double tracking the entire Mt Newman Facility. As FMG seeks
access to only 295 kilometres of the 400 kilometres of the
Mt Newman Facility, it is not reasonable to attribute the entire cost
to double track the whole facility to FMG’s requirements,
particularly when considering the foreseeable demand from access is
to service only 4 per cent of BHPBIO’s foreseeable demand (refer to
paragraph 6.161(b) above).

The Council is of the view that the G13 estimate to double track only
the length the subject of the Mt Newman Service is appropriate in
the circumstances and accepts the estimated costs of doing so of
$609 million. As noted in paragraph 6.178, the Council is of the view
that the costs to build a new stand alone facility is likely to be at the
upper end of the $400-1020 million range. Given this and based on
G13’s study it is less costly to double track 255 kilometres of the
railway line than to construct a new stand alone facility to provide
the Mt Newman Service.
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(c) Economics of rail track duplication

Western Australian Government submission

6.212

6.213

6.214

6.215

The Western Australian Government considers it likely that the
expansion of the Mt Newman line to a double-tracked facility would
be more cost effective than construction of two or more facilities to
provide the same service.

BHPBIO has already duplicated parts of the Mt Newman line, by
way of passing loops and sidings, and has ongoing plans that are
likely to involve duplication (WA Government 2005, p. 8).

The Western Australian Government considers that double tracking
will be inevitable to service BHPBIO’s own requirements and that
capacity increases necessary to accommodate third parties would
involve bringing forward expansion plans and increasing the amount
of track to be duplicated.

FMG has stated that the cost of constructing a railway between Port
Hedland and the Chichester Ranges in the eastern Pilbara is
$800 million—$1 billion (FMG 2005d). The Western Australian
Government considers that the costs of double tracking the
Mt Newman line would lie in a similar range, but that it could be
expected that there would be capital savings from existing looped
sections of track and existing communications equipment such as
signalling.4® The Western Australian Government considers that
double tracking would expand total rail capacity significantly more
than the construction of a separate stand-alone facility:

For a similar level of capital investment... the resultant capacity
increase is much higher for double tracking than for a stand alone
line. This is a result of the ability to simultaneously run trains in
opposite directions down each track, rather than having time delays
required in using sidings to allow trains to pass. (WA Government
2005, p. 3)

40

RTIO disputes this point. It argues that when disruption costs are taken into

account, it is generally less expensive to by-pass existing loops when double tracking
than to suffer the disruption costs of incorporating a loop into the double track (RTIO
20051, para 3.17).
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6.216

6.217

6.218

6.219

6.220

The Western Australian Government also stated that:

The increase in capacity as a result of an additional single line is no
where near as large as could be achieved from double tracking, due to
the logistic advantages of up and down lines in an integrated dual
track operation. (WA Government 2004, p. 3)

The Western Australian Government noted that the construction of
multiple railways would likely result in capacity constraints by
around 2015, which could be avoided by double tracking the
Mt Newman Facility.

The addition of a third and even of a fourth single track could still see
the rail system starting to constrain iron ore exports by as early as
2015 on current market forecasts. Double tracking has, however, the
potential to provide a quantum leap in capacity, which could meet all
foreseeable market demand. (WA Government 2005, p. 14)

The Western Australian Government concluded that the most
efficient way to expand the Pilbara rail system to meet increased
demand is to increase capacity on the existing lines (ultimately
leading to double tracking), and construct short spur lines to new
mines. (WA Government 2004, p. 3)

In addition to the economic benefits, the Western Australian
Government considered that augmentation of the existing line would
1mpose less costs on the environment and social matters such as
indigenous heritage. The Council considers these factors in its
discussion of public interest considerations at section 11 of this
recommendation.4!

The Council notes that it has utilised G13’s analysis regarding the
capacity and cost of double tracking to assist it making its
recommendation. Whether or not BHPBIO actually decides to
expand capacity via dual tracking is a commercial matter for
determination by BHPBIO. The Council has relied on G13’s analysis
to demonstrate the potential capacity of the Mt Newman line to
accommodate foreseeable demand, not as a means of determining the
best method of achieving the required capacity.

41 RTIO argues that other matters relevant to criterion (b) include the social impacts of
developing another facility on employment and exports (RTIO 20051, para 3.4). The
Council considers that while these matters and other issues such as environmental
considerations have some relevance to criterion (b), they are more appropriately
addressed in the context of the public interest considerations under criterion (f).
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The Council notes that with or without declaration, double tracking
of the Mt Newman line is likely to be required to accommodate
demand over the next 10-15 years. The Council notes the Western
Australian Government’s conclusion that double tracking of the
existing facility would be a substantially more efficient outcome than
the construction of multiple railways.

(d) The costs of access compared to the costs of duplication

6.222

6.223

6.224

Given the scale economies associated with railway infrastructure, it
1s typically less costly, in terms of capital and operating costs, to
provide access to an existing facility than to develop another facility,
unless access would cause demand for the service to exceed the
maximum potential capacity of the facility.

The Council considers that given that:

(a) the costs of constructing another facility are estimated to
fall somewhere between $400—1020 million and the Council
is of the view that it is more likely that such costs will fall
towards the upper end of this range;

(b) the costs of augmenting the Mt Newman Facility to
accommodate the estimated additional demand for the
Mt Newman Service following access lie somewhere
between $28 million to $187.2 million, as submitted by the
BHPBIO modelling and G13 study; and

(c) the cost to augment capacity by double tracking that part of
the Mt Newman Facility the subject of the Mt Newman
Service is estimated to be $609 million,

it is conceivable that it would be cheaper to expand the Mt Newman
Facility to provide the Mt Newman Service whether by way of
augmenting the existing single track line through additional loops or
by double tracking part or the entire track the subject of the
Mt Newman Service.

The Council therefore considers that augmentation of the track,
whether through double tracking or the addition of new loops, and
whether to meet the provider’s own demand and/or the demand of
FMG or other access seekers on a social cost benefit analysis is a
more efficient outcome.
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Diseconomies of scope

Background and issues

6.225

6.226

6.227
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BHPBIO and RTIO argue that there are additional costs associated
with access that are not addressed in the conventional analysis of
criterion (b), as set out above.

CRA argues that a social benefit test under criterion (b) should
address allocative, productive and dynamic efficiency. It considers
that the economies of scale that are typically present in a natural
monopoly can potentially be offset by the dynamic impact on costs of
shared use of a facility.

CRA argues that access can create diseconomies of scope between
users, such that a railway line can exhibit scale economies for a
single user, but may not be a natural monopoly with respect to third
party use. Despite the presence of economies of scale, the existence of
diseconomies of scope would mean that the cost function is not sub-
additive for multiple users. (BHPBIO 2005b, para 17)

Whether unit costs decline in response to additional usage by a third
party depends on the interaction between the existing user and the
new user. CRA states:

If the new user imposes a negative externality on the existing user,
then it is likely that costs will rise. In that event, the diseconomies of
scope mean that even though it is efficient for all the traffic generated
by any one user to be on a single facility, there is a social loss, rather
than social gain, from increases in traffic that arise from expanding
the number of users on a single facility. (BHPBIO 2005b, para 419)

The CRA Report acknowledges that the TSG modelling already takes
account of diseconomies of scope associated with congestion
(BHPBIO 2005b). The Council notes that the Evans & Peck studies
also address congestion and interruption costs. CRA Report argues,
however, that additional diseconomies arise from the risk of
regulatory intervention following declaration. The CRA Report
argues that if capacity must be expanded to accommodate third party
use (as may be necessary to service FMG’s requirements), regulatory
involvement in expansion decisions is likely to:

(a) delay capacity expansion. The report states that the
regulatory deliberations on a draft access undertaking for
the Dalrymple Bay Coal Terminal took 22 months, during
which capacity investments were ‘paralysed’; and
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6.229

6.230

(b) cause sub-optimal decisions on how to expand capacity (that
is, investment). The report considers that in a vertically
integrated production chain, the owner can develop optimal
investment plans that orchestrate mine, rail, and port
elements. The creation of access rights constrains this
process by introducing scope for third parties to seek
regulatory intervention to delay or avoid contributing to
solutions that would benefit the overall efficiency of
BHPBIO’s operations. The report argues that this could
lead to a conservative 5 per cent increase in the cost of a
complex production chain expansion (BHPBIO 2005b,
para 421).

BHPBIO argues that the diseconomies will be unavoidable if FMG
gains access to the Mt Newman Service. It notes the findings of the
modelling undertaken on its behalf which demonstrates that
transporting only 10 mtpa from Mindy Mindy would require new
investment in rail track infrastructure to address congestion effects.
BHPBIO considers that this will almost inevitably result in disputes
as to the level of investment required. BHPBIO considers that the
arbitration of disputes will inevitably impose delays. It argues there
1s no precedent for:

(a) arbitration under Part IIIA;

(b) timely arbitration determinations for expansion and
Investment matters; and

(c) application of an access regime to a vertically integrated
production system (BHPBIO 2005n, para 2.37).

BHPBIO argues that if its most recently announced expansion
(RGP3, which will add about 20 mtpa capacity) was delayed by one
year due to regulatory overlay, the net present value of the
opportunity cost of delay would be $290 million (BHPBIO 2005n,
para 2.39). BHPBIO argues that this would then cause a cascading
effect that would delay subsequent expansions, which themselves
may be further delayed by regulatory intervention. BHPBIO
estimates that, ultimately, over a 20 year declaration period, such
investment delays could cost about $1.6 billion (in net present value
terms). BHPBIO submits that as these figures relate only to the
opportunity costs, there will be further costs resulting from
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investment delay, such as royalties, foregone taxes and lower
employment. (BHPBIO 2005n, para 2.40).

BHPBIO submits that although the scope diseconomies associated
with declaration form an important part of the social cost/benefit
calculus, the Council did not attempt to quantify them in the draft
recommendation (BHPBIO 2005y, para 3.2).

BHPBIO also argues that to determine the optimal balance between
its stockpile capacity at the port and rail sprint capacity requires a
fully integrated system analysis of the performance and economics of
alternative design and operational solutions. The introduction of a
third party would impede BHPBIO’s management of this integrated
system, because there is a complex relationship between each of the
mine, rail and port sub-systems any variability in those sub-systems
manifests itself in terms of operational performance impacts for the
system as a whole (BHPBIO 2005ab, para 60). Furthermore, third
parties are likely to have conflicting objectives.

For example, a third party (particularly one operating at significantly
lower wvolumes) is likely to want certainty of scheduling and
throughput of the rail operations alone, whereas the Mt Newman
participants will want flexibility in the scheduling of rail operations so
as to accommodate dynamic demand and other operational
constraints... (BHPBIO 2005a, para 93)

BHPBIO holds that flexibility and speed are critical to making
efficient decisions on capacity and other new investment.
Accommodating a third party’s rail haulage operations on the
Mt Newman line will remove a significant degree of flexibility that is
utilised by BHPBIO to maximise the capability of the Mt Newman
Facility (BHPBIO 2005aa, para 73). Furthermore, multiple users on
the Mt Newman Facility would hinder the introduction of efficient
operational changes, including technological change, because:

(a) operational changes would require the consent of the third

party. This introduces scope for compromise, gaming and
delay and the risk of further delays through regulatory
Intervention;

(b) third parties may try to avoid making proportional

contributions to new systems, which may again lead to
negotiation, delay and scope for gaming (BHPBIO 2005a,
paras 97-101); and
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(c) flexibility is a function of the ability to respond to demand and

system variabilities, it is not possible for two or more rail
users to obtain an equivalent level of flexibility (BHPBIO
2005ab, para 82).

BHPBIO considers that these factors are likely to result in sub-
optimal investment decisions. At the very least it considers that
negotiation and contracting will absorb substantial time and

resources, causing investments to be delayed, or in some cases,
avoided (BHPBIO 2005a, para 102).

BHPBIO submits a comparison of the adjacent coal terminals at
Dalrymple Bay and Hay Point (BHPBIO 2005c, attachment D).
While Dalrymple Bay is a multi-user, regulated infrastructure, Hay
Point is part of a fully integrated coal production system that is not
subject to access regulation. In response to the recent surge in global
demand for coal, both terminals’ proposed capacity expansions.
BHPBIO argues that commitments to invest have been noticeably
slower at Dalrymple Bay than Hay Point because:

(a) the multi-user nature of the facility requires consultation
and cooperation between several parties; and

(b) regulatory intervention has delayed investment decisions.

BHPBIO argues that the historical development of the iron ore
industry, with independent, fully integrated, single user rail and port
facilities attests to the efficiency of that model. It argues that this
historical model continues to be replicated, most recently through
RTIO’s acquisition of Hope Downs (BHPBIO 2005a, paras 60-70).
BHPBIO and CRA consider that non-integrated, multi-user systems
in industries such as coal are less efficient than the single-user, fully
integrated supply chains such as the Mt Newman mine, rail and port
infrastructure system. (BHPBIO 2005a, para 96; BHPBIO 2005b).

BHPBIO also refers to the report of the Prime Minister’s Export and
Infrastructure Task Force (EITF 2005), which considered that multi-
user infrastructure can face issues of coordination in making efficient
investment, especially where the number of users is large. The report
said:

Coordination may not readily occur if the transaction costs it entails
are high — for example, when the common infrastructure is used by
large numbers of firms with divergent interests. Even when the
number of users is relatively small, the task of efficiently coordinating
investments in infrastructure services may pose substantial
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challenges... The difficulties associated with physical coordination of
complementary investments are... greatly complicated by disputes over
the division of the gains from those investments. (EITF 2005, p. 17)

6.238 BHPBIO cites a number of additional factors it regards as
diseconomies of scope that would arise from access, including the:

()

(b)

(©

(d)

(e)

®
(g)

additional resources necessary to manage the scheduling of
two train operators on the line;

lack of flexibility to deal with unplanned contingencies as
and when they arise (BHPBIO 2005aa, para 47);

an inability to continue to manage the integration of its
mine, rail and port operations in order to implement
operational changes to improve production output and
respond to variability within the operating environment
(BHPBIO 2005ac, para 11);

increased track maintenance, resulting not only in higher
maintenance costs but also an opportunity cost of lost
production and sales while the track is being repaired
(BHPBIO 2005z, para 105);

increased risks from interaction between multiple train
operators;

credit risks in dealing with a third party operator; and

costs of consultants and management time from normal
business operations.

6.239 BHPBIO state that, at current prices, lost sales of one million tonnes
of iron ore will result in lost revenue of $55 million (BHPBIO 2005z,
para 90).

RTIO

6.240 Similarly, RTIO considers that ‘inestimable and unforeseen costs’
will arise from sharing a facility. RTIO argues that two or more

operators cannot extract from the same facility as great a capacity as

a single dedicated operator, due to clashes that cannot be resolved by

engineering or other solutions.

They occur because two or more operators have communication
breakdowns, apply different maintenance, training or safety standards
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or are driven by self interest rather than the interest of maximising
capacity of the facility as a whole. (RTTIO 2005a, para 7.43)

RTIO agrees with BHPBIO that access will impede investment in
that the provider would expect access to inhibit flexibility,
optimisation opportunities and capacity utilisation.

[AJny investment in new capacity will inevitably involve
negotiations with that third party as to contributions, impact on
existing services during construction, entitlement to utilise new
capacity after construction etc. The 'lowest common denominator’
outcome will undoubtedly ensue. (RTIO 2005a, para 11.13)

RTIO argues that any lost capacity arising from access will result in
lost sales. It estimates that a lost train on the Mt Newman line
equates to a loss of sales revenue of about US$1.2 million per train.2
RTIO states that the following events would reduce capacity and
would only arise as a result of access and sharing the Mt Newman
Facility:

(a) a mishap at a loadout facility causes a train to miss its
allocated slot and this is not communicated to the other
users in time for that user to reschedule. If a user misses its
slot in the rail network because of a problem at, say, its
loading facility, this has a snowballing effect across the
entire rail network that reduces network capacity;

(b) a derailment of a train that would not have been on the
track if there had been independent facilities; and

(c) any interruption to a train (affecting that train and
potentially others) that would not have been on that facility
had there been independent facilities.

RTIO notes that the Reserve Bank of Australia (RBA) recently
contrasted bottlenecks in coal export infrastructure with the position
in the iron ore industry. The RBA attributed the stronger position in
iron ore to the fact the industry was ‘more concentrated, with two
companies controlling three vertically integrated supply chains’,

42 RTIO states that BHPBIO trains on the Mt Newman line carry about 30,000 tonnes
of iron ore each. At an average 2005 price of US$40 per tonne, this equates to sales
revenue lost to BHPBIO (and Australia) of about US$1.2 million per lost train (RTIO
2005a, para 7.43).
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6.246

6.247

whereas ownership in the coal industry is ‘fragmented’ with ‘a large
number of mines shar[ing]....infrastructure’. (RTIO 2005a, para 11.6)

According to RTIO, existing Pilbara producers are in the process of
increasing export capacity from 180 mtpa to 320 mtpa by 2010. It
argues that this has been possible because:

...each producer is unimpeded by co-users in doing whatever is
required to increase capacity, whether that be a change to the way in
which its infrastructure facilities operate, a capital expansion, or both.
If the facilities were multi-user facilities the response to the increased
demand would have been much slower, as it has been in the east coast
coal industry. (RTIO 2005a, para 11.29)

RTIO refers to issues in the Hunter Valley and Dalrymple Bay coal
export chains involving multi-user rail and port facilities. RTIO’s
experience in the Hunter Valley is that having multi-user facilities in
the supply chain creates a layer of management that would
otherwise be unnecessary (to coordinate requirements and design
systems to facilitate multiple usage of the facility), and has affected
capacity, thus resulting in lost sales.

RTIO argues that if a user does not agree to upgrade an investment
to improve capacity, the investment either does not occur or is
delayed. By contrast if the facility is dedicated to one user, the ability
to upgrade capacity in response to unexpected surges in demand is
maximised. RTIO cites the RBA as noting that the nature of the iron
ore industry with vertical integration extending throughout the
entire process has ‘facilitated a rapid pick-up in transport capacity in
response to strong global demand and prices’s (RTIO 2005a,
para 11.8). RTIO estimates that if access caused a six month delay to
current proposed expansions by RTIO and BHPBIO, the cumulative
cost would be $2.75 billion (RTIO 20051, para 3.37).

RTIO notes that before Pacific National was formed, two coal
hauliers operated on the Hunter Valley line, following different
scheduling cycles, which led to clashes and lost capacity of one to two
trains per day. RTIO concludes:

In short, two or more operators cannot extract from the same facility
as great a capacity as a single dedicated operator. (RTIO 2005a,
para 11.12)
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FMG argues that the historical model of vertical integration is a
reflection of conditions that prevailed in the 1960s, rather than the
present. FMG notes that in the 1960s:

Iron ore prices were over twice the current price in real terms and were
sufficient to justify the construction of the required associated
infrastructure despite the relatively small scale of those initial
operations. (FMG 2004b, para 3.1)

FMG argues that vertical integration has persisted primarily
because of the market advantages that it confers.

In particular the ownership and control over the transport facilities
enables the incumbents to prevent the entry of competitors into the
markets, comprising the various services associated with producing
iron ore from within the Pilbara, and indeed the very development of
such markets. (FMG 2004b, para 3.3)

FMG acknowledges BHPBIO’s claim that with access BHPBIO could
lose the flexibility necessary to deal with demand spikes. FMG states
that because it is not demanding a fixed schedule to access the
Mt Newman Service, the impact on BHPBIO’s flexibility will be
lessened. Furthermore, FMG states that it is prepared to work with
BHPBIO to develop access arrangements that have a minimal
disruptive effect and for BHPBIO retain flexibility to allow BHPBIO
to undertake sprint activity to meet demand spikes (FMG 2006a,

p- 3).

BHPBIO claims that regulatory intervention resulting from access
has the potential to delay its future investment in the Mt Newman
Facility. BHPBIO claims that the cost of such delay will exceed
$1.6 billion. FMG submits that the assumptions behind this figure
are unrealistic and, furthermore, that the involvement of the
regulator is not an inevitable consequence of declaration under
Part IITA. Furthermore, if BHPBIO choses to delay its investments,
that is a self-infliction and is not necessarily a cost and diseconomy
that should be considered as a potential cost of declaration (FMG
20064, p. 6).

The Council’s views on diseconomies of scope

6.252

The Council accepts that in some contexts, access could potentially
give rise to diseconomies of scope. If poorly managed, such
diseconomies could be significant. The Council considers that any
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diseconomies are likely to be addressed through appropriate
management and, in any event, are unlikely to be significant. To the
extent that access does give rise to diseconomies of scope, they can be
internalised through the access price.

The Council notes that the diseconomies identified by BHPBIO, CRA
and RTIO are addressed in part, through the modelling undertaken
by Evans & Peck and TSG. In each case, the estimated costs of access
include the costs of augmenting rail infrastructure in order to both
accommodate the increased demand and to address and neutralise
congestion and flexibility issues.

The Council notes that the only attempts to quantify the
diseconomies are in relation to lost sales:

(a) BHPBIO submits that lost sales of one million tonnes of iron
ore will result in a loss in revenue of $55 million; and

(b) RTIO submits one lost train results in lost sales and
revenue of US$1.2 million.

The Council also notes that RTIO states that the diseconomies
resulting from congestion, delays and flexibility issues are
‘inestimable and unforseen costs’. While the Council acknowledges
that congestions, delays and flexibility issues may result in costs,
such costs are theoretical and unforseen at this time and therefore
impossible to quantify. It is therefore impossible to conclude any
correlation between these diseconomies of scope and lost revenue
resulting from foregone sales.

The remaining diseconomies identified in the submissions relate to
the risk of potentially protracted negotiations with third parties over
capacity and investment decisions, and potentially, the risk that
disputes will result in further delays through the involvement of the
regulator and arbitration. The potential costs encompass:

(a) costs of delayed capacity expansion; and

(b) costs of sub-optimal investment decisions, including delays
to, or avoiding the adoption of cost saving technologies.

BHPBIO has estimated that the costs of access could rise as high as
$1.6 billion over a 20 year declaration period. RTIO argues that the
extent of the costs is unpredictable, but considers them inevitable. It
estimates that if access caused a six month delay to current proposed
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expansions by RTIO and BHPBIO, the cumulative cost would be
$2.75 billion (RTIO 20051, para 3.37).

The Council considers that the nature of the diseconomies of scope
makes any quantitative analysis highly speculative. The Council
observes that the extent of any incremental diseconomies of scope
arising from declaration would depend on:

(a) the degree of interface between the parties;

(b) the extent to which interface issues can be addressed
‘upfront’ through negotiated or arbitrated outcomes; and

(c) BHPBIO’s management of potential interface issues.

Degree of interface

6.259

6.260

6.261

[confidential information removed]

The Council accepts that the impact of any diseconomies of scope will
depend significantly on the extent of interface between BHPBIO and
a third party or parties.

While declaration would allow any party to negotiate access (and
seek arbitration), the material before the Council suggests that:

(a) FMG is the principal likely user of the Mt Newman Service.
The Council found at paragraph 6.77 that FMG’s demand
for the Mt Newman Service is likely to be limited to 5 mtpa
from one geographic location (Mindy Mindy);

(b) it 1s feasible that the junior explorers will generate at least
some demand for the Mt Newman Service in the next 20
years. It is predicted that demand is unlikely to be greater
than the estimated 5 mtpa generated by Mindy Mindy (see
paragraph 6.77);

(c) the junior explorers would likely require access to a haulage
service, rather than a track service, to move iron ore (see
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paragraph 5.17 of this recommendation). Given the scale of
junior explorer activity in the vicinity of the Mt Newman
line, and the significant investment in above rail
infrastructure that would be required to provide a haulage
service, the Council considers that it is likely that a single
operator would provide that service;

(d) given that total third party demand for the Mt Newman
Service is unlikely to exceed 10 mtpa, the Council considers
that the most likely scenario is that one party (possibly
FMG and/or an independent haulage operator) would
operate a haulage service on the line and offer that service
to the junior explorers;

(e) from the above, the Council is of the view that the interface
between BHPBIO and third parties would likely be limited
to dealings with a small number (one or two) of parties for
the carriage of up to 10 mtpa of iron ore; and

® the projected demand of third parties (being, up to 10 mtpa)
is relatively low in relation to BHPBIO’s own demand for
the Mt Newman Service. If it is accepted that BHPBIO’s
own projected demand is 250 mtpa, the projected demand of
third parties is less than 4 per cent of the total projected
demand (that is, 260 mtpa) for the Mt Newman Service.

The above suggests that the extent of interface between BHPBIO
and third parties would be relatively small.

As already noted in this recommendation, access to the Mt Newman
Service will not enable FMG to use the Mt Newman Service to rail
iron ore from its mines in the Chichester Ranges to Port Hedland. As
such, the interface costs BHPBIO and RTIO submit would be
incurred if FMG moved up to 70 mtpa of iron ore from two different
geographical locations will not arise.

Extent of interface — the Dalrymple Bay and Hunter Valley experiences

6.264

BHPBIO and RTIO both referred to the disputes surrounding
investments which have occurred between owners, operators and
users of the Dalrymple Bay Coal Terminal and the Hunter Valley
rail system as examples of the interface costs which arise as a
consequence of infrastructure being subject to third party access.
They argue that declaration of the Mt Newman Service will
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inevitably lead to the capacity and investment disputes that have
arisen with respect to the Hunter Valley coal chain and the
Dalrymple Bay Coal Terminal in part because all three facilities are
involved in the transportation of high volume commodity products
for export.

The Council notes that the Infrastructure and Export Task Force
report highlighted coordination difficulties for multi-user
infrastructure where there are a large number of users. In this
context, there are likely to be significant differences between the
type of diseconomies of scope arising from:

(a) a Dalrymple Bay Coal Terminal or Hunter Valley rail
scenario, in which multiple parties use a series of vertically
disaggregated facilities, each under different management;
and

(b) the Mt Newman Facility, in which the mine, rail and port
facilities would remain vertically integrated if the
Mt Newman Service was declared. BHPBIO would remain
the dominant user of the Mt Newman Facility and in all
likelihood would continue to manage it.

The Council notes that, in the Hunter Valley coal chain, the rail
track is owned by the New South Wales Government (RailCorp) and
is leased to the Australian Rail Track Corporation (ARTC). The coal
chain services approximately 30 mine sites owned by 15 separate
mining companies. Rail haulage is undertaken by two main rail
haulage operators — Pacific National and Queensland Rail. At the
Newecastle port, the Carrington and Kooragang Island coal loading
terminals are owned by Port Waratah Coal Services which, in turn,
1s owned by various coal producers and other industry participants.

Similarly, the Dalrymple Bay Coal Terminal is supplied by 11 coal
mines from the Goonyella coal chain. The terminal is owned by the
Queensland Government which leases it to Babcock & Brown
Infrastructure Management. However, Dalrymple Bay Coal
Terminal Pty Limited, a joint venture company owned by seven
separate Queensland coal producers, is responsible for the operation
and management of the terminal. Coal is primarily transported from
the mine to the terminal by rail on the Queensland coal rail network
which is owned by Queensland Rail and managed and operated by
QR Network Access. Queensland Rail is the dominant rail operator.
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The Council notes that Babcock & Brown Infrastructure
Management, the Dalrymple Bay Coal Terminal provider, negotiates
port capacity contracts with nine major trading customers that
account for over 80 per cent of port throughput (QGMJ 2005). The
number of third party users, and the extent of their use of the port
services partly explains the well documented issues associated with
the Dalrymple Bay Coal Terminal.

In comparison, BHPBIO, as the provider of the Mt Newman Service,
would likely be obliged to negotiate with one, or possibly two, track
service customers that would account in total for less than 4 per cent
of total foreseeable demand for the Mt Newman Service.

Given the different nature of access, the Council therefore considers
there is little value in extrapolating to the current matter from the
issues associated with the Dalrymple Bay Coal Terminal and the
Hunter Valley coal chain.

More generally, the Council considers that the historical preference
for vertically integrated operations in the iron ore industry does not,
in itself, establish that this model is more efficient than one that
includes the shared use of infrastructure.

Management of interface issues

6.272

6.273

A number of factors within BHPBIO’s discretion are likely to
influence the extent of interface costs. Evans & Peck noted that
installed capacity has a significant bearing on interface costs. The
consultants considered that interface costs were likely to be
negligible if a facility has spare capacity (RTIO 2005f, p. 10).

Declaration, should it occur, might require changes in the way an
infrastructure owner manages capacity expansion and other
investment. It might mean, for example, that capacity expansion
plans are developed and implemented earlier than might occur in the
absence of regulatory intervention either to accommodate users
capacity requirements or to minimise the risk of delay to planned
investments.43 The Council therefore considers that the diseconomies
of scope may to some degree be avoidable. Nonetheless, the Council
accepts that an approach that brings forward investment decisions

43

The potential impact of declaration of the Mt Newman Service in delaying BHPBIO’s

investment in the Mt Newman Line and its mine and port facilities in the Pilbara is
discussed further in paragraphs 11.41 to 11.45 of this recommendation.
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may impose costs upon the provider arising from lost flexibility and
the creation of capacity which, in the short to medium term, may be
underutilised.

BHPBIO has expressed concern at the prospect of it expanding
capacity to satisfy the requirements of a third party, only for that
party to later be incapable or unwilling to pay for that expansion.

The Tribunal has found that the financial viability of an access
seeker is not relevant to a decision to declare a service (Sydney
Airport decision, para 20). Nonetheless, Part IIIA provides that an
arbitration determination must not require the provider to bear the
costs of extending a facility for third parties (s44W(1)(e)), and it is
reasonable to expect that any terms and conditions of access imposed
in an arbitration determination will address future risks, including
the financial risk of a party not complying with its obligations.

Regulation, regulatory delay and the arbitration process

6.276

6.277

6.278

Declaration allows the parties to negotiate access without recourse to
regulatory intervention. A request for regulatory involvement can
impose delays on both parties. In the presence of good faith, and in
the absence of incentives to exploit market power in an upstream or
downstream market, it would be rational for the parties to negotiate
outcomes that minimise diseconomies of scope. Nonetheless, there
will be instances where an access seeker or provider has incentives to
invoke regulatory intervention.

In relation to regulatory delay, the Council notes BHPBIO’s
comments that arbitration under Part IIIA, and in the context of a
vertically integrated production system, is untested. While BHPBIO
regards this as an indicator of probable delays, the Council considers
that this conclusion does not necessarily follow.

The extent to which regulatory delay occurs may depend, in part, on
the ability of the arbitrator to make an ‘upfront’ access determination
that minimises the risk of opportunistic recourse to further
arbitration.** This would provide certainty to all parties, and provide
a level of comfort to BHPBIO in making future investment and
expansion decisions. Nonetheless, BHPBIO indicated in discussions

44 While BHPBIO and RTIO have noted the possibility that FMG may engage in
regulatory gaming to delay BHPBIO, there may also be adverse consequences of
delay for FMG — for example, delays in or interruptions to access.
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6.279

6.280

6.281

6.282

with the Council that access terms cannot take account of some
interface issues because they relate to unforeseeable events such as
future technological developments.

The Council accepts that the impact of diseconomies of scope will be
influenced by the extent to which arbitrated outcomes allow the
provider to retain operational control of its facility. If the ability to
make reasonable decisions on capacity expansion, technological
change, maintenance and scheduling are left in the hands of the
provider, the extent of diseconomies are likely to be minimised.

The Council notes that the determination of an access dispute by the
ACCC may deal with any matter relating to access by the third party
to the service, including matters which were not the basis of the
notification of the dispute.4> The ACCC also has the power to specify
the terms and conditions upon which the third party is granted
access to the service.*6

In doing so, the ACCC would be obliged to take into account:

(a) the legitimate business interests of the provider, and the
provider’s investment in the facility;+”

(b) the direct costs of providing access to the service;*8

(c) the operational and technical requirements necessary for
the safe and reliable operation of the facility;*° and

(d) the economically efficient operation of the facility.5°

The ACCC 1is also able to take into account any other matters that it
thinks are relevant.>?

45 Section 44V(2) of the TPA

46 Section 44V(2)(c) of the TPA

47 Section 44X(1)(a) of the TPA

48 Section 44X(1)(d) of the TPA

49 Section 44X(1)(f) of the TPA

50 Section 44X(1)(g) of the TPA

51 Section 44X(2) of the TPA

Page 98



FMG application for declaration of the Mt Newman Service

6.283

Consequently, the Council considers that the ACCC, in determining
an access dispute under Part IITA, would have the power to set terms
and conditions of access which address issues such as the adoption of
future technology by access holders, capacity expansion and train
control.

The ACCC and the arbitration process

6.284

6.285

6.286

6.287

The Council submitted a number of questions to the ACCC as to its
view of the mechanisms available in the arbitration process under
Part ITTA to deal with the interface costs in relation to a service such
as the Mt Newman Service in order to complement its own
understanding of the operation of the arbitration process under
Part ITTA.

The ACCC informed the Council that there are examples of railways,
including those operated by the Australian Rail Track Corporation
and Queensland Rail, that are subject to mandated access and yet
facility owners maintain an effective level of control over operational
decisions. The ACCC stated:

There is wide experience in rail and other complex industries, such as
electricity and telecommunications, where facilities have been subject
to mandated access and the facility owner has maintained an effective
level of control over operational decisions, including scheduling,
maintenance and capacity expansion. (ACCC 2005a, p. 1)

The ACCC notes that the arbitrator can make a determination on
any matter relating to access (s44V(2)). This would enable the
arbitrator to require a third party to pay the costs of investment to
avoid adverse impacts on the provider. The ACCC stated:

... On the face of it, a determination requiring the third party to
“Invest in ... infrastructure and mechanisms ... necessary to avoid

adverse impacts on the provider’s operations” would appear to come
within the scope of s 44V(2). (ACCC 2005a, p. 1)

On the question of uncertain future contingencies, the ACCC
considers that the arbitration framework provides mechanisms to
address such matters in advance. The ACCC said:

. the access provider would be able to put forward its preferred
approach to forecasting and controlling for future uncertain events
including technological advances or capacity expansion. For example,
it is a common characteristic of access arrangements to provide for
maintenance or capital works; and to include provisions dealing with:
the sharing of costs, emergencies and termination or suspension of
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6.288

6.289

6.290

obligations (see, for example, the access undertaking provided by the
Australian Rail Track Corporation accepted by the ACCC in May
2002). (ACCC 2005a, p. 2-3)

The ACCC recognises the potential risk of regulatory gaming and
noted the following safeguards:

1. under section 44Y, the ACCC may terminate an arbitration
(without making a determination) if it considers that
notification of the dispute was vexatious; the subject of the
dispute is trivial, misconceived or lacking in substance; or the
party who notified the dispute has not engaged in negotiations
in good faith

2. a determination does not have to require the provider to
provide access to the third party (s44V(3))

3. the Trade Practices Amendment (National Access Regime) Bill
2005 proposes to introduce a target time limit of six months for
resolution of access disputes. (ACCC 2005a, p. 3)

While there have been no Part IIIA arbitrations to date, the ACCC
considers there is little evidence from other industries that the
regulatory framework is impeding investment. In regard to the
arbitration of mobile termination services under Part XIC of the

TPA, the ACCC said:

This area is currently subject to several access disputes. The service
has been declared, although described in different ways, since the
access regime commenced in 1997. The ACCC arbitrated a series of
disputes around the late-‘90s early-‘00s. There was then a period of
quiet, followed by a series of disputes notified over the Dec '04-May 05
period. A key point is that the service description was expanded in
June 2004 to include termination provided on 3G mobile networks. In
the six months after that, extensive investment plans in 3G networks
were announced by Vodafone, Telstra and Optus. The ACCC also
approved two ‘infrastructure sharing arrangements’ in relation to 3G
networks in December 2004 that have precipitated extensive network
investment during 2005. These observations suggest that declaration
of the service has not been associated with the abandonment of
investment plans — indeed, quite the contrary appears to have
occurred. (ACCC 2005a, p. 7)

The Council accepts that the management of potential diseconomies
of scope is likely to pose challenges for the arbitrator. Nonetheless,
the Council considers that Part IIIA provides the arbitrator with
sufficient scope and discretion to impose solutions that seek to
minimise such costs. In reaching this view, the Council has had
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regard to, but has not relied upon, the information provided to it by
the ACCC.32

Conclusions on diseconomies of scope

6.291

6.292

6.293

6.294

6.295

The Council acknowledges that access may result in diseconomies of
scope, which could have a significant and adverse effect if
inadequately managed.

The Council is of the view that because the diseconomies are
theoretical and unforeseen they are, at this time, incapable of
quantification.

The RTIO and BHPBIO submissions acknowledge the difficulty of
quantifying interface costs. The Council considers that the impact of
such costs will depend significantly on the extent of interface
between BHPBIO and third parties. While declaration would ‘open
the door’ for all parties to negotiate access, the material before the
Council indicates that the interface between BHPBIO and third
parties would likely be limited to dealings with one or (at most) few
parties for the carriage of up to 10 mtpa of iron ore. The projected
demand of third parties is relatively low in relation to BHPBIO’s own
demand (estimated at up to 300 mtpa) for the Mt Newman Service,
accounting for less than 4 per cent of total projected demand.

The Council further submits that because it is envisaged that
BHPBIO will retain management and operational control of the
Mt Newman Facility, it is reasonable to conclude that the effect of
any diseconomies will be managed with a view to their minimisation.
The situation with respect to the Mt Newman Service post-
declaration is not akin to the Dalrymple Bay and Hunter Valley
scenarios.

Clearly, however, the extent to which negotiated or arbitrated
outcomes provide certainty to the parties on the allocation of costs of
future capacity and technology investment will mitigate any
interface costs. The Council considers that Part IITIA provides the
arbitrator with sufficient scope and discretion to impose solutions
that minimise these costs. To the extent that interface costs are

52 In its submission in response to the draft recommendation RTIO objected to what it
characterised as the Council seeking an advisory opinion from the ACCC as to the
possible outcome of arbitral terms and conditions of access should the matter be the
subject of an access dispute before the ACCC (RTIO 2005m, paras 2.15-2.17).
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6.296

6.297

6.298

6.299

unavoidable and incremental, it would be reasonable to expect that
any arbitrated terms of access account for those costs. The
recognition of interface costs in arbitrated outcomes would assist the
parties in deciding whether it is more efficient to seek access to an
existing facility or construct another facility.

Furthermore, in the event that negotiation between an access seeker
and the provider is unsuccessful and recourse is had to arbitration
under Part IITA there is nothing to suggest that this would result in
regulatory gaming by FMG or undue interference by the arbitrator.
The law provides for the arbitrator to take into account (amongst
other things) the interface costs and to have regard to them in the
context of the costs of access, the business interests of the provider,
the provider’s investment and the economically efficient operation of
the Mt Newman Facility.

The Council notes, more generally, that interface costs are likely to
be more significant for a capacity constrained facility than one with
spare capacity. While the Mt Newman line is currently operating at
installed capacity, expansion plans and the availability of options to
augment the track enable the capacity constraints to be addressed in
the foreseeable future. While it is not certain that BHPBIO will
double track the Mt Newman Facility, the Council is of the view that
interface issues associated with congestion and capacity expansion
would fall away and so too would the associated costs of an increase
In capacity via the addition of loops or with double tracking of part of
the Mt Newman Facility. Nonetheless, there remain ongoing issues
associated with investment in technology to improve the efficiency of
BHPBIO’s integrated operations.

The Council accepts that interface issues in this instance are likely
to raise management issues for BHPBIO and challenges for the
arbitrator. The Council observes, nonetheless, that the interface
between BHPBIO and third parties is likely to be limited to dealing
with a few parties for relatively low rates of track use. The Council
has also noted that there appear to be strategies open to BHPBIO to
minimise the interface costs (for example, bringing forward
expansion plans) and that the arbitrator has scope under the TPA to
mitigate or take account of other costs.

On balance, the Council is satisfied that the interface costs would not
outweigh the cost savings from access. The Council considers,
therefore, that it would be uneconomical to develop another facility
to provide the Mt Newman Service.
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Conclusion on criterion (b)

6.300

6.301

6.302

The Council finds that it would be uneconomical (in terms of costs) to

develop another facility to provide the Mt Newman Service for the

following reasons:

(a)

(b)

(©

(d)

(e)

the foreseeable demand for the Mt Newman Facility over
the next 20 years is likely to grow from the present level of
approximately 100 mtpa to 260—-310 mtpa;

of the foreseeable demand, only 4 per cent is attributable to
access seekers (the Council considers that the demand from
access seekers will be up to 10 mtpa);

while the Mt Newman Facility i1s currently capacity
constrained, there is scope to augment the Mt Newman
Facility to increase capacity to around four times the
current level;

assuming that the costs to build a duplicate facility fall at
the upper end of the $400-1020 million range, on a costs
analysis it 1s more economic to augment the facility by
either the addition of loops or double tracking some or all of
the Mt Newman Service than to construct a new facility to
provide the Mt Newman Service; and

while access may result in diseconomies of scope, including
interface costs, the Council does not accept that the
diseconomies of scope will outweigh the cost savings
associated with access. As BHPBIO will remain in
operational control of the Mt Newman Facility and since
the likely number of access seekers will be small, the
Council considers that the diseconomies should be capable
of being managed.

This conclusion is not sensitive to the precise values of the various

cost estimates discussed above.

The Council is of the view that the nature of the costs associated

with a railway facility — with large capital costs being incurred and

sunk to construct a railway that can meet the entirety of demand for

the relevant service, relatively low costs of operation, and low

incremental costs of expansion of an existing railway compared to

construction of an entirely new facility — are such that railways will
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6.303

generally exhibit natural monopoly characteristics such that
criterion (b) is met. There is no basis for considering the Mt Newman
Facility is an exception.

Were criterion (b) not held to be satisfied and FMG were required to
construct a separate railway, the result would likely be two railways
one operating at a high level of utilisation and the other at a very low
level of utilisation. It is difficult to see a circumstance when such an
outcome would be anything other than wasteful and inefficient,
where the first railway could with appropriate and relatively less
costly expansion serve the entire demand.
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7 Criterion (@) - Promotion of
competition

Section 44G(2)(a) Access (or increased access) to the service would
promote competition in at least one market (whether
or not in Australia), other than the market for the
service

Introduction

7.1 Criterion (a) requires that, for a service to be declared, access must
promote competition in at least one market other than the market for
the service. In assessing whether criterion (a) is satisfied, the
Council must:

(a) define the relevant market(s) in which competition may be
promoted. The market(s) must be separate from the market
for the service to which access is sought

(b) determine whether access (or increased access) facilitated by
declaration would promote a more competitive environment
in the additional market(s), which requires assessing:

(1) whether the incumbent has the ability and
incentive to exercise market power to adversely
affect competition in the dependent market(s) and

(11) whether the structure of the dependent market(s) is
such that declaration would promote competition.
In particular, high barriers to entry that are
unrelated to the existence of the bottleneck facility
may preclude any promotion of competition
following declaration.

Market definition

7.2 For the purposes of criterion (a), the Council needs to be satisfied
declaration would promote competition in ‘at least one market ...
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other than the market for the service’. Thus criterion (a) requires as
a first step the identification of the market for the service.

7.3 Markets are commonly defined (and therefore differentiated)
according to the following dimensions:

(a) product;
(b) function; and

(c) geography.

In some cases a time dimension will also be considered, for example
peak and off peak demand.

7.4 The functional dimension is important in differentiating markets
that are characterised by a common product/service within a common
geographical area. The following conditions must be met for markets
to be functionally separate:

(a) the layers at issue must be separable from an economic
point of view (economically separable). That 1is, the
transaction costs in the separate provision of the good or
service at the two layers cannot be so large as to prevent
such separate provision from being feasible. In effect, to be
in different markets, vertical integration must not be
inevitable (the ‘economic separability test’); and

(b) each layer must use assets sufficiently specific and distinct
to that layer such that the assets cannot readily produce the
output of the other layer (economically distinct). In effect,
supply-side substitution must not be so readily achievable
as to unify the field of rivalry between the two layers (the
‘asset specificity test’).53

The market for the Mt Newman Service

7.5 The Council considers that the Mt Newman Service — the subject of
FMG’s Application — is or would be provided in the market in which

53 See The National Access Regime: A Guide to Part IIIA of the Trade Practices Act 1974
— Part B: Declaration at pp. 65-67.
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heavy-haul railway track and associated infrastructure services
(track services) are provided in the Pilbara.

7.6 It is not necessary for the Council to closely define the market in
which track services are provided. It is sufficient for the Council to
satisfy itself as to whether each of the proposed dependent markets
1s distinct from the market in which track services are provided.

Dependent markets proposed by the applicant

7.7 FMG has nominated the following as the relevant markets in which
declaration of the Mt Newman Service would promote competition
(FMG 2004a, para 12.1; FMG 2004b, para 13):

(a) iron ore production both within Australia and other
countries (market for iron ore production);

(b) production, development and exploitation of other minerals
and products in the Pilbara region of Western Australia
requiring transport services from the source of production
to port facilities at Port Hedland (market for production of
other mineral ores);

(c) ownership, development and exploitation of iron ore
tenements (market for iron ore tenements);

(d) the haulage of iron ore and other minerals from various
mine sites in the Pilbara region of Western Australia
(market for haulage services);

(e) retail of iron ore and other minerals, both as sold at the
mine and also as sold at export terminals (market for iron
ore marketing);

® export of products from Port Hedland (by rail, road and sea)
(market for other products); and

(2) labour in the Pilbara (Pilbara labour market).

7.8 The proposed markets above have been addressed in submissions
received from FMG, BHPBIO, RTIO and the Western Australian
Government.
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Proposed markets which are insufficiently defined or irrelevant

7.9 Four of the proposed markets have been criticised by RTIO and
BHPBIO as poorly or too narrowly defined:

(a) the proposed market for production of other mineral ores;
(b) the proposed market for iron ore marketing;
(c) the proposed market for other products; and
(d) the proposed Pilbara labour market.
7.10 The Council agreed in the draft recommendation that these proposed

markets are not sufficiently defined to enable consideration as
potential dependent markets (draft recommendation, paras 7.11—
7.19). In its submission in response to the draft recommendation,
FMG stated that it had not intended to suggest that there is a single
market for the production of other mineral ores or a single market
for other products. Instead, it had intended to convey that iron ore is
not the only mineral commodity that suffered a reduction of
competition as a result of not having access to rail infrastructure
(FMG 2005g, paras 3.1, 3.8 & 3.9).

7.11 Accordingly, the Council does not deal with these markets in this
recommendation but instead sets out below its reasons as to why it
considers the proposed markets for iron ore marketing and the
Pilbara labour market do not exist.

Proposed market for iron ore marketing

7.12 The Council considers that there are not separate markets for iron
ore production and iron ore marketing, but that both are aspects of
the global market for iron ore. This issue is considered at paragraphs
7.20 to 7.25 of this recommendation.

Proposed Pilbara labour market

7.13 FMG contends that the knock-on effect of allowing new companies to
enter the iron ore market and other minerals markets in the Pilbara
will lead to the promotion of competition in the market for labour in
the region.
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7.14 The Council i1s not satisfied that there i1s such a Pilbara labour
market. In particular:

(a) the product dimension appears too broad — it is unlikely
that all ‘labour’ is sufficiently substitutable to exist in the
same product market; and

(b) the geographic dimension appears too narrow, given that
labour is commonly sourced from all over Western Australia,
if not Australia, and many workers regularly fly in and out
of the Pilbara, or work in the Pilbara for short periods only.

7.15 Accordingly, the Council is not satisfied that there is a Pilbara labour
market as proposed by FMG.

Relevant proposed markets

7.16 The Council considers that three markets proposed by FMG warrant
consideration as potential dependent markets:

(a) market for (production of) iron ore;
(b) market for iron ore tenements;
(c) market for (rail) haulage services.

The Council’s consideration of the product, functional and
geographic dimension of these proposed markets follows.54

(1) Market for iron ore

Product dimension of the market for iron ore

7.17 BHPBIO and RTIO argue that the three commercial forms of iron ore
— lump, fines and pellets — are substitutable for each other, and
that scrap metal may be substitutable for iron ore to a limited degree
(See RTIO 2005a, para 8.31; BHPBIO 2005a, para 129; BHPBIO
2005b, paras 23—29 & 35-48). FMG argues that there is a separate

54 There does not appear to be a need to make specific findings in relation to the time

dimension in relation to these markets. Accordingly, the Council’s consideration of
each of the markets is limited to the product, functional and geographic dimension of
each.
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7.18

7.19

market for scrap metal from the iron ore market (FMG 2005g,
para 3.16)

The Council accepts that a market exists for iron ore that includes
lump, fines and pellets, given the ability of steel mills to switch
between these products in response to price shifts.

While the Council understands that the price of scrap metal may
constrain the price of iron ore in some circumstances, it does not
consider it necessary to determine whether or not the market for iron
ore includes scrap metal, because its conclusions on criterion (a) in
relation to the market for iron ore would be i1dentical whether scrap
metal is included in or excluded from that market.

Functional dimension of the market for iron ore

Functional differentiation of iron ore marketing and production

7.20

7.21

7.22

7.23

FMG argues that there are separate markets for ‘iron ore production’
and ‘iron ore marketing’ (FMG 2004b, paras 6.1-6.6). It notes that
while some very large vertically integrated companies perform the
marketing role themselves, the large number of iron ore traders not
involved in iron ore production is evidence of functional separation
between iron ore operation and iron ore marketing (FMG 2005g,
paras 3.6-3.7).

Although submissions received have not addressed the issue in
detail, the Council considers that is it likely that ‘iron ore production’
and ‘iron ore marketing’ are not economically separable. Except in
the case of an iron ore producer that is vertically integrated with an
iron ore buyer, it would appear irrational for an entity to produce
iron ore which it does not intend to market.

Further, there is no evidence of any functional separation of
production and marketing in the iron ore market. Rather, it appears
that the production and marketing of iron ore are activities within a
single integrated market.

Most iron ore trading companies provide a link between iron ore
buyers and iron ore producers in different countries. Typically an
iron ore trading company represents specific iron producers. Thus a
trading company provides a means for iron ore producers to extend
their marketing services across countries using local expertise.
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7.24

7.25

However, some wholesale trading of iron ore does occur. While this
indicates separate provision of these activities takes place, most of
this activity occurs at the margin involving small quantities of iron
ore relative to overall trade and catering to small to medium sized
producers and buyers. Regardless, wholesalers compete against iron
producers marketing their own produce. This suggests that there is
likely to be a high degree of substitution between iron ore sold
directly from the mine and iron ore sourced via a wholesaler.

Accordingly, it is the Council’s view that there are not functionally
separate markets for iron ore production and iron ore marketing.
Instead, there is a single market encompassing both functions in
relation to iron ore.

Functional differentiation of the market for iron ore and the
Mt Newman Service

7.26

7.27

BHPBIO relies on the CRA Report annexed to its submission to
argue that:

... the significant efficiencies achieved by fully integrated mine, rail
and port infrastructure facilities implies that a “market” for the
[Mt Newman] Service and the iron ore market are not functionally
distinct. (BHPBIO 2005a, para 113; BHPBIO 2005b, para 2.3.4)

RTIO makes a similar argument, and relies on the report of
Dr Philip Williams of Frontier Economics (RTIO 2005g, paras 48—
59).

Economic separation of iron ore production and the Mt Newman Service

7.28

7.29

The Council has considered the economic separability of iron ore
production and the Mt Newman Service:

(a) in its consideration of criterion (b); and

(b) in its Preliminary Matters: Statement of Reasons where it
considered the production process issue.

Criterion (b) and the determination of whether the service amounts
to the use of a production process involve conclusions on different
issues, however the analysis of each involves an assessment of
economic separability. In each case, the Council considers that, while
there are costs of separating the iron ore production and rail
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functions, those costs are not so large as to prevent such separation
from being feasible.

7.30 The Council is satisfied that vertical integration of iron ore
production and the rail function is not inevitable and that separate
provision of iron ore and track services is economically feasible.
Accordingly, the market in which the Mt Newman Service is
provided is economically separate from the market for iron ore.

Asset specificity of iron ore production and the Mt Newman Service

7.31 BHPBIO’s submissions (and in particular BHPBIO 2005b,
paras 281-282) suggest that iron ore production assets and haulage
assets are not economically distinct because capacity growth can be
achieved through investment in any or a combination of the

following:
(a) rolling stock;
(b) track infrastructure;
(c) loading equipment at the mines; and/or
(d) unloading equipment at the port.
7.32 However, the CRA Report makes clear that any significant increase

in capacity relies on all four factors (a)-(d) being brought to bear
(BHPBIO 2005b). The Council considers that BHPBIO’s coordination
of expansion activities reflects BHPBIO’s business model, rather
than substitutability between factors (a)—(d). For example, it is not
possible, other than in a marginal way, to substitute increased
capacity in loading equipment for increased capacity in track
infrastructure. As in any supply chain (whether vertically integrated
or not), any significant capacity expansion at one functional level is
not feasible or desirable without corresponding capacity expansion at
other functional levels. (BHPBIO 2005b, paras 281-282)

7.33 Accordingly, even in the narrow context of capacity expansion, iron
ore production and railway assets are economically distinct.

7.34 The Council considers that the ‘asset specificity’ test should not focus
solely on issues of capacity expansion. The test must consider the
degree to which the assets in question are specific to their functional
layer.
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7.35

7.36

In this respect, it is clear that the assets used to mine and process
iron ore (for example, front end loaders, trucks, crushers), are
functionally separate from assets used to rail iron ore from mine to
port (railway tracks, sleepers, signals, locomotives, ore cars). In this
sense, the ‘rail function’ is economically distinct from the iron ore
market.>5 Put simply, one cannot use a train to dig holes.

Accordingly, the Council considers that the market for iron ore is
both economically separable and economically distinct from the
market in which the Mt Newman Service is provided.

Geographic dimension of the market for iron ore

7.37

7.38

7.39

7.40

FMG suggests that there are three geographically distinct markets
for iron ore: two international markets — one based in the Pacific
and the other in the Atlantic — and a ‘captive’ domestic market
(FMG 2004b, paras 9.6 & 9.8; FMG 2005g, para 3.35).

BHPBIO submits that the market for iron ore is global, given:

(a) the ability of major iron ore producers in Australia and
Brazil (and to some extent India) to export iron ore to both
the Pacific and Atlantic ‘markets’;

(b) the ability of customers in the Pacific and Atlantic ‘markets’
to switch between suppliers in Brazil, Australia, India and
elsewhere; and

(c) the potential for ‘captive’ producers in the USA and
Commonwealth of Independent States to start exports to
compete in the Pacific and Atlantic ‘markets’ given a small
but significant non-transitory increase in price (SSNIP) for
iron ore.

The CRA report details the significant amount of trade in iron ore
between the Pacific and Atlantic ‘markets’ and elsewhere (BHPBIO
2005b, appendix C).

RTIO likewise submits that the market for iron ore is global (see
RTIO 2005a, paras 8.33—8.35).

55 The functional separability within the ‘rail function’ — that is, the functional
separation of track services and haulage services — is addressed in paragraphs 7.94—
7.119 of this recommendation.
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7.41

7.42

7.43

7.44

7.45

7.46

Given the ability of iron ore producers around the world to sell ore to
customers in geographically diverse regions, the Council is satisfied
that the market for iron ore is global.

The Council is further satisfied that there are not separate markets
for ‘international’ or ‘sea-borne iron ore’ on the one hand, and
‘domestic iron ore’ on the other, although it notes that a significant
percentage of ‘domestic iron ore’ may be mined for vertically-
integrated (and often co-located) steel mills, and as such may not be
available for international sale in the short term.

In relation to any particular country that both produces and imports
iron ore, the price of domestically produced iron ore will be
constrained by the price of sea-borne iron ore. If there were no such
countries, it might be argued that there is no forum in which sea-
borne and domestic iron ore can compete, at least in the short term.
However, China and the United States (which consume significant
amounts of iron ore) are both producers and importers of ore.

Further, over the long-term there would not appear to be any
barriers preventing domestic ore from becoming sea-borne ore
(except in the case of very geographically isolated mining operations).

In its submissions in response to the draft recommendation, FMG
maintained its submissions that there are distinct seaborne and
captive domestic markets for iron ore (FMG 2005g, paras 3.30-3.35).

FMG argues that:

(a) the vast majority of countries that import iron ore have only
negligible domestic iron ore producing potential;

(b) there are significant barriers to entry, such as significant
investment in infrastructure to transport the iron ore from
remote inland locations to the coast for export, that prevent
captive sources of iron ore from competing in the sea borne

market or swapping to seaborne trade in response to a
SSNIP;56

(c) Chinese production is confined to low grade magnetite
which has high extraction costs and would be very
expensive to transport. Consequently, the price of Chinese

56 FMG argues that in any event, it would constitute new entry rather than something
forming part of the existing market (See NCC 2002, para 5.35).
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iron ore provides very little constraint on prices in the sea-
borne market; and

(d) domestically produced iron ore has very little effect on the
competitive dynamics of the sea-borne trade overall.

(2) Market for iron ore tenements

7.47

7.48

7.49

7.50

7.51

FMG argues that there is a distinct market for iron ore tenements.

A ‘tenement’ is the right to carry out prospecting, exploration or
mining activity in respect of a specific piece of land. The right is
created when a party takes out a licence (to prospect, explore or
mine, as the case may be) in relation to that land, and endures for as
long as that licence — or another licence — remains in place (for
example, a party that wishes to progress from exploration activity to
mining activity may replace an exploration licence with a mining
licence).

Tenements are typically mutually exclusive — two parties cannot
usually hold licences in respect of the same piece of land. Tenements
are also limited in time and area, and require the tenement holder to
meet annual expenditure requirements (to prevent a party from
‘tying up’ land by taking out spurious tenements that it does not
propose to develop).5?

When a party identifies a significant mineral deposit on its
tenement,>8 it may choose to sell part or all of the rights in the
tenement to another party (including the rights to mine the deposit).

FMG maintains that the activities of mineral prospectors in the
Pilbara (other than those that are vertically integrated with RTIO or
BHPBIO) are currently limited to those commodities which can be
viably transported by road. FMG’s view is that independent
prospecting of other minerals (such as iron ore) does not take place
because any mineral deposits discovered would be ‘stranded without
access to rail infrastructure’ (FMG 2004b, para 5.1).

57 A description of the different types of licences available in Western Australia and the
rights and limits applicable to each, is available at:

mineralsandpetroleum/Infol.pdf

58 As with the word ‘lease’, ‘tenement’ can be used to describe both the piece of land and
the rights attaching to that land.

Page 115



Final recommendation

7.52

In particular, FMG contends that independent prospecting for iron
ore in the Pilbara is limited by BHPBIO’s exercise of monopsony
power in the market for iron ore tenements. BHPBIO can exercise
monopsony power through its control of the rail infrastructure
required to bring iron ore to port (FMG 2004b, para 5.2).

Product dimension of the market for iron ore tenements

7.53

7.54

7.55

7.56

An essential input into the production of iron ore is the exploration
for, and proving>° of, geological formations containing one or more of
the various iron-bearing minerals known as ‘iron ore’.

There 1s no such thing as an ‘iron ore’ tenement per se. Rather, there
are mineral tenements that are registered by parties (such as the
junior explorers) with the intention of locating and proving deposits
of any one or more mineral resources.

Insofar as other mineral deposits may co-exist with iron ore within a
single tenement, it may be said that there is a degree of supply-side
substitutability between mineral tenements. A tenement which
previously had value only as a potential source of gold, nickel or
copper may become a viable source of iron ore due to increases in the
price of iron ore or a scarcity of high-value iron ore deposits.

However, the Council considers that iron ore and other mineral
deposits should be viewed as complements (to the degree that they
are found within the one tenement) rather than substitutes. The
Council notes:

(a) there appears to be very little demand-side substitutability
among mineral commodities of different types; and

(b) the infrastructure required for the mining, processing and
transport of different types of minerals is quite distinct,5°
making it unlikely that a producer of other minerals would

59

‘Proving’ in this context describes the process of ascertaining (or ‘proving up’) the

nature and extent of a deposit of iron ore. Proving an iron ore deposit involves
substantial drilling operations to determine the type of iron ore in a deposit, the
proportion of iron, waste and impurities within the ore, the physical proportions of
the deposit and the amount of ‘overburden’ (waste material) which must be removed
to access the deposit.

60

For more information on the mining and processing requirements of Australia’s most

commonly-mined mineral resources, see
www.australianminesatlas.gov.au/info/info.jsp
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7.57

7.58

7.59

consider iron ore tenements to be substitutable for
tenements containing the particular mineral which that
producer mines.

Thus, the product dimension of the market for iron ore tenements
might be described as ‘the right to exploit a proven deposit of iron ore
within a mineral tenement’.

Further, the product dimension of iron ore tenements is limited to
those tenements that contain iron ore in quantities sufficient to be
capable of efficient exploitation. The margins of this market may
shift over time in response to changes in the price of iron ore and the
cost of extraction, including costs relating to the availability of
suitable transport.

Finally, the value of an iron ore deposit will depend, in part, on the
extent of proving the deposit. It is unlikely that an iron ore deposit
would be subject to transactions where the extent and value of that
deposit have not been proven, at least to a level where there is a
reasonable prospect that the deposit will prove to be economically
exploitable.6!

Nature of transactions in the market for iron ore tenements

7.60

Transactions in relation to iron ore tenements may take different
forms, including:

(a) a sale of shares in the corporate entity which has the licence
to explore or exploit the tenement;

(b) a transfer of the licence (for consideration); or

(c) the formation of joint venture arrangements whereby the
entity which has a licence to mine the tenement shares the
proceeds of mining with another entity, usually in return for
capital to construct the mining infrastructure.

61 The Council notes annexure 2 to BHPBIO’s Response to Issues Paper, entitled
“Reserves” and “Resources” under the JORC Code’ (BHPBIO 2005a). It is not
necessary for the Council to determine at what point a deposit becomes ‘marketable’,
as this will likely depend upon the investment strategy of the buyer, the scarcity of
available iron ore deposits and the ability of the buyer to undertake its own proving
of deposits. It suffices to note that a tenement containing ‘proven reserves’ of ore is
likely to be more marketable than the same tenement if only proven to the point of
establishing ‘inferred resources’.
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7.61

7.62

7.63

Economically, each of these types of transfer is substitutable for the
others.52

The Council considers, therefore, that the relevant product market is
the market for rights to mine specific iron ore deposits, rather than a
market for licences, shares in iron ore companies or venture capital.

Accordingly, the Council considers that the product dimension of the
market for iron ore tenements may be characterised as ‘mineral
tenements containing proven iron ore deposits’.63

Functional dimension of the market for iron ore tenements

7.64

7.65

7.66

7.67

RTIO and BHPBIO argue that the market for iron ore tenements is
in fact part of the market for iron ore.

In his report annexed to RTIO’s submission, Dr Philip Williams
states that:

Iron ore tenements should only be considered as a separate functional
market [from the market for iron ore] if the activities involved in
prospecting, initial exploration and development are undertaken by
different firms from those that subsequently mine and market iron ore.
(RTIO 2005g, para 116)

The Council would also recognise a separate functional market if
there 1s the potential for the prospecting, exploration and
development activities to be separated from the mining and
marketing activities. While many junior explorers may hope to
become the next BHP Billiton, the Council’s inquiries suggest that
most recognise the possibility, if not the likelihood, that any
successful ‘finds’ will ultimately be controlled and exploited by an
incumbent producer, at least in the current circumstances.

Accordingly, the Council does not agree with Dr Williams’ comments
at paragraphs 117 and 119 of his report that a necessary precursor of
the existence of a market for iron ore tenements is that the parties
that develop the tenements must not intend to mine iron ore into the

62 The above types of transactions are all different ways of transferring, for
consideration, the same valuable right — that is, the right to mine (and, if necessary,
further prove) an iron ore deposit.

63 This is to be distinguished from a market for exploration services — a transaction
does not take place in the market for iron ore tenements until the tenement has been
explored and one or more deposits have been identified and proven to a degree.
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7.68

7.69

future. It is sufficient that there are companies that, whatever their
intentions, will either choose or be obliged to sell part or all of their
‘find’ due to a lack of funding to exploit a deposit and/or a lack of
access to the necessary rail infrastructure.

There is evidence that developed iron ore tenements have been the
subject of transactions. The Council notes the purchase by BHP of
the McCamey’s Monster deposit in 1992 and RTIO’s purchase of a
50 per cent stake in the Hope Downs deposits in 2005. This suggests
that iron ore producers do not regard the exploration and
development of iron ore deposits as a matter which must necessarily
be undertaken ‘in-house’. To the contrary, each of the incumbent
Pilbara iron ore producers has, on at least one occasion, purchased a
deposit that was explored and proven by an unrelated party.

Further, recent changes in the ownership pattern of iron ore
tenements in the Pilbara suggest that the formerly concentrated
ownership of iron ore projects is likely to become more diverse,
creating a greater potential for transactions to take place:

(a) the Pilbara iron ore industry was originally controlled by
four entities — Hamersley Iron, Robe River, Mt Newman
Joint Venture and Mt Goldsworthy Joint Venture;

(b) by 2000, ownership of the Pilbara iron ore projects was
concentrated in the hands of RTIO (controlling Hamersley
Iron and Robe River) and BHPBIO (controlling the
Mt Newman and Mt Goldsworthy Joint Ventures), with a
third potential producer (Hope Downs) in development;

(c) today, despite some further consolidation (being RTIO’s
purchase of a controlling interest in Hope Downs in 2005),
there is one potential producer (FMG) and at least 16 junior
explorers with potential iron ore projects in the Pilbara. It
is unlikely that more than a small minority of the junior
explorers will succeed in becoming producers of iron ore,
which suggests that some iron ore deposits will be sold and,
therefore, further consolidation is likely.64

64

However, as discussed elsewhere in this recommendation, access to the Mt Newman

Service may affect: (i) whether potential deposits are proven to the point of
saleability; and (i1) the number and identity of potential purchasers of such deposits.
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Accordingly, in light of the acquisition(s) of iron ore deposits that
have occurred, and the potential for further acquisitions in the
future, the Council 1s satisfied that it is not inevitable that the
exploration and mining activities are vertically integrated.

Geographic dimension of the market for iron ore tenements

7.71

7.72

.73

7.74

7.75

7.76

Initially, FMG did not make any submission in relation to the
geographical dimensions of the market for iron ore tenements,
although it describes the market solely by reference to activity in the
Pilbara, suggesting that it regards the geographic dimension as
being Pilbara-wide (FMG 2004b, para 5.1). FMG subsequently
confirmed in its submission on the draft recommendation that it
considers there is a local market for iron ore tenements with proven
deposits within the Pilbara region (FMG 2005h, para 3.70).

RTIO submits that if there is a market for iron ore tenements, it is
global in nature, given that an iron ore producer can theoretically
mine ore anywhere in the world (RTIO 2005a, paras 8.72-8.74; RTIO
2005m, para 4.32).

This argument 1s supported by the significant levels of international
ownership of iron ore projects — the Pilbara operations of RTIO and
BHPBIO each involve joint venture partners from dJapan, China

and/or South Korea. Further, both RTIO and BHPBIO themselves
own and operate iron ore projects overseas.

The nature of modern production of mineral commodities is that
ownership and operations are likely to be geographically diverse. For
example, BHP Billiton is headquartered in Melbourne and yet
controls mining operations on every continent (except Antarctica)
(BHPBIO 2005;j).

However, the geographic dimensions of the market for iron ore
tenements are not determined by the geographic location of tenement
owners, but by the degree to which tenements in different geographic
locations are substitutable.

The Council accepts that iron ore deposits of a sufficient size might
be substitutable for similar-sized iron ore deposits in other parts of
the world. In particular, any deposit large enough to justify the
construction of the mine, rail and port infrastructure necessary to
export iron ore is likely to be attractive to iron ore producers
irrespective of their geographic location.
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.77

7.78

7.79

7.80

7.81

At the other end of the spectrum, deposits of very small size and
marginal economic viability are likely to be of interest only to those
potential purchasers who own, or have access to, existing mine, rail
and port infrastructure (see for example Parry J, 200165). Such
deposits are likely to be substitutable only for other iron ore deposits
in the vicinity of that infrastructure.

For example, an iron ore producer that controls or has access to rail
and port facilities in the Pilbara is likely to be interested in
purchasing iron ore tenements in the Pilbara, because it knows it can
transport the iron ore to a ship for export. The same producer is
unlikely to be interested in a similar deposit that is not located in
close vicinity to the Pilbara rail and port facilities to which it has
access, whether that other tenement is in South Australia or Brazil.

From enquiries of potential entrants to the iron ore market, it
appears that the majority of iron ore tenements which are currently
the subject of exploration in the Pilbara (other than those owned by
major iron ore producers) contain deposits which fall at the smaller
end of the spectrum. If the inferred resources are confirmed, most of
these deposits will apparently be large enough to support their own
mining infrastructure, but none will be able to support the
construction of rail or port facilities.

Accordingly, the pool of potential purchasers for most iron ore
tenements in the Pilbara (and in particular those not owned by major
iron ore producers) appears to be limited at present to:

(a) those entities that already have rail and port infrastructure
in place in the Pilbara (being RTIO and BHPBIO); and

(b) those entities that have an enforceable right to, or
reasonable prospects of being able to negotiate, access to rail
and port infrastructure in the Pilbara (in the absence of
declaration there do not appear to be any entities of this

type).

Given that most iron ore tenements in the Pilbara®6 are attractive
only to parties with access to rail infrastructure in the Pilbara, they

65

Symposium paper by John Parry, Executive General Manager — Exploration, WMC

Exploration Inc.

66 That is, those tenements that are likely to be the subject of market transactions in
the foreseeable future. This would exclude those controlled by BHPBIO, RTIO and
related interests.
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7.83

7.84

7.85

7.86

are substitutable only for other iron ore tenements in the Pilbara.
Accordingly, the market for iron ore tenements is Pilbara-wide.

In its submission in response to the draft recommendation, RTIO
raised a number of concerns with the boundaries of the market for
iron ore tenements market proposed in the draft recommendation
(RTIO 2005m, paras 4.22—4.32). It maintains its earlier submission
that a market for rights to mine is not separate from the iron ore
market but is in fact integral to that market (RTIO 2005m,
para 4.29), but argues that to the extent there is a tenements
market, it is the speculative international market for exploration
tenements (RTIO 2005m, para 4.24) (although RTIO also referred to
the existence of a global market for iron ore deposits (RTIO 2005m,
para 4.32)).

Similarly, CRA, in a further report submitted on behalf of BHPBIO
(BHPBIO 2006k), challenges the dimensions of the iron ore
tenements market identified by the Council (BHPBIO 2006k,
para 18). CRA argues variously that properly defined, the market
would either be one for exploitation or for the supply of iron ore
(BHPBIO 2006k, para 8), and that the market for iron ore tenements
1s best described as a temporal sub-market for the acquisition of
tenements with small reserves of iron ore only and no other
exploitable mineral deposits from junior explorers (BHPBIO 2006k,
para 33).

In addition, both BHPBIO and RTIO question the nature of the
tenements and the identity of the participants included in the
identified market for iron ore tenements (BHPBIO 2006k, paras 41—
50; RTIO 2005m, paras 4.25 & 4.32). BHPBIO also expresses concern
that in identifying the market for iron ore tenements the Council had
given insufficient weight to the likelihood that there might not be
any economically viable deposits in the Pilbara other than those of
BHPBIO, RTIO/Hope Downs and Hancock (BHPBIO 2005t,
para 2.8).

The Council has considered the submissions made by RTIO and
BHPBIO on these issues but remains of the view that there is a
market for mineral tenements containing proven iron ore deposits. In
doing so, the Council has taken into account the inherently
speculative nature of operations at all functional levels of the iron
ore industry in the Pilbara.

For the avoidance of doubt, the Council notes that it does not
consider that there is any limit on the size of the mineral tenements
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7.88

7.89

included in that market,5” nor is there a requirement that the
registered holder of the tenement has obtained a mining lease under
the Mining Act 1978 (WA).%8 This is consistent with the Council's
view that the point at which a deposit will become marketable is
likely to depend upon the investment strategy of the buyer, the
scarcity of available iron ore deposits and the ability of the buyer to
undertake its own proving of deposits,5° as opposed to solely whether
the tenement holder has obtained a mining lease for the tenement.

Importantly, the Council notes that the geographic extent of the
market for iron ore tenements is not affected by the availability of
tenements elsewhere. As stated in paragraph 7.81 above, the Council
considers that the marketability of an iron ore tenement hinges on
whether or not the tenement can access transport. If road
transportation is not viable, rail access will be necessary. If rail
access is not in existence or is otherwise unavailable, it is highly
unlikely that anyone other than those entities that already have a
substantial presence in the relevant geographic area would respond
to a small yet significant non-transitory change in price such that a
wider geographic extent of the tenements market than that proposed
by the Council would be appropriate.

As set out in Table 3 below, the Council regards the participants to
be BHPBIO, RTIO, FMG and the junior explorers on the supply side
and BHP, RTIO and, if access is granted, FMG and possibly other
new entrants on the demand side.

The Council notes that in identifying the market for iron ore
tenements it took into account (but did not rely solely upon) the
views of the junior explorers, some of whom are potential
participants in that market once they have proven resources of iron
ore in one of the tenements they hold.”0

67

However, the Council recognises that mineral tenements containing large iron ore

deposits might be substitutable for similar-sized iron ore deposits in other parts of
the world. See paragraph 7.76 in this recommendation.

68

The legal requirements necessary to obtain approval to mine iron ore under the

Mining Act 1978 (WA) are briefly outlined in BHPBIO 2005u.

69  See footnote 59 in this recommendation.

70 This is in contrast to an allegation by RTIO that the Council had relied solely upon
the views of junior explorers who were not even participants in the market for iron
ore tenements in identifying that market. See RTIO 2005m, paras 4.25-4.28.
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(3) Market for haulage services

7.90

FMG argues that there is a market for rail haulage services in the
Pilbara.

Product dimension of the market for haulage services.

7.91

7.92

7.93

There does not appear to be a substantial dispute as to the product
dimension of the market for haulage services. The ‘product’ is the
service of transporting mineral commodities — and in particular iron
ore — by rail from the producer’s mine site (or storage area) to a port
facility.”!

The potential providers of this product include:

(a) the current owners of Pilbara railways — RTIO and
BHPBIO;

(b) any party which constructs a new railway line; and

(c) any third party which gains access to track services

provided by existing below rail infrastructure. This might
include new producers (such as FMG) and/or specialist
haulage providers (such as the Australian Railway Group).

The potential demand for haulage services comes from any potential
producer of iron ore whose iron ore deposits are of insufficient
magnitude to support the construction of a new railway and the
purchase and operation of rolling stock.

Functional dimension of the market for haulage services

7.94

FMG submits that ‘track services’ (which includes the Mt Newman
Service) and ‘haulage services’ are in functionally distinct markets
(FMG 2004b, para 4.2). FMG supports its position by reference to the
Tribunal’s Sydney Airport decision (at paragraph 97):

71

RTIO submits in its response to the draft recommendation that the Council cannot

point to any substantive differences in the product dimension of the market for
railway track services and the market for haulage services. This is incorrect. The
product in the railway track services market is access to heavy haulage railway
track and associated infrastructure services (paragraph 7.5 of the draft
recommendation), while the product in the haulage market is the service of
transporting mineral commodities by rail.
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7.95

7.96

7.97

Though in the past usually vertically integrated, track services
and the running of passenger or freight trains can be, and
increasingly are, provided separately. As such, they operate in
functionally distinct markets, even though there is perfect
complementarity between them.

BHPBIO submits that the above rail and below rail aspects of the
rail function (that 1is, track services and haulage services
respectively) are not functionally distinct, but rather ‘work together
with considerable efficiency to achieve the one purpose’, such that
they are in the same market. Accordingly, the Mt Newman Service
and haulage services are supplied in the same market (BHPBIO
2005a, paras 111-118).

BHPBIO’s submission relies on three factors to indicate a lack of
functional distinction. These are:

(a) efficiencies of vertical integration between track services
and haulage services;

(b) the ‘commercial reality’ that third parties are likely to
pursue or accept access to track, access to haulage or,
alternatively provide their own track and haulage services;
and

(c) the possibilities for substitution between track services and
haulage services.

The first factor can be characterised as an argument that track
services and haulage services are not economically separable. The
latter factors can be characterised as arguments that track services
and haulage services are not economically distinct.

Economic separation of track services and haulage services

7.98

BHPBIO maintains that there are significant efficiencies to be
gained by having a common operator of track services and haulage
services, in particular where the track in question is being operated
at close to its maximum capacity (BHPBIO 2005a, paras 97-105;
BHPBIO 2005b, paras 236—-306). The efficiencies arise from:

(a) close control over the scheduling and operation of trains,
and the ability to coordinate train movements with
maintenance requirements (scheduling control);
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7.99

(b)

(©

(d)

the ability to quickly and cheaply alter the operation of
trains to meet the changing requirements of iron ore
production and sales (operational flexibility);

the absence of an additional layer of management to
coordinate schedules between multiple users of a facility
(management cost); and

the absence of transaction costs and delays when change is
required (such as the expansion of capacity or re-scheduling)
(interface cost).

The Council considers that ‘scheduling control’ and ‘operational

flexibility’ are mnot necessarily inconsistent with functional

separation. Rather, scheduling control and operational efficiency are

achievable in circumstances where track services and haulage
services are not vertically integrated:

()

(b)

the potential for functional separation may be illustrated by
reference to the present scenario of third party access. In
light of the broad powers granted to the ACCC in making an
access determination (see ss44X and 44W of the TPA), the
Council considers that an access determination (or
negotiated access agreement) could:

(1) allow BHPBIO to maintain control over scheduling
and maintenance timetabling; and

(11) allow a significant degree of flexibility for BHPBIO
in the manner in which access is provided to third
parties, thus preserving operational flexibility;

BHPBIO does not, and can never, possess absolute
operational control. Its current ability to alter its train
operations is limited by:

(1) the need to get specific ore to port on time to load
ships (which may arrive early or late);

(11) the limits of port-side stockpiling, both in terms of
flexibility and capacity;

(111) the limits of output and stockpiling capacity at each
mine; and
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(©

(1v) the availability of locomotives and rakes of ore cars
at the locations when and where they are needed;

the Council also notes that any impact on flexibility caused
by third party use of the Mt Newman Service would be
limited by the fact that third parties would not use
BHPBIO’s mining, loading, unloading, processing and port
infrastructure. In those circumstances, the obligation to
provide track use to a third party may impose less loss of
flexibility on BHPBIO’s operations than would the presence
of an additional BHPBIO train, because an extra ‘slot’ in the
rail timetable would not depend on the corresponding
availability of loading capacity at the mine and unloading
capacity at port.

The Council considers that ‘management cost’ may constitute an

additional cost of functional separation, but given the significant
capital and operating costs involved in running a heavy-haul
railway, the Council is not satisfied that such costs would be high

enough to make vertical integration inevitable. Further, in the

present context, the cost of an additional layer of management:

()

(b)

will be borne by the access seeker, pursuant to any access
determination; and

1s likely to be offset to a significant degree by the access
seeker’s avoidance of other management costs (such as the
need to coordinate its own track and haulage services if
access 1s not granted and it duplicates the facility).

Similarly, the Council considers that while the ‘interface cost’” may

constitute an additional cost of functional separation of track and

haulage services, it is unlikely to be sufficient to make vertical
integration inevitable.

(@)

BHPBIO’s arguments on ‘interface cost’ focus on the
potential for an access-seeker to delay (or deliberately
‘came’) investment and innovation because its own
incentives differ from those of BHPBIO or as a negotiating
tool to avoid paying its share of any expansion or
enhancement of the Mt Newman Facility.72

72 In the CRA Report, these potential behaviours are couched in terms of ‘hold outs’ and
‘quasi-rents’ — see BHPBIO 2005b, para 236ff.
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(b)

(©

(d)

(e)

®

The Council considered under criterion (b) that while the
interface between BHPBIO (an iron ore producer and track
services provider) and a third party user of track services
will impose costs, there are mechanisms by which an
arbitrator or BHPBIO itself may limit those costs. The
Council is satisfied that the interface costs will not outweigh
the capital and operating cost savings from access (see
paragraphs 6.300).

Further, many of the interface costs referred to by BHPBIO
relate to the functional separation of track services from
iron ore production, and not to the functional separation of
track services from haulage services.

The successful integration of rolling stock and track
infrastructure owned separately by Robe River and
Hamersley Iron under the signalling and scheduling control
of Pilbara Rail illustrates control over signalling and
scheduling — and not common ownership of assets — is the
key to efficient track/haulage interface.’3

There are examples of separate provision of track and
haulage services in Western Australia’s iron ore industry.
WestNet Rail, which leases rail infrastructure from the
Western Australian Government, provides access to haulage
service providers (including its own related entity, ARG Pty
Ltd, and third parties), but retains control of track
maintenance and the train control function.

Further, the ‘interface cost’ of separating track and haulage
services is likely to be smaller than the interface cost of
separating iron ore production and the rail function (as
discussed under criterion (b)). This is because in considering
the cost of separating track and haulage services, the
interface cost is limited to the potential impact on track and
haulage services, and does not take into account the impact

73 Following Rio Tinto’s acquisition of a majority shareholding in Robe River in 2000,
RTIO set about integrating the Pilbara rail operations of Robe River and Hamersley
Iron. What has emerged is a single operating entity — Pilbara Rail — which controls
scheduling, signalling and day-to-day operations of track infrastructure and rolling
stock that are still separately owned by Robe River and Hamersley Iron. The Council
understands that this involves shared use of some track facilities by separately-
owned rolling stock. See Hamersley Iron 2005.
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on upstream or downstream activity (such as iron ore
production or port services).

(2) Accordingly, the Council is satisfied that there is a price for
track services that is greater than the ‘interface cost’ of
separating track and haulage services, and less than the
capital and additional operating costs of duplicating the
Mt Newman Facility, such that vertical integration is not
inevitable.

Both BHPBIO and RTIO made further submissions in response to
the draft recommendation challenging the Council’s conclusion that
track services and haulage services are economically separable in the
context of this Application (BHPBIO 20061, para 3.1; BHPBIO 2006k,
paras 106—-147; RTIO 2005m, paras 4.16—4.18).

RTIO objects to the Council making any finding at all on the
question of economic separability without undertaking a detailed
analysis of the quantum of the various costs of separation. The
Council considers that its evaluation of the nature of the costs that
may arise and the means available to cover or in some cases reduce
those costs enable it to be satisfied that a haulage service is
economically separable from a track service.

BHPBIO’s submissions sought to strengthen its original argument
that the efficiency losses associated with vertical separation of the
Mt Newman line (even if the separation only partially involves open
access to the track) would be so large that the separability test is
failed (BHPBIO 2006k, para 117). In support of these submissions,
BHPBIO’s consulting economists, CRA, relied upon:

(a) recent economic literature concerning the cost structure of
railroads which it alleges confirms the substantial cost
penalties associated with open access; and

(b) the nature of separation cost penalties on the Mt Newman
system (BHPBIO 2006k, paras 117 & 119-133).

The studies relied upon by CRA illustrate some of the problems that
have arisen following the vertical separation of track and haulage
services overseas such as the appropriate pricing of access charges
and mechanisms for infrastructure investment. CRA argues that the
literature demonstrates that while it was first thought that vertical
separation would be relatively straightforward, subsequent analysis
has uncovered substantial difficulties from that separation and the
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presence of significant vertical economies of scope (BHPBIO 2006k,
para 132).

CRA rightly acknowledges the limitations of the studies relied on in
relation to the operation of the Mt Newman line and the specific
freight haulage tasks undertaken on that line (BHPBIO 2006k,
para 121). A study detailing the impact of vertical unbundling of
Great Britain’s railway system which is a complex rail network with
passenger and freight services as well as multiple train operators,
necessarily has a limited application to the question of whether the
efficiencies of vertical integration on a single track railway line
dedicated to a freight task between mine and port are such as to
mandate vertical integration.

CRA seeks to demonstrate that despite such differences the
particular characteristics of the Mt Newman line and other Pilbara
iron ore operations mean that vertical separation would remove the
ability to coordinate activities across the supply chain. This ability is
essential to the high levels of efficiency (BHPBIO 2006k, para 136).
BHPBIO provided the Council with affidavits from three staff
members and a consultant regarding the operation of the
Mt Newman line and the detrimental impact that third party access
may have on its iron ore operations (BHPBIO 2005z, 2005aa, 2005ab
& 2005ac). CRA relied on the information in those affidavits to
conclude that:

(a) vertical integration is inevitable in BHPBIO’s operations
using the Mt Newman line as well as any large scale iron
ore operation that is subject to the competitive discipline of
the market (BHPBIO 2006k, para 137); and

(b) the cost penalties associated with shared use are so material
that shared use would not be observed in a competitive
market because in heavily used rail networks, shared use
creates diseconomies of scope that offset any gain in
economies of density that might come from more intensive
use of the rail infrastructure (BHPBIO 2006k, para 140).

CRA alleges that the Council’s analysis of economic separability is
based on the assumption that the diseconomies would be negligible
because third party use would be on a small scale. CRA argues that
such an assumption is baseless and in any event should not be relied
upon to conclude that activities are separable because, if it can be
concluded that activities are separable because the extent of shared
use is de minimis, the Council could conclude in any case that
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7.110

7.111

currently integrated functional activities are separate (BHPBIO
2006k, paras 141-142).

CRA states that the Council cannot simply assume that there are
few costs involved in vertical separation or few efficiencies in vertical
integration (BHPBIO 2006k, para 133). The Council agrees. Its
conclusion that there are insufficient efficiencies in vertical
integration of track services and haulage services to conclude that
vertical integration 1is inevitable is not based upon any such
assumptions but a consideration of the nature of the costs that may
arise and the means available to reduce or meet those costs.

The Council’s conclusion that vertical integration is not inevitable is
based upon its assessment that there is a price for track services that
1s greater than the ‘Iinterface cost’ of separating those services and
yet less than the capital and additional operating costs of duplicating
the Mt Newman Facility. It is not based on an assumption that any
use of the service will be de minimis.

The Council is satisfied that the efficiencies in vertical integration of
track services and haulage services are insufficient to conclude that
vertical integration is inevitable.

Asset specificity of track services and haulage services

7.112

BHPBIO submits that FMG, and other parties wishing to rail iron
ore to Port Hedland have the following options. They can:

(a) acquire a rail haulage service on the Mt Newman Facility
under the RTA;74
(b) acquire access to a track service provided by the

Mt Newman Facility under Part IIIA and run trains on the
Mt Newman Facility;

(c) construct their own railway facility and operate trains on
that facility; and

74 The RTA is an agreement between the Mt Newman Participants and the Western
Australian Government which sets out further detail (and in part replaces) and
terms under which the Mt Newman Participants are required to provide third party
haulage services under the Iron Ore (Mt Newman) Agreement.
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7.117

7.118

(d) arrange for the construction of a railway facility by a third
party and operate trains on that facility (BHPBIO 2005a,
para 118).

BHPBIO submits that this demand-side substitutability indicates
that track services and haulage services are provided in the same
market. In effect, this is an argument that track services and
haulage services are not economically distinct.

The Council’s view is that, consistent with the long-term nature of
investment in rail network infrastructure and rolling stock, a long-
term view of substitutability must be taken. When defining a
market, the long-term view ordinarily tends to support the inclusion
of substitutes that require significant investment and lead times.
However, in the present case, the reverse is true. While a potential
entrant might initially consider the options set out at
paragraphs 7.112(a)-7.112(d) when planning their operations, the
entity has little capacity to switch between one option and another
once it has made a decision on haulage operations.

For example, a fall in the price of rail haulage would increase the
attractiveness of option (a) relative to other options. However, it
would not be open to an entity that has already invested heavily in
rolling stock under option (b) to set aside that investment and switch
to option (a) in response to a fall in the price of haulage (unless that
fall is so great that third party haulage becomes cheaper than the
operating costs of the entity’s own trains).

Similarly, an entity that has chosen to build its own track under
option (c) is unlikely to set aside that sunk investment and switch to
running its trains on another facility under option (b), even if the
cost of option (b) drops significantly.

Indeed, the options (a)—(d) that are available to a new entrant in the
heavy haulage rail industry are similar to those available to a new
entrant in any industry — that is, the choice of how many functional
levels to operate in. The fact that a new entrant might choose to
operate at more than one functional level does not mean that those
functional levels are not economically distinct.

Applying the ‘asset specificity’ test, it is clear that the assets
required to provide track services (railway track, sidings, switching
gear, signals, scheduling services, rail maintenance services) are
distinct from those required to provide haulage services (locomotives,
ore cars, fuel facilities, rolling stock maintenance services). Indeed,
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this view i1s supported by the CRA Report provided by BHPBIO
(BHPBIO 2005b, para 238).75

7.119  Accordingly, the Council considers that haulage services are

functionally distinct from both iron ore production and track
services, such that there is a separate market for haulage services.

Geographic dimension of the market for haulage services

7.120 The submissions of prospective iron ore producers suggest that, in

assessing transport options, an iron ore producer will examine the
cheapest way of getting their iron ore to a ship. Accordingly, for iron
ore producers in the Pilbara, haulage services on the Mt Newman
and Pilbara rail’® lines are likely to be considered substitutes,
notwithstanding that each terminates at a different port.

7.121  There is a ‘grey area’ south of the Pilbara which forms the periphery

of the geographic market for haulage services. In the absence of a
railway to the west coast ports (such as Geraldton), any iron ore
operation north of the Meekatharra/Wiluna area might find it
cheaper to truck ore to meet the Mt Newman Facility (or build a spur
to join the Mt Newman Facility) than to truck ore to Geraldton.
Ultimately this decision will be a function of the costs of haulage, the
availability of port capacity, the cost of additional shipping (ships can
reach Asia slightly faster from northern ports than west coast ports)
and the cost of negotiating haulage services.

75

76

In its response to the draft recommendation RTIO criticises the Council’s use of the
asset specificity test as ‘arbitrary and artificial’ because iron ore haulage cannot be
provided without a railway track and associated infrastructure, nor can the track
service be utilised without rolling stock (RTIO 2005m, para 4.17). The Council
acknowledges that the test’s usefulness is limited with respect to infrastructure
assets for which it is difficult to envisage the circumstances in which vertical
separation would be possible. However, there can be no doubt that there is no
possibility of supply side substitution between the assets used to provide track
services and those used to provide haulage services. This supports the Council’s
conclusion that they are in functionally distinct layers of activity.

That is, using either Robe River’s railway to Cape Lambert or Hamersley Iron’s
railway to Dampier.
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7.122

Accordingly, the Council considers that the market for haulage
services is Pilbara-wide. The geographic limits of the market will be
determined by the economics of transporting goods by rail to the
closest (or cheapest) port.

Conclusion on relevant markets

7.123

7.124

The Council considers that the following markets are separate from
the market in which the Mt Newman Service 1s provided:

(a) the global market for iron ore;
(b) the market for iron ore tenements in the Pilbara; and
(c) the market for haulage services in the Pilbara.

The Council considers that these are relevant markets in which to
consider the potential for promotion of competition.
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Table 3 — the Council’s view of the markets relevant to

its analysis under criterion (a)

Iron ore Rail haulage Rail track Iron ore
market services access tenements
market market market
Mineral
tenements
containing
Carriage of iron Access to proven 1ron
. . ore deposits.
: ore from railway line to
Products in . i Tenements
Iron ore nominated operate rail .
the market . must contain
origin to haulage - .
o . sufficient iron
destination services
ore to be
capable of
efficient
exploitation.
Functional Production Providing
. . Transport / : Post
dimension of Sales and S below rail .
. distribution . exploration
the market marketing services
Geographical )
extent of the Global Pilbara Pilbara to Port Pilbara
Hedland
market
Participants
in the market
- supply side | BHP, RIO, BHP,
CRVD & many RIO,FMG &
others junior
explorers
- demand side | Steel makers BHP, RIO
FMG*, junior
explorers®,
others*77

77

*Assuming access is granted.

The Council is aware of some transactions, including the recent acquisition of the

right to a tenement from De Beers by joint venturers Aquila Resources and ACMI
Holdings. The rationale for these transactions and the purchasers’ assumptions
regarding the availability of access are unknown.
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Promotion of competition

Preliminary issue — protected contractual rights

7.125 BHPBIO argues that declaration cannot result in access, and

accordingly cannot lead to a promotion of competition in any market.
This argument is supported by RTIO (BHPBIO 2005a, paras 145—
149; RTIO 2005a, para 1.12).

7.126  The argument can be summarised as follows:

(a)

(b)

(©

(d)

(e)

®

access 1s Inconsistent with one or more ‘protected
contractual rights’ of the Mt Newman Participants (within
the meaning of s44W(1)(c) of the TPA);

the ACCC cannot provide an access determination under
s44V of the TPA that deprives the Mt Newman Participants
of those protected contractual rights;

accordingly, the ACCC would not be able to make an access
determination that would provide access, as this would
deprive the Mt Newman Participants of one or more
protected contractual rights;

in negotiating access terms following declaration, BHPBIO
will be aware that if negotiations fail, the result will be an
access determination by the ACCC under s44V;,

accordingly, BHPBIO will not be willing to negotiate terms
that are more generous than those which would be provided
by the ACCC under s44V — in other words, BHPBIO will
refuse to negotiate terms which provide access; and

therefore, declaration may lead to negotiation and
notification of an access dispute to the ACCC, but it cannot
result in access.

Relevance of s44W(1)(c) to consideration of criterion (a)

7.127 The construction of Part IITA makes clear that the existence of a
protected contractual right becomes relevant once an access dispute
has been notified to the ACCC, and the ACCC is in the process of
making an access determination.
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7.128

7.129

7.130

Ordinarily, the existence of a protected contractual right is not
relevant to the Council’s consideration of criterion (a), because the
TPA establishes that the role of determining whether access can
occur, notwithstanding the existence of any protected contractual
rights, is a matter for the ACCC. In Hamersley Iron Pty Ltd v
National Competition Council and Ors [1999] FCA 867; 164 ALR
203, the Federal Court noted that:

“S44W(1)(c) is a constraint on the Commission in making a
determination. The same or similar constraint is not imposed on the
Council in making a declaration recommendation under s44F(1) or on
the minister in making a declaration with respect to a service under
s44H. Those considerations emphasise that it would not ordinarily be
until the Commission makes a determination that the question of
protected contractual rights could arise.” (per Kenny J at para 80)

The Full Court of the Federal Court has confirmed that the
appropriate point at which the issue of protected contractual rights
should be considered is the point at which the actual terms of access
are decided:

(a) In Foxtel Management Pty Ltd v Seven Cable Television Pty
Limited & Ors [2000] FCA 1159, the Full Court of the
Federal Court considered the issue of protected contractual
rights under s152AR(4)(d) of the TPA, which is in
relevantly identical terms to s44W(1)(c).

(b) The Full Court determined that:

. until one knows the terms, agreed or arbitrated, upon
which a [provider] does in fact grant access to an access
seeker, it is not possible to say whether the grant of access
upon those terms will have the effect of [depriving a party of
its protected contractual rights]

In short, to understand the effects of the grant of statutory
access, one needs to know all the surrounding circumstances
at the time of the grant. Without that knowledge, one can
only speculate. (per Beaumont J at para 146—Council’s
emphasis)

Accordingly, any attempt by the Council to take into account the
effect of s44W(1)(c) of the TPA is at this stage premature and will
constitute speculation, because — in the language of the Full Court
— the Council cannot have knowledge of all the circumstances
surrounding the grant of access at the time access is granted.
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7.132

7.133

7.134

The Council acknowledges that in Hamersley Iron, the Federal Court
left open the possibility that there may be circumstances in which
the issue of protected contractual rights could arise prior to the
matter coming before the ACCC (see para 80, Hamersley Iron).
Accordingly, it may be that in rare cases it is appropriate for the
Council to consider the future effect of s44W(1)(c).

In its draft recommendation, the Council, recognising that there is no
judicial guidance as to when such a rare case will arise considered
that it should take into account the future effect of s44(1)(c) only
where there is a very high likelihood that the protected contractual
right(s) in question would constitute an absolute barrier to the
promotion of competition. In considering what would amount to such
an absolute barrier the Council formulated some key points for
examination.

Having considered the further submissions received in response to
its draft recommendation, the Council is of the view that the alleged
protected contractual rights are not an issue warranting further
consideration by the Council in relation to this matter. Any further
consideration would amount only to speculation. In the words of
Hamersley Iron, protected contractual rights are not a constraint

. “imposed on the Council in making a declaration recommendation
under s44F(1) or on the Minister in making a declaration with respect
of a service under s44H”. The Council is of the view that the alleged
protected contractual rights may be open to interpretation and, as
such, are appropriately considered in due course in connection with
the proposed terms and conditions of access. As a consequence the
alleged protected contractual rights are matters that may be raised
for consideration in accordance with s44W(1)(c).

Accordingly, the Council considers that the rights in question are not
relevant on this occasion to the Council’s consideration of
criterion (a).

Promotion of competition

7.135

The Council now considers whether access would promote
competition in each of the dependent markets identified at
paragraph 7.123. In order to satisfy criterion (a), the Council must be
satisfied that access would promote competition in at least one of
these markets.
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7.136

7.137

7.138

In considering whether the Application satisfies criterion (a), the
Council must determine whether access will enhance the conditions,
opportunities or environment necessary for competition to occur in
the relevant dependent markets.”8

If effective competition already exists in a dependent market, then
access cannot promote competition in that market in any material
way. Accordingly, a threshold question in relation to the promotion of
competition in each market is whether the market in question is
already subject to effective competition:

(a) if effective competition already exists, criterion (a) cannot be
satisfied in respect of that market; and

(b) if effective competition does not already exist, then the
Council must proceed to consider whether access to the
Mt Newman Service will promote competition in order to
determine whether criterion (a) is satisfied.

In doing so, the Council is required to undertake an analysis of the
future with declaration and the future without declaration. This
involves a forward looking analysis involving a comparison of the
competitive conditions and environment likely to arise in the future
with and without declaration.”®

Market power

7.139

7.140

In considering whether access will promote competition, a key issue
1s whether the provider of a service has the ability and incentive to
exercise its market power to adversely affect competition in
dependent markets.

While evidence of the provider’s current or past conduct (such as
monopoly pricing or refusal to supply) may indicate an exercise of
market power to adversely affect competition in a dependent market,
the absence of such evidence does not mean that the requisite
market power is absent. Rather, the Council needs to consider
whether there are constraints on the provider’s ability and incentive
to exercise market power to the detriment of competition in the
dependent market.

78  See Sydney Airport decision at [106]; Duke EGP decision at [75]

79 See Sydney Airport decision at [108]; Virgin Blue decision at [148]
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7.143

7.144

7.145

7.146

FMG argues that the BHPBIO and RTIO (and its subsidiaries)
exercise control of their railways in the Pilbara to block the
development of competition in ‘associated markets’ (FMG 2004a,
para 12.4).

The Western Australian Government indicates that, because access
to rail transport is a significant barrier to entry, existing producers
have a competitive advantage that they could seek to maximise,
giving them the ability and the motive to exercise market power.
Further, any such market power is not effectively constrained by the
access regime set out in the State Agreement and RTA (WA
Government 2005, pp. 6-7).

In Boral Besser Masonry v ACCC (2003) 195 ALR 609, the High
Court defined market power as follows:

The essence of power is absence of constraint. Market power in a
supplier is absence of constraint from the conduct of competitors or
customers.

It is clear from other cases that ‘market power does not require a
complete absence of constraint. Rather, whether a firm possesses
‘market power’ is a matter of degree. For example, in Re Queensland
Cooperative Milling Association [1976] 8 ALR 481 at 515, the Trade
Practices Tribunal described market power as follows:

Where there is significant market power, the firm... is sufficiently free
from market pressures to “administer” its own production and selling
policies at its discretion.

In Queensland Wire Industries Pty Ltd v BHP Limited and Anor
(1988) 167 CLR 177 at 200, Dawson J concluded that:

. market power is the advantage that flows from monopoly or near-
monopoly, and that indicators of market power include the ability to
exclude competition by conduct such as exclusive dealing, predatory
pricing or refusal to deal.

While the Courts have focussed on constraints on market power
exercised by competitors and consumers, the Council considers that
in circumstances where dependent markets might be upstream or
downstream of the market in which a service is provided, market
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power might also arise from the absence of constraint that can be
exercised by suppliers.8°

7.147  The constraints on BHPBIO’s market power are considered below in
relation to each dependent market.

(1) Promotion of competition in the market for iron ore

Is the iron ore market already competitive?

7.148 FMG maintains that the price of iron ore is not determined by
effective competition, because it is determined by negotiations
between major producers (Rio Tinto, BHP Billiton and CVRD
(Brazil)) and major steel manufacturers in Europe and Asia (FMG
2004b, paras 9.9-9.17).

7.149  In meetings with the Council, RTIO argues that:

(a) [confidential information removed];
(b) [confidential information removed]; and
(c) [confidential information removed].

7.150 In the absence of evidence to the contrary, the Council is satisfied
that the long-term agreements are non-binding in nature, and are

80  The TPA provides support for the view that the degree of constraint imposed by the
conduct of suppliers is relevant to assessing market power. Section 46(3)(b) of the
TPA requires that, in determining the degree of market power held by a body
corporate, the Court should consider the extent to which the body corporate’s conduct
is constrained by (amongst other things) ‘the conduct of persons to whom or from
whom the body corporate... supplies or acquires goods or services ...".
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closer in nature to ‘agreements to agree’. This is consistent with the
fact that the price of iron ore under such agreements is re-negotiated
annually.

7.151 BHPBIO’s submissions suggest that there is close cooperation

between buyers — but not producers — of iron ore in negotiating iron
ore prices, and that ‘buyers tend to follow the first announced
settlement, creating an annual global ‘benchmark’ price’ (BHPBIO
2005a, para 128).

7.152 It appears settled that iron ore prices, whilst established by annual

benchmarks, are negotiated between major buyers and producers,
rather than imposed by producers (as would be the case if producers
were able to exercise market power).8!

7.153  Further, the Council has found no convincing evidence that major

producers of iron ore negotiate as a cartel. Rather, the benchmark
price appears to be set by whichever of a series of unilateral
negotiations between individual producers and major buyers (who
may negotiate as a cartel) first results in an agreement.82 The
adoption of that benchmark price appears to be for the benefit of
buyers as much as producers.83

7.154 Iron ore prices have increased significantly in recent years. It is

widely accepted that this is due to very significant increases in
demand — particularly by Chinese steel mills — which were not
anticipated by the iron ore market, and which have caused a
temporary, but significant, shortfall in supply.

81

82

83

Of course, the ‘balance of power’ between buyers and sellers in such negotiations will
vary from time to time. For example, when the demand for iron ore is greater than
the supply, producers will have the upper hand in negotiations and prices will rise.
However, this is not indicative of an exercise of market power. Over the long term,
the balance of power over price-setting is likely to be balanced between producers
and buyers.

This was the common view of iron ore producers and potential producers in meetings
with the Council Secretariat. A brief description of the 2004 round of negotiations is
contained in “Iron Ore: Exports Surging, prices soaring” in the September 2004
edition of Mining & Quarry World (Raw Materials Group 2004).

The alternative to buying iron ore at benchmark prices is to seek one-off contracts on
the ‘spot market’. Prices on the ‘spot market’ appear to be significantly higher than
benchmark prices (see for example BHPBIO 2004e, p. 6; CVRD 2005, p. 24).
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7.155  Thus, the significant increases in price (which presumably have been
accompanied by significant increases in iron ore producers’ profits)
are not reflective of a lack of competition, but of a shortage of supply.

7.156  The Council considers that there may be some incentive for an iron
ore producer which is vertically integrated with a provider of track
services to use its market power to adversely affect competition in
the market for iron ore. In particular, denying access to track
services to a competitor or potential competitor might:

(a) prevent, or at least delay, the entry of a new competitor into
the market for iron ore;

(b) drive up the new competitor’s costs, by forcing the access-
seeker to:

(1) spend significant time and resources seeking access
to a third party track or haulage service; and/or

(11) unnecessarily duplicate the rail facility; and

(c) impose potentially significant costs on the new entrant by
prolonging negotiations over access.84

7.157 However, the Council is not satisfied that a vertically integrated iron
ore producer/track services provider has the ability to exercise its
market power to adversely affect competition in the market for iron
ore. A producer’s ability to affect the price for iron ore is constrained
by the countervailing power of customers (when negotiating
benchmark prices), the conduct of a large number of competitors, the
price available on the ‘spot market’ and the long-term potential for
the capacity of other producers to expand to meet demand.
Accordingly, any attempt to exercise market power is unlikely to
adversely affect competition in the market for iron ore.

7.158 Preventing the entry of a new competitor, or driving up that
competitor’s costs, would affect the new entrant’s profits, but would
not make the market any less competitive, given the large number of
market participants and relatively low levels of market
concentration.

84  TFor example, a one year delay on a project producing 10 mtpa of iron ore worth
$50 per tonne would equate to $500 million in lost revenue.
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Accordingly, the Council is satisfied that the market for iron ore is
already subject to effective competition, such that criterion (a) is not
satisfied in relation to this market.

Would access promote competition in the market for iron ore?

7.160

7.161

7.162

7.163

Given the Council’s finding that the market for iron ore is already
subject to effective competition, it follows that access would not
promote competition in that market. However, the Council proceeded
to consider in any case whether access to the Mt Newman Service
would lower barriers to entry and facilitate the entry of new iron ore
producers into that market.

FMG submits that the current high prices for iron ore are due to high
barriers to entry, in particular the ‘high cost and natural monopoly
characteristics of the infrastructure required to get iron ore to export
terminals’. FMG argues that access will lower these barriers, such
that the major incumbent iron ore producers (CVRD, BHPBIO and
RTIO) will be forced to ‘respond to the entry of FMG as a low-cost
producer of iron ore’ (FMG 2004a, paras 12.3, 12.4 & 17; FMG 2005a,
paras 4.7—4.9).

FMG’s argument that access will facilitate new entry, and so
promote competition, necessarily implies that:

(a) new entry is contingent upon, or significantly facilitated by
access; and

(b) a new entrant would have the capacity and incentive to
promote competition (FMG’s assertion that ‘the incumbent
iron ore producers will have to respond to the entry of FMG
as a low-cost producer of iron ore’ suggests that this
increased competition will manifest itself as price-
discounting by the new entrant).8>

Accordingly, the Council must consider whether a new entrant would
have the capacity and incentive to promote competition in the
manner argued by FMG, and in particular whether the entry into the
iron ore market of FMG or other parties would be likely to promote
competition.

85  There is also the potential for non-price competition. See paragraphs 7.177-7.179 of
this recommendation.
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Potential for new entrant to promote competition

7.164

7.165

7.166

7.167

7.168

7.169

Given the current high level of global demand for iron ore, any
additional production of iron ore will contribute to bringing supply
and demand into equilibrium, and other things being equal, will
therefore lower the price of iron ore.

However, price decreases following new entry are not indicative of an
increase in competition where the new entry merely takes up
demand that the incumbent producers are not able to satisfy.

Accordingly, while the sale of additional quantities of iron ore in the
global market might reduce the price of iron ore, this is not
necessarily indicative of a promotion of competition.

The Council notes that:

(a) while a new entrant might currently have the capacity to
undercut benchmark prices due to the high level of demand
for iron ore, it would have little incentive to do so. In a
‘seller’'s market’, a rational new entrant would have no
incentive to provide significant price discounts; and

(b) looking further into the future, if the demand for iron ore
decreases, then a new entrant is likely to be the least able to
compete for the reduced level of demand. In particular,
large-scale producers such as RTIO, BHPBIO and CVRD are
more likely to be able to reduce their prices due to economies
of scale and scope (for example, both RTIO and BHPBIO
export coal as well as iron ore to steel mills in Asia).

The Western Australian Government agrees that FMG’s entry into
the iron ore market would have little impact on competition in that
market, as FMG would be a ‘price taker’ due to its small proposed
production (WA Government 2005, p. 5).

Accordingly, the Council is not satisfied that a new entrant into the
iron ore market would have either the incentive or the ability to
promote competition in that market.

FMG and the nexus between access and new entry

7.170

FMG’s proposals in the Pilbara are to develop iron ore mines at:

(a) Mindy Mindy; and
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(b) Cloud Break and other locations in the Chichester Ranges.

(a) Entry of Mindy Mindy ore into the iron ore market

7.171

7.172

7.173

FMG indicates that the development of Mindy Mindy depends on
declaration. Absent declaration, the mine’s development will not go

ahead, and ore from Mindy Mindy will not enter the iron ore market
(FMG 2005a, para 3.8).

FMG advises that once the Mindy Mindy project has ramped up to
full production, it will produce 5 mtpa. Whether this ore is sold by
the Mindy Mindy Joint Venture on its own behalf, by FMG on behalf
of the joint venture or in part by FMG and in part by its joint venture
partner, Consolidated Minerals, the Council considers that this
additional tonnage 1is too small to alter the competitive
characteristics of the global market for iron ore. Even if the Mindy
Mindy Joint Venture were to sell its ore into the market at a
significant discount (which would not be rational), the small size of
its output would prevent a significant effect on competition. It would
be more rational for incumbent producers to forgo a small fraction of
their sales (in particular in a period of very high demand) than to try
to compete with Mindy Mindy’s discounted price.

The Council considers that the entry of the Mindy Mindy Joint
Venture into the iron ore market is unlikely to have a material effect
on competition in the iron ore market.

(b) Entry of FMG mines in the Chichester Ranges

7.174

FMG’s proposals to develop its Cloud Break and Christmas Creek
projects in the Chichester Ranges do not rely on the use of the
Mt Newman Service (FMG 2005d, pp. 17, 24, 28, 31 & 32).86 Nor is
there any suggestion in FMG’s submissions that a lack of access to
the Mt Newman Service will delay or prevent the development of the
Cloud Break and Christmas Creek projects.

86 Thig

is not to say that if access seems likely, FMG might not shelve plans to

construct its own railway and seek to rail its entire production — including ore from
its Cloud Break and Christmas Creek mines — over the Mt Newman Facility.
However, it is clear that if these projects are developed to the point of production,
then the ore produced at these projects will be able to be shipped to the world
whether or not the Mt Newman Service is declared.
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Thus, even if the Council is satisfied that new entry would generally
be facilitated by access, this does not appear to be so in the particular
instance of FMG. Accordingly, the impact of FMG’s entry on
competition in the market for iron ore (and in particular FMG’s claim
that the incumbent iron ore producers will have to react to the entry
of FMG as a ‘low cost producer of iron ore’) is not dependent upon
access, and therefore not relevant to the Council’s consideration of
criterion (a).

(¢) Conclusion on the nexus between access and FMG entry

7.176

Having considered the incentives and ability of new entrants to
promote competition in the market for iron ore, and the likely impact
of access on competition in the specific cases of FMG and Mindy
Mindy, the Council is satisfied that access will not promote
competition in the market for iron ore.

Non-price competition

7.177

FMG’s submissions raise the possibility that declaration would
promote non-price competition in the market for iron ore. In
particular, FMG argues that if access occurs:

(a) new entrants could compete to deliver ‘best value in use’®”
iron ore, rather than focus on producing only high quality
ore (FMG 2004b, para 14.4); and

(b) iron ore customers could be able to negotiate transport using
the Mt Newman Service, such that iron ore producers could
sell ore at the mine site (FMG 2004a, para 12.3). In effect,
this 1s an argument that access would create greater
flexibility in terms of contracts for iron ore, insofar as ore
could be bought at the mine or at port (or presumably at
destination).

87  ‘Best value in use’ involves creating an ore blend that includes higher levels of
impurities (or lower iron content) but which can be sold sufficiently cheaply to offset
the disadvantages to the buyer of the lower quality ore. This blending of ores allows
lower quality ores — not saleable in their own right — to be mined and sold to
customers and preserves stocks of high-grade ore.
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7.178 The Council is not satisfied that access would lead to an
improvement in non-price competition in the manner argued by
FMG. In particular:

(a) ‘best value in use’ must logically be dictated by the lowest
quality of ore that any given customer would accept.
BHPBIO provides a number of ore blends to meet the needs
of its customers. BHPBIO indicates that its iron ore
contracts (and those of its affiliates) provide specifications
for iron content, impurities, moisture content and size of ore
particles;

(b) therefore, if a given customer’s ‘best value in use’ involved
lower quality ore at a lower price, the customer could
include different quality specifications in its contract. There
is no evidence to suggest that customers are currently being
forced to purchase premium ore products at high prices due
to a lack of lower quality ore;

(c) there already appears to be considerable flexibility in the
terms of sale and transport of iron ore. For example, while
most of BHPBIO’s ore is sold at port, some is sold at the
mine;88 and

(d) there is no evidence to suggest that iron ore customers are
not able to source iron ore on terms which they find
acceptable.

7.179  Accordingly, while it is not possible to address every conceivable
innovation in iron ore contracting, the Council is not satisfied that
access would promote non price innovation sufficient to cause a
material increase in competition in the market for iron ore.

(2) Promotion of competition in the market for iron ore
tenements

Is the tenements market already competitive?

7.180 BHPBIO submits that, if there is a separate market for iron ore
tenements, then it is already highly competitive, as evidenced by

88  See the ACCC’s description of BHPBIO’s iron ore contracting and transport
arrangements in relation to the POSMAC joint venture (ACCC 2003) and the
Wheelara joint venture (ACCC 2005b).
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7.183

7.184

FMG’s ability to rapidly acquire such tenements (BHPBIO 2005a,
para 135; BHPBIO 2006k, paras 87—88).

The Council is not satisfied that this necessarily demonstrates that
the market for iron ore tenements is highly competitive. To the
contrary, FMG’s rapid acquisition of iron ore tenements might be an
indicator of low prices for such tenements. Low prices might in turn
be an indicator of the exercise of market power on the demand side of
the market — for example, the existence of an oligopsony.8® FMG
considers that it has been able to acquire large tenement holdings at
low costs because such tenements have no potential purchaser other
than the owners of the infrastructure required to transport the iron
ore to export terminals on the coast (FMG 2005h, para 3.70).

Further, in some cases (such as the Mindy Mindy tenements), it
appears that FMG (or its subsidiary) has acquired a tenement that
had previously been explored for iron ore, and then rejected as
unviable. Given the dramatic shift in iron ore prices in recent years,
it is not surprising that previously unviable tenements are now more
attractive.90

RTIO also submits that there is a very competitive environment for
the sale of iron ore tenements with proven deposits in the Pilbara as
1s demonstrated by the recent competition to acquire Hope Downs
(RTIO 2005m, para 4.72). The Council is not satisfied that this
demonstrates that the market for iron ore tenements is highly
competitive given the unique size and scale of development of that
project as well as the fact that ultimately it was purchased by RTIO
which owns established infrastructure capable of transporting iron
ore to port for export.

Accordingly, the Council must examine whether a company in
BHPBIO’s position (that is, a provider of track services that is also a
potential purchaser of iron ore tenements and/ or competitor with
junior explorers to explore and develop iron ore tenements) has

89 ‘Oligopsony’ describes a state of the market in which only a small number of buyers
exists for a product. Similarly, ‘monopsony’ and ‘duopsony’ describe a state of the
market where there is/are one or two buyers respectively.

90  Examples include the emergence or expansion of low-grade iron ore projects in India
and China, the exploitation of relatively small deposits in central Western Australia
by Mt Gibson and Portman Limited, and the re-commencement of mining at
Cockatoo Island by Portman Limited, and at Koolan Island by Aztec Resources.
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incentives and the ability to exercise its market power to adversely
affect competition in the market for iron ore tenements.

7.185 A company in BHPBIO’s position might have several incentives to

exercise its market power in the market for iron ore tenements. In
particular, it may be in the company’s long-term interests to prevent
the development by other parties of iron ore deposits in the vicinity
of a natural monopoly rail facility:

(a) the absence of third parties means that the facility owner
would be assured that any deposits it might wish to exploit
in the future are not mined in the short term by competing
producers;

(b) iron ore tenements in the Pilbara cannot be developed into
an iron ore business without access to rail transport. Indeed,
potential iron ore producers have indicated that they will
not invest the resources necessary to ‘prove up’ iron
resources within their tenements unless and until they have
some prospects of gaining access to rail transport (in most
cases, haulage services);°!

(c) accordingly, by denying access to both haulage services and
track services (which could be used by a third party to offer
haulage services), a facility owner may seek to ensure that
iron ore tenements in the vicinity of the facility are not
‘mined out’, and that the price of these tenements is
maintained at a low level (because they are under developed
and, in the absence of rail transport, unattractive to other
investors);%2 and

91

92

RTIO submits that explorers do prove resources before addressing infrastructure
availability (RTIO 2005m, paras 4.69-4.71). However, from the examples given by
RTIO, this appears to be limited to situations where the ‘explorer’ is an established
iron ore producer such as RTIO or the iron ore tenements (such as FMG’s tenements
at Christmas Creek and Cloud Break) are sufficiently large to justify the
construction of dedicated infrastructure. For all other iron ore tenements, deposits
are only likely to be proven if the explorer has a cooperative relationship with an
existing infrastructure provider, in this case either BHPBIO or RTIO.

RTIO disputes that the price of tenements is kept artificially low as evidenced by the
competition for the acquisition of a stake in the Hope Downs Iron Ore project (RTIO
2005m, para 4.72). As discussed at paragraph 7.183, given the size and scope of
development of that project the Council does not consider that the competition to
acquire it i1s evidence that the iron ore tenements market as a whole is subject to
effective competition.
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(d) at the same time, the facility owner can avoid the cost and
risk associated with developing and retaining mining
tenements itself, including:

(1) direct costs (fees, rental, bonds) and indirect costs
(administrative, legal) of registering and
maintaining a tenement;°3

(11) time limits on the holding of tenements;%4

(111) the requirement that a licensee progressively
surrender a proportion of the licence — this would
require exploration activity to be undertaken (at
cost) to ensure the most prospective land was not
surrendered.

The Council’s next step is to consider whether a company in
BHPBIO’s position has the ability to exercise its market power in the
market in which track services are provided to adversely affect
competition in the market for iron ore tenements.

There are three potential constraints on BHPBIO’s ability to
leverage its natural monopoly power to adversely affect competition
in the relevant dependent markets:

(a) the requirement under the State Agreement and the RTA
that BHPBIO provide haulage services to third parties;

(b) the potential for RTIO to offer track or haulage services; and

(c) the potential for another party to construct a railway from
the Pilbara to a port facility.

Taking into account:

(a) the fact that no iron ore producer or potential producer has
ever succeeded in negotiating a haulage service under the
RTA, nor the State Agreement;%>

93 For a full list of the fees, rental and bond relating to exploration and mining in the
Pilbara, see DOIR 2003b.

94 See previous footnote. Where extensions are available, these may be discretionary
(for example an Exploration Licence).
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(b) the uncertainty as to whether a specific third party has a
right to negotiate haulage under the RTA;

(c) the Western Australian Government’s view that ‘it is
debatable whether the State Agreement access provisions
have been effective’ (WA Government 2005, p. 13); and

(d) the Council’s conclusions that the access regime provided for
by the State Agreement and the RTA is unlikely to
constitute an effective access regime for third party rail
haulage services,%

the Council considers it unlikely that the State Agreement and the
RTA significantly constrain BHPBIO’s ability to exercise market
power.

Similarly, the possibility that RTIO might provide track or haulage
services does not appear to pose a significant constraint on
BHPBIO’s ability to exercise market power. However, no third party
has requested haulage services (RTIO 2005m, para 4.65). In this
respect, the Council notes that the incentives of a natural monopoly
rail infrastructure provider as outlined in the preceding paragraphs
are as applicable to RTIO as they are to BHPBIO.

Finally, the only railways that currently exist in the Pilbara are
controlled by BHPBIO and RTIO. While the proposed FMG
Chichester line (from Cloud Break to Port Hedland) is planned to
begin operation in late 2007, the effective constraint is diluted where
the railway in question is not yet built — not least because of the

95 Through submissions and discussions with stakeholders, including BHPBIO and
RTIO, the Council was only able to identify two instances of attempts to negotiate
access to third party haulage services in the Pilbara (other than between related
entities) — Hope Downs’ and FMG’s attempts to negotiate haulage services on the
Mt Newman line.

96 In its consideration of criterion (e), the Council notes that the State Agreement and
the RTA do not satisfy several of the ‘clause 6 principles’ of the Competition
Principles Agreement. Accordingly, it is unlikely that the State Agreement and the
RTA constitute an effective access regime for third party haulage. See paragraph
10.32 in this recommendation.
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significant construction lead time required to bring the railway into
operation, and the uncertainty as to whether it will even be built.9”

Further, the FMG Chichester line, if built, would only partially
constrain BHPBIO’s ability to exercise market power, because the
railway as currently planned would only be capable of providing
haulage or track services to the northern most parts of the Pilbara.
Many potential entrants to the iron ore market — including Iron Ore
Holdings Limited, Aquila/API Group, Poondano Exploration Pty Ltd
and Ausi Iron Pty NL — will still be reliant on BHPBIO or RTIO’s
infrastructure, or the operation of Part IIIA to get their iron ore to
market.

In its submissions in response to the draft recommendation,
BHPBIO disputed the Council’s conclusion that the State Agreement
and RTA does not practically constrain BHPBIO’s market power
(BHPBIO 2005t, paras 5.5-5.29). BHPBIO further submits, that the
Council applied the wrong test in determining that BHPBIO has the
ability to exercise any market power because it required that the
constraint be ‘significant’ rather than simply greater than that
potentially posed by declaration (BHPBIO 2005t, para 5.5).

BHPBIO submits that the RTA effectively and significantly
constrains BHPBIO’s ability to withhold supply of a rail haulage
service to competing iron ore producers because:

(a) the RTA applies and is enforceable by third party miners;

(b) the RTA has a very low threshold for invoking a quick and
effective dispute resolution mechanism,;

(c) the RTA has provisions to expand capacity and the
requirement that rail haulage service is to be provided in a
manner that does not unduly prejudice or interfere with the
requirements of the Mt Newman Participants 1is
circumscribed; and

97 While FMG’s current intention is to construct the FMG Chichester line, the Council
notes that Hope Downs had similar intentions — and more advanced plans — to
construct a third Pilbara railway immediately prior to the acquisition of a 50 per
cent stake by RTIO. Following RTIO’s acquisition in 2005, Hope Downs’ shelved its
plans to construct a railway indefinitely.
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7.195

7.196

7.197

(d) there 1s no demand for haulage services or track services by
anyone other than potential providers or iron ore (BHPBIO
2005t, para 5.5).

As discussed at para 10.26 of the draft recommendation, the Council
considers that it is not clear whether and in what circumstances a
third party has a right to negotiate access under the RTA. This
uncertainty is illustrated by the fact that BHPBIO and RTIO do not
agree on the circumstances in which a third party has the right to
negotiate access under the RTA.

BHPBIO submits that as a result of the decision of the Western
Australian Court of Appeal in Hancock Prospecting P/L and Ors v
BHP Minerals P/L and Ors,®8 if a third party with sufficiently well
advanced mining plans (so as to make commercial negotiations
sensible) approached BHPBIO, then BHPBIO cannot refuse to
negotiate or provide the service sought (BHPBIO 2005t, paras 5.11—
5.12). In contrast, RTIO submits that the effect of the Court’s
decision is not that a third party’s project must be well advanced
before it has a right to negotiate with BHPBIO but that “anyone who
wishes to negotiate a haulage agreement is likely to have plans for
mining that are well advanced” (RTIO 2005m, para 4.52).

In practice, the effect of the Court’s decision has been that BHPBIO
conducts itself on the basis that it has an obligation to negotiate
access under the RTA if it considers that a third party has
sufficiently well advanced mining plans to make commercial
negotiations sensible. BHPBIO refused FMG’s requests to negotiate
access under the RTA during 2003 and 2004 because it considered
that FMG did not have sufficiently advanced mining plans such that
it had an obligation to do so (BHPBIO 2005t, para 5.19; FMG 2005a,
Annexure 3). BHPBIO’s present position is that it “...would be happy
to discuss terms when your plans for Mindy Mindy are sufficiently
well advanced to make this practicable” (BHPBIO 2005ad).

It appears that in the absence of BHPBIO agreeing to enter into
negotiations with FMG or any other third party under the RTA, the
third party would have to seek a declaration from the Western
Australian Supreme Court that it had a right to negotiate access
under the RTA as the independent expert dispute resolution

%8 [2003] WASCA 259 at [33]-[34].
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mechanism in clause 3 of the RTA does not come into effect until
after an access seeker has commenced negotiations with BHPBIO.

Accordingly, the Council does not agree with RTIO’s submissions
that, as a result of the Hancock decision, the owner of a deposit with
a genuine need to obtain haulage services can do so under the RTA,
that “..on any view resort to Court enforcement will be unnecessary”
and the existence of the potential right for third parties to negotiate
access under the RTA is all that is needed to constrain BHPBIO’s
market power (RTIO 2005m, para 4.52).

As a result, the Council considers that in the absence of a Court
declaration granting a third party an enforceable right to negotiate
access under the RTA, BHPBIO has the power to determine who it
will enter into negotiations with. The uncertainty as to whether a
specific third party may even enter into negotiations for access under
the RTA means that its potential to effectively constrain BHPBIO’s
ability to withhold the supply of rail haulage services is very limited.

Given that no party has ever obtained access under the RTA, the
Council considers that it is inappropriate to describe the dispute
resolution mechanism in the RTA as quick or effective, particularly
in light of the absence of any detailed provisions in the RTA as to the
powers of the independent expert or the procedure to be adopted in
expert determinations. Similarly, the effectiveness of the provisions
in the RTA relating to the expansion of capacity are untested.

RTIO submits that the matters mentioned by the Council in the draft
recommendation as to whether the State Agreement and RTA
constitutes an effective access regime for third party rail haulage
services under criterion (e) are not relevant to the issue of whether
the RTA constrains BHPBIO’s alleged market power (RTIO 2005m,
para 4.52).

While the Council acknowledges that the question of whether the
access regime provided for by the State Agreement and the RTA
constitutes an effective access regime for third party rail haulage
services under criterion (e) is different to whether that access regime
constrains BHPBIO’s ability to exercise its market power for the
purposes of criterion (a), there is an overlap in the facts relevant to

Page 155



Final recommendation

the consideration of each question. For example, who has a right to
negotiate access?99

7.203  For the reasons set out above, the Council does not accept BHPBIO’s
submission that declaration of a rail track service will impose no
greater nor more effective constraint on BHPBIO than the RTA
(BHPBIO 2005t, para 5.5) particularly as it will give any third party
that wants access to the Mt Newman Service a right to negotiate
with BHPBIO.

7.204 In addition, BHPBIO submits that the fact BHPBIO and FMG bid
competitively for the Cazaly Shovelanna deposit demonstrates that it
does not have the ability or the incentive to use its market power to
adversely affect the ability of suppliers of iron ore tenements to
exploit their deposits. Rather BHPBIO, RTIO and FMG have strong
incentives to efficiently exploit iron ore tenements (BHPBIO 2005n,
para 3.28).

7.205 The mere fact that BHPBIO has recently acquired new iron ore
tenements in the Pilbara region does not demonstrate that BHPBIO
does not have the incentives (refer to paragraph 7.185 above) to use
its market power to adversely affect the ability of suppliers of iron
ore tenements to exploit their deposits. Neither does the fact that
FMG was also interested in buying the same iron ore tenements
indicate that BHPBIO does not have the ability to use its market
power in that way.

7.206  Accordingly, for the reasons outlined above, the Council is not
satisfied that any of the factors outlined above provide a practical
constraint on BHPBIO’s ability to exercise market power.

7.207  Given that access to rail infrastructure is an essential component of
producing iron ore in the Pilbara, the exclusive control of rail
infrastructure by RTIO and BHPBIO must necessarily limit the
potential for any iron ore tenement to be developed into an iron ore
mine, or increase the risk that any project will not be able to proceed,
due to lack of access to rail infrastructure.

7.208 The concentrated control of rail infrastructure is likely to act as a
strong disincentive to potential purchasers of iron ore tenements in

99 For a discussion of the issues relevant to the question of whether the RTA and State
Agreement constitute an effective access regime see section 10 of this
recommendation.
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the Pilbara,190 in particular given that no party, other than entities
related to RTIO or BHPBIO, has succeeded in negotiating access to
track or haulage services on those companies’ rail facilities.

The inability of purchasers other than RTIO and BHPBIO to
participate in transactions for iron ore tenements in the Pilbara is
likely to have the effect of keeping the price of those tenements
artificially low relative to prices that might be achieved in a genuine
market to acquire such tenements or where prices reflect an
opportunity for existing owners to market iron ore in their own right
(which also explains FMG’s ability to rapidly acquire tenements),
and discourage the entry of new junior explorers (which are the
‘suppliers’ of iron ore tenements).

For the reasons set out above, the Council is of the view that the
market for iron ore tenements in the Pilbara is not subject to
effective competition at present.

Would access promote competition in the tenements market?

7.211

7.212

7.213

It i1s likely that if the FMG Chichester line is constructed, it will
provide a third option for parties looking to rail iron ore out of the
Pilbara, and accordingly will assist to lower the present barrier to
participation in the market for iron ore tenements. However, as
discussed at paragraph 7.191, the FMG Chichester line could service
only those mining projects located in, or north of, the Chichester
Ranges.

Accordingly, even if the FMG Chichester line is built, there will
remain a large number of iron ore tenements south of the Chichester
Ranges which, absent declaration, will continue to rely on access to
the rail infrastructure of RTIO and BHPBIO. Accordingly there will
continue to be restricted demand for iron ore tenements.

Access to the Mt Newman Service would remove the barrier which
currently limits demand for most iron ore tenements in the Pilbara,
in particular the smaller tenements — that is, a lack of access to rail
transport.

100 QOther than in the rare circumstance that a tenement contains a deposit of sufficient
magnitude to justify the construction of its own railway and port facilities.
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As discussed at paragraph 7.80, the potential purchasers for most
iron ore tenements in the Pilbara are:

(a)

(b)

those entities which already have rail and port
infrastructure in place (being RTIO and BHPBIO); and

those entities which have an enforceable right to — or
reasonable prospects of being able to negotiate — access to
rail and port infrastructure in the Pilbara.

At present, there are no entities in group (b).10! In this respect, the
Council notes that:

()

(b)

the third party haulage regime established by State
Agreements (and in BHPBIO’s case, the RTA) has not
resulted in a single third party haulage agreement (other
than those involving related or integrated third parties); and

there is no evidence of any other arms length agreement for
third party access or third party haulage in the Pilbara’s
history.

Declaration would expand the pool of potential purchasers to include

‘eroup (b)’ participants. Expansion in the number of potential buyers

would:

(a)
(b)

(©

(d)

increase competition for iron ore tenements in the Pilbara;

weaken the downward pressure on tenement prices that
stems from the concentrated control of rail infrastructure;

increase the viability of iron ore tenements being developed
by parties other than entities related to RTIO and BHPBIO;

increase the options for exploiting a developed iron ore
deposit; and

101 RTIO submits that there are entities in group (b), being those third parties which
have an enforceable right to seek access to haulage services under the RTA as a
result of the decision of the Western Australian Court of Appeal in Hancock
Prospecting Pty Ltd v BHP Minerals Pty Ltd [2003] WASCA 259. For example, the
Council notes that as Hope Downs Iron Ore has now entered into a joint venture
with Rio Tinto it is properly grouped in group (a). For a discussion as to the
limitations on the enforceable right to access rail haulage see paragraphs 10.22 and
10.23 of this recommendation.
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(e)

provide greater incentives for junior explorers that wish to
develop iron ore tenements to do so, and accordingly an
increase in the number of potential suppliers of developed
iron ore tenements. As the Western Australian Government
argues:

[T]he establishment of an open access railway arrangement
would create an environment more conducive to exploration
and investment as a significant barrier to entry
(establishment of transport infrastructure) is removed. (WA
Government 2005, p. 5)

BHPBIO made extensive submissions to the Council that declaration

1s unlikely to promote competition in the market for iron ore

tenements for the following reasons:

()

(b)

(©

(d)

there are a number of substantial barriers to entry to
additional buyers entering the market to purchase iron ore
tenements because of obstacles to marketing iron ore and
other minerals such as:

(1) being able to set up mining operations and run them
to efficient scale;

(11)  having access to ore of sufficient quality to permit
blending of the ore into a commercially relevant
product; and

(111) having access to port facilities through which to ship
the ore (BHPBIO 2006k, paras 70-72);

due to the significant scale economies in the production of
iron ore, the only parties who would be likely to develop
tenements with iron ore reserves are established iron ore
producers (BHPBIO 2006k, paras 74-75);

due to the strong rivalry between purchasers (that is,
BHPBIO, RTIO and FMG), adding marginal purchasers will
have little or no effect on the extent of the rivalry or price
given the nature of selling tenements (BHPBIO 2006k,
paras 91-101);

there are few, if any, other economically viable deposits in
the Pilbara, even if the Mt Newman Service is declared
(BHPBIO 2006k, paras 3.5-3.15);
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(e)

)

(®

the most significant factors in the competition for iron ore
tenements is the level of iron ore demand and iron ore prices

(BHPBIO 2005k, para 3.25);

access 1s not necessary for demand side entry into the
market for iron ore tenements as the holder of an iron ore
tenement has the following options to exploit its iron ore
deposits:

(1) develop its own rail infrastructure if size and
quality of the deposit permits;

(11) acquire rail carriage service under the RTA;

(111) enter into a joint venture agreement with an
existing iron ore producer;

(1v) sell its deposit to an existing iron ore producer;
(v) sell ore at the mine gate to an existing producer;
(vi) sell its deposit to a diversified mining house such as

a global steel mill (BHPBIO 2005n, para 3.29); and

further, BHPBIO argues that any promotion of competition
would be trivial because it would only benefit small
tenements that are close to the Mt Newman line (BHPBIO
2006k, paras 102—105).

The Council has considered each of these submissions, and comments

as follows:

()

(b)

the fact that some barriers to entry will remain, and that
actual entry may take some time even if the Mt Newman
Service 1s declared, does not mean that declaration of the
Mt Newman Service will not result in the promotion of
competition in the market where the Council can be
satisfied that declaration will remove a significant barrier to
entry and that the probability of entry will be increased as a
result;102

access to rail infrastructure is a significant barrier to entry
to the iron ore tenements market. At present, the holder of

102 Services Sydney decision at [131].
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an iron ore tenement that is not of a sufficient size and
quality to develop its own rail infrastructure has to enter
into some sort of an arrangement with either BHPBIO or
RTIO in order to exploit the iron ore deposit. The fact that
there are a number of forms that arrangement can take (see
sub-paragraphs (i1) to (iv) above) does not change the fact
that BHPBIO and RTIO are essentially the only buyers in
this market. In some geographic areas, one or the other is
likely to be the only purchaser; and

(c) the declaration of the Mt Newman Service will remove the
lack of access to rail transport barrier which currently
excludes demand for most iron ore tenements in the Pilbara,
especially the smaller tenements. The Council considers
that the likely result of this barrier being removed is that
there will be a greater probability of increased entry and an
enhanced environment for competition in a non-trivial
sense.

More generally, the Council does not believe it is realistic that an
applicant be required to demonstrate solutions to every commercial
or logistical issue it may face in implementing its business model
before criterion (a) can be satisfied. Applications for declaration are
often made at a relatively early stage and the declaration process is
not concerned with vetting the business plans of a particular
applicant.

Accordingly, the Council considers that access will promote
competition in the market for iron ore tenements in the Pilbara.

(3) Promotion of competition in the market for haulage services

Is the haulage services market competitive?

7.221

There are a number of reasons why a party in BHPBIO’s position
would have incentives to exercise its market power in the market in
which track services are provided to adversely affect competition in
the market for haulage services. These reasons include:

(a) as discussed at 7.185, a company in BHPBIO’s position has
an incentive to use its control over rail infrastructure to
prevent the development and mining of iron ore tenements
by third parties;
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7.222

7.223

(b)

(©

(d)

for similar reasons, such a company has incentives to
prevent a competing haulage services provider from
emerging. Clearly, any control over access to rail
infrastructure would be undermined by the emergence of a
competing provider of haulage services;

further, the company would have an incentive to prevent the
emergence of haulage services where this would allow new
competitors to enter the market for iron ore. Furthermore
new entry to the iron ore market may affect BHPBIO’s sales
volumes (and prices, if volumes are sufficiently large).

[confidential information removed]

this view is supported by the Western Australian
Government:

[R]ail transportation is a significant barrier faced by new
producers. Existing producers, therefore, have a competitive
advantage which they naturally wish to maximise. Owners of
rail facilities therefore have both the ability and the incentive
to exercise market power. (WA Government 2005, p. 6)

The Council’s next step is to consider whether a company in
BHPBIO’s position has the ability to exercise its market power to

adversely affect competition in the market for haulage services.

Absent declaration, there are three potential constraints on the

exercise of market power by BHPBIO. These are:

()

(b)

the requirement under the State Agreement and the RTA
that BHPBIO provide haulage services to third parties;

the potential for RTIO to offer track services to allow the
entry of a new haulage services provider; and
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7.224

7.225

7.226

7.227

7.228

7.229

(c) the potential for another party to construct a railway from
the Pilbara to a port facility.

An effective regime for access to third party haulage services would
prevent BHPBIO from exercising its market power to deny haulage
services. However, as discussed in relation to iron ore tenements, it
is unlikely that the State Agreement and/or the RTA significantly
constrain BHPBIO’s ability to exercise market power. These
agreements do not satisfy several of the criteria used to identify
effective access regimes, and on a practical level, have not resulted in
any party gaining access to haulage services (see paragraph 7.188).

More generally, a requirement that BHPBIO provide third party
haulage services does not constrain conduct by BHPBIO which has
the purpose or effect of excluding other potential providers of
haulage services from the market.

The possibility that RTIO might provide track services (and thus
allow the entry of a new haulage services provider) does not appear
to pose a significant constraint on BHPBIO’s ability to exercise
market power.193 The Council notes that the incentives for avoiding
the entry of a new haulage services provider are as applicable to
RTIO as they are to BHPBIO, and that the submissions of RTIO and
BHPBIO are both entirely inconsistent with respect to either party
offering or providing track services in the foreseeable future in the
absence of declaration.

Further, and as discussed in relation to iron ore tenements, the only
proposed new railway line — the FMG Chichester line — could only
service the northern part of the Pilbara. The line’s construction
would not limit the ability of incumbent providers to prevent the
entry of a new haulage provider that would serve the bulk of
potential new iron ore projects in the Pilbara.

Accordingly, the Council is satisfied that a company in BHPBIO’s
position has the ability to exercise its market power to adversely
affect competition in the market for haulage services.

Given the incentives and ability of rail infrastructure owners to
exercise market power to adversely affect competition in the market

103 No third party (other than an affiliated business) has been able to negotiate
satisfactory access arrangements with RTIO (see footnote 95).
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for haulage services, the Council is satisfied that the market is not
subject to effective competition.

7.230 This lack of competition manifests itself as an absence of
transactions for haulage services, other than those which occur
between related parties.

Would access promote competition in the haulage market?

7.231 At present, the market for rail haulage services in the Pilbara is
characterised by ‘potential’ rather than ‘actual’ transactions (aside
from transactions between related parties, such as BHPBIO’s
provision of haulage services to the Mt Newman Participants, the
Goldsworthy Participants and the POSMAC joint venture).

7.232 The Council considers that the lack of arms-length transactions is
likely to reflect the following supply-side factors:

(a) BHPBIO and RTIO’s incentives and ability to withhold
haulage services from other parties (as discussed at
paragraphs 7.221 to 7.228);

(b) the lack of any effective mechanism to oblige BHPBIO
and/or RTIO to provide haulage services;!%4 and

(c) the absence of a third railway, or a third party with access
to a railway, on which a haulage service might be provided
to potential customers of haulage services.

7.233  The evidence suggests that there is demand for haulage services:

(a) both FMG and Hope Downs sought, unsuccessfully, to gain
access to haulage services on the Mt Newman line; and

(b) potential entrants to the iron ore market have indicated to
the Council that access to haulage services is pivotal to their
ability to export iron ore. Some entrants have indicated that
they intend to attempt to negotiate with BHPBIO or RTIO
in the future.

7.234 In deciding that a demand for the service exists, the Council took
account of BHPBIO’s submission that the only possible demand for

104 See the Council’s conclusions on criterion (e) below.
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7.235

7.236

7.237

haulage services is limited to deposits that can be developed as stand
alone products and that it is not aware of any deposit held by junior
explorers close to the Mt Newman line which is of a grade that the
ore will not need blending (BHPBIO 2005n, para 3.40). The Council
1s satisfied that the existence of such a deposit cannot be eliminated
particularly in light of the existence of Mindy Mindy which is just
such a deposit.

There are several ways in which that demand might be met:

(a) RTIO and/or BHPBIO could provide haulage services on
their infrastructure;

(b) a third party could construct its own infrastructure and
provide haulage services; or

(c) a third party could gain access to the Mt Newman Service
and use its own trains to provide haulage services to other
parties.

Accordingly, the Council considers that, in the absence of access
and/or a third railway line, the lack of transactions in the haulage
services market reflects the unconstrained exercise of market power
by BHPBIO (and most likely RTIO), as demonstrated by their ability
to withhold haulage services.

The Council is satisfied that access to the Mt Newman Service will
create or enhance the conditions, opportunities or environment for
competition in the market for haulage services in the Pilbara. In
particular:

(a) there is no proposal currently in place for any party to
construct a third railway that could provide haulage services
to the majority of potential new iron ore producers in the
Pilbara. The only new railway planned is the FMG
Chichester line which alone can only service iron ore
projects situated within the Chichester Ranges or to the
north of the Chichester Ranges;

(b) accordingly, any haulage service to be provided in the
foreseeable future will require the use of the Mt Newman
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7.238

Service, or an analogous service on BHPBIO or RTIO
railways;105

(c) in these circumstances, the inability of a potential haulage
service provider to gain access to the Mt Newman Service
(or an analogous service) is a significant barrier to entry to
the market for haulage services;

(d) declaration of the Mt Newman Service would remove that
barrier, and in doing so, would constrain BHPBIO’s ability
to refuse to provide haulage services, in particular because
declaration would improve the potential for a new haulage
service provider to enter the market;

(e) even 1if a new haulage service provider does not enter the
market, BHPBIO’s ability and incentive to withhold haulage
services will be constrained by the potential entry of a third
haulage provider:

(1) in negotiating with potential new producers of iron
ore, BHPBIO will be aware that one of the
consequences of refusing to supply haulage services
might be that the new entrant buys its own
locomotives and rolling stock (or contracts for a
third party to provide same), and uses the
Mt Newman Service to transport its ore to port; and

(11) thus BHPBIO will be aware that refusing to supply
haulage services may not prevent the new entrant
from entering the iron ore market, and may result
in BHPBIO losing the opportunity to profit from
providing the haulage service.

Both BHPBIO and RTIO made submissions in response to the draft
recommendation challenging the Council’s conclusion that
declaration of the Mt Newman Service would create or enhance the
conditions, opportunities or environment for competition in the
market for haulage services in the Pilbara (BHPBIO 2005n,
paras 3.40-3.57; BHPBIO 20061, para3.1; BHPBIO 2006k,
paras 148-198; RTIO 2005, paras 4.49-4.61).

105 Even a haulage service which operates on the FMG Chichester line will require
access to part of the Mt Newman Service, or part of an analogous service to reach
tenements south of the Chichester Ranges.
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7.240

7.241

In its response to the draft recommendation, CRA, BHPBIO’s
consultants, argue that the terms of transport under the RTA are
highly relevant to the question of whether competition would be

promoted (BHPBIO 2006k, para 149). CRA states that:

(a) it is valid to assume that rail access prices under the RTA
would be no greater than those derived from any arbitration
under Part IITA;

(b) in fact costs (and hence prices) are likely to be lower under

the RTA as compared to track access and that RTA haulage
is likely to be of a higher service standard than could be
provided by an entrant;

(c) it 1s against this benchmark that any promotion of
competition needs to be gauged (BHPBIO 2005k, paras 150—
155).

CRA argues that the Council can only be satisfied that competition
in the rail haulage market would be promoted by declaration if the
degree of competitive constraint on any rail haulage service offered
by BHPBIO to itself or others through the RTA would increase
beyond that which already applies (BHPBIO 2006k, para 155).

The Council considers that there are two difficulties with CRA’s
approach:

(a) first, the approach requires the Council to make
assumptions about the terms and conditions of haulage
under the RTA in comparison to those under any agreement
negotiated by BHPBIO and a third party following
declaration of the Mt Newman Service or the result of a
determination by the ACCC pursuant to s44V of the TPA.
The Council considers that this is exactly the type of enquiry
that the Tribunal has said should not be undertaken in
determining whether criterion (a) is satisfied.1%¢ To the
extent that it should form no part of the Council’s enquiries
as to how the ACCC might determine an arbitration over
access 1t 1s similarly inappropriate to speculate as to the
terms and conditions of haulage BHPBIO may agree to
under the RTA. This is particularly so in circumstances
where no party has ever gained access under the RTA and

106 Virgin Blue decision at [136] & [150]; Sydney Airport decision at [187].
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7.242

(b)

the ACCC has not made an access determination under
Part ITIA of the TPA; and

second, the CRA approach limits the circumstances in which
declaration promotes competition in a dependent market to
circumstances in which there will be more efficient outcomes
in that market. That too is an approach to criterion (a)
which the Tribunal has specifically rejected. Instead, the
Tribunal has identified the critical issue to be whether there
will be an enhancement of the competitive environment and
greater competitive opportunities in the dependent
market.197 This is the basis upon which the Council finds
that declaration of the Mt Newman Service would promote
competition in the market for rail haulage (for the reasons
set out in paragraph 7.237 above).

CRA'’s position is that:

(a)

(b)

(©

(d)

new entry is not credible given the other constraints
involved, such as port access, the strongly sub-additive cost
structure of operating a rail haulage service on the
Mt Newman line and the prospect of facing a rival that

would have every ability and incentive to undercut it
(BHPBIO 2006k, paras 188—-195);108

even 1if entry were possible, that does not mean that it is
likely or effective (BHPBIO 2006k, para 188);

the presence of a highly inefficient operator would not
promote competition in rail haulage as the extent to which it
would constrain the incumbent’s price or quality offerings
would be limited by the degree of the entrant’s inefficiency
or lack of cost competitiveness (BHPBIO 2006k, para 164);

any new entrant providing rail haulage services under
declaration would incur substantial incremental fixed and
ongoing costs that would inevitably put it at a material cost
disadvantage in relation to an established large scale
operator (BHPBIO 2006k, paras 166—186); and

107 Virgin Blue decision at [155].

108 RTIO also submits that there is no practical likelihood of a new provider because the
costs of purchasing trains, shipping them to the Pilbara and establishing an
operation is prohibitively expensive (RTIO 2005m, para 4.60).
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7.243

7.244

7.245

7.246

(e) the new entrant would not be capable of promoting
competition in the rail haulage market (BHPBIO 2006k,
para 186).

The Council does not agree with CRA’s assertion that new entry is
not credible. In fact, FMG has informed the Council of its intention to
provide a rail haulage service on the Mt Newman line if the
Mt Newman Service is declared (FMG 2005g). Even in the absence of
FMG’s entry into the market, the Council is satisfied that there is a
demand for rail haulage services from third parties who are not able
to enter into negotiations with BHPBIO to obtain those services
when they choose.

Regardless of whether FMG does enter the market for rail haulage,
the Council considers that the potential entry of a new haulage
provider will constrain BHPBIO’s ability and incentive to withhold
haulage services as it has done in the past for the reasons set out in
paragraph 7.237(e)7.242(e) above.

The entry of a new haulage service provider may provide an
opportunity for third parties, including those with whom BHPBIO
refuses to negotiate due the absence of ‘well advanced’ plans, to enter
into haulage agreements.

Finally, BHPBIO submits that even if declaration does promote
competition in the rail haulage market, such competition would be
trivial due to the existence of constraints such as ports. The Council
1s satisfied for the reasons set out in paragraph 7.237 above that
declaration of the Mt Newman Service would provide an enhanced
environment for competition and greater opportunities for
competitive behaviour in a non-trivial sense.

Conclusion on criterion (a)

7.2477

7.248

The Council considers that access to the Mt Newman Service will
promote competition in the market for rail haulage services in the
Pilbara and the market for iron ore tenements in the Pilbara.

The Council considers that access to the Mt Newman Service will not
promote competition in the global market for iron ore.
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8 Criterion (c) — National

significance
Section 44G(2)(c) the facility is of national significance, having
regard to:
(i) the size of the facility; or
(it) the importance of the facility to
constitutional trade or commerce; or
(iit) the importance of the facility to the
national economy
Background
8.1 Criterion (c) is a test of materiality, ensuring only those facilities

that play a significant role in the national economy fall within the
scope of Part IITA. While declaration is concerned with access to
services rather than facilities, criterion (c) relates national
significance to the facility providing the service.

8.2 In identifying infrastructure of national significance, the Council has
regard to the following matters listed in s44G(2)(c):

(a) the size of the facility; or

(b) the importance of the facility to constitutional trade or
commerce; or

(c) the importance of the facility to the national economy.
Submissions
8.3 The Western Australian Government and FMG believe that the

Mt Newman line is a facility of national significance due to its size
(both length and capacity), the importance of its role in the iron ore
trade and the economic impacts associated with the product that it
transports.
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8.4

8.5

8.6

8.7

8.8

The Western Australian Government notes that the Pilbara region is
the source of the majority of iron ore produced in Western Australia
and the whole of Australia, and the Pilbara rail systems are an
integral part of the industry. The railways are regarded as some of
the most efficient heavy haulage systems in the world. The
Mt Newman line connects Nelson Point at Port Hedland to Newman
over a distance of 421 kilometres, with branch and spur lines
extending to nearby mining areas. The railway carried 88 mtpa in
2004 and has a current capacity of about 100 mtpa.

The Mt Newman Service, for the purpose of this Application,
comprises approximately 295 kilometres of the length of the
Mt Newman line (from a rail siding at Mindy Mindy to Port
Hedland), plus associated infrastructure. (See paragraph 3.11 of this
recommendation.)

In 2003—04, the value of Western Australian iron ore increased to a
record $5.3 billion. During this period, Western Australia produced
about 202 million tonnes, of which about 96 per cent was exported.
The Pilbara supplies 40 per cent of the world’s seaborne iron ore
trade. The Western Australian Government cited estimates that the
industry will double in size over the next ten years. Export
destinations for 2003—2004 show that over 90 per cent of shipments
from Western Australia were to the key East Asian markets of
Japan, China, South Korea and Taiwan. The industry’s geographic
proximity to Asia, world class port and rail facilities and abundance
of supply provide competitive advantages for Western Australian
producers (WA Government 2005, p. 9).

The iron ore sector is a major contributor to Western Australia’s
economy, employment and regional development. It is the second
largest industry contributor to the state’s economy, behind only the
petroleum sector. Royalties from the industry amounted to about
$293 million in 2003-04. The Western Australian iron ore industry
employed 12,087 people in 2003-04, of which 436 people were
directly employed at the Mt Newman line. The industry generates
significant export revenue, pays substantial taxes to the Australian
Government and is a major driver of regional development in north-
western Australia. About 35-40 per cent of the state’s iron ore
production is transported on the Mt Newman line (WA Government
2005, p. 9).

Neither BHPBIO nor RTIO made submissions on criterion (c). RTIO
stated in the context of criterion (f) that the Pilbara iron ore industry
1s vital to the Australian economy. RTIO stated that export capacity
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of the existing Pilbara producers is likely to rise from 228 mtpa in
2004 to 320 mtpa. Valued at current benchmark prices, these sales
would be worth about A$15 billion (RTIO 2005a, paras 11.1-11.3).

Conclusion on criterion (c)

8.9 The Council is satisfied that the Mt Newman Facility is nationally
significant in relation to its size, its importance to constitutional
trade or commerce, and its importance to the national economy. The
Council considers that the Mt Newman Facility satisfies criterion (c).
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9

9.1

9.2

9.3

Criterion (d) — Health and safety

Section 44G(2)(d) Access to the service can be provided without undue
risk to human health or safety

Criterion (d) requires that the Council be satisfied that access can be
provided without undue risk to health and safety. This involves an
enquiry as to:

(a) the nature of the potential risks associated with access;

(b) whether access can be provided in a manner that removes or
minimises those risks, including the potential for access
terms to stipulate measures providing a similar standard of
safety as currently applies to the facility.

RTIO argues that access cannot be provided without undue risk to
health and safety. It states:

Until arrangements concerning safety issues in respect of the
Applicant’s operations on BHPBIO’s rail track are put in place and
capable of analysis, it is not possible for the Council to be satisfied that
the access sought in the Application can be provided ‘without undue
risk to human health and safety’. (RTIO 2005a, para 9.4).109

The Council does not agree with RTIO’s statement. The language of
criterion (d) suggests that it is concerned with the potential for
access to be provided in a manner that does not impose undue risks
to health and safety. The criterion is not concerned with whether the
proposed use of the Mt Newman Service by a specific third party
would impose risks to health and safety, except insofar as a third
party’s proposals may provide evidence of the ability of an access
agreement or determination to avoid such risks.

109 RTIO made further submissions to this effect in response to the draft

recommendation (RTIO 2005m, paras 6.2 — 6.4)
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Risks associated with access

Risks

9.4

9.5

9.6

9.7

associated with multiple operators

BHPBIO submits that two operators being on the one line
necessarily introduces risks and operational challenges that are not
present on a single-user line. It argues that:

if the controller does not comprehensively understand the operation
and logistics of a fully integrated mine, rail and port production
system, the final product specification will be affected. The net result
of the above is an increase in the likelihood of rail accidents.

and further, that:

there is no evidence as to whom the controller will be, how that will be
determined, and how the controller will effectively, fairly and equally
regulate all traffic on the Mt Newman Line. (BHPBIO 2005c,
para 31(a))

RTIO argues that:

[BJecause of miscommunications, different standards of skill levels or
training, regimes, or different approaches to maintenance, accidents
are far more likely to occur if there is more than one operator. (RT1IO
2005a, paras 9.5-9.7)

BHPBIO’s submissions appear to conflate matters of human health
and safety with issues of product quality and apportionment of rail
capacity. While the integration of a second (or third) operator’s train
onto the Mt Newman Facility might arguably introduce an added
degree of complexity to the control and scheduling operations, it does
not follow that this will result in undue risk to human health or
safety.

As BHPBIO acknowledges, there can only be one controller on any
rail facility (BHPBIO 2005¢, para 31(a)). Although it is not settled
who that controller would be if the Mt Newman Service is declared,
it is probable that BHPBIO would continue to control the operation
of the Mt Newman Facility because:

(a) BHPBIO would continue to be the most significant user of
the Mt Newman Facility;
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9.8

9.9

9.10

(b) BHPBIO’s staff have the requisite experience and skills to
operate the Mt Newman Facility;

(c) FMG (or any other new entrant) is unlikely to have staff
with similar expertise; and

(d) it 1s probable that the control functions (including signalling
and scheduling) constitute an essential part of the
Mt Newman Service, such that provision of the Mt Newman
Service will include the provision of control functions.

Accordingly, access can (and probably would) be provided in a
manner that allows the control functions to be retained by BHPBIO.
There 1s no evidence to suggest that the introduction of a relatively
small number of trains on the Mt Newman Facility would overwhelm
BHPBIO’s control systems. BHPBIO does not appear to have had
significant difficulties in integrating new trains into its control
system in the past, and proposes to introduce additional trains in the
future.!1% From the perspective of the train controller, it may in some
respects be easier to integrate FMG trains than additional BHPBIO
trains, insofar as the FMG trains would not require integration with
BHPBIO’s port and mine operations.

In addition to the control function, access terms can provide for:

(a) minimum skill and training requirements for personnel
involved in the operation and maintenance of a third party’s
trains;

(b) minimum maintenance standards;

(c) minimum safety monitoring systems; and

(d) communication between BHPBIO and the third party’s rail
personnel.

Accordingly, the risks referred to in RTIO’s arguments are capable of
being minimised, if not removed, by access terms. It is unlikely that
any access arrangements would require access to be granted where
the third party lacks the skills, planning and assets necessary to
safely operate and maintain its trains on a multi-user facility.

110 In July 2005, BHPBIO increased the number of trains per day operating on the
Mt Newman line from 12 to 14, and proposes to add a further two trains per day in
the future (BHPBIO 2005k, pp. 11 & 30).
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Risks

9.11

9.12

9.13

9.14

associated with lack of technology

BHPBIO has described in detail the technology that it has developed
and/or acquired to improve the efficiency and safety of its Pilbara rail
operations. This technology includes control and signalling systems,
wheel and rail profiling, hot box and hot wheel detection systems,
monitoring of tracks, ore cars, wheel impact and vehicle stability,
and the Automatic Train Protection System. BHPBIO claims that
this technology ‘minimise[s] the risk of derailments and subsequent
injuries to personnel’ (BHPBIO 2005¢, paras 29-32).

BHPBIO claims to hold intellectual property in much of this
technology, insofar as the technology was either developed or
customised for its Pilbara rail operations. It is BHPBIO’s view that
Part IITA of the TPA cannot provide access to the use of this
technology, such that any party seeking access to the Mt Newman
Service will not have the benefit of the technology. This would result
in an increased likelithood of on-track failures, derailments and

injury (BHPBIO 2004c, paras 2.3 & 4.1)

The Western Australian Government submits that ‘if safe rail
operation is to be maintained by two operators, the intellectual
property must be accessible by the new operator’ (WA Government
2005, p. 11).

FMG questions several of BHPBIO’s claims to intellectual property,
and argues that in any case BHPBIO can provide access to relevant
technology without the need to provide or disclose any intellectual
property in such technology (FMG 2005a, para 8.4).

Can Part IIIA provide access to intellectual property?

9.15

9.16

Section 44B(f) of the TPA specifies that a ‘service’ for the purposes of
Part IITA does not include the use of intellectual property, except to
the extent it is an integral and subsidiary part of the service to which
access 1s sought.

The Mt Newman Service to which FMG seeks access includes the use
of ‘train control systems, signalling systems and communication
systems’ and ‘maintenance and protection systems’ (FMG 2004a,
para 5.1). The use of these systems appears to include the use of
technology that BHPBIO claims cannot be the subject of declaration
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9.17

9.18

9.19

9.20

(because it would involve the use of intellectual property) (BHPBIO
2005¢, paras 29-32).

Contrary to BHPBIO’s arguments, the definition of ‘service’ in s44B
of the TPA makes clear that Part IITA can provide access to the use
of intellectual property in BHPBIO’s rail technology where the use of
the intellectual property constitutes an ‘integral but subsidiary part’
of the Mt Newman Service.

BHPBIO’s submissions suggest that a third party cannot operate its
trains on the Mt Newman Facility efficiently and safely without the
use of BHPBIO’s rail technologies, including the intellectual property
in such technologies. If this is the case, then the use of BHPBIO’s
intellectual property:

(a) 1s an integral part of the Mt Newman Service, as the
Mt Newman Service is incomplete and not reasonably
functional without it;!1! and

(b) 1s a subsidiary part of the Mt Newman Service, the
substantive part of which is the use of railway tracks,
bridges, signalling equipment, interconnection with FMG’s
rail spur and other infrastructure. Use of intellectual
property in systems which monitor or prevent potential
problems arising through the use of the substantive part of
the Mt Newman Service is clearly ‘subsidiary’ in that it
serves to assist the substantive service, and is auxiliary;
subordinate or secondary to that service.!12

Accordingly, if the use of BHPBIO’s intellectual property is essential
to the safe and efficient operation of the Mt Newman Facility (as
BHPBIO’s submissions suggest), then the use of such intellectual
property is likely to constitute part of the Mt Newman Service and is
therefore capable of being declared and the subject of an access
determination by the ACCC.

Alternatively, as FMG argues, it may be the case that the use of
BHPBIO’s rail technologies can be provided to an access seeker
without the need to provide or disclose the intellectual property in

111 The Macquarie Dictionary defines ‘integral’ as ‘constituent or component; necessary
to the completeness of the whole’.

112 The Macquarie Dictionary defines ‘subsidiary’ as ‘serving to assist or supplement;
auxiliary; subordinate or secondary’.
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9.21

such technology, such that the issue of access to the use of
intellectual property does not arise.

Accordingly, the Council is satisfied that where access to the use of
rail technology — including intellectual property — is required to
avoid undue risk to human health or safety, that technology will be
available for use by an access seeker.

Regulation of rail operations

9.22

9.23

The Western Australian Government indicates that:

(a) the Mt Newman Facility is currently exempt from the Rail
Safety Act 1998 (WA) because it is part of a continuous chain
of ownership from mine to port, and is thus able to be
regulated under the Mines Safety and Inspection Act 1994
(WA);

(b) if the Mt Newman Service is subject to third party access,
the Mt Newman Facility’s exemption from the Rail Safety
Act will be reviewed, with the result that the Mt Newman
Facility could come under the jurisdiction of that Act;

(c) the Rail Safety Act would require that BHPBIO be
accredited as a railway owner/operator by the Western
Australian Rail Safety Regulator, and that any access
seeker be accredited as a railway operator. These
accreditations require, amongst other things, that BHPBIO
and any access seeker put in place a documented Rail Safety
Management System; and

(d) in addition to regulation under the Rail Safety Act, both
BHPBIO and access seekers are governed by specific
occupational health and safety legislation.

Should the Mt Newman Service be declared, the Mt Newman
Facility would either be subject to the same safety regime as
currently applies (under the Mines Safety and Inspection Act) or, as
appears likely from the Western Australian Government’s
submissions, a more stringent regime under the Rail Safety Act. In
particular, this new regime would require BHPBIO to obtain
accreditation and put in place measures which it is not currently
required to do.
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9.24

The Rail Safety Act appears to apply to all commercial railways in
Western Australia (other than those specifically excluded — such as
the Mt Newman Facility). Accordingly, an access seeker’s operation
of trains on the Mt Newman Facility is likely to be subject to the
same safety requirements as most other rail operations in Western
Australia. Absent evidence of a crisis in rail safety in Western
Australia, the application of the Rail Safety Act to an access seeker
should ensure that its operations are carried out in a safe manner.
There has not been any suggestion that rail safety regulation in
Western Australia — under either the Mines Safety and Inspection
Act or the Rail Safety Act — is inadequate to prevent undue risk to
human health or safety.

Conclusion on criterion (d)

9.25

In light of:

(a) the ability of access terms to allow for BHPBIO (or a
similarly qualified provider) to provide the control function
in respect of the Mt Newman Facility;

(b) the ability of access terms to set minimum standards for
skills, training, maintenance and communications;

(c) the ability of an access seeker to gain access to essential rail
safety technology — including intellectual property where
necessary — under Part IIIA; and

(d) the application of relevant state rail safety legislation to an
access seeker’s rail operations,

the Council 1s satisfied that access to the Mt Newman Service can be
provided without undue risk to human health or safety.
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10 Criterion (e) - Effective access
regime

Section 44G(2)(e) Access to the service is not already the subject of an
effective access regime

Background

10.1 Infrastructure services covered by an effective access regime cannot
be declared for access under Part IIIA of the TPA.

Effectiveness of state and territory access
regimes

10.2 The term ‘effective access regime’ is not defined in the TPA. Part IITA
provides guidance on what constitutes an effective access regime
implemented by a state or territory government. For state and
territory access regimes, clauses 6(2)—(4) of the Competition
Principles Agreement (the clause 6 principles) set out the criteria for
assessing effectiveness effectiveness (s44G(3)).

10.3 Pursuant to s44G(3) of the TPA, the Council assesses whether a
State or Territory regime is effective at the time it considers an
application for declaration. In its assessment, the Council:

(a) must apply the clause 6 principles;!13 and
(b) must not consider any other matters.14
10.4 In doing so it must treat each individual clause 6 principle as having

the status of a guideline rather than a binding rule.115

113 Pursuant to section 44DA(1) of the TPA, the clause 6 principles have the status of
guidelines, rather than binding rules.

114 Pursuant to section 44DA(2) of the TPA, an effective access regime may contain

additional matters that are not inconsistent with the clause 6 principles.

115 Section 44DA((1) of the TPA.
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Is there a regime for access to the Mt Newman
Service?

10.5

10.6

10.7

10.8

The service to which FMG seeks access is the use of a 295 kilometre
segment of the Mt Newman line from a rail siding to be constructed
near Mindy Mindy to Port Hedland (Mt Newman Service). The
Mt Newman Facility includes bridges, passing loops, train control
systems, sidings, maintenance protection systems and other
associated infrastructure.!’® The Mt Newman Service -consists
exclusively of the use of below rail infrastructure. The Application
does not seek access to above rail infrastructure such as locomotives
or ore cars. Accordingly, in the language adopted by the Council in
its consideration of criterion (a), the Mt Newman Service can be
characterised as a track service as opposed to a haulage service.

At present, the only access regime which governs access to track
services in Western Australia is the Western Australian Rail Access
Regime (the WA Regime) established by the State Government
through the enactment of the Railways (Access) Act 1998 (WA) and
the Railways (Access) Code 2000 (WA) (the Code). This regime has
not been certified pursuant to s44N of the TPA.

The railways to which the WA Regime applies are set out at
Schedule 1 of the Code. The regime does not cover any of the Pilbara
iron ore railways, including the Mt Newman Facility.

Accordingly, there is no access regime (effective or otherwise) that
provides for access to track services in the Pilbara, including the
track services that constitute the Mt Newman Service.

Access regime for haulage services

Background

10.9

BHPBIO acknowledges that the Western Australian regime does not
apply to the Mt Newman Service (BHPBIO 2005¢c, para 34) and that
there is ‘something of a distinction’ between the provision of an iron
ore ‘rail carriage service’ pursuant to the RTA and the provision of

116 The Mt Newman Service is described in detail at paragraph 3.1 of this
recommendation.
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10.10

10.11

the Mt Newman Service (BHPBIO 2005a, Annexure 14, para 16).
Nevertheless, it argues that the service provided under the RTA,
which is ‘a close and effective substitute’ for the Mt Newman Service
for all those who might use that service, meets the clause 6

principles and is an effective access regime for the purposes of
s44G(2)(e) (BHPBIO 2005a, para 157 & Annexure 14).

BHPBIO submits that the distinction between the RTA and the
Mt Newman Service does not disqualify the RTA from being a
potentially effective access regime for that service because:

(a) it 1s artificial and overly restrictive to construe the
requirement in criterion (e) only so as to apply to the exact
‘service’ sought to be declared;

(b) it 1s appropriate that the ‘service’ referred to in criterion (e)
should include effective substitutes to that precise ‘service’;

(c) the Application relates practically to the transport of iron
ore in the Pilbara region; and

(d) there 1s no demand for railway track services or rail haulage
services for the transportation of any bulk commodity
material other than iron ore in the Pilbara region (BHPBIO
2005a, Appendix 14, para 17).

RTIO makes a similar argument. It states that the Mt Newman
State Agreement and the RTA create ‘an effective access regime in a
practical sense’ for FMG and the Mindy Mindy joint venture, because
they provide for the transport of iron ore from Mindy Mindy to Port
Hedland which is the sole purpose of the Application (RTIO 2005a,
para 10.3).

Third party haulage under the Mt Newman State Agreement

10.12

10.13

The Mt Newman State Agreement is a contract between the State of
Western Australia and the participants in the Mt Newman dJoint
Venture. It provides for the establishment of the Mt Newman Joint
Venture’s mining operations in the Pilbara, including railway and
port facilities.

The Mt Newman State Agreement provides that in certain
circumstances, the Mt Newman Joint Venture is obliged to carry
third party freight on its railway (which includes the Mt Newman
Facility). Given that BHPBIO’s parent company, BHP Billiton,
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10.14

controls 85 per cent of the Mt Newman Joint Venture, and given that
BHPBIO has operational control of the Mt Newman Joint Venture’s
mining and railway operations, the third party haulage obligations
under the Mt Newman State Agreement (and the RTA) are in effect
imposed on BHPBIO.

Clause 9(2)(a) of the Mt Newman State Agreement relevantly
provides:

Operation of railway

[BHPBIO shall] operate its railway in a safe and proper manner and
where and to the extent that it can do so without unduly prejudicing or
interfering with its operations... carry the freight of the State and of
third parties on the railway... upon reasonable terms and at
reasonable charges (having regard to the cost of the railway to the
Company)...

Third party haulage under the RTA

10.15

10.16

10.17

The RTA is a subsidiary agreement which sets out in greater detail
the rights and obligations of BHPBIO in relation to the third party
haulage services provided for in clause 9(2)(a) of the State
Agreement.

The application of the RTA is expressly limited to the haulage of iron
ore for third parties — ther types of freight are not governed by the
RTA (clause 3 of the preamble).

The key provisions of the RTA provide for:

(a) the negotiation of ‘detailed contractual arrangements’
between the third party and BHPBIO for the haulage of the
third party’s iron ore, provided those arrangements do not
‘unduly prejudice or interfere with’® BHPBIO’s operations
(clauses 2 and 4);

(b) the appointment of an ‘independent expert’ to resolve in a
binding manner any dispute in relation to the terms and
conditions of the detailed contractual arrangements, or any
dispute arising under the detailed contractual arrangements
(clause 3);

(c) a requirement for BHPBIO to construct, and the third party
to pay for, any necessary expansion to the railway (including
both above and below rail infrastructure) necessary to
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provide for the haulage by BHPBIO of the third party’s iron
ore (clauses 12, 13 and 20);

(d) BHPBIO to retain control, scheduling and maintenance of
trains, and to provide trains to the third party at ‘reasonably
regular intervals’ (clauses 22 and 23); and

(e) haulage prices to be based on the actual overhead, operating
and maintenance costs to BHPBIO of providing the haulage
service (calculated as a proportion of the total overhead,
operating and maintenance cost of the facility) plus a
haulage charge calculated to represent a ‘reasonable return
on investment’ to BHPBIO (clauses 30 to 33).

Criterion (e) and the third party haulage regime

10.18 BHPBIO and RTIO’s arguments raise three questions:

(a) does the existence of an effective access regime for a service
which is a substitute for the Mt Newman Service mean that
the Application fails to meet criterion (e)?

(b) if so, is the third party haulage service provided for by the
State Agreement and the RTA a substitute for the
Mt Newman Service?

(c) if so, is the access regime established by the State
Agreement and the RTA an effective access regime for the
purpose of criterion (e)?

10.19 In the absence of an access regime providing for access to track
services in the Pilbara, the Application will only fail to meet
criterion (e) if the answer to all three questions above is ‘yes’.

10.20 In its submissions in response to the draft recommendation, RTTIO
argues that this approach is not properly formulated or dispositive of
criterion (e). That is, it does not contend that rail haulage is a
substitute service but that it relevantly provides the same services
sought by FMG — being the use of BHPBIO’s infrastructure to
transport ore from Mindy Mindy to port. RTIO does not accept that
there are separate markets for rail haulage and track services
(RTIO 2005m, paras 6.6—6.9).

10.21  RTIO submits that instead the sole question should be 'Whether
FMG is able to effectively access infrastructure which would enable
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10.22

10.23

the transportation of iron ore from Mindy Mindy to port? (RTIO
2005m, para 6.6).

The Council has considered these submissions. It does not accept
RTIO’s contention that rail haulage provides the same service sought
by FMG in the Application. The former involves the use of BHPBIO’s
above rail assets to transport iron ore, which FMG has specifically
said it does not want to access as part of the Application (FMG
2004a, para 5.2). The latter involves the use of BHPBIO’s below rail
assets including the actual Mt Newman line, to which third parties
cannot get access under the RTA.

The Council is satisfied that its approach is properly formulated.
Given that the RTA does not provide the same service as the
Mt Newman Service it is inappropriate to characterise the RTA as a
substitute — that is a thing that takes the place or performs the
function of another. The Council notes that BHPBIO also
characterises the service available under the RTA in this manner
(BHPBIO 2005a, Appendix 14, paras 17—18).

(a) Does the existence of an effective access regime for a service which
is a substitute for the Mt Newman Service mean that the Application fails
to meet criterion (e)?

10.24

10.25

10.26

Section 44G(2)(e) of the TPA expressly requires that ‘access to the
service 1s not already the subject of an effective access regime’. Thus,
criterion (e) requires an examination of whether there exists an
effective access regime for the specific service to which access is
sought.

Given the clear language of the legislation, the Council considers
that the existence of an effective access regime for a service which is
a substitute for the Mt Newman Service is not relevant to the
question of whether the Application satisfies criterion (e).117

Accordingly, the answer to question (a) is ‘no’. As a consequence,
access to the Mt Newman Service is not already the subject of an
effective access regime.

117 This is not to say that only an access regime which provides access to a service using
the Mt Newman Facility is relevant in the present case. For example, if there was
another rail facility that could provide track services between Mindy Mindy and Port
Hedland, the service provided by such a facility would likely be the same service (as
distinct from a substitute) as that provided by the Mt Newman Facility.
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(b) Is the third party haulage service provided for by the Mt Newman
State Agreement and the RTA a substitute for the Mt Newman Service?

10.27

10.28

10.29

10.30

Given the Council’s finding on question (a), it is not strictly
necessary to consider whether the third party haulage service
provided for by the Mt Newman State Agreement and the RTA is a
substitute for the Mt Newman Service.

However, the Council considered this issue under criterion (a), where
it determined that haulage services are functionally distinct from,
and not substitutable for, track services (see paragraphs 7.112-7.118
of this recommendation).

By applying that general conclusion to the specific services in
question, it is clear that the haulage service provided for by the
Mt Newman State Agreement and the RTA is not a substitute for the
Mt Newman Service:

(a) the Mt Newman Service consists of the use of track,
signalling and other below rail infrastructure by an entity
which possesses its own locomotives and ore cars or other
rolling stock. Use of the Mt Newman Service allows the
access-seeker to operate trains for its own operations, as
well as to provide haulage services to other parties. The
Mt Newman Service is not limited in relation to the cargo
which may be carried or other use (such as a passenger
service) to which the trains may be put; and

(b) the third party haulage service provided for by the
Mt Newman State Agreement and the RTA obliges BHPBIO
to carry iron ore for a third party from that party’s mine site
to a port facility. This service does not allow an access
seeker to operate its own trains, or to provide haulage
services to third parties. It is also limited to the carriage of
iron ore, and does not allow for carriage of other cargoes or
alternative uses.

Accordingly, the Council considers that the third party haulage
service provided for by the Mt Newman State Agreement and the
RTA is not substitutable for the Mt Newman Service — the answer
to question (b) is ‘no’.
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(c) Is the access regime established by the State Agreement and the
RTA an effective access regime for the purpose of criterion (e)?

10.31

10.32

Given the Council’s findings on questions (a) and (b), there is no need
to consider whether the Mt Newman State Agreement and the RTA
establish an effective access regime in relation to the third party

haulage service to which these agreements provide access.

The Council notes, however, that the following matters are likely to

preclude these agreements from constituting an effective access

regime:

()

the Mt Newman State Agreement and the RTA might not
satisfy sub-clause 6(4)(b)!18 of the clause 6 principles,

because it 1s not clear whether and in what circumstances a

third party has a right to negotiate access under the
Mt Newman State Agreement and the RTA:

(@)

(i)

it 1s mnot clear whether provisions of the
Mt Newman State Agreement and the RTA which
are for the benefit of third parties are enforceable
by those parties. While it is likely that s11(2) of the
Property Law Act 1969 (WA) has the effect that
third parties can enforce those provisions that are
for their benefit, this i1ssue has not been
conclusively determined by the courts;!1?

the Western Australian Court of Appeal has found
that a third party’s project must be ‘well-advanced’
before it has a right to negotiate with BHPBIO
under the RTA.120 The RTA provides no guidance
on what might constitute a sufficiently ‘well
advanced’ project, such that it is left to BHPBIO’s

118 Sub-clause 6(4)(b) requires that ‘here [an agreement on access] cannot be reached,
governments should establish a right for persons to negotiate access to a service
provided by means of a facility’.

119 BHPBIO refers to the decision of the Western Australian Court of Appeal in Hancock
Prospecting P/L and Ors v BHP Minerals P/L and Ors [2003] WASCA 259. In that
case, however, the Court did not need to determine the effect of s11(2) of the Property
Law Act because BHP Minerals did not put this issue in dispute.

120 Hancock Prospecting P/L and Ors v BHP Minerals P/L and Ors [2003] WASCA 259

at [33]-[34].
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(b)

(©

discretion to determine whether any project is
sufficiently advanced to meet this requirement;

(111) further, as noted at paragraphs 5.12 and 5.17 in
this recommendation, junior explorers are reluctant
to invest resources in developing an iron ore project
unless they are satisfied that once the project is
developed, they will be able to access rail
infrastructure. The Court of Appeal’s finding that
the right to negotiate only arises once a project is
‘well-advanced’ results in a vicious circle — an
access seeker is unlikely to invest in developing a
project unless a right to negotiate access exists;
while BHPBIO has no obligation to negotiate access
until an access seeker invests resources to develop
the project to an advanced stage; and

(1v) the Mt Newman State Agreement and the RTA also
preclude access where this would ‘unduly prejudice
or interfere with’ BHPBIO’s operations. There is no
guidance in either instrument as to what matters
might constitute undue prejudice or interference;

both  BHPBIO and RTIO made submissions that the
Council’s concerns about the circumstances in which a third
party has a right to negotiate access under the RTA are
misconceived (BHPBIO 2005t, para 5.35(a); RTIO 2005m,
para 6.12(a)). The Council is satisfied, for the reasons set
out in paragraphs 7.194 to 7.200 of this recommendation,
that its concerns are well founded;

effective access regulation must be transparent and
independent (NCC 2003, para 3.22). The lack of transparent
and independent regulation of the Mt Newman State
Agreement and the RTA means that these agreements are
unlikely to provide adequate guidance to a third party to
facilitate effective access negotiations:

(1) effective access regulation typically requires some
regulatory intervention to create an environment
conducive to effective negotiations — especially where
third parties may lack sufficient information and
bargaining strength to negotiate reasonable terms
and conditions, and where credible pricing structures
may only emerge through lengthy arbitrations (see
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NCC 2003, para3.17). The Mt Newman State
Agreement and the RTA are not subject to the
oversight of a regulator. Access to third party
haulage, including the right to negotiate access, is
negotiated between the access seeker and BHPBIO,
without transparent or independent regulatory
oversight;

(11) there i1s no process by which third party access
seekers can seek information to effectively negotiate
the terms of access prior to a dispute or safeguards
for the provision of commercially sensitive
negotiations (NCC 2003, para 3.19(b). This together
with a lack of any arrangements for accounting
separation (see clause 6(4)(n)) means that as part of
the negotiations the access seeker is required to
provide commercially sensitive information to a
competitor in both the iron ore market and
potentially the market for haulage services;

(111) while the State of Western Australia is a party to
both agreements, the agreements do not provide for
the state to have any role in regulating access to the
third party haulage service;12!

(d) it is unlikely that the Mt Newman State Agreement and the
RTA would satisfy sub-clause 6(4)(c) of the clause 6
principles as there is no mechanism (other than the court
process) through which a third party can enforce its right to
negotiate under the Mt Newman State Agreement and the
RTA (where such a right exists). The Council notes that:

(1) the arbitration clause at paragraph 24 of the
Mt Newman State Agreement (which purports to
extend to subsequent agreements, such as the RTA)
1s limited to arbitration of ‘any dispute or
disagreement between the parties’. The phrase ‘the
parties’ is used in the Mt Newman State Agreement

121 In any case, the State of Western Australia would be unlikely to have the requisite
level of independence to provide effective access regulation. The Council does not
consider government departments or ministers to be independent for the purposes of
access regulation due to the potential for conflicts of interest (see NCC 2003,
para 3.26).
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10.33

10.34

10.35

10.36

to describe the parties to the agreement (the State
of Western Australia and the Mt Newman
Participants). It does not encompass third party
access seekers. Accordingly, it is unlikely that an
access seeker can use the arbitration clause to
enforce its right (if any) to negotiate; and

(11) clause 3 of the RTA (which provides for disputes to
be handled by an ‘independent expert’) appears only
to apply to access seekers with whom BHPBIO has
agreed to commence negotiations. That is, the
access seeker probably cannot invoke this clause to
enforce its right (if any) to negotiate.

In its submissions in response to the draft recommendation, RTIO
states that the enforcement mechanisms under the RTA and the
State Agreement are perfectly satisfactory for parties to enforce
rights and no less satisfactory than the corresponding procedures
under Part IITA of the TPA (RTIO 2005m, para 6.129B). BHPBIO
submit that any refusal of a right to negotiate would inevitably
invoke a dispute to which clause 3 of the Schedule applies and that a
third party could appoint an expert to resolve the dispute (BHPBIO
2005t, para 5.35(b)).

The Council does not consider that the present uncertainty about
whether a third party access seeker has any means other than resort
to the courts to enforce its right to negotiate is satisfactory. Such
uncertainty may give rise to unnecessary additional disputes
between BHPBIO and the access seeker, which is the type of outcome
that clause 6(4)(c) of the clause 6 principles is designed to avoid.

It is unlikely that the Mt Newman State Agreement and the RTA
satisfy sub-clauses 6(4)(g) and (o) of the clause 6 principles, because:

(a) there is no requirement that the ‘independent expert’
appointed under clause 3 of the RTA has the resources or
powers to properly determine an equitable outcome; and

(b) the independent expert is not vested with the power to
gather financial information relating to the parties.

In its response to the draft recommendation, RTIO argues that there
1s no reason to think that the process will not produce an equitable
outcome or that the independent expert cannot request or will not be
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10.37

10.38

10.39

provided with financial information to enable him to discharge his
duties under the RTA (RTIO 2005m, para 6.12(c)).

Similarly, BHPBIO argues that the fact there are no formal powers
for the independent expert is a technical concern of no practical
significance in the application of the RTA. That is, it is implicit in the
RTA that financial statements and accounting information will be
available to the independent expert to resolve disputes. BHPBIO
notes that clauses 6(4)(g) and (o) of the clause 6 principles require
only that the parties appoint and fund an independent body that has
access to the financial statements or accounting information
pertaining to the service (BHPBIO 2005t, para 5.35(e)).

The Council considers that far from a mere technical matter the
powers, functions and jurisdiction of the independent expert are
important matters to ensure that there is an effective dispute
resolution process in place. As BHPBIO notes in its earlier
submissions to the Council, the Council has previously stated that it
considers that in order to ensure arbitration outcomes are credible
and consistent, some or all of the following mechanisms may be
necessary:

(a) ensuring the arbitrator has sufficient resources and
expertise to fulfil his or her duties;

(b) vesting the arbitrator with sufficient information gathering
powers;
(c) binding the arbitrator to observe previous determinations by

an independents regulator;

(d) allowing the independent expert to seek expert advice from
an independent regulator, thus facilitating information
flows and a consistent approach across arbitrations; and

(e) vesting the arbitrator with the power to determine process,
including confidentiality and timeframes (BHPBIO 2005a,
appendix 14, para 63; NCC 2003, para 3.92).

In its earlier submissions, BHPBIO appeared to accept the relevance
of these factors and submits that the RTA complied with clause
6(4)(g) in part because it considered it likely that the determination
of a dispute by the independent expert under the RTA would be
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10.40

10.41

10.42

subject to the Commercial Arbitration Act 1985 (WA).122 It noted the
detailed framework provided in that Act for the conduct of
arbitrations (BHPBIO 2005a, appendix 14, paras 66—68). The
framework is similar to that contained in the TPA with respect to
arbitrations of access disputes conducted by the ACCC.123

In the absence of such a framework, the Council considers that it will
be extremely difficult for the parties to have confidence in the ability
of the dispute resolution procedure to result in credible outcomes.

Finally, while the RTA addresses some of the matters to be taken
into account by the independent expert in deciding the terms and
conditions of access, it does not address several of the matters set out
at clause 6(4)(i) of the clause 6 principles, including:

(a) the economic value to the owner of additional investment in
the facility;124

(b) the economically efficient operation of the facility;!25> and
(c) the benefit to the public of having competitive markets.126

Clause 6(4)(1) of the clause 6 principles lists the factors that the
dispute resolution body should take into account in deciding on the
terms and conditions of access. As BHPBIO itself acknowledges, the
RTA does not explicitly require the independent expert in resolving a
dispute under the RTA to take into account the clause 6(4)(1) matters
(BHPBIO 2005a, appendix 14, para 96).

122 The Council notes that the Commercial Arbitration Act 1985 (WA) is only likely
apply to certain types of disputes under the RTA and that this simply provides
another source of uncertainty for the parties as to the procedures which cover a
particular dispute.

123 Qee Part I1TA, Division 3, Subdivision D of the TPA.

124

125

126

Clause 6(1)((ii1) of the Competition Principles Agreement.
Clause 6(1)((vi1) of the Competition Principles Agreement.

Clause 6(1)((viii) of the Competition Principles Agreement.
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10.43

10.44

10.45

BHPBIO argues that the Council’s concerns regarding clause 6(4)(i)
of the clause 6 principles are incorrect for the reasons set out below:

(a) investment in and the tax benefit of additional facilities and
equipment in the system are dealt with under clauses 12, 13
and 14 of the RTA;

(b) the allocation of costs under clauses 30, 31 and 32 of the
RTA and the payment of ‘return on investment’ for that part
of the ‘common railway system’ used by the third party
pursuant to clause 33 must be taken into account; and

(c) clause 4(b) of the RTA provides that the Mt Newman
participants cannot claim prejudice on the grounds of
downstream competition with the third party and this must
be taken into account by the independent expert (BHPBIO
2005t, para 5.35(f)).

While, the Council accepts that some provisions of the RTA take into
account factors which would also be relevant in considering whether
proposed terms and conditions of access took into account the
matters specified in clause 6(4)(i), such provisions only apply to
limited aspects of the terms and conditions of access. The Council
considers that this may be insufficient to ensure that the access
regime is ‘effective’.

In its submission in response to the draft recommendation RTIO
posed the question of whether the Mt Newman State Agreement and
the RTA must comply with the Competition Principles Agreement in
order to be an effective access regime for the purposes of criterion (e),
as s44G(3) of the TPA only applies to a regime established by a State
or Territory government and not a regime arising from a commercial
agreement covering private assets (RTIO 2005m, para 6.11).
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10.46

10.47

Part IITA does not provide any express provisions as to how to assess
the effectiveness of Commonwealth and private access regimes. It
may be that the Parliament intended that the Council have a broad
discretion in assessing the effectiveness of such regimes.!?” In
considering the effectiveness of such a regime, the Council has

regard to:
(a) whether the outcomes produced by the regime are efficient;
(b) the legal enforceability of the regime by all interested

persons; and
(c) whether the regime reflects the clause 6 principles.128

Without determining the issue, the Council is satisfied that
regardless of how the Mt Newman State Agreement and the RTA are
characterised, they are unlikely to constitute an effective access
regime having regard to the matters listed in sub-paragraphs (a) to
(c) above.

Conclusion on criterion (e)

10.48

The Council is satisfied that access to the Mt Newman Service is not
the subject of an effective access regime for the reasons set out below:

(a) there is no access regime in place that covers track services
in the Pilbara;

(b) the existence of an effective access regime for a service that
is a substitute for the Mt Newman Service is not relevant to
criterion (e);

(c) in any case, the third party haulage service provided for by
the Mt Newman State Agreement and the RTA is not a
substitute for the Mt Newman Service to which access is
sought; and

127 The National Access Regime A Guide to Part IIIA of the Trade Practices Act 1974
Part B Declaration para 8.13.

128 The National Access Regime A Guide to Part IIIA of the Trade Practices Act 1974
Part B Declaration para 8.14.

Page 194



FMG application for declaration of the Mt Newman Service

10.49

(d) it 1s unlikely that the access regime set out in the
Mt Newman State Agreement and the RTA would satisfy
the clause 6 principles. It is therefore unlikely that the
Mt Newman State Agreement and the RTA provide an
effective access regime in relation to any service.

The Council notes that the ‘effectiveness’ of the Mt Newman State
Agreement and the RTA is relevant to the Council’s consideration of
criterion (a) insofar as an effective access regime for haulage services
may constrain the ability of BHPBIO to exercise market power in the
markets for haulage services and iron ore tenements. The Council
considers this issue at paragraphs 7.188 and 7.224 of this
recommendation.
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11

11.1

11.2

11.3

Criterion (f) — The public
interest

Section 44G(2)(f) Access (or increased access) to the service would not
be contrary to the public interest.

Criterion (f) requires that access (or increased access) to the service
would not be contrary to the public interest. The Council must be
satisfied on the balance of probabilities!?® that the overall costs of
declaration do not outweigh the benefits of declaration and the
consideration of other public interest issues which do not fall within
criteria (a) to (e).130

An assessment of criterion (f) does not reopen the matters considered
under the other declaration criteria. Rather it accepts the results
from those other criteria. However, criterion (f) is an independent
and self-contained criterion of which the Council must be satisfied. It
requires consideration of whether there are circumstances other than
those raised for consideration by s44H(a) to (e) that demonstrate that
declaration of the Mt Newman Service would be contrary to the
public interest.

The term ‘public interest’ is not defined in the TPA, and relevant
considerations can vary from one application to another. While no
list of public interest considerations can be exhaustive, the matters
which might be considered include those set out at clause 1(3) of the
Competition Principles Agreement:

(a) ecologically sustainable development;

129 CRA argues that for the Council to be satisfied that declaration of the Mt Newman
Service would not be contrary to the public interest it had to be satisfied that any
benefits of declaration must substantially outweigh the associated costs taking into
account the inevitably considerable uncertainties and costs associated with
declaration (BHPBIO 2006k, para 210). CRA argues that such an approach is
implicit in the reasoning of the Tribunal in the Duke EGP decision (BHPBIO
2006k, paras 210 & 237). The Council rejects this suggestion. There is no basis in
the wording of s44H(f) or any other provision of Part IITA of the TPA or any
decision of the Tribunal to suggest that the Council is required to be satisfied that
declaration of the Mt Newman Service would not be contrary to the public interest

on

any basis other than the balance of probabilities.

130 Services Sydney decision at [192].
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(b)

(©

(d)

(e)

®
(g

social welfare and equity considerations, including
community service obligations;

government legislation and policies relating to matters such
as occupational health and safety, industrial relations and
access and equity;

economic and regional development, including employment
and investment growth;

the interests of consumers generally or of a class of
consumers;

the competitiveness of Australian businesses; and

the efficient allocation of resources.

Public interest considerations raised in
submissions

11.4

The submissions raise a number of public interest considerations

under criterion (f). The arguments broadly consider the effects of

declaration on:

(a)
(b)
(©

the iron ore industry and iron ore exports;
Investment; and

the environment.

Effects on the iron ore industry and iron ore exports

11.5

11.6

The Pilbara iron ore industry is rapidly expanding due to strong
growth in global iron ore demand — especially from China — and

new mine and infrastructure developments have recently been

proposed. There was debate in submissions as to whether the shared

use of the Mt Newman line (via a Part IIIA declaration) or the

construction of multiple single-user railways would enable the

industry to respond more effectively to rising global demand.

As a preliminary point, BHPBIO estimates that production forecasts
for Mindy Mindy — the focus of FMG’s Application — would
represent less than 1 per cent of global iron ore production. BHPBIO
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11.7

11.8

11.9

11.10

considers there is evidence that the mine may not be developed for
several years and may not, in any case, be commercially viable
(BHPBIO 2005a, paras 16-20). Against these contexts, it considers
that any benefits that declaration might bring in the markets for

iron ore, other minerals and other inputs would be trivial at best
(BHPBIO 2005a, paras 171-178; BHPBIO 2005b, para 445).

The Western Australian Government agrees that the entry of
smaller producers in the Pilbara may have only a limited effect on
the global iron ore market. It considers, however, that new entry
would enhance the development of the Pilbara iron ore industry,
increase the production of iron ore for export and facilitate
investment in the production and sale of iron ore. The Western
Australian Government considers that this would bring economic
benefits that include ‘exports, royalties, regional development and
jobs’ (WA Government 2005, p.5). The Western Australian
Government considers that the lack of effective access arrangements
for rail services poses a barrier to these developments.

The Western Australian Government considers that shared use of
the Mt Newman line would reduce freight and capital infrastructure
costs and improve transport access to ‘stranded’ iron ore deposits.
This would create an environment more conducive to exploration and
investment and encourage industry and export growth to meet rising
demand (WA Government 2005, pp.5, 6 & 14). The Western
Australian Government stated:

...(R)ail access will help the Pilbara iron ore industry maintain its
competitive edge internationally and strengthen its share of the global
market by increasing the volume of iron ore available for the export
market, minimising capital infrastructure costs and facilitating
investment in the production and sale of iron ore. (WA Government
2005, p. 5)

Consistent with the Western Australian Government’s view, FMG
argues that declaration would facilitate the provision of haulage
services that would enable the development of smaller mines that
lack sufficient volume of product to justify the construction of stand-
alone rail infrastructure to transport their product to export facilities
(FMG 2004b, para 8.2).

FMG argues that the inability of any party to negotiate access to rail
services in the Pilbara has stranded independent tenements,
rendering them effectively worthless (FMG May 2005a, paras 4.4 &

4.20). BHPBIO considers that the proposed FMG Chichester line
would provide a better option for stranded resources as in the short
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term at least, the FMG Chichester line would have spare capacity
(BHPBIO 2005a, paras 14 & 208).

11.11  Junior explorers with leases in the vicinity of the Mt Newman line
informed the Council that access to the Mt Newman Service would
have a material bearing on their capacity to explore tenements with
a view to mining development. The explorers consider that new iron
ore discoveries in the vicinity of the Mt Newman line are unlikely to
be sufficiently large to support the construction of stand alone
railways to a seaport, and that access to haulage services, and
competition on haulage prices, would improve the viability of new
projects. Nor is the FMG Chichester line likely to offer a viable
alternative as it would be separated from the tenements by the
Fortescue Marsh floodplains, making the construction of spur lines
(and the relevant environmental approvals) problematic.131

11.12 The Western Australian Government considers that access is also a
more sustainable response to rising demand than the construction of
multiple railways. In particular, it argues that the double tracking
and shared use of the Mt Newman railway would add substantially
more capacity than the construction of multiple stand alone railways,
due to the ability to simultaneously run trains in opposite directions
on a double track (WA Government 2005, p.3). The Western
Australian Government considers that the expansion and shared use
of the Mt Newman line would provide sufficient capacity to
accommodate foreseeable demand for iron ore, but that the
construction of multiple railways would likely see the rail system
constraining iron ore exports by around 2015 (WA Government 2005,
p. 14).

11.13 BHPBIO argues that vertically integrated supply chains are able to
respond more effectively to global demand than supply chains that
rely on multi-user infrastructure, due to the avoidance of
diseconomies of scope associated with shared use. It cited the Export
and Infrastructure Task Force’s view that:

Where Australia’s logistics chains are vertically integrated and are
subject to much less economic regulation, the response to increased
global demand has been timely, effective and efficient. In contrast, in
those parts of the economy where economic regulation sits between
investors in export related infrastructure and users, lengthy delays
have been widespread, as infrastructure owners, users and regulators

131 See, for example, PER 2005 at p. 62.
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11.14

11.15

11.16

11.17

focus more on shifting slices of the pie than on ensuring that the pie
expands to meet competing demands. (EITF 2005, p. 2)

BHPBIO states that it is currently expanding capacity ‘to meet the
unexpected demands from burgeoning global iron ore demand’
(BHPBIO 2005d). RTIO considers that the incumbent Pilbara
producers have responded efficiently to the rapid increase in China’s
demand for iron ore, and notes a 26 per cent increase in exports
between 2002 and 2004 (RTIO 2005a, para 11.2). It argues that
declaration could jeopardise that performance by interfering with
BHPBIO’s integrated production and supply chain. In support of this
claim, RTIO cites a 2005 statement by the Reserve Bank of
Australia, which in part attributes the strong performance of the
iron ore industry relative to the coal industry to the high levels of
concentration and vertically integrated supply chains in iron ore
(RTIO 2005a, para 11.6).

FMG disputes the claim that the incumbent producers have
responded adequately to rising demand for iron ore. FMG notes that
Australia’s market share of Chinese imports has declined since the
early 1990s:

Despite the geographic advantage that the Australian producers enjoy
supplying to China, the Australian producers have nevertheless
suffered a decline in their market share. Australia has not been able to
increase its levels of production to meet the Chinese demand.
Australia’s market share has declined from over 60 per cent in the
early 1990s to below 40 per cent currently. This situation has come
about because of this Australian duopoly which controls the
infrastructure required to exploit the iron resources that exist in the
Pilbara. Both companies have apparently managed capacity
expansion in a manner that ensures that it is always and only at the

minimum capacity required to service their immediate requirements.
(FMG 2004b, para 10.5)

The Western Australian Government also raises some doubts as to
the effectiveness of the incumbent producers in responding to the
recent surge in demand for iron ore. The Western Australian
Government considers that BHPBIO has expanded capacity in recent
years only in response to growth forecasts which proved to be
conservative (WA Government 2005, p. 2).

RTIO argues that the decline in Australia’s share of Chinese imports
1s partly attributable to the fact that the rate of demand growth was
unexpected by all producers and forecasting agencies. RTIO also
notes that China tends to prefer higher quality Brazilian ores to the
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pisolite ores common to the Pilbara. RTIO argues that recent
capacity expansions in the Pilbara have placed Australia in a
position to win back lost market share, and cites ABARE forecasts
that Australia could return to supplying about 50 per cent of the
Chinese market by 2010 (RTIO 2005a, para 11.27).

Effects on investment

11.18 Both BHPBIO and RTIO argue that declaration of the Mt Newman
Service would have a very negative impact on investment in
infrastructure in the Mt Newman line and more generally in
infrastructure in the Australian economy as it will result in:

(a) sub-optimal decision-making about future investments for
capacity expansion;

(b) delays to investment as a result of regulatory intervention
imposing costs on BHPBIO and the Australian economy;

(c) the imposition of costs on BHPBIO as a result of responding
to the regulatory regime; and

(d) a disincentive to investing in infrastructure in Australia.

The impact of declaration on investment decision making

11.19 BHPBIO made submissions that declaration would result in sub-
optimal decisions being made regarding capacity expansion due to:

(a) an inability to continue to plan infrastructure investment
solely in a manner which maximises BHPBIO’s operations
across mines, rail and port capacity;

(b) an increase in the risk profile of any investment due to the
uncertainty as to whether BHPBIO will receive proper
compensation from third party users for the use of the new
Iinfrastructure; and

(c) the selection of sub-optimal capacity expansion options in
order to minimise the risk of not receiving appropriate
compensation or the possible appropriation of latent
capacity by third parties.
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The costs of delays to investment as a result of regulatory intervention

11.20

11.21

11.22

11.23

Both BHPBIO and RTIOs’ submissions to the Council proceeded on
the basis that declaration would result in delays in investment
decision making due to the need to undertake negotiations with third
parties or, failing the successful conclusion of such negotiations, the
resolution of any disputes between BHPBIO and third parties by the
regulator (BHPBIO 2006g, paras 5-9; RTIO 2005m, paras 5.6-5.13).
BHPBIO and RTIO consider such disputes are inevitable (BHPBIO
2006g, para 9) and refer to the similar disputes which have arisen
between infrastructure owners and operators at the Dalrymple Bay
Coal Terminal and Port Waratah Coal Terminal. By way of contrast
BHPBIO refer to the recent expansion of the Hay Point Coal
Terminal, which is not subject to any form of regulatory intervention
(BHPBIO 2006g, para 8).

BHPBIO provided the Council with the results of modelling it carried
out to estimate the cost of a one year delay of a recently announced
expansion (RGP3) that is designed to add 20 mtpa to BHPBIO’s
production capacity. BHPBIO conclude in the modelling that the
delay is caused by the introduction of another operator and a
regulator. BHPBIO estimates that the opportunity cost to BHPBIO
of delaying that expansion by a year is $290 million. Further, the
cost of delaying another expansion project of the same magnitude by
two years would be $554 million (BHPBIO 2006g, paras 10-20).

CRA used the Monash Multi-Regional Forecasting (MMRF) model to
examine the economy wide impact of a delay of one year of a
$1 billion investment in the Australian iron ore industry. The MMRF
model estimated such a loss to be $400 million.

Both BHPBIO and RTIO made submissions that Australia’s economy
would be damaged by declaration of the Mt Newman Service (RTIO
2005m, paras 5.6-5.13; BHPBIO 2006k, paras 214, 216, 228-235 &
262-296; BHPBIO 2005n, para 4.10). The main cause of this alleged
damage is the inevitable delay in investment in new infrastructure,
which both BHPBIO and RTIO consider will result from declaration.

The costs of participation in the regulatory process

11.24

BHPBIO argues that declaration would impose obligations that are
more intrusive than those set out in the State Agreements upon
which it based its decision to invest in the Pilbara. It considers that
this would impose significant costs and diseconomies, including (1)
direct costs and inefficiencies associated with accommodating third
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parties, (2) delays and impediments to rail optimisation, (3)
distortions to investment decisions and (4) the costs of responding to
the regulatory regime. It considers that these costs would reduce the
international competitiveness of infrastructure operators and
prejudice an efficient Australian export industry.

Declaration as a disincentive on investment in infrastructure in Australia

11.25

11.26

11.27

BHPBIO argues that these costs and diseconomies would have wider
flow-on implications for Australian investment by signalling that the
‘rules’ of investment can change over the life of a project. This could
distort future decisions on infrastructure investment (BHPBIO
2005a, para 187). BHPBIO argues that declaration would also
impose disincentives to invest in rail infrastructure generally
because it would signal that a ‘first mover’ could unwittingly become
subject to access regulation (BHPBIO 2005a, para 191). This would
encourage gaming and delay efficient investment. In support of its
argument, BHPBIO cites the view of the Export and Infrastructure
Task Force that regulatory delay and uncertainty has hindered
investment in some infrastructure used by Australia’s export
industries (BHPBIO 2005a, para 202).

RTIO similarly argues that the costs and inefficiencies it considers
would stem from declaration would have a chilling effect on
Investment more generally.

If an investor in new or expanded facilities is likely to have to share
that investment with a third party, thereby inhibiting flexibility,
optimisation opportunities and capacity utilisation, it is axiomatic
that the investor will be less likely to make the investment than if this
impediment did not exist. (RTIO 2005a, para 11.13)

In supports of its views, RTIO cites comments in the 1993 Hilmer
Report, and reviews by the Productivity Commission into rail reform
(1999), Part IITA (2001) and the National Gas Code (2003), which
acknowledge that access regulation may deter investment in
essential infrastructure if it gives rise to expectations of inadequate
returns.

Effects on the environment

11.28

The Western Australian Government considers that declaration of
the Mt Newman Service (and the sharing of rail facilities) would
encourage maximum use of existing infrastructure, rather than
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inefficient use of scarce resources through expensive duplication of
facilities (WA Government 2005, p. 14). Aside from the economic
benefits of efficient resource use, the Western Australian
Government considers that declaration would also avoid social and
environmental costs associated with the construction of additional
railways. The Western Australian Government said:

For example, construction of an additional railway would require a
new construction corridor approximately 500m wide and a final rail
lease 80 to 100m wide, over a distance of around 430 km. Further, if a
railway is constructed under these circumstances, independent advice
to the State Government indicates that it would probably have a
limited life. Emerging producers, such as Hope Downs and FMG are
estimated to hold about 10% of the total Pilbara reserves. Such
reserves suggest that a new railway would have a useful life of about
20 years. This would leave a legacy of earth cuttings, embankments,
bridges and drainage structures when operations have ceased. (WA
Government 2005, p. 3)

11.29 BHPBIO concedes that the construction of new railway lines would
impose environmental costs (BHPBIO 2005a, para 212), but argues
that the FMG Chichester line will be constructed with or without
declaration. The Council notes that FMG has no current proposal to
construct a spur line from the proposed FMG Chichester line to
Mindy Mindy (see paragraph 6.43 of this recommendation).
Declaration might therefore avoid the environmental costs of
duplicating the Mt Newman line from its junction with the proposed
FMG Chichester line to Mindy Mindy.

11.30 Western Australia’s Environmental Protection Authority (EPA)
considers it would be preferable for all rail users to share existing
railway infrastructure to minimise the cumulative impact of rail
infrastructure and transport on the environment. The EPA describes

the construction of multiple parallel railways as a ‘worst case
scenario’ (EPA 2005, p. 41).

Discussion

11.31 In evaluating whether access would not be contrary to the public
interest under criterion (f), the Council is required to take into
account its decisions on the existence of various costs and benefits in
its evaluation of criteria (a) to (e). In this Application, that includes
the Council’s conclusion that declaration of the Mt Newman Service
would avoid the inefficient duplication of rail infrastructure and
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would promote competition in the markets for iron ore tenements
and rail haulage. Both of these benefits are in the public interest.

Effects on the iron ore industry and iron ore exports

11.32

11.33

11.34

11.35

11.36

There are a range of views in the submissions as to the likely effect
of declaration on the Pilbara iron ore industry. BHPBIO argues that
Mindy Mindy is too small (and uncertain) a project to have a
material bearing on the iron ore market. The Council notes, however,
that should declaration occur, it would ‘open the door’ to any party
that wished to negotiate access to the Mt Newman Service. The
implications of declaration would therefore extend more widely than
Mindy Mindy.

The Council concluded under criterion (a) that declaration would
improve the opportunities and environment for competition in the
Pilbara rail haulage and tenements markets. A benefit of the
promotion of competition is greater economic efficiency. For example,
competition in rail haulage is likely to result in the availability of a
service that third parties have previously been unable to acquire,
and the provision of that service at a reasonable price. The Western
Australian Government, FMG and the junior explorers consider that
the availability of this service would encourage new entry in the
Pilbara iron ore industry.

Similarly, enhanced competition in the tenements market is likely to
encourage exploration activity and investment in new mines and
related infrastructure. A number of the junior explorers indicated to
the Council that clarity on rail access is essential for them to further
develop deposits.

Public submissions raise contrasting views as to whether the
construction of multiple single-user railways, or the shared use of
existing railways would optimise the Pilbara iron ore industry’s
capacity to respond to rising global demand. The Western Australian
Government considers that the expansion and shared use of existing
facilities would promote new entry and improve efficiencies in
production, marketing and delivery, thereby enhancing the
industry’s capacity to increase exports in response to rising demand.

BHPBIO and RTIO argue that vertically integrated supply chains
respond more effectively to global demand than small disaggregated
units, and cite statements by the Export and Infrastructure Task
Force and the Reserve Bank of Australia in support of this view. The
Council nonetheless observes the Western Australian Government’s
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11.37

comments that BHPBIO has expanded capacity in recent years only
in response to growth forecasts which proved to be conservative. The
Council also notes the relative decline in Australia’s market share of
China’s iron ore imports.

Noting the range of views on this matter, the Council is not
persuaded that access to the Mt Newman Service would adversely
affect the development of the iron ore industry or iron ore exports.
The Council notes the developmental benefits claimed by the
Western Australian Government, and observes that the coordination
issues raised by BHPBIO and RTIO may be overstated. In particular,
should the Mt Newman Service be declared, the mine, rail and port
facilities would remain vertically integrated, and BHPBIO would
continue to be the dominant user of the Mt Newman Facility. It is
misleading to compare this with a Dalrymple Bay Coal Terminal or
Hunter Valley rail scenario, in which multiple parties use a series of
vertically disaggregated facilities, each under different management.

Effects on investment

11.38

11.39

The Council took account of diseconomies of scope in its analysis of
criterion (b). The Council notes the views of BHPBIO and RTIO that
declaration of the Mt Newman Service would generate negative
expectations that would discourage infrastructure investment
generally. The Council considered the underlying arguments in
criterion (b) and concluded that while declaration in this instance
would pose challenges, there are several factors that would mitigate
the likelihood of significant costs (see paragraphs 6.293—6.299 of this
recommendation). The Council was satisfied, on balance, that the
proposed diseconomies of scope would not outweigh the capital and
operating cost savings that would flow from declaration.

Nonetheless, the Council acknowledges that declaration might create
an additional layer of risk for BHPBIO in making future investment
decisions. The Council notes comments by the Productivity
Commission that access regulation may deter investment in essential
infrastructure if it gives rise to expectations of inadequate returns.
The Council also notes the comment by the Hilmer Independent
Committee of Inquiry that, if access is to be declared, the impact on
investment incentives should be addressed

...through the declaration of appropriate pricing principles and other
terms and conditions. (Hilmer 1993, p. 251)
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11.40

11.41

11.42

11.43

11.44

11.45

In this sense, the Council considers that while declaration might, in
itself, create added investment risk (or perceptions of added risk),
this matter can generally be addressed through the application of
access terms and conditions that reflect the dynamics of investment.
The Council considers that any deterrent of declaration on efficient
investment would be mitigated by negotiated or arbitrated outcomes
that account for the costs of access (including diseconomies of shared
use) and that provide certainty to the parties on the allocation of
costs of future capacity and technology investment. The Council
noted under criterion (b) that Part IIIA obliges the arbitrator to
address these issues.

The Council acknowledges that while this can ameliorate the risk
faced by infrastructure owners it cannot eliminate the increased risk
because of the risk of regulatory error and the increased cost of
operating in a regulated environment. However, Part IITA of the TPA
contains a series of safeguards that operate to minimise such risks.

Finally, the Council notes that BHPBIO, as the owner of the
Mt Newman line, has the final decision as to whether or not it
proceeds with a proposed capacity expansion. In doing so it will take
into account the current level of risk it faces on receiving a return on
its investment, which would take into account whether any third
party had been granted access to the Mt Newman line and if so what
that party’s attitude is to contributing to the capacity expansion.

However, the ultimate decision as to whether BHPBIO proceeds with
a particular capacity expansion rests with BHPBIO, not the
regulator and not any third party access holder. Given the
substantial amount of revenue at stake for BHPBIO, according to
BHPBIO’s own estimates, it is difficult to envisage a company acting
rationally deciding to delay or not proceed with a specific investment
due to a perceived increase in risk due to the declaration of the
Mt Newman line unless it is convinced that the cost of that risk is
significant in comparison to the potential for lost revenue. Neither
BHPBIO nor RTIO has suggested that such a scenario is likely.

Instead, they have asked the Council to assume that the mere fact of
declaration or third party use of the Mt Newman line would be
sufficient for BHPBIO to decide to delay the implementation of a
significant capacity expansion project in a period of unprecedented
global demand for Australian iron ore — that is, to act irrationally.

Given that almost all asset owners oppose declaration to some degree
and can, if they are prepared to disregard their own commercial
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interests, threaten to refuse to wundertake commercially
advantageous investments, the Council is not prepared to give
significant weight to such claims.

Is declaration contrary to the public interest?

11.46

11.47

BHPBIO made extensive submissions regarding criterion (f) in
response to the draft recommendation the main thrust of which was
that the benefits (if any) of declaration are heavily outweighed by the
substantial costs declaration would impose on BHPBIO and the
Australian economy. These submissions rely heavily on the
assumption that if the Mt Newman Service is declared FMG would
obtain access to the Mt Newman line and the terms and conditions of
that access would be such that:

(a) BHPBIO would be required to expand the Mt Newman line
in the timeframe demanded by FMG;

(b) investment decision such as driverless trains may be
eliminated or compromised;

(c) BHPBIO’s existing investment program may be delayed;
and
(d) BHPBIO may be precluded from taking alternative, more

efficient, investment (BHPBIO 2006k, paras 225-226).

In summary, BHPBIO’s argument is that regulated access will result
in a pervasive interference with BHPBIO’s operating and investment
decisions.

The Council does not accept the premises on which BHPBIO’s
submissions are made. BHPBIO’s submissions ignore the fact that
declaration of a service does not provide the access seeker with an
automatic right to use that service, much less to determine the terms
and conditions of access. Rather, it opens the door. In order for an
access seeker to obtain access to the service it must either negotiate
access with the service provider or in default of agreement have its
access dispute arbitrated by the ACCC.132 Furthermore, there are
clear and sufficient safeguards within the arbitration provisions in
Part IITA to ensure such an extreme outcome as that proposed by
BHPBIO will not emerge.

132 Sydney Airport decision at [7].
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11.48

11.49

11.50

The ACCC does not have to require BHPBIO to provide access to the
service to the access seeker.133 In determining a dispute as to access
the ACCC is required to take the following matters into account:

(a) the legitimate business interests of the provider, and the
provider’s investment in the facility;34

(b) the direct costs of providing access to the service;135

(c) the operational and technical requirements necessary for
the safe and reliable operation of the facility;13¢ and

(d) the economically efficient operation of the facility.137

The Council considers that the Tribunal’s approach to relevance of
potential outcomes of arbitrations with respect to the evaluation of
an application under criterion (a) is also applicable to evaluation of
an application under criterion (f). That is, it is not part of the
Council’s function to anticipate how the ACCC might determine an
arbitration including whether access would be granted or the terms
and conditions of the use of the Mt Newman Service if access were
granted.138

BHPBIO is particularly concerned about the potential for the
regulatory process to impose significant costs both direct and in
forgone revenues (BHPBIO 2006k, para 237; BHPBIO 2005n,
para 4.71). BHPBIO’s view of the regulatory process can be
contrasted with that expressed by the Tribunal in the Virgin Blue
decision on the potential value of arbitration in increasing the
chances of the parties reaching a commercial agreement.139 The
Tribunal:

133 Section 44V(3) of the TPA

134 Section 44X(1)(a) of the TPA

135 Section 44X(1)(d) of the TPA

136 Section 44X(1)(f) of the TPA

137 Section 44X(1)(g) of the TPA

138 Virgin Blue decision at [136].

139 Virgin Blue decision at [602] to [605].
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11.51

(a)

(b)

(©

agreed that where there is a disparity in bargaining power
between negotiating parties, the prospect of arbitration if
negotiation fails increases the likelihood of the parties
reaching a commercial agreement that truly reflects a fair
negotiated position and that such an outcome i1s in the
public interest;

observed that where the bargaining power is equal there is
no reason to conclude that declaration, introducing the
possibility of arbitration, would reduce the opportunities for
commercial negotiation;

observed that the availability of a binding dispute resolution
process:

(1) provides an incentive for parties to negotiate in a
realistic, practical and positive manner In an
attempt to resolve differences which affect, and
have a real impact on, their daily commercial
activities; and

(11) will bring about a more efficient outcome than a
situation where no such process is available, more
particularly so where the arbitrator has to take into
account the matters specified in s44X(1) of the TPA.

CRA also argues that declaration of the Mt Newman Service is not in

the public interest as it is contrary to the policy underpinning
Part IITA of the TPA. CRA argue that:

()

(b)

(©

under the National Competition Policy, declaration is to be
used to remove a bottleneck to competition in a monopoly
market;

in light of the fact that the world iron ore market is a very
competitive one in which BHPBIO does not have market
power, a decision by the Council that declaration of the
Mt Newman Service is not contrary to the national interest
involves an attempt to redistribute the rents associated with
resources in the Pilbara. Such a use of the section would be
entirely improper;

the Council seeks, in achieving its alleged end of rent
distribution, to disturb arrangements that have been highly
successful in generating wealth for Australia in general and
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11.52

11.53

11.54

Western Australia in particular to accommodate an entrant
that would at best be marginal in the Australian iron ore
industry;

(d) the likelihood is that the entrant would merely use the
declaration as a bargaining chip (rather than relying on the
declared service) by threatening to impose costs on
BHPBIO’s highly integrated operations as a means of
extracting concessions that would yield it commercial value.
This 1is rent-seeking, rather than the promotion of
competition in markets otherwise distorted by the exercise
of monopoly power; and

(e) the Council should weigh carefully the risk of damage being
inflicted on one of Australia’s most successful export
industries for the sake of gains that have little or nothing to
do with the policy objectives of Part IITA (BHPBIO 2006k,
paras 256—261).

CRA’s submission implies that the Mt Newman Service does not
involve the use of a bottleneck facility as the global iron ore market
1s competitive. It ignores the Council’s finding in the draft
recommendation that the Mt Newman Service is a ‘bottleneck’
preventing new iron ore producers from transporting their ore to port
for export to customers thereby affecting both the market for iron ore
tenements and the market for rail haulage services in the Pilbara in
both of which BHPBIO has market power. There is simply no basis
for CRA’s allegation that the Council’s decision in the draft
recommendation that declaration would not be contrary to the public
interest is motivated solely by an intention to redistribute the rents
associated with resources in the Pilbara.

The Council is of the view that the benefits of declaration include the
promotion of competition in the Pilbara rail haulage and tenements
markets and the economic and environmental benefits of avoiding
unnecessary duplication of rail infrastructure. While there are mixed
views as to whether the shared use of railways or the construction of
multiple railways would better support growth in iron ore exports,
the Council is not persuaded that declaration would have a negative
impact on the industry’s performance. In the view of the Western
Australian  Government, declaration would indeed bring
developmental benefits for the industry and iron ore exports.

The Council recognises that declaration has the potential to impose
costs that, if poorly managed, could be significant in this instance.
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The Council considers, however, that there are mechanisms available
to manage the risk of such costs and that, on balance, the potential
benefits of declaration are likely to outweigh the costs.

11.55 The Council is satisfied that declaration would not be contrary to the
public interest.
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12 Exercise of residual discretion

12.1 The Council has a residual discretion not to recommend declaration
even if the criteria set out in s44G(2) are satisfied. This residual
discretion includes consideration of the matters set out in ss44F(3)
and 44F(4).

Section 44F(3): Application not in good faith

12.2 Section 44F(3) states that the Council may recommend that the
service not be declared if the Council thinks the Application was not
made in good faith. The subsection does not limit the grounds on
which the Council may decide to recommend that the service not be
declared.

12.3 There may be grounds to consider that an application is not made in
good faith if it is obviously vexatious or motivated only to put the
provider to the unnecessary expense of responding to the application.

12.4 RTIO argues that FMG’s Application is not made in good faith
because:

(a) concurrent with its Application, FMG proposes to construct
its own railway line from Port Hedland to its Chichester
Ranges deposits (the FMG Chichester line) (RTIO 2005a,
para 3.3);

(b) Consolidated Minerals Limited (Consolidated Minerals), a
company that RTIO claims has a controlling interest in the
Mindy Mindy deposit,140 announced in April 2005 that it
had arranged with the owners of other iron ore projects
planned in the area for access to their railway lines. RTIO
claims that if there are alternative arrangements for the
movement of Mindy Mindy ore, then FMG would not require
access to the Mt Newman Service; and

140 Mindy Mindy is owned by Pilbara Iron Ore Pty Ltd (PIO), in which FMG has a 50
per cent shareholding. The other 50 per cent is held by Consolidated Minerals
Limited, which RTIO claims controls PIO by virtue of its right to appoint the
Chairman who has a casting right on the PIO board (RTIO 2005a, para 2.23)
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12.5

12.6

(©

one of FMG’s stated objectives for access is to enable the
looping of the proposed FMG Chichester line with the
Mt Newman line. However, Part IIIA cannot require the
combining of BHPBIO’s railway with another railway. This
is not, therefore, a legitimate basis for declaration (RTIO
2005k).

While BHPBIO’s initial submission did not specifically address
questions of ‘good faith’ it argues that FMG’s Application was futile,

because neither FMG nor any other party is ever likely to use the
Mt Newman Service. BHPBIO argues that:

()

(b)

(©

(d)

(e)

®

FMG has committed to construct its own railway line from
the Chichester Ranges to Port Hedland in any case and
would face commercial incentives to use its own line to move
its iron ore products. If Mindy Mindy proceeds, FMG would
at most require access to the Mt Newman Service only
between Mindy Mindy and a junction point with the FMG
line;

the Mindy Mindy deposit is at best speculative, is only
marginally viable, and may never be developed;

Consolidated Minerals, which BHPBIO claims has a
controlling interest in the Mindy Mindy deposit, has
indicated it would seek to use the Hope Downs railway line
to carry iron ore from Mindy Mindy to port. The Hope
Downs line would run ‘smack bang’ through the Mindy
Mindy tenements (BHPBIO 2005a, para 23);

the promoters of Mindy Mindy already have available to
them an iron ore rail carriage service on the Mt Newman

line under the RTA;

no other iron ore reserves, or other mineral deposits in the
Pilbara, could feasibly generate demand for the Mt Newman
Service; and

Part IIIA cannot provide FMG’s proposed ‘looped rail
system’ that would combine its own railway with BHPBIO’s
Mt Newman line.

In a supplementary submission, BHPBIO claimed that FMG’s

Application was not made, or at least is now not being pursued, in
good faith, because FMG’s stated position on a number of matters
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12.7

12.8

12.9

has changed since the Application was made. BHPBIO claims, for
example, that FMG’s recent statements that Mindy Mindy is wholly
dependent on access is inconsistent with earlier indications it might
construct its own railway line to Mindy Mindy. In particular, FMG’s
Public Environmental Review (Stage A), lodged in September 2004,
sought approval for the construction of a railway line that extends
southeast to Mindy Mindy (BHPBIO 2005c).

FMG acknowledges its intention to construct a railway line from Port
Hedland to the Chichester Ranges, but argues that this is not
inconsistent with its Application (FMG 2005a). FMG’s plans do not
include a spur line from the FMG Chichester line to Mindy Mindy,
because it considers the spur would not be commercially viable
(FMG 2005a).

The Western Australian Government has endorsed the concept of an
integrated FMG rail and port infrastructure development by
entering into a State Agreement with FMG, the Railway and Port
(The Pilbara Infrastructure Pty Ltd) Agreement Act 2004. The
Western Australian Government considers it may be prudent for
FMG to proceed with plans for a stand alone railway, while
simultaneously applying for access to the Mt Newman Service, to
account for the possibility that its declaration Application might fail.

FMG may consider its project to still be commercially viable if they are
required to construct a railway, even though it would be cheaper to
gain access to the Mount Newman Railway Facility. In any event,
FMG’s application for access to the Mount Newman Railway Facility
is required for development of the Mindy Mindy deposit which would
not support a stand alone railway. (WA Government 2005, p. 15)

The Western Australian Government considers therefore, that the
Application is in good faith, and provides a reasonable case against
which the declaration criteria can be tested.

Discussion

12.10

The Council notes that FMG’s Application casts a relatively wide net
in terms of FMG’s reasons for seeking access. However, the primary
focus of the Application appears to be to acquire access to move iron
ore from Mindy Mindy to Port Hedland. FMG has since reiterated
this focus. While FMG’s Application and May 2005 submission left
open the possibility of using a declared Mt Newman Service to move
ore from the Chichester Ranges, FMG has made several public
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12.11

12.12

12.13

12.14

12.15

statements that it is pursuing the development of its own facility.
FMG’s chief executive, Mr Andrew Forrest, has recently indicated
that declaration might not provide a timely solution to FMG’s access
requirements for its Chichester tenements. Mr Forrest said:

Even if we reached an agreement with BHP to access their railway line
this afternoon, the torturous negotiations which would take place after
that would still see shareholders much better off building their own
ratlway. (Asian Wall Street Journal 2005)

The Western Australian Government notes that access would likely
provide a cheaper solution than construction of another facility, but
that it is nonetheless rational for FMG to pursue other solutions in
the event that its declaration Application fails.

The Council accepts that it may be rational for a business to explore
multiple options for the development of a major investment,
especially if the commercially preferable option is subject to the
uncertain outcome of a Part IIIA application. It might similarly be
rational to seek concurrent environmental approvals for all elements
of a proposed development project, including marginal contingencies.
The Council therefore considers it is not unreasonable that FMG has

explored alternative approaches while seeking declaration under
Part IIIA.

In a similar context, the Council observes that while Consolidated
Minerals may have entered negotiations with Hope Downs for access
to the proposed Hope Downs line, this would not be unreasonable
given the uncertain outcome of FMG’s Part IIIA Application. The
Council notes that the proposed Hope Downs line has since been
abandoned.

The Council accepts the argument of BHPBIO and RTIO that
Part IITA cannot provide an outcome that would require BHPBIO to
‘loop’ its railway line with the proposed FMG line. Had this been the
exclusive purpose of FMG’s Application, the Council considers that
‘good faith’ concerns would be pertinent. However, as noted, the
primary purpose of the Application appears to be the movement of
iron ore from Mindy Mindy to Port Hedland.

The Council accepts that there are speculative elements to FMG’s
plans for Mindy Mindy, and to the development plans of junior
explorers along the route of the Mt Newman Facility. Nonetheless,
the Western Australian Government considers that declaration
would reduce freight and capital infrastructure costs and improve
transport access to ‘stranded’ iron ore deposits such as Mindy Mindy.
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If so, declaration would improve the viability of marginal iron ore
projects.

12.16  The Council notes BHPBIO’s claim that FMG has available an iron
ore rail carriage service under the RTA. The Council’s analysis of
criterion (e) concluded that the RTA does not provide an effective
access regime.

12.17 The Council considers that while FMG’s Application casts a wide net,
including some elements that are beyond the scope of Part IIIA, the
primary focus of the Application was made in good faith. The Council
considers that subsequent refinements to FMG’s plans are not
unreasonable in the context of uncertainty surrounding the outcome
of its declaration Application. Nor is it unusual for the details of a
greenfields investment to evolve over time.

Section 44F(4): Economical to develop another
facility that could provide part of the service

12.18  Section 44F(4) requires the Council to consider whether it would be
economical for anyone to develop another facility that could provide
part of the service.

12.19 BHPBIO argues in its submission that three other facilities could be
economically developed to provide part of the Mt Newman Service:

(a) the FMG Chichester line;
(b) the Hope Downs line; and

(c) a possible FMG spur line from the Mt Newman line to
Mindy Mindy, in combination with a rail carriage service
under the RTA.

12.20 RTIO argues that it 1s economical to develop approximately
200 kilometres of the Mt Newman Facility, corresponding to the
length of track that would be duplicated by the proposed FMG
Chichester line. RTIO relies on Ordover’s argument that where
duplication of a facility is committed, a private test of ‘economical’
should replace the usual social test under criterion (b). On the facts
available to him, Ordover considers that FMG has committed to
duplicate about 200 kilometres of the Mt Newman line, which
establishes that it is privately economical to do so. He argues that
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12.21

12.22

12.23

even if a natural monopoly test is applied to the duplicated track, all
fixed costs should be disregarded, and the test should be based on a
comparison of incremental operating costs. On this basis, Ordover
states it would be ‘impossible for any regulatory body to ascertain it
was less costly for a shipper from Mindy Mindy to use the
Mt Newman line rather than the FMG line’ (Ordover 2005, pp. 11—
12).

The Council gave detailed consideration to these issues in the context
of criterion (b). The Council noted its general concerns with Ordover’s
approach to duplicated facilities, especially for ‘committed’ rather
than actual duplication. In particular, the Council noted the
difficulty in gauging the irreversibility of a ‘commitment’ to construct
greenfields infrastructure. The Council considered it would be
premature to describe the FMG Chichester line as unequivocally
‘committed’ or its costs as sunk. Rather, the Council considers there
1s an opportunity for the line to be constructed.

The Council therefore considered that the substitution of a ‘private’
test and the exclusion of capital costs from criterion (b) are
mappropriate. The Council considered that in this instance, a proper
assessment of ‘economical’ involves a natural monopoly test. The
Council applied a natural monopoly test and concluded at
paragraph 6.300 that it would be uneconomical to develop another
facility to provide the Mt Newman Service. The Council accounted
for all costs, including diseconomies of shared use.

There is no basis to impute a different finding in relation to the
portion of the Mt Newman line that FMG proposes to effectively
duplicate. The Council therefore has no basis to consider that it
would be economical to develop another facility that could provide
part of the Mt Newman Service.
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13 Duration of declaration

Background

13.1

13.2

13.3

Section 44H(8) requires that every declaration include an expiry
date. This can be a specified future date and/or can involve an event
which may occur in the future. The period of declaration will vary
according to the circumstances of each application.

In considering the appropriate duration of a declaration, the Council
has regard to the importance of long term certainty for businesses.
The Council also considers that declaration should apply for a
sufficient period to be able to influence the pattern of competition in
relevant upstream or downstream markets.

Against these considerations must be balanced the potential for
technological development, reform initiatives (such as changes in
legislation governing access to the relevant service) and future
market evolution. Further, the Council considers that access
regulation governing services, including the question of access itself,
should be reviewed periodically. At the end of a period of access, the
need for regulation can be reviewed.

Assessment

13.4

FMG has requested a declaration period of 20 years. FMG said:

Fortescue believes it would be appropriate for the NCC to recommend
a declaration period of 20 years in order to give certainty to any
investment at the Mindy Mindy Mine. Moreover, Fortescue believes it
would be in the public interest for the Facility to be declared in order
to encourage entrepreneurial activity targeting resources in the
Pilbara, quite independently of the project at the Mindy Mindy Mine.
(FMG 20054, p. 11)
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13.5

13.6

Discu

13.7

13.8

BHPBIO argues that if the Mt Newman Service is declared (which it
considers should not occur), the appropriate duration is 8 years
beginning in 2015. BHPBIO states that:

(a) FMG has indicated that the Mt Newman Service, if
declared, will only be used for the transportation of iron ore
from Mindy Mindy;

(b) Mindy Mindy is only likely to be developed by 2015 at the

earliest (if at all);

(c) FMG and Consolidated Minerals have announced that
Mindy Mindy has a mine life of about eight years; and

(d) the Mt Newman Service is unlikely to be used by anyone
else in the foreseeable future.

The Western Australian Government considers that an appropriate
duration for declaration of the Mt Newman Service would be
20 years. The Western Australian Government said:

...[T]his is the length of time that operations are likely to be mined.
Such a timeframe also provides long-term security to all parties and
allows agreements to be entered into that enable the write down of
large capital expenditures. (WA Government 2005, p. 16)

ssion

Declaration, should it occur, may result in significant investment in
below-rail infrastructure by the provider, and significant investment
in above rail, mine and port infrastructure by third parties. Such
investments would require a considerable time horizon of certainty
relating to third party access rights to the Mt Newman Service.

The Council notes BHPBIO’s comments that the deposit at Mindy
Mindy might only sustain mining for about eight years. However,
declaration would also make the Mt Newman Service available to
other parties, including haulage operators and junior explorers.
Notwithstanding BHPBIO’s view that no other parties would use the
Mt Newman Service, the Council has found that a number of junior
explorers are potential users. It would be unreasonable to limit the
duration of a declaration to an estimated time horizon of use by one
party. The Council would also be reluctant to rely on a 2015 starting
date for Mindy Mindy, notwithstanding that this date was derived
from FMG’s Public Environmental Review. FMG’s proposals have

Page 220



FMG application for declaration of the Mt Newman Service

been subject to subsequent refinement, including a change of focus in
its priorities in the Chichester Ranges. The Council notes it is not
unusual for the details and priorities of greenfields developments to
evolve over time.

13.9 The Council considers that in this instance, a 20 year duration would
provide sufficient certainty for all parties to undertake investment
and other decisions in response to declaration. The Council notes
that a declaration can be revoked under Part IIIA if competitive
circumstances change such that the declaration criteria are no longer
satisfied. A revocation inquiry can be initiated following an
application from any party (s44dJ).

Conclusion on the duration of declaration

13.10 The Council recommends a declaration period of 20 years for the
Mt Newman Service.
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Final recommendation

Attachment 1 - Mt Newman line (map)

Source: FMG 2004a, Annexure 1

Page 230



FMG application for declaration of the Mt Newman Service

Attachment 2 - Proposed FMG Chichester line
(map)

Source: FMG 2005b
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Final recommendation

Attachment 3 - Trade Practices Act 1974
(extract)

Section 44F: Person may request recommendation

44F(1)

44F (2)

44F(3)

44F(4)

44F(5)

[Written application to Council] The designated Minister, or any other
person, may make a written application to the Council asking the Council to
recommend under section 44G that a particular service be declared.

[Council must act] After receiving the application, the Council:

(@) must tell the provider of the service that the Council has received the
application, unless the provider is the applicant; and

(b) must recommend to the designated Minister:
(1) that the service be declared; or
(i1) that the service not be declared.

[Application not in good faith] If the applicant is a person other than the
designated Minister, the Council may recommend that the service not be
declared if the council thinks that the application was not made in good faith.
This subsection does not limit the grounds on which the Council may decide
to recommend that the service not be declared.

[Consideration of alternative facilities] In deciding what recommendation to
make, the Council must consider whether it would be economical for anyone
to develop another facility that could provide part of the service. This
subsection does not limit the grounds on which the Council may decide to
recommend that the service be declared or not be declared.

[Withdrawal of applications] The applicant may withdraw the application
at any time before the Council makes a recommendation relating to it.

Section 44G: Limits on the Council recommending declaration of a service

44G(1)

44G(2)

(a)

(b)

[Access undertakings] The Council cannot recommend declaration of a
service that is the subject of an access undertaking in operation under
section 447ZZA.

[Council to be satisfied of matters] The Council cannot recommend that a
service be declared unless it is satisfied of all of the following matters:

that access (or increased access) to the service would promote competition in
at least one market (whether or not in Australia), other than the market for
the service;

that it would be uneconomical for anyone to develop another facility to
provide the service;
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(©

(1)
(iii)
(d)

(e)

®

44G(3)

(a)
(b)
44G(4)

that the facility is of national significance, having regard to:

the size of the facility; or

the importance of the facility to constitutional trade or commerce; or
the importance of the facility to the national economy;

that access to the service can be provided without undue risk to human
health or safety;

that access to the service is not already the subject of an effective access
regime;

that access (or increased access) to the service would not be contrary to the
public interest.

[Effective access regimes] In deciding whether an access regime
established by a State or Territory that is a party to the Competition
Principles Agreement is an effective access regime, the Council:

must apply the relevant principles set out in that agreement; and
must not consider any other matters.

[Council to follow Minister’s decision] If there is in force a decision of the
Commonwealth Minister under section 44N that a regime established by a
State or Territory for access to the service is an effective access regime, the
Council must follow that decision, unless the Council believes that, since the
Commonwealth Minister’s decision was published, there have been
substantial modifications of the access regime or the relevant principles set
out in the Competition Principles Agreement.
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Final recommendation

Attachment 4 - Competition Principles
Agreement (extract)

6(2) The regime to be established by Commonwealth legislation is not intended to
cover a service provided by means of a facility where the State or Territory Party
in whose jurisdiction the facility is situated has in place an access regime which
covers the facility and conforms to the principles set out in this clause unless:

(a)

(b)

the Council determines that the regime is ineffective having regard to the
influence of the facility beyond the jurisdictional boundary of the State or
Territory; or

substantial difficulties arise from the facility being situated in more than
one jurisdiction.

6(3) For a State or Territory access regime to conform to the principles set out in this
clause, 1t should:

(a)

(b)

apply to services provided by means of significant infrastructure facilities
where:

@) it would not be economically feasible to duplicate the facility;

(11) access to the service is necessary in order to permit effective
competition in a downstream or upstream market; and

(111) the safe use of the facility by the person seeking access can be
ensured at an economically feasible cost and, if there is a safety
requirement, appropriate regulatory arrangements exist; and

incorporate the principles referred to in subclause (4).

6(4) A State or Territory access regime should incorporate the following principles:

()

(b)

(©
(d)

(e)

®

(g

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.

Where such agreement cannot be reached, governments should establish
a right for persons to negotiate access to a service provided by means of a
facility.

Any right to negotiate access should provide for an enforcement process.

Any right to negotiate access should include a date after which the right
would lapse unless reviewed and subsequently extended; however,
existing contractual rights and obligations should not be automatically
revoked.

The owner of a facility that is used to provide a service should use all
reasonable endeavours to accommodate the requirements of persons
seeking access.

Access to a service for persons seeking access need not be on exactly the
same terms and conditions.

Where the owner and a person seeking access cannot agree on terms and
conditions for access to the service, they should be required to appoint and
fund an independent body to resolve the dispute, if they have not already
done so.
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(h)

0

9

@

(m)

()

(0)

)]

The decisions of the dispute resolution body should bind the parties;
however, rights of appeal under existing legislative provisions should be
preserved.

In deciding on the terms and conditions for access, the dispute resolution
body should take into account:

@) the owner’s legitimate business interests and investment in the
facility;
(11) the costs to the owner of providing access, including any costs of

extending the facility but not costs associated with losses arising
from increased competition in upstream or downstream markets;

(111) the economic value to the owner of any additional investment that
the person seeking access or the owner has agreed to undertake;

@1v) the interests of all persons holding contracts for use of the facility;

) firm and binding contractual obligations of the owner or other
persons (or both) already using the facility;

(vi) the operational and technical requirements necessary for the safe
and reliable operation of the facility;

(vi1) the economically efficient operation of the facility; and
(viii)  the benefit to the public from having competitive markets.

The owner may be required to extend, or to permit extension of, the
facility that is used to provide a service if necessary but this would be
subject to:

@) such extension being technically and economically feasible and
consistent with the safe and reliable operation of the facility;

(11) the owner’s legitimate business interests in the facility being
protected; and

(111) the terms of access for the third party taking into account the
costs borne by the parties for the extension and the economic
benefits to the parties resulting from the extension.

If there has been a material change in circumstances, the parties should
be able to apply for a revocation or modification of the access arrangement
which was made at the conclusion of the dispute resolution process.

The dispute resolution body should only impede the existing right of a
person to use a facility where the dispute resolution body has considered
whether there i1s a case for compensation of that person and, if
appropriate, determined such compensation.

The owner or user of a service shall not engage in conduct for the purpose
of hindering access to that service by another person.

Separate accounting arrangements should be required for the elements of
a business which are covered by the access regime.

The dispute resolution body, or relevant authority where provided for
under specific legislation, should have access to financial statements and
other accounting information pertaining to a service.

Where more than one State or Territory regime applies to a service, those
regimes should be consistent and, by means of vested jurisdiction or other
co-operative legislative scheme, provide for a single process for persons to
seek access to the service, a single body to resolve disputes about any
aspect of access and a single forum for enforcement of access
arrangements.
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