v

o
IPART

Independent Pricing and Regulatory Tribunal
New South Wales

Review of the performance and
competitiveness of the retall electricity market
iIn NSW

From 1 July 2016 to 30 June 2017

Final Report

November 2017
Energy




1! |
© Independent Pricing and Regulatory Tribunal (2017)
With the exception of any:
(a) coat of arms, logo, trade mark or other branding;
(b) third party intellectual property; and
(c) personal information such as photos of people,

this publication is licensed under the Creative Commons Attribution-NonCommercial-
NoDerivs 3.0 Australia Licence.

@ ® @ The licence terms are available at the Creative Commons website:
https:/ / creativecommons.org/licenses/by-nc-nd/3.0/au/legalcode

IPART requires that it be attributed as creator of the licensed material in the following
manner: © Independent Pricing and Regulatory Tribunal (2017).

The use of any material from this publication in a way not permitted by the above
licence or otherwise allowed under the Copyright Act 1968 (Cth) may be an infringement
of copyright. Where you wish to use the material in a way that is not permitted, you
must lodge a request for further authorisation with IPART.

Disclaimer

IPART does not guarantee or warrant, and accepts no legal liability whatsoever arising
from or connected to, the accuracy, reliability, currency or completeness of any material
contained in this publication.

Information in this publication is provided as general information only and is not
intended as a substitute for advice from a qualified professional. IPART recommends
that users exercise care and use their own skill and judgment in using information from
this publication and that users carefully evaluate the accuracy, currency, completeness
and relevance of such information. Users should take steps to independently verify the
information in this publication and, where appropriate, seek professional advice.

Nothing in this publication should be taken to indicate IPART’s or the NSW
Government’s commitment to a particular course of action.

ISBN 978-1-76049-161-1

The Independent Pricing and Regulatory Tribunal (IPART)

IPART provides independent regulatory decisions and advice to protect the ongoing
interests of the consumers, taxpayers and citizens of NSW. IPART’s independence is
underpinned by an Act of Parliament. Further information on IPART can be obtained
from IPART’s website: https:/ /www.ipart.nsw.gov.au/Home.

ii  IPART Review of the performance and competitiveness of the retail electricity market in NSW


https://creativecommons.org/licenses/by-nc-nd/3.0/au/legalcode
https://www.ipart.nsw.gov.au/Home

Tribunal Members

The Tribunal members for this review are:
Dr Peter ] Boxall AO, Chair
Mr Ed Willett
Ms Deborah Cope

Enquiries regarding this document should be directed to a staff member:
Jessica Robinson ~ (02) 9290 8405

Review of the performance and competitiveness of the retail electricity market in NSW IPART iii



Contents

1 Executive summary 1
1.1 Competition is continuing to improve 1
1.2 Recent changes in electricity retail prices reflect changes in the costs of supply 3
1.3 Many customers are benefiting from competition 5
1.4 Continued competition should provide the best customer outcomes 7
1.5 Recentincreases in gas prices also reflect changes in the costs of supply 11
1.6 List of findings and recommendations 11
1.7 What the rest of this report covers 12

2 Context, approach and process for this review 13
2.1  Our approach to the review 13
2.2 Our process for this review 15
2.3 Recent developments in the retail energy market 16

3 Changes in electricity retail prices reflect the costs of supply 19
3.1 Overview of findings 19
3.2 Recent price changes were consistent with a competitive retail market 20
3.3 Average annual bills for residential customers are at similar levels to 2013-14 24
3.4 The fixed portion of residential bills has increased over time 28

4 Retailers are competing to attract and retain customers 32
4.1  Overview of findings 32
4.2  Prices indicate rivalry between retailers 33

4.3 Increasing product and service variation indicates rivalry between retailers 38

5 Barriers to entry are low 41
5.1 Overview of findings 41
5.2  The number of retailers contesting the market is relatively high 41
5.3 Small retailers’ share of the market continues to increase 43
5.4 The barriers to entry and expansion are not substantial 47
6 Electricity retail margins in NSW are similar to margins of other retailers 50
6.1 Overview of findings 51
6.2 How do NSW electricity retailers’ margins compare with those of listed retailers
in Australia and other countries? 51
7 Customers are relatively engaged and active 57
7.1 Overview of findings 57
7.2 Customer awareness and confidence continue to improve 57
7.3  Switching rates are relatively high 59
7.4  Customers are relatively satisfied 60
7.5 Customer outcomes are affected by their level of engagement 61
8 Measures to further enhance competition 66
8.1 Overview of findings and recommendations 66
8.2 Governments are active in regulating the retail market 67

iv. IPART Review of the performance and competitiveness of the retail electricity market in NSW



I
8.3 Governments should prioritise measures that enhance customer engagement 71

8.4 Protections for residential caravan park customers 80
9 Measures to assist vulnerable customers 83
9.1 Overview of findings 83
9.2 Retailer strategies for delivering lower prices to hardship customers 83
9.3 Other vulnerable customers 87
9.4 Measures to improve engagement for vulnerable customers 89
10 Take up of digital meters 91
10.1 Overview of findings 91
10.2 Retailers plans to inform customers about digital meters 92
11 Gas price changes reflect changes in costs 94
11.1 Overview of findings 94
11.2 Changes in gas retail prices 94
11.3 Changes in the underlying costs of supplying gas from July 2017 97
Appendices 100
A IPART’s statutory role 101
B Letter from the Minister — 27 June 2017 103
C Letter from the Minister — 22 August 2017 105
D Summary of Stakeholder Submissions 106
E Retail operating costs 112

Review of the performance and competitiveness of the retail electricity market in NSW IPART \Y



1 Executive summary

Since the electricity retail market for small customers was deregulated, the Independent
Pricing and Regulatory Tribunal (IPART) has performed the role of Market Monitor in
NSW.

The market was deregulated in 2014, when the NSW Government was satisfied competition
was sufficient to ensure that electricity retailers could not set prices above the costs of
supply without the risk of losing customers to their rivals. Where this is the case, allowing
retailers to set prices is likely to result in better outcomes for customers than regulation,
because they have better information than a regulator about the costs of supplying electricity
to their customers. In addition, competition encourages them to differentiate their products
and services through innovation, which can benefit customers.

However, competition is a dynamic process, and its effectiveness in keeping prices in line
with the efficient costs of supply can change over time. Therefore, our role as Market
Monitor is to review the performance and competitiveness of the state’s electricity retail
market each year, and report our findings to the Minister for Energy and Ultilities (the
Minister).1

This report sets out our findings for the year 2016-17. It also sets out findings on several
additional issues that the Minister asked us to consider as part of this review. These include
whether the changes in electricity and gas retail prices at the start of 2017-18 reflect efficient
costs in a retail competitive market, and retailers’ strategies to deliver lower prices to
hardship customers and manage the delivery of digital meters.

1.1 Competition is continuing to improve

We found that competition for residential and small business customers in the NSW
electricity retail market continued to improve in 2016-17. Each of the key indicators we use
in assessing competition in this market improved or remained steady relative to the
previous year. For example, the concentration of the market fell and the level of customer
activity increased, continuing the trend since price deregulation (Table 1.1). Around 30 per
cent of customers moved to a new plan or a new retailer at least once in the year, and the
proportion of customers on market offers was 77%.

1 $234A of the NSW National Energy Law.
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Table 1.1 Change in key indicators of competition in NSW since price deregulation

Category Measure 2013 2014 2015 2016 2017
Market Number of retail brands/ businesses 15/13 20/16 26/22 26/22 26/22
characteristics
Independent Market share of second-tier retailers 7% 7% 9% 11% 14%
rivalry
Customer Small customers on market offers 63% 69% 74% 7%
activity

Residential customers switching 23% 25% 31%

company or plan at least once2

Residential customers switching 14% 15% 19%
company at least once

Residential customers switching plan 18% 15% 19%
with same company®b

a The proportion of customers that have switched company or plan at least once is less than the sum of customers that have
switched plan at least once and customers that have switched company at least once because some customers switched
company and plan with the same retailer in the same period.

b This is likely to include customers that have switched plans when the prices for their existing offer increased.

Source: 2017 AEMC Retail Energy Competition Review, p 239, Newgate Reseach, Consumer Research for 2016 Nationwide
Review of Competition in Retail Energy Markets, June 2016, p 111, AER Retail Performance Statistics,
https://www.aer.gov.au/retail-markets/retail-statistics/nsw-small-customers, accessed 27 November 2017, and information
provided by the AER to IPART on 2 November 2017.

In response to stakeholder concerns that margins in the electricity retail sector are too high,2
we conducted some additional analysis. We found no strong evidence that the margins
being earnt by electricity retailers in NSW suggest that the level of competition is not
developing effectively, or higher than appropriate for the systematic risk they face. Our
analysis shows that these margins are in line with the profit margins earned by a large
sample of listed retailers across different sectors in Australia, the United States, the United
Kingdom, and Canada.

We also found that the 2017 mid-year price change was substantial. We estimate the
average increase was 14% for residential customers, and between 10% and 16% for small
business customers. But our analysis shows this price increase was in line with the change
in the underlying costs of supply - particularly the rapid increase in wholesale costs - and is
therefore consistent with a competitive market.

Based on these overall findings, we consider competition in the NSW retail electricity
market continues to develop. We do not consider that it is it necessary for IPART to
undertake a further detailed review of retail prices and margins while the ACCC is
undertaking its detailed review of retail electricity markets.34

However, there is scope to make competition more effective by continuing to improve
customer engagement and activity in the market, particularly for vulnerable and
disadvantaged customers. This requires further measures to make it easier for all customers
to compare market offers and identify the best offer for their circumstances.

2 PIAC submission to IPART Draft Report, November 2017, p 2.
ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017.

4 Under Section 234A(3) (g) of the National Energy Retail Law (NSW) we are required to report on whether a
detailed review of retail prices and profit margins in the market is required.

w
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After undertaking further analysis, we are making a new recommendation that the NSW
Government work with the COAG Energy Council to implement changes through the
National Energy Customer Framework (NECF) to require retailers to provide advance
notice of price changes to customers. Currently retailers are not required to inform
customers of price changes until their next bill, which might be a month or two after the
price change has occurred. The price change notification should also inform customers that
they can shop around for other deals on the energymadeeasy.gov.au website.

In our view any additional measures should be introduced consistently across states and
territories under the National Energy Customer Framework to minimise costs for customers
and taxpayers.

1.2 Recent changes in electricity retail prices reflect changes in the costs
of supply

As noted above, we estimate that electricity retail prices for residential customers increased
by an average 14% at the start of 2017-18. For small business customers, prices increased by
10% to 16% depending on which network area the business is located in. These price
increases were driven by significant increases in the wholesale costs of supplying electricity,
which have more than doubled in the last two years.

However, the average annual bills for residential customers in NSW are currently around
the same as they were in 2013-14 before prices were deregulated, and are slightly lower in
real terms. This is because the increases in wholesale costs in 2016-17 and 2017-18 largely
offset the decreases in network costs from 2015-16 and the repeal of the carbon price in
2014-15 (Figure 1.1). For example, network prices fell by between 12% (Endeavour’s
network) and 35% (Essential Energy’s network) in 2015-16 for residential customers.

Review of the performance and competitiveness of the retail electricity market in NSW [IPART
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Figure 1.1  Estimated change in residential bills and costs since price deregulation
(6,500 kWh, nominal, GST-inclusive, average across all distribution areas)
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Note: Total bill based on a range of offers provided by retailers, including lowest, most common and standing offers. We
provide more detail in relation to our NSW statewide annual bill estimate in Box 3.2 of this report. In our draft report, we
estimated the wholesale and retail costs separately, using the 2013-14 regulated allowances as a starting point, and a range of
data sources to provide our best estimate of subsequent years. After conducting additional analysis of retail costs and margins
for our final report, we have decided to combine these ‘unobservable’ retail and wholesale bill components as the ACCC
estimates are materially different to Frontier's estimates and our additional analysis.

Data source: Based on price information provided by retailers, AEMC, 2015 Residential Electricity Price Trends Final Report,
23 February 2017, p 113, ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, p 43, IPART, Review of
regulated retail price and charges for electricity from 1 July 2013 to 30 June 2016, Final Report, June 2013, p 18.

The recent increases in wholesale electricity prices were largely the result of reductions in
supply. These reductions were due to the retirement and scheduled maintenance of several
generators in the National Electricity Market (NEM), culminating in the closure of Victoria’s
Hazelwood coal-fired power station in March this year. The retirement of coal-fired power
stations also led to more electricity being supplied by gas-fired power stations. This also
contributed to the increases in wholesale electricity prices, as the wholesale gas price has
also risen sharply in recent years.

In a well-functioning electricity market, increasing wholesale prices would signal a need for
new generation capacity. When investors respond, supply would increase and wholesale
prices would fall again. However, continuing uncertainty in the policy environment is
hindering this investment. New renewable-energy generators are being built after a period
of uncertainty around the renewable energy target (RET). However, there is still reluctance
to invest in the wholesale market as the potential for change in policy settings around
government subsidies for new generation (including renewable energy), government
investment in the energy market, and carbon policies makes it risky for commercial
investors.5

5 Independent Review into the Future Security of the National Electricity Market, 9 June 2017, p 29.
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1.3 Many customers are benefiting from competition

As mentioned in section 1.2 above, while average retail prices for residential customers
increased by 14 % in 2017-18, the average annual customer bill in NSW is around the same as
it was in 2013-14, before price deregulation (and slightly lower in real terms once the impact
of inflation is included). In addition, the lowest offers in the market are around 7% lower
than they were before prices were deregulated in real terms (Figure 1.2).

Figure 1.2 Changein average residential customer bills and the lowest offers by
network area (6,500 kWh, nominal, GST-inclusive)
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32,500

$2,000 — et
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Essential - lowest offers ~ eeeees Essential - average bill
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——Endeavour - lowest offers ~ eeeees Endeavour - average bill

Note: Lowest offers based on the average bottom three offers in the market.

Data source: Information from retailers

However, retailers typically have a number of different market offers available, which vary
significantly in price. A trend of increasing price variation is common in competitive retail
markets, and this has become particularly pronounced in NSW from July 2017 (Figure 1.3).
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Figure 1.3  Spread of residential offers in the market by network area (6,500 kWh,
nominal, GST-inclusive)
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Data source: Information from retailers.

The variations in the prices and offers available mean that some customers are paying
significantly more than others for the same level of usage.

For example, retailers typically price their standing offers (ie, offers available without
signing a contract), higher than their market offers. Since 2013-14, the average price of
standing offers for residential customers of the “Big 3" retailers that supply 87% of NSW
customers (AGL, EnergyAustralia, and Origin Energy) has increased by around 10% in
nominal terms (or 2% in real terms). Similarly, the average increase in the Big 3’s standing
offers for business customers increased by 12%.

In 2016-17, 23% of residential customers in NSW were on a standing offer. These customers
are paying around 25% more than those on the lowest offers in the market.

Price variation is a normal feature of competitive markets. It is observed in most
competitive markets (such as airlines, telecommunications, groceries), and often indicates
significant competition, rather than lack of it.6 It can increase efficiency in markets because
it allows retailers to reduce the lowest offers in the market (and recover more of their fixed
and sunk cost from less price sensitive customers), allowing more services to be sold.

However, unlike other markets where participation is discretionary, most customers cannot
opt out of purchasing electricity. We agree with the Public Interest Advocacy Centre (PIAC)
that customers who are price sensitive may not be price responsive. In particular,
vulnerable customers may find it difficult to engage in the market or may be unable to
reduce electricity usage due to medical or family circumstances.?

Therefore we consider that retailers and governments have a role in making sure that these
customers are able to engage in the market. Strategies to ensure that these customers do not
pay more than they should are discussed further in Chapters 7 and 9.

ACCC, Network Issue 63, June 2017, p 10.
7 PIAC submission to IPART Draft Report, 14 November 2017, p 3, 5-6.
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In addition to the potential for lower electricity retail prices, competition can benefit
customers by encouraging product and service innovation. This innovation has started to
occur, and the range of products and services available has become more varied over the
past three years. New products and services currently offered by retailers include:

v integrated solar PV and battery storage plans
v bundled energy, data and telecommunications plans
v plans to contribute an agreed fortnightly / monthly fixed amount towards bills, and

v options to pre-purchase electricity at discounted rates.

We consider the potential for innovation to benefit customers will continue to grow over
time. For example, digital meters will give customers more information and control over
their energy usage, and increase their ability to benefit from bundled electricity, solar PV
and battery storage.

14 Continued competition should provide the best customer outcomes

Over the last 12 months, several reviews have considered how outcomes for customers in
the electricity retail market can be improved. In Victoria, one recommended that its State
Government recommence price regulation because, in its view, customers were paying more
as a result of price (and product) deregulation.

However, based on our review, we consider that allowing competition to continue to
develop would deliver the best outcomes for customers in NSW. Therefore governments
should focus on facilitating increased customer engagement and activity in the retail market
to further enhance competition, and ensuring that hardship and vulnerable customers are
not paying more than they need to.

1.4.1 Low barriers to entry are the best protection from high prices

In our view, a competitive market with low barriers to entry provides the best protection for
customers from higher than necessary prices. In such a market, the incumbent retailers are
under constant pressure to offer competitive prices and services, as new entrants can come
into the market and outcompete them if they don’t.

Our review found that the barriers to entering the electricity retail market in NSW are
currently low. In 2016-17, there were 22 retailers and 26 different brands competing for
small customers in this market, compared to just 13 retailers and 15 brands in 2013-14.8 In
addition, although the three largest retailers have the lion’s share of the market, smaller
retailers have gradually increased their share to 14% in 2016-17 from 7% in 2013-14.9

8  AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 239.

9 We note that while the current barriers to entry are low, some retailers have suggested that it may become
harder for small retailers to expand in the future, due to the tightening supply in the wholesale market. This
may mean that it is increasingly difficult for new retailers to procure wholesale contracts as aging generators
are retired, and the wholesale market becomes more concentrated.
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1.4.2 Engaged and active customers increase competitive pressures

The pressure on retailers to offer competitive prices and services is stronger when customers
are well-informed, engaged and active in the market. Compared to those in other countries,
customers in NSW (and elsewhere in Australia) are relatively engaged in the retail energy
market.10 However, there is scope to increase the overall level of participation and activity.

As section 1.3 discussed, around 23% of customers do not participate in the market,11 and
pay more than they need to, and may miss out on other benefits of competition.

For some of these customers, the cost of their time to search for and switch to a better offer
outweighs their potential benefit from a lower bill. For these people, not participating or
being active in the market is a rational choice. However, for other customers, the challenges
of comparing offers and identifying the best offer for their circumstances prevent or limit
their participation.

For example, stakeholders submitted that complex and opaque information creates high
search costs and lowers customers’ ability to engage in the retail market. Discounted offers
can also confuse customers because often the highest discounts don’t necessarily lead to the
lowest bills overall (because larger discounts can relate to higher underlying rates).

While online comparison tools make it easier for customers to compare offers and find the
best deals, the AEMC has found that only one in 10 customers is aware of the Australian
Government’s energy comparison website energymadeeasy.gov.au.l2 In addition, this
website is of limited help to the 25% of customers with solar panels, as it does not factor in
solar feed-in-tariffs or meter charging into its bill calculations.

1.4.3 Retalilers, third parties, and government can take measures to improve
customer engagement

To ensure competition continues to develop and deliver better outcomes for customers,
retailers need to more actively engage with customers. For example, they need to better
help them navigate their market offers effectively and better tailor products and services to
their needs.

There is an opportunity for third parties to provide services to help customers find the best
offers for their circumstances. For example, for several years the AEMC has made
recommendations to make it easier for customers to be given access to their consumption
data, which could be provided to third-party services and be used to identify the best offers
on behalf of that customer.13 We note that the Federal Government announced it will
legislate to allow customers open access to their banking, energy, phone and internet
transactions.14

10 Oxera, Behavioural insights into Australian retail energy markets — Report for the Australian Energy Market
Commission, 11 March 2016, p 27.

11 Thatis, they remain on standing offers.

12 Newgate Research, Consumer research for 2016 nationwide Review of competition in retail energy markets,
June 2016, p 109.

13 AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 18.

14 Australian Government, Australians to own their own banking, energy, phone and internet data, 26
November 27, 2017, https://ministers.pmc.gov.au/taylor/2017/australians-own-their-own-banking-energy-
phone-and-internet-data, accessed 27 November 27, 2017.
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Governments can also help enhance competition by improving customer engagement with
the market. By assisting those customers who find it difficult to participate in the retail
market to search and switch to a lower offer would mean over time less customers would
need to enter hardship programs.

For example, they can take measures to improve the tools available to help customers
compare offers and switch retailers easily. =~ We recommend that the AER’s
energymadeeasy.gov.au web comparison tool should be promoted and be improved.

We are also recommending that the NSW Government work with the COAG Energy
Council to implement changes through the National Energy Customer Framework (NECF)
to require retailers to provide advance notice of price changes to customers. Currently
retailers are not required to inform customers of price changes until their next bill, which
might be a month or two after the price change has occurred. The price change notification
should also inform customers that they can shop around for other deals on the
energymadeeasy.gov.au website.

We have found requiring retailers to provide advance price change notice to customers is
likely to bring forward customer engagement to improve outcomes for customers, enhance
the competitiveness of the market, and that the benefits of doing so would outweigh the
costs. As noted above, the more well-informed and engaged customers are, the more
pressure there is on retailers to offer competitive prices and services.

However more ‘heavy-handed” options are likely to lead to less efficient outcomes over
time, and take away options from customers. For example, reregulating retail prices is likely
to reduce the level of engagement and activity in the market (as it is more likely to be seen as
a default option for some customers). While in the short term, this may lead to lower prices
for some less engaged customers, reduced activity in the demand-side of the market will
lead to less vigorous competition on the supply-side. Over time this is likely to further
entrench the market position of the incumbent retailers and dampen the incentives on them
to offer lower prices and improve their services. This reduced competition is also likely to
stifle the growing opportunities from new technologies to provide innovative energy
options, limiting options for customers over the longer term.

1.4.1 Caravan park residents need additional protections

Around 20,000 caravan park residents in NSW are being supplied by residential caravan
parks’ embedded networks. These customers are charged for their electricity by their
caravan park owner, rather than by a retailer. Unlike other customers, they are less able to
participate in the market to change supplier if they are unhappy with the price they are
paying or level of service they are receiving, and they do not have access to the Energy and
Water Ombudsman (EWON) if they have a dispute about their bill or service. Many
customers living in caravan parks are paying substantially more for their electricity than
other customers, even though they are likely to be least able to afford it.

The Australian Energy Market Commission (AEMC) recently completed a review of the
regulatory arrangements for embedded networks. It recommended new regulatory
arrangements to improve access to competition and customer protections. However many
of the regulations that apply to residents in embedded networks are state-based, and
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therefore it considered that some of its recommendations should be progressed by state
governments.15

In our Draft Report we made a draft recommendation that the NSW Government investigate
what changes to the state based regulatory framework are required to ensure electricity
customers in caravan parks’ embedded networks receive the same level of access to
consumer protections.

Since our Draft Report, the NSW Government released a discussion paper on how to ensure
that customers who receive their electricity from different supply models (such as
embedded networks and microgrids) have access to appropriate consumer protections. As
the NSW Government has commenced a review of this issue, we are not recommending it
again in this report.

1.4.2 Retailers, third parties, governments also have arole in helping hardship
customers

While competition will lead to the best outcomes for customers in general, one group of
customers warrant special assistance. These are vulnerable customers including those in
retailers” hardship programs.

We note that retailers are already required by law to have policies and programs for
assisting these customers, and to notify them of appropriate government concession
programs and appropriate financial counselling services. The AER approves retailers’
hardship policies and monitors retailers' performance in implementing their customer
hardship policies. The AER is currently conducting a review of retailers” hardship policies
with a focus on consumer outcomes.

We found that most retailers have strategies for helping hardship customers to access lower
prices. These strategies involve either switching customers who are in their hardship
program to contracts with lower prices, or advising these customers that they would save
money on their electricity bill if they changed plan. They also use a range of channels to
make these customers aware of available rebates or more competitive offers. We will
continue to monitor outcomes for vulnerable customers and those in retailer hardship
programs through our annual price monitoring reviews.

The NSW Government has also recently announced an Energy Bill Relief Package to help
hardship customers that includes introducing penalties for retailers that do not move
customers who receive the Low Income Household rebate to a better deal.16

15 AEMC, Review of regulatory arrangements for embedded networks: information paper, November 2017, pp
1-2.

16 NSW Government, Energy bill relief package for households and small business, 3 September, 2017,
https:/Mmww.nsw.gov.au/your-government/the-premier/media-releases-from-the-premier/energy-bill-relief-
package-for-households-and-small-business/, accessed 10 October 2017.
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15 Recent increases in gas prices also reflect changes in the costs of
supply

We found that the changes in retail gas prices between June 2017 and July 2017 reflect
changes in the underlying costs of supplying gas, and therefore are consistent with a
competitive market.

The total cost of supplying gas in early 2017-18 increased by between 6.8% and 7.9% in
Coastal NSW and between 12.5% and 20.9% in Country NSW compared to 2016-17.17 The
main cost driver was higher wholesale gas prices which increased because of material
changes in demand and supply conditions in eastern Australia.

1.6 List of findings and recommendations
Findings
1 The average bill increase for residential customers in NSW was 14% in July 2017. For

small business customers the typical bill increase was between 10 to 16%. These price
increases reflect changes in the underlying costs of supplying customers, driven by
increasing wholesale costs. 24

2 A detailed review of retail prices and margins is not necessary while the ACCC is

undertaking its Retail Electricity Pricing Inquiry. 24
3 The average bill increase for residential customers in NSW since price deregulation is
2%. This is a real decrease in prices of 5% (once CPI is accounted for). 25

4 The fixed proportion of residential customers’ bills has increased by 15% and 22%
between 2013-14 and 2017-18 (depending on network area), reflecting how retailers
have chosen to recover their costs. 30

5 Standing offers for residential customers have increased by 10% since price
deregulation. 35

6 There is evidence of rivalry between retailers and a large range of products and
services available to customers. In our view this is consistent with a competitive retail

market that is continuing to develop. 40

8 There are no substantial barriers for smaller retailers to enter the NSW electricity

market. 49
9 The NSW Government use the National Energy Customer Framework if it requires

additional measures to improve or promote customer engagement so as to minimise

costs for customers and taxpayers. 80

10 IPART will review issues around the take up of digital meters as part of our 2018 review
of the performance and competitiveness of the NSW retail electricity and gas markets. 93

17 Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW
— A report prepared for IPART, November 2017, p 55.
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The changes in retail gas prices between June and July 2017 reflect changes in the
underlying costs of supply, and therefore are consistent with a competitive market. 99

Recommendations

The AER’s energymadeeasy.gov.au web comparison tool should be promoted and be
improved so it: 80

- clearly displays tariff information, ensures tariff information is downloadable in a
numeric format, and sets the default bill calculation period equal to a customers’
bill period, and 80

- incorporates the impact of the solar PV units on customer bills. 80

The NSW Government work with the COAG Energy Council to make changes to the
National Energy Retail Law and rules to require retailers to provide advance notification

of price changes to customers. The price change notification should also inform

customers that they can shop around for other deals on the energymadeeasy.gov.au
website. 80

1.7 What the rest of this report covers

The rest of this report explains our review and draft findings and recommendations in more
detail. It is structured as follows:

v

v

v

Chapter 2 outlines the context for the review, and the process and approach we used to
reach our findings and recommendations

Chapter 3 explains our analysis of the changes in electricity retail prices since price
deregulation, including the most recent changes in 2017-18

Chapter 4 discusses our findings on the level of rivalry between retailers and prices and
the range of products currently in the market

Chapter 5 analyses the structure of the market and the barriers to entry and expansion,
and rivalry between retailers

Chapter 6 presents our new analysis on retail margins, and how it compares to the
margins earned by other comparable firms in competitive markets

Chapter 7 presents our findings on customer engagement and activity
Chapter 8 discusses what measures Government can take to further enhance competition

Chapter 9 focuses on the strategies retailers are using to help hardship customers access
lower prices

Chapter 10 outlines the progress of the take up of digital meters

Chapter 11 explains our findings on how gas prices and costs have changed in 2017-18.

The appendices provide supporting information.

IPART Review of the performance and competitiveness of the retail electricity market in NSW



2 Context, approach and process for this review

The NSW Government decided to remove retail electricity price regulation effective 1 July
2014.18 As part of this decision, it gave IPART a new role to monitor and report annually on
competition in the retail electricity market.

This is our third annual report on the performance and competitiveness of the retail
electricity market for residential and small business customers. Last year we found that
competition for residential and small business customers in the NSW retail electricity market
was working well, and that a detailed review of retail prices and profit margins was not
necessary.19

This year, in response to a request from the Minister for Energy and Utilities (the Minister),
we have also reviewed electricity and gas price movements into 2017-18, to advise on the
drivers of price changes and whether these changes reflect efficient costs in a competitive
market.

We also received a second request from the Minister to review retailers” publicly available
customer policies, and to consult with retailers and report on their strategies to:

v deliver lower prices to hardship customers, and

v manage the timely delivery of digital meters, and communicate this to their customers.
The sections below explain the approach and process we used to perform our role as market

monitor and respond to the Minister's additional requests, and then summarise recent
developments in the retail electricity market that are relevant to our review.

2.1 Our approach to the review

Our market monitoring role is set out in the National Enerqy Retail Law (NSW) (the Act).20
The Act specifies the indicators we must have regard to when assessing the performance of
the market for small customers, and the information we are able to have regard to.

To conduct the 2017 annual review, we used an analytical approach that ensures we address
all the matters we are required to consider, and followed a review process that involved
public consultation as well as analysis.

18 NSW Planning & Environment, Removal of electricity price regulation (deregulation),
http://www.resourcesandenergy.nsw.gov.au/energy-consumers/energy-sources/electricity/removal-of-
electricity-price-regulation, accessed 16 September 2016.

19 |PART, Review of the performance and competitiveness of the retail electricity market in NSW - From 1 July
2014 to 30 June 2015 - Final Report, November 2015, p 1.

20 National Energy Retail Law (NSW), s 234A. IPART is prescribed by the NSW regulations as the Market
Monitor for the purpose of Part 9A of the Act (National Energy Retail Law (Adoption) Regulation 2013, cl
8A).
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The factors that we must report on that help us assess the performance of the market are set
out in Table 2.1.21 These factors must be considered in combination - no single factor is
conclusive in determining whether competition is effective.

Table 2.1 Factors that help us determine whether competition is effective

Factor we must report on Location of analysis
in thisReport
The participation of small customers in the market and, if the Market Monitor thinks Chapter 7,9
it appropriate, particular groups of small customers
Prices of electricity for small customers in regional areas Chapter 3,4
Any barriers to entry to or exit from, or expansion in the market Chapter 5
The extent to which retailers are competing to attract and retain small customers Chapter 4
Whether price movements and price and product diversity in the market are Chapter 3

consistent with a competitive market

Source: National Energy Retail Law (NSW), s 234A (3).

We are also able to report on any other relevant matters in reviewing the competitiveness
and performance of the market.22 However, in conducting our analysis, the Act limits the
information we can consider to:

v information provided by the AEMC and the AER,
v any publicly available information, and

v information provided by a retailer with particulars of the number of market offer
customers of the retailer, the market offer prices of those customers, the number of
customers on each standing offer price offered by the retailer that has been publicly
advertised and those standing offer prices.23

Because a large number of reviews into competition in the retail market have been recently
undertaken or are currently underway, we have had regard to the key themes emerging
from these reviews.24 These reviews are outlined in section 2.3 below.

We are also required to report on whether a detailed review of retail prices and profit
margins in the market is required, and if we are of the opinion that it is required, whether
there are any actions needed to improve the competitiveness of the market.25 These matters
are discussed in Chapter 3 and Chapter 8 respectively.

21 National Energy Retail Law (NSW), s 234A (3). IPART is prescribed by the NSW regulations as the Market
Monitor for the purpose of Part 9A of the Act (National Energy Retail Law (Adoption) Regulation 2013, cl
8A).

22 Section 234A (3) (h) of the National Energy Retail Law (NSW).

23 Section 234A (7), (8) of the National Energy Retail Law (NSW).

24 Based on the publicly available reports, in accordance with Section 234A(7) of the National Energy Retail
Law (NSW).

25 Section 234A(3) (f) (g) of the National Energy Retail Law (NSW).
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2.1.1  Electricity and gas price movements in 2017-18

In response to the Minister’s request (see Appendix B), we extended our assessment of
electricity price movements beyond the reporting period (2016-17) to include the most recent
price changes that have occurred. As price movements tend to occur once a year at 1 July,
the period we examined was 1 July 2016 to 1 July 2017.

In addition, for the first time, the Minister asked us to assess whether the gas price increases
into 2017-18 are consistent with a competitive retail market. The NSW Government
deregulated gas prices on 1 July 2017. We will review the retail market for the first time next
year after price deregulation has been in place for one year. Therefore our role this year in
relation to the retail gas market will be limited to addressing the Minister’s request.

To assist us in undertaking these tasks, we engaged Frontier Economics to examine the cost
drivers behind the increases in retail electricity prices from July 2017, and quantify the
reasonable overall price changes for an efficient retailer. If the price changes broadly reflect
the changes in the underlying costs of supply, then we would consider that they are
consistent with a competitive retail market.

2.1.2 Hardship customers

In response to the Minister's request to report specifically on hardship customers
(Appendix C), we wrote to each of the retailers to ask them about their strategies to deliver
lower prices to hardship customers, and what they are doing to make their customers” aware
of the assistance available to them. We reported on the retailers” responses.26

2.1.3 Delivery of digital meters

In response to the Minister’s request to report on retailers’ processes for managing the
timely delivery of digital meters and communicating these processes to their customers, we
wrote to each retailer seeking information on these matters. We then reported on their
responses.27

2.2 Our process for this review

In May 2017, we began our review process by releasing an Information Paper, inviting
comment on our proposed approach for undertaking our review. We received nine
submissions.

We then released a Draft Report in October, and received five submissions.

In making our final findings and recommendations we considered all issues raised in
submissions. We also conducted additional analysis in response to comments in
submissions and the ACCC’s Preliminary Report into the competitiveness of retail electricity

26 We have undertaken this review under section 234B of the NSW National Energy Law (NSW) in order to
consider the information provided to us by retailers.

27 We have undertaken this review under section 234B of the NSW National Energy Law (NSW) in order to
consider the information provided to us by retailers.
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markets within the NEM (see section 2.3.2 below) on retail operating costs and margins. The
timetable for our 2017 annual report is summarised in Table 2.2.

Table 2.2 Review timetable

Milestone

Release Information Paper 23 May 2017
Submissions close on information paper 30 June 2017
Release Draft Report 17 October 2017
Submissions close on Draft Report 7 November 2017
Provide Final Report to the Minister 30 November 2017
2.3 Recent developments in the retail energy market

Each year the AEMC conducts reviews of the competitiveness of the retail energy market,
and investigates price trends. However, recent events over the last 12 months, has meant
that multiple other reviews have been undertaken or are currently underway.

These events include the reliability incidents in South Australia, tightening of generation
capacity over the summer months and forecast generation shortages. Around July 2017
retailers announced large increases in both electricity and gas prices - primarily driven by
increases in wholesale costs.

The most relevant recent reviews of the energy retail market are outlined below.

2.3.1 The AEMC competition review

The AEMC conducts annual reviews of competition in retail energy markets, both in NSW
and other jurisdictions. The latest review concluded in June 2017 and found that
competition continues to be effective in the NSW retail electricity market, with some signs of
increasing competition since prices were deregulated in 2014.28 The AEMC undertakes
surveys of energy customers and retailers as part of its review. We refer to these surveys in
various sections of this report.

28  AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 235.
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2.3.2 The ACCC’s Inquiry into the competitiveness of retail electricity markets
within the NEM

On 27 March the Australian Competition and Consumer Commission (ACCC) was directed
by the Federal Government to hold an inquiry into the retail supply of electricity and the
competitiveness of the electricity retail sector across the National Electricity Market.29

As part of this inquiry, the ACCC is:

v examining the drivers of retail electricity prices over time, including factors at all levels
of the supply chain that may affect price, and whether there are options to address price
impacts on customers

v considering what can be done to improve the experience of customers in acquiring
electricity services, and

v examining the industry structure, the nature of competition, the representation of prices
to customers and any other factors influencing the price of retail electricity services.30

The ACCC released its Preliminary Report on 16 October 2017. As noted above, we
considered the analysis and findings presented in this report in making our final findings
and recommendations, and undertook some additional analysis that incorporates its
findings on retail operating costs and margins (discussed in Chapters 3 and 6).

2.3.3 AER’s Annual report on compliance & performance of the retail energy
market 2016-17

On 22 November 2017, the AER released its Annual Report on Compliance & Performance
of the Retail Energy Market.3! It includes information on:

v competition indicators including retailers’ shares of small and large customer markets,
the number of customers on standard and market retail contracts and switching activity,

v energy retailer performance, including customer service and complaints, the assistance
given to customers experiencing payment difficulties (including hardship programs) and
disconnections, and

v analysis on energy affordability, including estimates the annual bills of households, and
bills as a proportion of household disposable income.

29 ACCC, Electricity supply and prices inquiry — project overview, https://www.accc.gov.au/regulated-
infrastructure/energy/electricity-supply-prices-inquiry, accessed 27 November 2017.

30 ACCC, Electricity supply and prices inquiry — project overview, https://www.accc.gov.au/regulated-
infrastructure/energy/electricity-supply-prices-inquiry, accessed 27 November 2017.

31 AER, Annual report on the performance of the retail energy market 2015-16, https://www.aer.gov.au/retail-
markets/performance-reporting/aer-annual-report-on-the-performance-of-the-retail-energy-market-2015-16,
accessed 29 November 2017.
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2.3.4 The Independent review into the future security of the national electricity
market (Finkel review)

In October 2016 the COAG Energy Council commissioned an independent review to
examine the current state of the security and reliability of the national electricity market and
provide advice to governments on a coordinated, national reform blueprint.

The Final Report released on 9 June 2017 made 50 recommendations to ensure the future
security of the National Electricity Market focusing on increasing security, future reliability,
better system planning and stronger governance arrangements in the market. The review
found that security and reliability had been compromised by poorly integrated variable
renewable electricity generators, including wind and solar. This has coincided with the
unplanned withdrawal of older coal and gas-fired generators.32

2.3.5 The Independent Review into the Electricity and Gas Retail Markets in Victoria

In August 2017, the Victorian independent review of energy markets reported to the
Victorian Government.33 It recommended that retailers be required to provide a Basic
Service Offer to its customers, with the maximum price to be regulated by the Essential
Service Commission (ESC). The review also concluded that:

v the retail cost component (including margin) was higher than any other individual cost
component, and therefore competition has added additional costs to the market that
have not been offset with cost reductions or other benefits and these costs need to be
recovered from consumers, and34

v market practices such as confusing discounting and retailers not engaging with their
customers are leading to poor outcomes for customers.

2.3.6  NSW Government assistance package

In September 2017 the NSW Government announced that energy rebates would increase by
20 per cent and energy retailers would not be able to charge customers early termination
fees, paper bill fees and fees for paying over the counter at Australia Post.35

32 Independent review into the future security of the National Electricity Market, 9 June 2017, pp 5, 21-27.

33 Independent Review into the Electricity and Gas Retail Markets in Victoria, August 2017.

34 Ibid, p ix.

35 Gladys Berejiklian, Premier of NSW, Energy Bill Relief Package for Households and Small Business, 3
September 2017, http:/Awww.resourcesandenergy.nsw.gov.au/__data/assets/pdf_file/0011/734843/Energy-
bill-relief-package-for-households-and-small-business.pdf, accessed 9 October 2017.
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3 Changes in electricity retalil prices reflect the costs
of supply

As Chapter 2 discussed, for this review we extended our assessment of whether the
movements in electricity retail prices in 2016-17 are consistent with a competitive retail
market to include to the most recent changes at start of 2017-18. To provide a bigger picture
view, we also looked at all price movements for residential and small business customers
since 2013-14, just before prices were deregulated.

In a competitive market, we would expect that price changes broadly reflect changes in the
underlying market costs of supplying electricity (see Box 3.1). Therefore, to make our
assessment we analysed the changes in the costs of supply to identify the key drivers of the
changes in retail prices. In addition, we looked specifically at changes in prices and costs in
regional areas, and in fixed and variable price and cost components.

The sections below provide an overview of our findings, and then discuss these findings in
more detail.

3.1 Overview of findings

We estimate that the average retail electricity prices for residential customers increased by
14% in the period from 1 July 2016 to 1 July 2017 (ie, in 2016-17 and the start of 2017-18). For
small business customers the typical annual bill increased by between 10% to 16% for the
same period.3¢ This increase reflected the change in the cost of supplying electricity, which
was primarily driven by wholesale cost increases, which have more than doubled since
2015-16. Therefore, the recent changes in electricity retail prices were consistent with a
competitive retail market.

We also found that the average annual residential customer bill at the start of 2017-18 was
likely to be at a similar level as in 2013-14. In the period since prices were deregulated, we
estimate that the average annual bill for residential customers has increased by just 2% in
nominal terms, which is equal to a reduction of 5% in real terms (ie, after adjusting for
inflation). This is because the increases in wholesale costs in 2016-17 and 2017-18 largely
offset the decreases in network costs from 2015-16 and the repeal of the carbon price in
2014-15.

In regional areas, we found average retail prices for residential customers were higher than
in metropolitan areas in 2016-17 and into 2017-18. This reflects the higher costs of supply.
However, the difference in prices between regional and metropolitan areas has reduced over
the longer term.

36 The increases for small business customers are based on retail prices from the Big 3 retailers (AGL,
EnergyAustralia and Origin) for their most common offers.
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Box 3.1 Customers’ bills are made up of a number of different cost components

Customers’ bill are made up of different cost components:
v Wholesale electricity purchased through the National Electricity Market (NEM).

v The network costs, which are the regulated costs of transporting electricity from the
generators to customers via the transmission and distribution networks, and are set by the
Australian Energy Regulator (AER).

v The cost of meeting ‘green scheme’ obligations including the:
- Commonwealth Renewable Energy Target (RET), which requires retailers to
purchase:

o 33,000 gigawatts of additional renewable electricity from renewable energy
power stations, such as wind and solar farms, or hydro-electric power
stations, under the (Large-scale Renewable Energy Target (LRET)), and

0 Small-scale technology certificates created under the Small-scale
Renewable Energy Scheme (SRES)) created by small scale systems,
including solar photovoltaic (PV) panels and other small generation systems.

- NSW Energy Savings Scheme (ESS), which requires retailers to purchase and
surrender a certain number of Energy Savings Certificates (ESCs) representing
energy savings.

v Retail costs and margin which retailers incur in performing their retail functions. These costs
include customer service (eg, operating call centres), billing and collecting revenue, finance,
IT systems, regulatory compliance costs, energy trading costs, marketing costs and an
appropriate allocation of corporate overheads. Retailers face a range of risks in supplying
electricity, including variations in customer demand and economic conditions, and the retail

margins also reflect these risks.

Source: Frontier Economics, Cost Drivers of Recent Retail Electricity and Gas Prices for Residential Customers in NSW — A
Report Prepared for IPART, September 2017, p 7, Clean Energy Regulator, How the scheme works in Renewable Energy
Target, 29 March 2017 http://www.cleanenergyregulator.gov.au/RET/About-the-Renewable-Energy-Target/How-the-
scheme-works, accessed 10 October 2017, IPART, How the scheme works in Energy Savings Scheme,
http://www.ess.nsw.gov.auw/How_the_scheme_works, accessed 10 October 2017.

3.2 Recent price changes were consistent with a competitive retail market

To assess price changes from 1 July 2016 to 1 July 2017, we requested information on
retailers’ prices for residential and small business customers in each network area in NSW.
We used these prices to estimate indicative bills for residential and small business
customers. This means our approach provides a snapshot of prices and typical bills implied
by these prices as at July 2016 and July 2017. We consider that this information provides an
indication of how prices for most customers changed during this reporting period.

We engaged economic consultants Frontier Economics (Frontier) to examine the cost drivers
behind the increases in retail electricity prices from July 2017, and quantify the reasonable
overall price changes for an efficient retailer. If the price changes broadly reflect the changes
in the underlying costs of supply, then we would consider that they are consistent with a
competitive retail market.
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Frontier has estimated that the overall costs of supply have increased by between 14% and
40%.37 As mentioned above, the main driver of the increases in costs is the wholesale price
of electricity, which is likely to have more than doubled this year, and now is likely to make
up around 40% of customers’ bills, up from around 28% in 2016-17. As a result, and because
network costs have gone down slightly (-6% to -2%), the proportion of network charges of a
residential customer bills has fallen from around 49% to 40% in 2017-18.

Figure 3.1 summarises Frontier's findings, taking the 2016-17 cost proportions as the base
year. Frontier's methodology is explained in its report, and is available on our website.

Figure 3.1 Change in residential electricity costs in 2017-18 based on Frontier’'s 2016-17
proportion of bills costs

Wholesale electricity, 28% Green schemes, 8% Network costs, 49% Retail costs, 15%

3 D

[ < | YA

0% 10% 20% 0% 40% 50% 60% T70% 30% 90% 100%

Note: The range for the wholesale cost increases is very large because it includes estimates from three different estimation
methods. For more information, see page 15 of Frontier's report.

Data source: Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW — A
report prepared for IPART, September 2017, pp 9, 17, 28, 31-32, 34.

3.2.1 Wholesale prices have increased substantially

In analysing wholesale electricity costs, Frontier focused on the following two key possible
drivers of changes in wholesale energy costs, which are:

v Changes in load shape: Frontier analysed data on the net system load profile for NSW
over the last 10 years. Frontier concluded that there is no strong evidence that suggests
higher wholesale energy costs are driven by changes in load shape.

v Changes in spot and contract electricity prices: Frontier analysed the difference in
wholesale electricity prices in 2016-17 and 2017-18, and assessed what this would mean
for the change in wholesale energy costs. Frontier estimated that the change in wholesale
energy costs was between 40% and 160%.38

This large increase in wholesale costs reflects recent retirements of a number of generators.
NSW Generators that have closed are Munmorah, Wallerawang C, Redbank and Smithfield.
Most recently, Hazelwood, a coal-fired power station in Victoria (which supplied around
20% of Victoria’s electricity) closed. Since NSW is connected to the National Electricity
Market (NEM), events that take place in other states such as power station closures may
flow through to affect prices in NSW and other regions in the NEM.

37 Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW
— A report prepared for IPART, November 2017, p 35.

38  Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW
— A report prepared for IPART, November 2017, p 17.
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The retirement of coal-fired power stations has meant that higher marginal cost generation
plants - in particular gas fired plants - have been setting the market clearing price more
often. This is at the same time as gas prices have increased.

The ACCC inquiry into electricity supply and prices is currently examining issues associated
with the wholesale market. This includes all wholesale market price, cost and conduct
issues and the extent and impact of vertical integration.

In a well-functioning market, higher prices provide a signal to the market to invest in new
generation capacity. While new renewables are being built after a period of uncertainty
around the renewable energy target (RET), investors have been reluctant to invest in other
types of generation due to an extended period of policy uncertainty. Power stations are
long-lived assets, and the policy settings around subsidies, government investment in the
energy market, and carbon policies can have large impacts on whether investment in
generation assets would be profitable over the life of the asset. In the current environment
this makes them risky investments for commercial investors.39

3.2.2 Some green scheme costs have decreased while others have increased

To estimate the costs of complying with green schemes, Frontier used a similar approach to
that used to estimate changes in wholesale electricity costs. However, since there are no
reliable forward prices for green schemes, Frontier used actual spot prices of large scale
generation certificates (LGCs) and small-scale technology certificates (STCs) as a proxy for
expected certificate prices.

The estimated change to green scheme costs is between -10% and 60%. The change in the
cost of complying with the Small-scale Renewable Energy Scheme (SRES) is fairly consistent
across the methods used to estimate costs, with a decrease in the cost of complying of
around 10%. However, the change in the cost of complying with the Large-scale Renewable
Energy Target (LRET) varies depending on the method of estimation used. A current point
in time estimate suggests that the change in green costs has increased by less than 10%,
while a two-year rolling average suggests a 60% increase.40

Frontier provided possible reasons for the increase in LGC prices from 2015-16 to 2016-17.
While large retailers typically obtain the majority of their LGCs through long term
agreements such as power purchasing agreements with wind generators, some businesses
facing a shortage of LGCs may be acquiring LGCs through the spot market instead, placing
upward pressure on LGC spot prices. In addition, there may have been delays in renewable
investments in recent years driven by policy uncertainty and this may be reflected in higher
spot prices.

3.2.3 Network costs have decreased

Retailers incur network costs to supply electricity to retail customers. These costs include
payments for the use of the transmission and distribution network, which are passed

39 Independent review into the future security of the National Electricity Market, 9 June 2017, p 29.
40 Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW
— A report prepared for IPART, p 28.
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through to customers. We estimate that for 2017-18, network costs make up around 40% of
the average customer’s total bill.

Frontier calculated the costs incurred by retailers in supplying a typical small retail
residential customer in NSW based on the 2015-16 and 2016-17 network prices published by
Ausgrid, Endeavour Energy and Essential Energy. Frontier estimated that across the three
network areas, network costs for a typical residential customer fell slightly (between 2% and
6%).41

3.2.4 A detailed review of profit margins is not necessary

Retailers incur retail operating costs in supplying electricity to small retail customers.
Retailers also require a margin reflecting the systematic risks of providing retail services to
attract the necessary capital from investors. Retail operating costs and retail margins in
NSW are currently likely to account for between around 13% and 23% of customers’ total
bills.42

As part of our role as the Market Monitor, we are required to report on whether a detailed
review of retail prices and profit margins in the market is required.43 At this time the ACCC
is undertaking its detailed review, therefore we do not consider that it is necessary for
IPART to undertake a detailed review of retail costs and margins.

However, as part of our analysis of whether the most recent price change reflected the
change in costs, we considered what has happened to retail costs and margin. Our view is
that retail costs and margins have not changed materially since price deregulation.

For our Draft Report, Frontier noted that there is no clear evidence that retail operating costs
and retail margins have changed materially since 2013-14 when prices were regulated by
IPART. It also noted there is no publicly available information about how these are likely to
change from 2016-17 to 2017-18. Therefore, it estimated that the retail operating costs have
stayed fairly constant at around $121 per customer, and the retail margin remains at around
6%.

Similarly, in its Preliminary Report into the electricity market, the ACCC found that retail
operating costs have not increased since price deregulation, although the absolute level of its
estimated retail operating costs is considerably higher than Frontier's estimates.44
Appendix E provides our additional analysis on the level of retail operating costs using
publicly available information, and possible reasons for the differences between the ACCC’s
estimated retail operating costs and our estimates.

As for retail margin, we found that the three-year average retail margin estimated by the
ACCC is very similar to Frontier’s estimates, at just under 6% - although the ACCC found

41 Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW
— A report prepared for IPART, September 2017, p 31.

42  Based on estimates from Frontier, and the ACCC. Frontier Economics, Cost drivers of recent retail
electricity and gas prices for residential customers in NSW — A report prepared for IPART, September 2017,
p 36. ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, p 39.

43 Section 234A(3) (g) of the National Energy Retail Law (NSW).

44 ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, p 73.
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that retail margin has risen since price deregulation.45 Chapter 6 presents our analysis on
whether the margins earned by retailers indicate that competition is not developing
effectively.

Finding
1 The average bill increase for residential customers in NSW was 14% in July 2017. For
small business customers the typical bill increase was between 10 to 16%. These price

increases reflect changes in the underlying costs of supplying customers, driven by
increasing wholesale costs.

2 A detailed review of retail prices and margins is not necessary while the ACCC is
undertaking its Retail Electricity Pricing Inquiry.

3.3 Average annual bills for residential customers are at similar levels to
2013-14

The average annual bill paid by residential customers in NSW is currently around $2,200, for
6,500 kWh of energy usage.

Over the period since price deregulation, we estimate that the average residential bill across
NSW has gone up by an average of 2% (Table 3.1). This represents a 5% reduction in bills in
real terms. For a typical residential customer using 6,500 kWh, this represents a $40 increase
in customers’ bills (or a reduction of $127 in real terms). Box 3.2 explains how we estimated
the average bill across NSW.

Table 3.1 Changes in residential customer bills over time (6,500 kWh, nominal, GST-
inclusive, average across all distribution areas)

July 2013  July 2014  July 2015 July 2016 July 2017 Cumulative

Weighted average typical bill $2,182 $2,175 $1,840 $1,954 $2,223 $40
(nominal) -0.4% -15% 6% 14% 2%
Weighted average typical bill $2,350 $2,273 $1,895 $1,992 $2,223 -$127
(real) 3% 17% 5% 12% 5%

Source: Price information provided by retailers

The contribution that the different costs of supply have made to residential customers” bills
have also fluctuated materially over time. Figure 3.2 shows that between 2013-14 and
2017-18, as a proportion of average customer bills, network costs fell from 55% to 40%.46 In
addition, we estimate that wholesale costs rose from around from around 20% (exclusive of

45 The analysis for the ACCC's electricity pricing Inquiry’s Preliminary Report did not consider the 2016-17
price change — the analysis only went to 2015-16.

46 Network charges for residential customers using 6,500 kWh weighted by network area. Ausgrid, Price Lists
and Policy, http://www.ausgrid.com.au/Common/Industry/Regulation/Network-prices/Price-lists-and-
policy.aspx#.Wd4h7FuCzGg, accessed 12 October 2017, Endeavour Energy, Our prices,
http://www.endeavourenergy.com.au, accessed 11 October 2017, Essential Energy, Electricity Network
Pricing, https:/Aww.essentialenergy.com.au/content/Electricity-Network-Pricing-And-Information, accessed
12 October 2017.
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carbon) to around 40%.47 The carbon tax comprised around 8% of the total bill in 2013-14
before it was repealed in 2014-15.48

We note that this price trend may be different in each state. While declining network tariffs
has been observed in most jurisdictions in recent years,49 the reductions have been larger in
some states than others.50

Finding

3 The average bill increase for residential customers in NSW since price deregulation is 2%.
This is a real decrease in prices of 5% (once CPI is accounted for).

Figure 3.2  Estimated change in residential bills and costs since price deregulation
(6,500 kWh, nominal, GST-inclusive, average across all distribution areas)
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Note: Total bill based on a range of offers provided by retailers, including lowest, most common and standing offers. We
provide more detail in relation to our NSW statewide annual bill estimate in Box 3.2 of this report. In our draft report, we
estimated the wholesale and retail costs separately, using the 2013-14 regulated allowances as a starting point, and a range of
data sources to provide our best estimate of subsequent years. After conducting additional analysis of retail costs and margins
for our final report, we have decided to combine these ‘unobservable’ retail and wholesale bill components as the ACCC
estimates are materially different to Frontier's estimates and our additional analysis.

Data source: Based on price information provided by retailers, AEMC, 2015 Residential Electricity Price Trends Final Report,
23 February 2017, p 113, ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, p 43, IPART, Review of
regulated retail price and charges for electricity from 1 July 2013 to 30 June 2016, Final Report, June 2013, p 18.

47 Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW
— A report prepared for IPART, September 2017, p 36, IPART, Review of regulated retail price and charges
for electricity from 1 July 2013 to 30 June 2016, Final Report, June 2013, p 18.

48 |PART, Review of regulated retail price and charges for electricity from 1 July 2013 to 30 June 2016, Final
Report, June 2013, p 18.

49  AER, State of the Energy Market, May 2017, p 130.

50 AER, State of the Energy Market, May 2017, p 130.
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Box 3.2 How we estimated the average residential bill across NSW in each year

Retailers have provided us with their prices for their residential standing offers, their most common
offers, and their lowest offers. We also have information on the number of customers with each
retailer, and the number of customers’ on standing and market offers. However, we do not have
information on the prices of every offer in the market, or the number of customers on each.
Therefore, when estimating the average residential bill paid by NSW customers, we have had to
make a number of assumptions about the number of people paying different prices.

We estimated the average bill for the typical residential consumer by weighting prices by the
number of customers on standing and market offers, by retailer, and by the number of customers in
each network area, for each year.

For each network area:

1. For customers on standing offers we use the standing offer prices for each retailer's market
share (applying the NSW-wide retail market share to each network area) to estimate annual
bills.

2. For customers on market offers, we weighted prices by retailers’ market shares and we

allocated customers to either retailers’ lowest offer, their most common offer, or an offer
between the most common offer and the standing offer as follows:

¥ 10% are allocated to retailers’ lowest offer (and applying the full value of any
unconditional and conditional discounts)

v 30% are allocated to the most common offer (and applying the full value of any
unconditional and conditional discounts).

¥ The remaining customers are allocated to a price equal to the mid-point between the
lowest and standing offer prices. This is to account for the range of other offers in the
market between the most common offer and the standing offer.

To estimate the average residential bills across NSW, we then weighted the average price for each
network area by the proportion of customers in each network area (42% in Ausgrid, 26% in
Essential, and 31% in the Endeavour network area).

We consider that these assumptions provide a reasonable estimate of the average residential bill
paid across NSW. We tested a range of different assumptions and they led to very similar
estimates of average bills. We also consulted on this methodology in our Draft Report, but we did
not receive any feedback.

3.3.1 Thedifference between regional and metropolitan electricity residential bills
has reduced

Table 3.2 shows residential customers’ bills and network tariffs by network area. The
Ausgrid and Endeavour networks supply the metropolitan customers in Sydney and
Newcastle (Ausgrid), and South-western Sydney and Wollongong (Endeavour). The
Essential network supplies regional customers in the remainder of the state.
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Table 3.2 Average household bills by network area (Weighted by offer type, 6,500 kWh,
nominal, GST-inclusive)

2013/14  2014/15 2015/16  2016/17 2017/18 Cumulative change

Ausgrid $2,051 $2,029 $1,739 $1,879 $2,155 $104 5%
Endeavour $1,996 $1,999 $1,763 $1,857 $2,134 $138 7%
Essential $2,616 $2,618 $2,095 $2,192 $2,438 -$178 -7%
Weighted average $2,182 $2,175 $1,840 $1,954 $2,223 $40 2%
typical bill

Source: Information provided by retailers

We found that for the same level of consumption, residential bills in regional areas remain
higher than in metropolitan areas. This is because network costs are currently around 20%
higher in regional areas (down from 50% higher in 2013-14).

However, the difference in the residential bills between regional and metropolitan areas has
reduced over time. In 2017-18, the average total retail residential bill in regional areas is
around 15% higher than in metropolitan areas, compared to 30% higher in 2013-14 (Figure
3.3).

Figure 3.3 Change in the network costs compared to average household bill for
residential customers by network area (6,500 kWh, nominal, GST-inclusive)
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Data source: Information from retailers, network price data.

This convergence of residential bills between regional and metropolitan areas is largely due
to more substantial network cost reductions in the regional network (Essential), compared to
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the other networks. On 1 July 201552, network prices for residential customers fell by 12%
(Endeavour), 19% (Ausgrid) and 35% (Essential) for residential customers compared to
2014-15. Across the five year period, network prices have fallen by an average of 25%, or
30% in real terms.

Table 3.3 Average network charges by network area (6,500 kWh, nominal, GST-
inclusive)

2013/14  2014/15 2015/16  2016/17 2017/18 Cumulative change

Ausgrid $1,147 $1,110 $896 $910 $878 -$270 -23.5%
Endeavour $919 $923 $810 $822 $782 -$137 -14.9%
Essential $1,540 $1,499 $977 $1,044 $1,030 -$510 -33.1%
Weighted average $1,179 $1,154 $890 $918 $888 -$291 -24.7%
zNei:g)hted average $1,270 $1,206 $917 $935 $888 -$382 -30.1%
rea

Source: Ausgrid, Price Lists and Policy, http://www.ausgrid.com.auw/Common/Industry/Regulation/Network-prices/Price-lists-
and-policy.aspx#.Wd4h7FuCzGg, accessed 12 October 2017, Endeavour Energy, Our prices,
http://www.endeavourenergy.com.au, accessed 11 October 2017, Essential Energy, Electricity Network Pricing,
https://www.essentialenergy.com.au/content/Electricity-Network-Pricing-And-Information, accessed 12 October 2017.

3.4 The fixed portion of residential bills has increased over time

As well as looking at the total increase in residential customer bills, stakeholders have also
asked us to look at the individual bill components. This is because they are concerned that
the fixed bill component has risen over time. Unlike consumption charges, customers
cannot change this portion of their bill by reducing their electricity usage.

While we have found that residential customer’s total bills have remained at similar levels
since 2013-14, the fixed proportion of residential customers’ bills has gone up by around $50
to $70, or 18% in the same period (Figure 3.4).

51 The AER determined network prices for the 2014-2019 regulatory control period. As part of transitional
arrangements, the AER determined a placeholder revenue allowance for a transitional regulatory control
period for 2014-15. When a lower revenue requirement was determined in 2015 for the 2014-2019
regulatory control period, this was reflected in network charges from 1 July 2015. In the full determination,
the AER adjusted for the difference between the placeholder revenue allowance for the transitional year and
the revenue requirement for the transitional year that was established in the full determination process. For

example, see AER, Ausgrid - Determination 2014-19, https://www.aer.gov.au/networks-
pipelines/determinations-access-arrangements/ausgrid-determination-2014-19, accessed 28 November
2017.
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Figure 3.4 Change in the average fixed bill component over time, compared to average
total bills for residential customers (6,500 kwWh, nominal, GST-inclusive)
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Data source: Retail price data.

The main fixed costs components of residential customers’ bills are a portion of the network
costs, and retail costs. Around 15-30% of residential network charges are fixed (Figure 3.5),
while almost all of the retail component is fixed (because billing and marketing costs are the
same regardless of how much electricity a customer uses).

The $50-$70 increase in the fixed retail bill component does not reflect the change in the
fixed network charges, which have fallen by an average of $14, or 7% (Figure 3.5). Frontier
also estimates that there has been little change in the fixed component of retail prices as part
of the recent price increases.52

As discussed above, the increase in total costs is primarily a result of increases in wholesale
electricity costs. Wholesale electricity costs would typically be considered variable costs and
so would be expected to be reflected in an increase in the variable component of retail prices,
rather than the fixed component.

However, retailers have discretion over how they recover their costs from retail tariffs.
Frontier notes that some retailers may consider the measures they take to manage the risk of
wholesale electricity price volatility may represent a fixed cost because many of these
arrangements involve capital investments or take or pay contracts.53

52 Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW
— A report prepared for IPART, September 2017, p 35.

53 Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW
— A report prepared for IPART, September 2017, p 35-36.
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Figure 3.5 Change in residential network costs over time, by fixed and consumption
charges (6,500 kWh, nominal, GST-inclusive)
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Data source: Ausgrid, Price Lists and Policy, http://www.ausgrid.com.au/Common/Industry/Regulation/Network-prices/Price-
lists-and-policy.aspx#.Wd4h7FuCzGg, accessed 12 October 2017, Endeavour Energy, Our prices,
http://www.endeavourenergy.com.au, accessed 11 October 2017, Essential Energy, Electricity Network Pricing,
https://www.essentialenergy.com.au/content/Electricity-Network-Pricing-And-Information, accessed 12 October 2017.

We note that while fixed network charges for residential customers have fallen slightly over
the past few years, a new National Energy Rule will result in a larger proportion of network
costs being recovered from fixed charges,54 as network tariffs become more cost reflective.
These changes are being phased in from 1 July 2017.55

As explained above, the fixed proportion of network charges for residential customers is
currently around 16% for metropolitan customers, and 30% for regional customers. Ausgrid
has recently consulted on increasing the fixed component from around 16% to 50% or more,
and reducing the consumption charges.56

Finding
4 The fixed proportion of residential customers’ bills has increased by 15% and 22%

between 2013-14 and 2017-18 (depending on network area), reflecting how retailers have
chosen to recover their costs.

54  For example, see Ausgrid, Revised Tariff Structure Statement, October 2016, p 5
http://www.ausgrid.com.au/-/media/Files/Industry/Regulation/Network-prices/Amended-Revised-TSS--22-
Feb-2017FINAL--AER-amendment--
CLEAN.pdf?la=en&hash=6D0913C0330F1E6DBD3D57061634794879EECOBF, accessed 15 October
2017.

55 AEMC, Distribution Network Pricing Arrangements, http://iwww.aemc.gov.au/Rule-Changes/Distribution-
Network-Pricing-Arrangements#, accessed 12 October 2017.

56  Ausgrid, “The ‘Customers at the Centre’ Project — Results, Impacts & Implications” in Presentation of results
(by Newgate) and Ausgrid’s response (Catherine O'Neill) followed by Q&A/stakeholder discussion, 12
September 2017, p 3.
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3.3 Typical annual bills for small business customers

The typical annual bill paid by small business customers in NSW is currently between $2,826
(in the Endeavour network) and $4,753 (in the Essential Energy network) for 10,000 kWh of
energy usage. We estimated that for a typical small business customer, retail prices for
electricity increased by between 10% to 16% for the period from 1 July 2016 to 1 July 2017
(depending on which network area the business is located in) (Table 3.4).57

Table 3.4 Typical bills for small business customers (10,000 kWh, nominal, GST-
inclusive, based on offers of the Big 3 retailers)

Network 2013-14 — Offer 2014-15 2015-16 2016-17 2017-18 Change 1
Regulated type July 17
tariff

Ausgrid $3,374 Lowest $2,788 $2,696 $3,100 $3,585 16%
Most $2,841 $2,799 $3,124 $3,620 16%

common
Standing $3,238 $3,165 $3,727 $4,462 20%
Endeavour $2,993 Lowest $2,328 $2,219 $2,432 $2,826 16%
Most $2,462 $2,368 $2,453 $2,855 16%

Common
Standing $2,771 $2,720 $2,993 $3,564 19%
Essential $4,567 Lowest $3,763 $3,091 $3,397 $3,796 12%
Most $3,924 $3,141 $3,491 $3,834 10%

Common
Standing $4,395 $3,770 $4,158 $4,753 14%

Source: Information provided by retailers.

Over the period since price deregulation, the bill for a typical Ausgrid small business
customer has increased by 7%, and reduced by 5% for small business customers in the
Endeavour network (comparing the most common offers currently in the market to the
regulated prices in 2013-14). For small business customers in the Essential Energy network
area, the typical bill has reduced by around 16% - driven mainly by large reductions in
network charges. Table 3.5 shows that this represents an annual reduction in bills of $733
for a typical small business customer using 10,000 kWh (or a reduction of $1,084 in real
terms).

Table 3.5 Typical bills for small business customers (10,000 kWh, nominal, GST-
inclusive, based on offers of the Big 3 retailers)

Network 2013-14 - 2017-18 most  Change ($) Change (%)
Regulated tariff common offer

Ausgrid $3,374 $3,620 $246 7%

Endeavour $2,993 $2,855 -$138 -5%

Essential $4,567 $3,834 -$733 -16%

57  This is based on the most common offers from AGL, EnergyAustralia and Origin Energy. We note that
standing offers in the Ausgrid and Endeavour network areas have increased by 19-20%.
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4 Retailers are competing to attract and retain
customers

One of the characteristics of a competitive market is strong rivalry between retailers. Where
this rivalry exists, retailers attempt to outcompete each other by making more attractive
market offers and differentiating their products and services to target different customers’
needs.

To assess the level of rivalry between retailers in 2016-17, we examined the range of market
offers, products and services available to small customers in NSW, compared to previous
years. We also looked at retailers’ standing offers, and compared average prices under these
offers to those under market offers. The sections below outline our findings, and then
discuss them in more detail.

4.1 Overview of findings

We have found that there is evidence of rivalry between retailers, who are competing on
price, products and services. In our view, this is consistent with a competitive retail market
that is continuing to develop.

We also found that market offers are becoming increasingly varied. While the lowest
market offers are similar to 2013-14 levels before prices were deregulated, standing offers for
residential customers have increased by around 10% during this period. This has meant that
the gap between the cheapest available offers and the standing offers has increased
substantially. For small business customers, standing offers have increased by around 20%
over the period.

Product differentiation has continued to increase over the last year. This includes bundling
products and services, predictability in billing, transparency in pricing, convenience and
control over household usage and renewable energy.

Renewable energy options58 and price-based incentives are also continuing to be used to
attract customers (for example, bill credits for switching or referring friends who then sign
up with the retailer,59 pay-on-time discounts, and predictable billing).

58  For example, see EnergyAustralia’s offer of carbon neutral electricity, and Enova Energy’s 100% Green
power offer. https:/www.energyaustralia.com.au/, accessed 5 September 2017.
http://www.enovaenergy.com.au/about-us/, accessed 5 September 2017.

59 Diamond Energy, Refer a friend and both receive $35 credit!, http://diamondenergy.com.au/diamond-
referral/, accessed 4 September 2017.
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4.2 Prices indicate rivalry between retailers

Price is the most common way that retailers attract and retain customers. Because customers
respond to prices differently, ie, have different demand elasticities, there will inevitably be
price differentials in the market. We consider price variation is consistent with a
competitive retail market, and supports innovation and dynamic efficiency.

We have found that the cheapest offers in the market are the same as those available before
price deregulation, which is a 7% reduction in real terms. However, this change varies
between networks, from a 10% reduction in the Essential Energy network, to a 4% and 7%
increase in the Ausgrid and Endeavour networks respectively (real reductions of 17%, 4%
and 1% once inflation is accounted for) (Figure 4.1). For small business customers we found
similar outcomes.

Figure 4.1 Change in cheapest and average residential offers over time by network area
(6,500 kWh, nominal, GST-inclusive)
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Data source: Information from retailers

Review of the performance and competitiveness of the retail electricity market in NSW IPART 33



4.2.1 Prices have become increasingly varied

We found that prices have become increasingly varied since price deregulation, and this has
become much more pronounced this year (Figure 4.2 and Figure 4.4). As a result, the
highest offers in the market in 2017 are significantly higher than the most expensive offers in
previous years. Figure 4.3 provides an example of the spread of offers for the Ausgrid
network for 2017-18, based on the cheapest and standing offers of each retailer.

Figure 4.2  Spread of offers for residential customers (6,500 kWh, nominal, GST-

inclusive)
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Data source: Information from retailers.

Figure 4.3  Electricity offers for residential customers for 2017-18 (Based on the Ausgrid
network, 6,500 kWh, nominal, GST-inclusive)
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Figure 4.4  Spread of offers for business customers (10,000 kWh, nominal, GST-

inclusive)
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Data source: Information from retailers.

4.2.2 Standing offers have increased

Figure 4.2 and Figure 4.4 above highlight that between 2016 and 2017, the standing offers
have increased substantially. Figure 4.5 shows that for the Big 3’s residential customers,
standing offers increased by an average of 15% on 1 July 2017, or $350 for a customer with
typical consumption of 6,500 kWh (nominal).

This one-year increase in the standing offer is more than the cumulative increase in the
standing offers since price deregulation. Since prices were deregulated in 2013-14, the
standing offers for residential customers of the Big 3 have increased by 10% on average
across the state (this represents a 2% increase in real terms). For the Ausgrid and Endeavour
networks, this is around a $300 increase, from around $2100 to $2,400. The standing offers
for the Big 3 in the Essential Energy network fell by around $30 or 1% over this period, and
are currently around $2,700.

We note that the number of customers on standing offers has fallen over time, so that now
around 23% of residential customers are on standing offers (See Chapter 7 for more details).

Finding

5 Standing offers for residential customers have increased by 10% since price deregulation.

Review of the performance and competitiveness of the retail electricity market in NSW [IPART

35



Figure 4.5 Changein the standing offer for residential customers over time (6,500 kWh,
nominal, GST-inclusive, based on the Big 3 retailers)
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Consistent with these findings, the average difference between standing offers and the
cheapest offers has widened significantly over time.

In 2013, the average difference between the standing offer and the cheapest market offer for
residential customers was between $200 and $300, or 10% to 15% for a typical customer
consuming 6,500 kWh. This has increased to an average difference of around $460 or 23%
(Figure 4.6).

Figure 4.6  Average difference between standing offers and lowest market offer for
residential customers (6,500 kWh, nominal, GST-inclusive)
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Data source: Price information provided by retailers.
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4.2.3 Price variation is a normal feature of competitive markets

The NSW Farmers’ Association submitted that the proliferation of market offers by retailers
increases search and transaction costs for consumers which creates price opaqueness and
limits price competition.®0 It disagrees with our previous conclusions that NSW markets are
competitive. It also argued that unlike other markets, significant price differences do not
reflect differences in quality and reliability of services.61

Price is the most common way that retailers attract and retain customers. We agree with the
NSW Farmers’ Association that often price differences do not reflect differences in costs.
Price variation in these circumstances is known as “price discrimination,” and it occurs
because customers respond to prices differently, ie, have different demand elasticities. It is
observed in most competitive markets (such as airlines, telecommunications, groceries), and
often indicates significant competition, rather than lack of it.62 We consider price variation
is consistent with a competitive retail market, and that it supports innovation and dynamic
efficiency.63

We agree with the NSW Farmers’ Association that in some cases differences in prices in
these other industries reflect product differences or differences in infrastructure used by
service providers, rather than customers’ price elasticities.64 However, in many cases,
differences in prices do not reflect any differences in underlying costs. For example, the
price of petrol can be materially different at different petrol stations in the same city, even
though the costs of supply are not.

Price discrimination can increase efficiency

Price discrimination often increases efficiency in markets compared to all units being sold at
the same price at a constant mark up to the marginal costs of supply to recover fixed costs.
By recovering fixed or sunk costs from less price sensitive customers (who will consume the
good anyway), businesses can offer lower prices to more price sensitive customers to
compete for their business. As more goods are sold at or close to the marginal cost of
production, output expands, which increases efficiency.

The closer that goods are sold to the marginal cost of supply to some customers, the more
that the fixed costs will need to be recovered by other customers, increasing the level of price
variation in the market. This can result in positive distributional effects where businesses
recover more of their costs from less price sensitive customers, and these customers are
higher income households.®5

However, because of the large spread of offers in the market, it is also important to
understand if there are barriers for customers who would like to be on market offers in
moving onto them.

60 NSW Farmers’ Association submission to IPART Information Paper, 28 June 2017, p 3

61 NSW Farmers’ Association submission to IPART Information Paper, 28 June 2017, p 5

62 ACCC, Network Issue 63, June 2017, p 10.

63  Although we note that the lack of price variation does not indicate that a market is not competitive.

64 NSW Farmers’ Association submission to IPART Information Paper, 28 June 2017, p 3

65 Simshauser and Whish-Wilson, Reforming Reform: Differential Pricing and Price Dispersion in Retail
Electricity Markets, June 2015, p 28.
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In response to our Draft Report, PIAC submitted that customers who are price sensitive may
not be price responsive. In particular, vulnerable customers may find it difficult to engage
in the market or be unable to reduce electricity usage due to medical or family
circumstances.66

Unlike other markets where participation is discretionary, most customers cannot opt out of
purchasing electricity. Therefore we consider that retailers and governments have a role in
making sure that these customers are able to engage in the market. We discuss customer
engagement and barriers to customer engagement further in Chapter 7. Strategies to ensure
that these customers do not pay more than they should are discussed further in Chapters 8
and 9.

4.3 Increasing product and service variation indicates rivalry between
retailers

As well as an increasing range of prices being offered to customers, products and services
have also become more varied over the past three years, particularly as technology
continues to develop.

Some stakeholders have questioned the value of some of the product differentiation in the
market that has occurred to date. For example, the NSW Farmers’ Association submitted
that the differences in price structures are unlikely to represent innovation. It considered
that IPART should undertake analysis on consumer sentiment to determine whether
consumers view the provision of electricity as a commodity product (ie, do they perceive
differences in quality and reliability between retailers), and whether the market is
innovative.67

In our view product innovation is one of the benefits of competition, but it is only in its
infancy. With the take up of digital meters, customers will have the opportunity to get more
information and control over energy usage, receive real-time price signals and achieve
energy self-sufficiency.

We agree with Origin Energy that these new energy products and services need to be
considered when assessing competition in the market, as they are in direct competition with
the traditional retail market.68

4.3.1 Bundled energy products and services

Retailers are continuing to innovate in repackaging energy services and their pricing model
to attract customers. For example, some retailers are offering electricity and gas together,
and others are bundling energy with additional products and services such as phone and
internet services. For example, Dodo Power and Gas offers consumers the ability to deal
with a single company for many of their home services including home phone, mobile,
broadband internet, electricity, gas, and insurance.69

66  We discuss PIAC’s submission further in Chapter 7. PIAC submission to IPART Draft Report, 14 November
2017, p 3, 5-6.

67 NSW Farmers’ Association submission to IPART Information Paper, 28 June 2017, pp 3-4.

68  Origin Energy submission to IPART Information Paper, 30 June 2017, p 1.

69 Dodo, About Dodo Power and Gas, http://www.dodo.com/power-gas/quick-links/about-dodo-power-gas/,
accessed 5 September 2017.
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Bundling electricity with new technologies

Overseas experience suggests that interest in digital energy solutions, combining energy
services with telecommunication and solar installation is strong. This industry direction
may offer opportunities for utilities, solar installers and telecommunications suppliers to
increase their market penetration through bundled products.70

Over the last year, more retailers have started to offer digital meters, solar PV, and battery
options to their customers, in addition to traditional energy services. For example,
EnergyAustralia and Origin Energy offered solar panels, inverter and installation, as well as
battery storage systems.”? This technology allows customers to store energy generated by
solar panels to be used at a later date.”2

Enova Energy is also planning to develop options to make solar take up attractive to
landlords and renters.”3

We consider that the opportunities for product innovation will continue to increase over
time, as retailers start to bundle electricity with products such as solar and batteries,
software is becoming available to capture the value of the energy that is being fed into the
grid by households in real time, and issues around the reliability of supply is making
customer demand response more valuable at the same time as the take up of digital meters
is increasing.

4.3.2 Innovative energy pricing models

Retailers also continue to offer alternatives to the traditional tariff structure to appeal to
different market segments. For example, Origin Energy is currently offering its ‘predictable
plan” aimed at removing “bill shock’. Customers who value predictability and control over
their energy bills can pay an agreed fixed amount on their utility bills each fortnight or
month, subject to a fair use policy, with the amount fixed for 12 months.74

Powershop offers a pricing model that allows customers to pre-purchase units of energy
when it is convenient and offers periodic sales and discounts. This gives customers the
option to manage cash flow and smooth out energy costs more evenly throughout the year.
Households fitted with digital meters can receive automatic real-time price signals about
their electricity usage from their smart phones.7s

70 According to research conducted by Parks Associates released at the Smart Energy Summit in Austin USA,
February 2015: ‘Nearly half of homes with broadband in the U.S. are willing to subscribe to a bundle of
energy services for about $USD10 per month. Internet and HVAC maintenance were the most popular
services to bundle with electricity services.’
http://www.greentechmedia.com/articles/read/consumers-hungry-for-bundled-energy-services-survey-finds,
accessed 10 October 2017.

71 EnergyAustralia, Solar Power Systems, https://www.energyaustralia.com.au/home/solar-and-batteries/solar-
power/solar-power-systems, accessed 5 September 2017.

72 EnergyAustralia, Battery Storage, https:/iwww.energyaustralia.com.au/home/solar-and-batteries/battery-
storage, accessed 5 September 2017.

73 Enova Energy, About Enova, https://enovaenergy.com.au/about-us/, accessed 10 October 2017.

74 QOrigin, Predictable Plan, https:/Awww.originenergy.com.au/for-home/campaign/origin-predictable-plan.html,
accessed 10 October 2017.

75 Powershop, Powershop in your pocket, http://www.powershop.com.au/mobile-apps/, accessed 10 October
2017.
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One of the more innovative examples is Mojo trialling the use of demand response by
customers by offering them a bill credit to reduce their usage at a time of high wholesale
prices. A text message was sent to 500 customers with digital meters in NSW, offering an
incentive to those who would turn off power later in the day. Mojo reported that 40% of
people agreed to participate within about 30 minutes. The retailer then sent a request for the
respondents to switch off appliances. To Mojo, this demand reduction represented $390 in
savings per customer over two hours. Customers received $25 bill credit for these two hours
of participation.76

We agree with NSW Farmers’ Association that as more of these offers with demand-
response features enter the market, new indicators may be required on the availability of
service offerings.”7

Finding
6 There is evidence of rivalry between retailers and a large range of products and services

available to customers. In our view this is consistent with a competitive retail market that is
continuing to develop.

76 Ecogeneration, Demand response, the opportunity for energy consumers to switch to supply, 21 July 2017,
http://www.ecogeneration.com.au/demand-response-the-opportunity-for-energy-consumers-to-switch-to-
supply/, accessed 10 October 2017.

77 NSW Farmers’ Association submission to IPART Information Paper, June 2017, p 4. 78 AER retail
performance statistics as at March 2017, https://www.aer.gov.au/retail-markets/retail-statistics/nsw-small-
customers, accessed 10 October 2017.
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5 Barriers to entry are low

In any market, there may be economic, legal, regulatory or other barriers that constrain the
ability of new retailers to enter the market and/or expand their share of this market. Where
these barriers are low, competition will be most effective in protecting customers.

In such a market, the incumbent retailers are under constant pressure to offer competitive
prices, products and services, or lose customers to more competitive rivals. In our view, this
pressure provides the most effective means of keeping retail prices in line with the efficient
costs of supply.

To assess the barriers to entry in the retail electricity market in NSW, we looked at the
number of retailers and brands contesting the market and the market concentration in
2016-17, compared to previous years. We also examined retailers” views on barriers to entry,
based on a survey commissioned by the AEMC as part of its 2017 retail competition review.
The sections below outline our findings, then discuss these findings in more detail.

5.1 Overview of findings

We found no substantial barriers for smaller retailers to enter the NSW electricity market.
While the market is still relatively concentrated between the big three retailers - AGL,
Energy Australia and Origin - the trend for smaller retailers to gain market share from the
‘big three’ retailers has continued in 2016-17.78 As at June 2017, there were 22 retailers (and
26 brands) in the market.”®

We also found that smaller retailers are able to access exchange-traded derivative products
to hedge their risk exposure. However, large vertically integrated electricity businesses in
the market and tightening supply in the wholesale market may increase economic barriers,
which means that a new retailer to the market needs considerable financial capacity to gain
market share.

5.2 The number of retailers contesting the market is relatively high
The extent to which there are barriers to entering the market will affect how many retailers

are competing for customers. In general, the greater the number of active retailers, the
stronger is the level of competition in the market.

78 AER retail performance statistics as at March 2017, https://www.aer.gov.au/retail-markets/retail-
statistics/nsw-small-customers, accessed 10 October 2017.
79 AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 235.
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As of June 2017, there were 26 retail brands owned by 22 electricity retailers supplying to
small retail customers in NSW, which has remained constant since our 2016 review. Table
5.1 shows the services provided by each retailer. AGL owns Powerdirect and a share in
ActewAGL, and Snowy Hydro owns Red Energy and Lumo (in 2017 Snowy Hydro stopped
offering electricity to customers under the Lumo brand).

Since our Draft Report, Amaysim has also entered the market, after acquiring Click Energy
earlier this year. It is now offering retail services under both the Amaysim and Click brands.

Nine of the electricity retail businesses also offered gas retail services.80

In Feburary 2017, one retailer, Urth Energy, exited the market. At the time of entering
administration it only had 780 customers across the NEM.81 These customers were
transferred to alternative retailers.82

80  Australian Government, Energy Made Easy, www.energymadeeasy.gov.au, accessed 15 September 2017.
81 AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 235.

82 The ‘Retailer of Last Resort’ scheme administered by the Australian Energy Regulator provides the
arrangements for transferring customers of retailers that exit the market.
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Table 5.1 Energy retailers contesting in NSW as at 30 June 2017

Electricity Gas

Retailer Residential Business Residential Business
Origin Energy X X X X
EnergyAustralia X X X X
AGL X X X X
Powerdirect X X
Actew AGL X X

4 Alinta Energy X X X

5 1st Energy X X

6 Blue NRG X X

7 Click Energy X X X

8 Commander X X
Dodo X X

9 CovaU X X X X

10 Diamond Energy X X

11 Energy Locals X X

12 Enova Energy X X

13 ERM Business X
Energy

14 Red Energy X X X X
Lumo Energy2 X X X

15 Momentum Energy X X

16 Next Business X
Energy

17 People Energy X

18 Pooled Energy X

19 Powershop X X

20 QEnergy X X

21 Sanctuary Energy X

22 Simply energy X X X X

a Lumo is a subsidiary of Snowy Hydro and is no longer offering electricity to new customers.
Source: Energymadeeasy.com.au

53 Small retailers’ share of the market continues to increase

Over 2016-17, the market concentration continued to decrease. Although the retail electricity
market remains relatively concentrated, there is a consistent trend of smaller retailers
gaining market share at the expense of the big three retailers in NSW (Figure 5.1).
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Figure 5.1  Change in electricity retailers’ market share for all small customers
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Data source: AER Retail performance statistics as at March 2017, and information provided by the AER to IPART on 2
November 2017.

As at the end of June 2017, the big three retailers had around 86% share of the NSW
electricity market for small customers, made up of:

v AGL (23%)

v EnergyAustralia (29%), and

v Origin Energy (34%).83

In June 2014, smaller retailers supplied only 7% of the market for small customers, this has
grown to about 14% in the June 2017 quarter.84 We expect that it would take some time for a
small retailer to build a substantial market share. Snowy Hydro, under its Red Energy
brand, is now also supplying currently have the highest second-tier market share with
around 45% of the second-tier market, or around 5% of the market overall (Figure 5.2).85

83  AER information provided to IPART on 2 November 2017.

84 |bid.

85 AER Retail performance statistics Q3 2016; and AGL, Australian Power and Gas Information,
https:/mww.agl.com.au/residential/energy-plans/electricity-and-gas-plans/price-and-contract-
information/australian-power-and-gas-information, accessed 12 October 2017.
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Figure 5.2 Change in customer numbers for second-tier retailers
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Data source: AER information provided to IPART on 2 November 2017, AGL, Australian Power and Gas Information,
https://lwww.agl.com.au/residential/energy-plans/electricity-and-gas-plans/price-and-contract-information/australian-power-and-
gas-information, Information provided to IPART from Red Energy on 11 August 2017.

5.3.1 Thelevel of market concentration is not dissimilar to comparable industries

The ACCC considered that the large market shares of the big three retailers across Australia
raises concerns about the effectiveness of competition.86

We compared the level of market concentration in the retail electricity industry with widely
consumed goods and services being provided in a competitive market. Figure 5.3 shows
that the level of market concentration in the retail electricity sector is not dissimilar to these
sectors, including NSW compulsory third party (CTP) greenslips, groceries, private health
insurance, and telecommunications services.

We note that while these retail sectors are not price regulated, the ACCC has also raised
concerns with the level of competition in these industries.87 Box 5.1 provides an overview of
the ACCC's findings in relation to telecommunications, which is more concentrated than
electricity markets.

We looked at the Herfindahl-Hirschman Index (HHI) for each of these industries, which is
calculated by squaring the market share of each firm competing in a market, and then
summing the resulting numbers. A HHI close to zero indicates a very low level of market
concentration, while a market with only one firm would have a HHI of 10,000 (100% of the
market, squared). The ACCC considers that a HHI of more than 2000 (five firms that each
have 20% of the market, or (20)2 + (20)2 + (20)2 + (20)2+ (20)2) indicates a highly concentrated
market).88

86 ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, p 102.
87 For example see: ACCC, Communications sector market study, Draft Report, October 2017, p 13.
88 ACCC, Merger Guidelines, November 2008, p 35.
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Figure 5.3 shows that the HHI for the NSW retail electricity market is around 2,600, which is
higher than the Sydney retail petrol market and NSW private health insurance, around the
same as CTP Greenslips and supermarkets (and retail petrol in Darwin), and lower than
mobile phones and fixed broadband. In the mobile and broadband sectors, the largest
market player has 40 and 50% of these markets respectively, while the largest market share
in the retail electricity market is Origin’s 34%.

Figure 5.3 HHI and contribution of each firm to HHI by industry (Australia)
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Note: Market share for the Sydney and Darwin retail fuel markets are calculated based on the number of sites rather than
volume of sales. Market share by sales volume could differ due to different pricing strategies used by retailers.

Data sources: ACCC, Report on the Brisbane Petrol Market, October 2017, p 22; ACCC, Report on the Darwin Petrol Market,
November 2015, p 19; Australian Government, Competition in the Australian Private Health Insurance Market, June 2015, p 33;
https://www.greenslips.com.au/ctp-green-slip-insurers/insurer-market-share.html, accessed 16 November 2017; AER data
provided to IPART on 2 November 2017; Roy Morgan, Aldi hits new high in supermarket wars, 17 May 2017; ACCC,
Communications Sector Market Study, Draft Report, October 2017, p 39 and 49.
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Box 5.1 Market concentration and competition in the telecommunication sector

The ACCC's draft report on the communications sector found that:

v Notwithstanding the high level of market concentration there is evidence of competition
between the vertically integrated major service providers in the markets for voice and
broadband services, over both fixed and mobile access technologies.

v Smaller providers and new entrants have the potential to provide additional competitive
tension by constraining the larger providers.

v While we are observing some product differentiation and market segmentation in the retail
plans currently in the market, there is scope for this to further develop.

v However, a number of competition and consumer issues related to the NBN transition have

emerged and require immediate measures to resolve.

Source: ACCC, Communications sector market study Draft report, 30 October 2017, pp 12-13
https://www.accc.gov.au/abo ut-us/market-studies/communications-sector-market-study/draft-report

The market concentration of the electricity retail sector is not dissimilar to other sectors.
However, we note the concerns of the ACCC that, combined with the vertically-integrated
market structure, the market dominance of the big three (that operate in an increasingly
concentrated wholesale market) may limit the access of non-vertically integrated retailers to
risk management products.89 This is discussed in further detail in the next section.

5.4 The barriers to entry and expansion are not substantial

Each year, the AEMC asks retailers to provide their opinions on barriers to entry and
expansion in its retailer survey, including the materiality of any barriers, and whether
barriers are specific to particular jurisdictions, or to regional and rural areas.

In general, respondents to the most recent survey did not identify substantial barriers to
market entry or expansion. Origin Energy argued in its submission to our Draft Report that
barriers to entry are low and have enabled new retailers to enter the market.90 However,
several retailers commented in response to the AEMC's survey that the hedging market is
tightening with higher wholesale prices. In response to our Draft Report, PIAC also raised
concerns that ‘win-back” strategies are anti-competitive as they are a barrier to expansion.9!
We also considered the impact on entry of the new rules that mean that retailers will become
responsible for digital meters in regional New South Wales, and inconsistencies between
jurisdictional regulations.

89  ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, p 82.
90  Origin Energy submission to IPART Draft Report, 8 November 2017, p 1.
91 PIAC submission to IPART Draft Report, November 2017, p 6.
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5.4.1 Access to risk management products

We found that smaller retailers are currently able to access exchange-traded derivative
products to hedge their risk exposure. However, their future ability to access competitively
priced hedging products may become an economic barrier if it requires them to have
considerable financial capacity to gain market share. In response to its retailer survey, the
AEMC reported that:

One retailer did comment however that while hedging products were available, with increasing
wholesale prices, the New South Wales hedging market is tightening. Another indicated that the
hedging market was becoming tighter as the retailer’'s scale increased. These are competitive
challenges that may limit retailers’ ability to expand, but as yet have not impacted this market.

5.4.2 ‘Win-back/save’ strategies may be reducing the pace of expansion

In its submission to the Draft Report, PIAC raised concerns that ‘win-back” marketing may
limit the ability of smaller retailers to grow market share or even enter the market, resulting
in less effective competition in the longer term.92 Win-back marketing is the practice of an
incumbent retailer contacting a customer who has recently switched and offering to match
or better the deal offered by the new retailer.

In its review, the ACCC noted that at least one of the big retailers has what it calls a “back
pocket” discount which is a higher discount call centre staff can use to try and retain a
customer, and this lack of transparency makes it hard for smaller retailers to compete.
Smaller retailers may also be unable to compete with the size of discounts or cash rewards
made with retention offers by larger retailers.93

In submissions to the ACCC, smaller retailers submitted that win-back marketing was
significantly impeding their ability to gain market share. One smaller retailer commented
that it loses up to 25% of its new customers to retention or ‘win-back’” strategies. The costs
for smaller players to win a new customer are significant - and so such a high ‘loss’ rate
increases the average customer acquisition costs significantly.94 In addition to
unrecoverable customer acquisition costs, large scale “‘win-backs’ could also adversely affect
a retailer’'s wholesale trading position, and potentially result in unrecoverable wholesale
costs.

PIAC submitted that these costs could make it difficult for these retailers to obtain a viable
market share, or deter them from entering the market altogether, representing a barrier to
entry or expansion. At the same time, the cost of customer retention for the incumbent
retailer is relatively low. Therefore it considered that ‘win-back’ marketing has the
hallmarks of anti-competitive behaviour.95

We agree with PIAC that win-back strategies dampen incentives for smaller retailers to
expand. We also consider that win-back strategies are likely to be an issue for electricity
retailing more so than other industries. This is because there is a time lag between a
customer initiating a switch and the switch occurring, because a meter read needs to take

92 PJAC submission to IPART Draft Report, November 2017, p 6.

93  ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, pp 106.

94 ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, pp 105-106.
95 PIAC submission to IPART Draft Report, November 2017, p 6.
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place first. This often takes a number of weeks or months. As a result, if the incumbent is
able to rate-match, the customer will always benefit financially from their decision to remain
with the incumbent, because the new prices will apply immediately.

With the take-up of digital meters, meter reads would occur remotely and so switches can
occur much more quickly.

We have not made recommendations in relation to this practice as the ACCC is currently
considering these issues as part of its Retail Pricing Inquiry. Submissions to its review called
for limitations to be imposed on retailers’ retention strategies, such as disallowing ‘win-
back’” practices. For example, New Zealand allows a retailer that gains a new customer to
elect to be protected from ‘saves’ initiated by the retailer that lost the customer before the
switch is complete. However, a post-implementation review concluded that the scheme had
had no discernible impact on competition.96

As we explain further in Chapter 8, we consider that retail issues should be considered at a
national level to ensure that retailers and customers face the lowest possible costs of having
to comply with the regulatory regime.

5.4.3 Retailers responsibility for digital meters may discourage entry to remote
markets

In its review of retail competition, the AEMC commented that another potential barrier to
entry and effective competition noted by a retailer was the logistical difficulties in assuming
the responsibility for digital meters in regional New South Wales.97 In particular, having
responsibility to repair meters on site may add to the costs of serving very remote
customers, and discourage retailers from supplying in these areas, reducing competition.

We note that while the responsible entity requirement may represent a barrier to entry, a
larger take up of digital meters should help facilitate faster switches to new retailers as a
meter read (which is occurs to settle accounts with the old retailer), can occur remotely.

5.4.4  Multiple jurisdictional regulatory regimes drive up costs

One of the other key issues raised by retailers to the AEMC review was that inconsistent
jurisdictional regulations are creating costs and barriers for existing retailers and new
retailers to operate. We note that this issue relates mainly to Victoria, due to its own
regulatory arrangements, compared with the rest of the NEM, which operates under the
national energy retail laws.9%8 However, each jurisdiction operating under the national rules
has derogations from the law. The AEMC recommended that jurisdictions harmonise their
energy customer protection arrangements to minimise the barriers and costs for traditional
and new retailers who operate across the NEM. 99

Finding

8 There are no substantial barriers for smaller retailers to enter the NSW electricity market.

96  ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, pp 106-107.
97  AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 52.

98  AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 50-54.

99  AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 51-52.
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6 Electricity retail margins in NSW are similar to
margins of other retailers

For our Draft Report, we considered the retail margin in analysing whether recent changes
in retail electricity prices in NSW reflected changes in the underlying costs of supply.
However, for this Final Report we also considered whether current retail margins are higher
than would be expected in a competitive market, and thus may indicate that competition is
not working effectively.

We looked at this issue in response to comments in stakeholder submissions to our Draft
Report and in the ACCC’s Preliminary Report into the supply of retail electricity and the
competitiveness of retail electricity prices:

v PIAC noted the findings of other reports examining the profit margins that electricity
retailers appear to be earning,100 and on this basis questioned whether competition is
sufficiently robust to ensure that electricity retailers could not set price above the costs

of supply.

v The ACCC found that the retail electricity market does not display “positive
characteristics generally associated with a well-functioning competitive market,
including ...low margins”101 and put the view that indicators including increasing
retail margins “suggest competition is not driving good outcomes for consumers.”

We agree that the retail margin can be an indicator of competition (see Box 6.1). However,
the ACCC did not indicate what level of retail margin is appropriate for an electricity retail
business. To explore these issues, we undertook benchmarking analysis to compare current
retail margins for NSW with those of other retailers operating in a competitive market.

We used the ACCC’s estimates of NSW retailers’ retail margins (as measured by EBITDA
margins), and compared these to our estimates of the margins of all listed retailers across a

range of industries in Australia, Canada, the United States and the United Kingdom from
1980 to 2016.

The sections below provide an overview of our findings and then discuss our analysis in
more detail.

100 PpJAC referred to reports by CME and the Grattan Institute — Carbon + Energy Markets, Australia’s retail
electricity markets, 2016; Tony Wood and David Blowers, “Price Shock: is the retail electricity market failing
consumers?” Grattan Institute Report No. 2017-04, 2017, pg. 3.

101 ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, pp 120-121.
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6.1 Overview of findings

Overall, we found no strong evidence that the margins being earnt by electricity retailers in
NSW suggests that the level of competition is not developing effectively. The retail margins
are in line with the EBITDA margins earned by a large sample of listed retailers across a
range of different retail sectors in Australia, Canada, the United States and the United
Kingdom.

Box 6.1 Why retail margins are an indicator of competition

The retail (or profit) margin represents the premium demanded by investors for allocating capital to
the retail business, and accepting systematic risks associated with providing electricity retail
services. Over the short term, the margins of businesses in any competitive market would rise and
fall in response to changes in demand and prices. However, over the long term we expect they
would reflect levels appropriate for the market's systematic risks.

If there are low barriers to entry, markets where incumbent retailers can earn margins above such
levels would attract more competitors looking to achieve profits. The incumbents would respond to
the threat of new entrants by lowering prices. This would eventually drive margins down to the
levels appropriate for the systematic risk faced by the industry. This effect is illustrated in this
quote from Origin Energy’s Annual Report for 2014-15:
Origin chose to not meet market discount offers in order to preserve margins. However as continued
competition resulted in the loss of 60,000 customer accounts in the first half of the year, Origin responded
with competitive market offers to stabilise the customer position. The increased discount spend led to an
under-recovery of increased cost of green energy following the repeal of the carbon scheme, resulting in

retail margin compression in the second half of the year.
Source: Origin Energy, Directors’ Report for the year ended 30 June 2015, p 38.

6.2 How do NSW electricity retailers’ margins compare with those of listed
retailers in Australia and other countries?

We compared the EBITDA margins of NSW electricity retailers with all listed retailers in
Australia, Canada, the United States and the United Kingdom from 1980 to 2016 that were
classified by Industry Classification Benchmark (ICB) as either “Drug retailers”, “Food

retailers and wholesale”, “ Apparel retailer”, “Broadline retailers”, “Home improvement”, or
“Specialty retailers”. This set included 727 retailers (or 8,880 annual observations).102

Analysing the profit margins of a large number of listed retailers (most of which are
operating in a competitive market) provides useful insights on expected profit margins in
competitive markets, and allows us to better understand whether the retail margins
estimated by the ACCC for electricity retailers in NSW might indicate that competition is not
working. While they are not directly comparable to electricity retailing businesses due to
different risks, operating environments and growth prospects, it is the best available
information given that a large sample of profit margins of pure retail electricity businesses

102 we excluded observations in which EBITDA margin, EBIT margin, Book-to-Market equity ratio, Book-to-
Market assets ratio, leverage ratio and Value/EBIT ratio are below the 1st percentile or above the 99th
percentile.
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operating in a competitive market was not available.103 Also, this approach is consistent
with that we used to set retail margins when we regulated retail prices.104

We found the average margins of listed retailers from 1980 to 2016 varied across the four
selected countries - ranging from 6.2% in Canada to 8.4% in the UK (Figure 6.1). These
average margins also varied across the seven sub-industries, ranging from 5.2% for Food
Retailers & Wholesalers to 10.2% for Apparel Retailers (Figure 6.2).

In comparison, the annual margins of NSW electricity retailers from 2008 to 2016 ranged
from -3% to 8%. These are not markedly different from the average margins we estimated
for our sample of listed retailers (the exception is the negative margin in 2007-08).

Figure 6.1 Average profit margins of listed retailers by country (1980 to 2016) compared
with annual profit margins of NSW electricity retailers (2008 to 2016)
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Note: We first calculated country average EBIT margin as market-cap weighted EBIT margins of firms in the relevant country.

We then calculated adjusted EBITDA margins for listed retailers as EBIT margins plus our estimated average depreciation and
amortisation costs of 1% for NSW electricity retailers. Electricity retail (NSW) retail margins have been read off Figure 2.40 of
the ACCC's Retail Electricity Pricing Inquiry - Preliminary Report.

Data source: Thomson Reuters Datastream, ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, p

75.

103 selecting a set of comparable firms involves a trade-off between (a) obtaining a sufficiently large sample
size to ensure the statistical reliability of estimates, and (b) ensuring that the set of firms face the same risk
and growth prospects as a NSW electricity retailer. We could restrict a sample of comparable firms to those
operating in retail industries with similar products and business environment (eg, customers, levels of
competition, regulations) to a NSW electricity retailer, but this is likely to result in a sample of only few
observations to draw a statistically meaningful conclusion.

104 |PART, Review of regulated retail prices and charges for electricity: From 1 July 2013 to 31 June 2016, June
2013, p 92.
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Figure 6.2  Average profit margins of listed retailers by sub-industry (1980 to 2016)
compared with annual profit margins of NSW electricity retailers (2008 to

2016)
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Note: Except for Electricity retail (NSW), we first calculated sub-industry average EBIT margin as market-cap weighted EBIT
margins of firms in the relevant sub-industry. We then calculated adjusted EBITDA margins for listed retailers as EBIT margins
plus our estimated average depreciation and amortisation costs of 1% for NSW electricity retailers. Electricity retail (NSW)
retail margins have been read off Figure 2.40 of the ACCC'’s Retail Electricity Pricing Inquiry - Preliminary Report

Data source: Thomson Reuters Datastream, ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, p
75.

Looking over a shorter period, we found that the three-year average annual profit margins
of listed retailers ranged from 4.0% for Food Retail & Wholesale to 9.5% for specialty
retailers (Figure 6.3). In comparison, the three-year average EBITDA margin for NSW
electricity retailers was around 6%, and is lower than for listed retailers in all sub-industries
except for Food Retail & Wholesale.105

These margins fluctuated from year to year. This is to be expected as profit margins are
usually affected by various factors such as demand seasonality, sales volumes, discounting
policies and changes in costs.

105 Compared to other retail sectors, the Food Retail & Wholesale industry typically faces stronger competition
and exhibits lower net profit margins. The industry’s typical business model is to maximise the return on
assets (ROA) by improving the operating efficiency (ie, higher total asset and inventory turnover) rather than
boosting the profit margin.
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Figure 6.3 Average annual profit margins of listed retailers and NSW electricity
retailers, 2014 to 2016
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Note: Except for Electricity retail (NSW), we first calculated sub-industry average EBIT margin as market-cap weighted EBIT
margins of firms in the relevant sub-industry. We then calculated adjusted EBITDA margins for listed retailers as EBIT margins
plus our estimated average depreciation and amortisation costs of 1% for NSW electricity retailers. Electricity retail (NSW)
retail margins have been read off Figure 2.40 of the ACCC's Retail Electricity Pricing Inquiry - Preliminary Report

Data source: Thomson Reuters Datastream, ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, p
75.

In undertaking this analysis, we calculated profit margins of listed retailers on the basis of
EBIT margin rather than EBITDA margin, and then added our estimated average
depreciation and amortisation (D&A) cost of 1% for electricity retailers to obtain adjusted
EBITDA margins for listed retailers. This reflects our finding that other listed retailers are
more capital intensive and tend to incur higher D&A expenses than electricity retailers. The
average D&A costs of listed retailers in our sample range from 1.8% to 2.1% of sales. In
comparison, electricity retailers covered by our 2010 and 2013 electricity reviews106 showed
D&A costs of around 0.9% to 1.2% of sales.107

We also considered the retail margins of electricity retailers operating in other countries.
However, different regulatory environments can have a material impact on the retail
margins earned - particularly where competition is in its infancy. Box 6.2 provides case
studies of margins for US retailers operating mainly in jurisdictions with retail competition.
Box 6.3 includes some information on retail margins in the UK from the UK’s Competition
and Markets Authority.

106 Country Energy, EnergyAustralia and Integral Energy.

107 we find that there is less variability in the average D&A costs of listed retailers during the sample period.
Therefore, it appears to be reasonable to apply our estimated, constant average D&A cost for NSW
electricity retailers across the entire sample period in adjusting estimated EBIT margins for listed retailers.
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Box 6.2 Case study 1: Retail margins of US electricity retailers

We considered the retail margins of electricity retailers operating in US jurisdictions with retail
competition. We were only able to find four firms that provided sufficient information in their financial
statements to estimate the profitability of a retail segment. These firms included Just Energy, NRG
Power, WGL Energy and Crius. The average EBITDA margins for these retailers in the three years to
2015-16 varied from 4.5% to 10.1%, and fluctuated from year to year.

M 3-year average ® Annual EBITDA margin
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vJust Energy: Just Energy Group is a Canadian-based natural gas and electricity retailer operating in
Canadian and US markets across North America and in the United Kingdom, Ireland, and Germany.
The U.S. segment accounted for 71% of the customer base. Just Energy supplies gas and/or
electricity in New York, Indiana® lllinois, Texas, Massachusetts, Delaware, Ohio, Michigan,
California, Maryland, Georgia®, New Jersey and Pennsylvania in the United States.

YNRG Power: NRG Energy is an integrated power company. Its retail segments operate under the
brand names “NRG” and "Reliant" in Connecticut, Delaware, the District of Columbia, lllinois,
Maryland, Massachusetts, New Jersey, New York, Ohio, Pennsylvania and Texas.

YWGL Holdings: WGL Holdings’ retail segment operates under the brand name, WGL Energy
Services and supplies electricity to approximately 127,400 residential, commercial and industrial
customers in Maryland, Virginia, Delaware, Pennsylvania and the District of Columbia.

YCrius Energy: Crius Energy is a comprehensive energy solutions partner that provides electricity,

natural gas, and markets solar products to residential and commercial customers. Crius Energy

connects with energy customers through an innovative family-of-brands strategy and multi-channel
marketing approach. This unique combination creates multiple access points to a broad suite of

energy products and services that make it easier for consumers to make informed decisions about

their energy needs. Crius Energy currently sells energy products in 17 states in the United States
and the District of Columbia with plans to continue expanding its geographic reach.

a Retail gas only.

Note: In the United States, retail electricity supply is open to competition in the following states: Connecticut, Delaware, the
District of Columbia, lllinois, Maine, Maryland, Massachusetts, Michigan, Montana, New Hampshire, New Jersey, New York,
Ohio, Oregon, Pennsylvania, Rhode Island and Texas.
http://www.quantumgas.com/list_of_energy_deregulated_states_in_united_states.html accessed 13 November 2017.

Source: Just Energy Annual Report 2014, 2015 and 2016, NRG Energy, Inc. Form 10-K 2015 and 2016, WGL 2016 Corporate
Financial Report, CRIUS Energy Trust 2015 Annual Report, Retail Electricity Pricing Inquiry: Preliminary Report, September
2017, p 75.
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Box 6.3 Case study 2: Retail margins of UK electricity retailers

Between 2009 and 2014, the Competition and Markets Authority found that average EBIT margin
earned on sales to domestic customers for the six large energy firms was 2.5% over the period.
This is 1.9% lower than the EBIT equivalent of the retail margin we allowed when we regulated
retail prices, which was 4.4%. However, we note that the EBIT margins from retail sales to small
and medium enterprises (including microbusinesses) were 7.4% over the period, which are
significantly higher than those on sales to domestic customers or industrial and commercial (I1&C)

customers.
Source: Competition & Markets Authority, Energy market investigation Final report, 24 June 2016, pp 5, 130.
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7 Customers are relatively engaged and active

In markets where competition is working well, we would expect most customers to be
engaged and active in the market. For example, they would be aware of the choices
available to them, be shopping around for better deals and be satisfied with their
participation and experience in the market. And the more well-informed and engaged
customers are, the more pressure there is on retailers to offer competitive prices and
services.

To assess customer engagement and activity in the retail electricity market in 2016-17, we
considered a range of participation indicators, as well as switching rates and satisfaction
levels. We also examined the reasons why some customers do not participate in the market,
to help us identify potential measures to enhance competition (discussed in the next
chapter). The sections below outline our findings and then discuss them in more detail.

7.1 Overview of findings

Compared to other countries around the world, customers in Australia are relatively
engaged in the energy market.108 In NSW, we found that customers are relatively engaged
and active in the electricity retail market. The level of customer awareness about the choices
in the market and confidence in finding information to make choices has continued to
improve. Switching rates are relatively high, and most customers appear to be satisfied with
their current retailer.

Some customers choose not to participate or be active in the market because they are
satisfied with their current retailer, or because the cost of their time to search for and switch
to a cheaper deal outweighs their potential benefit from a lower bill. For these people not
participating in the market is a rational choice. However, other customers would like to be
more engaged, but find it difficult to compare offers and find out if they on the best
available offer. Few customers are aware of the Federal Government's
energymadeeasy.gov.au comparator website, which can help customers determine the deals
that are best for them.

7.2 Customer awareness and confidence continue to improve

Recent consumer research commissioned by the AEMC indicates that 94% of residential
customers and 95% of small business customers in NSW are aware they can choose their
retailer.109 This research also found that more than 70% of customers are confident that they

108 Oxera, Behavioural insights into Australian retail energy markets — Report for the Australian Energy Market
Commission, 11 March 2016, p 27.

109 Newgate Research, Consumer research for the Australian Energy Market Commission’s 2017 retail
competition review, April 2017, p 104.

Review of the performance and competitiveness of the retail electricity market in NSW [IPART

57


https://www.energymadeeasy.gov.au/

can find the right information on energy options.110 The levels of awareness and confidence
have increased each year since price deregulation occurred (Table 7.1 and Table 7.2).

58

Table 7.1 Summary of participation indicators for residential customers
Category Measure 2014 2015 2016 2017
Awareness Of choice of retailer 90% 89% 92% 94%
Of choice of plans 81% 82% 86%
Customer Residential customers switching 14% 15% 19%
activity company at least once
Residential customers switching 18% 15% 19%
plan with same company
Information Confident that they are able to find 55% 62% 2%
the right information on energy
options
Awareness of energymadeasy 11% 16% 9% 13%
Satisfaction With current retailer 69% 74% 74% 74%
With customer service2 91% 93% 90%
With the level of market choice 47% 60% 62% 60%
With value for moneyP 86% 89% 90% 89%

a percentage of customers rating the quality of customer service as either fair, good or excellent.
b Percentage of customers rating overall value for money provided by electricity company as either fair, good or excellent.

Data source: Newgate Research, Consumer research for the Australian Energy Market Commission’s 2017 retail competition
review, April 2017, pp 102-116.

Table 7.2 Summary of participation indicators for business customers
Category Measure 2014 2015 2016 2017
Awareness Of choice of retailer 86% 95% 92% 95%
Of choice of plans 87% 86% 81%
Customer Business customers switching 17% 15% 16%
activity company at least once
Business customers switching plan 20% 10% 12%
with same company
Information Confident that they are able to find 45% 68% 72%
the right information on energy
options
Awareness of energymadeasy 26% 1% 11%
Satisfaction With current retailer 66% 61% 63% 66%
With customer service2 88% 94% 91%
With the level of market choice 54% 48% 67% 67%
With value for moneyP 87% 87% 90% 87%

a Percentage of customers rating the quality of customer service as either fair, good or excellent.
b Percentage of customers rating overall value for money provided by electricity company as either fair, good or excellent.

Data source: Newgate Research, Consumer research for the Australian Energy Market Commission’s 2017 retail competition
review, April 2017, pp 102-116.

110 Newgate Research, Consumer research for the Australian Energy Market Commission’s 2017 retail
competition review, April 2017, p 111.
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7.3 Switching rates are relatively high

Over 2016-17, one in three residential customers in NSW reported that they actively
searched for a better offer, and the same proportion of small businesses also investigated a
better offer. This was similar to the search rates in other years.111

The percentage of residential customers that actually switched electricity company increased
from 14% to 19% between 2015 and 2017, and the percentage of customers that switched
plan with the same retailer remained about constant at just under 20%.112 Over the last five
years, 57% of residential customers in NSW reported that they switched retailers and/or
plans, with 39% of residential customers across the NEM switching provider.113

While PIAC is concerned that less than one-third of those surveyed in NEM states with retail
competition had changed retailers in the past 12 months,114 the switching rates for electricity
providers are high compared to other products and services. Compared to the 39% of
consumers surveyed that switched electricity providers in the last five years, 36% switched
car insurers, and 34 % switched their mobile providers.115

Figure 7.1 shows that 77% of all customers are on a market offer, rather than a ‘standing’ or
default offer. This is up from 60% before price deregulation (in September 2013).

Figure 7.1 Proportion of standing and market contracts in NSW
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Data source: AER Information provided by IPART on 2 November 2017, NSW — Small retail customer contract types,
https://www.aer.gov.au/retail-markets/retail-statistics/nsw-small-customer-contract-types, accessed 24 July 2017.

111 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 105.

112 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 106.

113 AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 87-88.

114 pIAC submission to IPART Information Paper, 30 June 2017, p 2.

115 AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p ii.
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7.4 Customers are relatively satisfied

When the AEMC surveyed customers in February of this year, they found that there was a
relatively high level of satisfaction among electricity customers, both with their level of
engagement, and their retailer. At the time of the survey most residential and business
consumers who had switched energy company or plan in the last 5 years reported that they
remained happy with both their decision to switch, and their retailer. Box 7.1 below outlines
findings from the recent AEMC and Energy Consumers Australia surveys on customer
satisfaction with the energy market.

High levels of satisfaction were a key reason why customers did not switch plan. For
example, among residential customers across the NEM that investigated but chose to remain
with their current electricity retailer or plan, reasons given were that:116

v 17% stated that their company/plan had a better discount/cheaper price,
v 13% remained because they were happy with their current retailer, and

v 9% said their existing company matched the offer or gave them a better offer.

Similarly, a key reason that customers had not investigated switching retailer, was because
they were happy with their current retailer (29% of residential and 25% of business
customers who have not investigated switching).117

However, we note that the levels of satisfaction are likely to have fallen since the time of the
AEMC survey, as prices have risen substantially since then. This is borne out in the
complaints data from the Energy & Water Ombudsman NSW (EWON), which provides an
independent dispute resolution service for all retail customers. The most recent September
2016 to September 2017 data, which includes the mid-year price change, shows a 30%
increase in complaints compared to the same period 12 months before.118

116 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 40.

117 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 39.

118 EWON, Quarterly Activity Report — Complaints, Case Studies and Community, 1/7/2017 to 30/9/2017, p 2.
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Box 7.1 Customer satisfaction with the energy market

Energy Consumers Australia (ECA) conducts bi-annual nation-wide surveys asking households to
rate their levels of satisfaction based on five main criteria, including: value for money, customer
service, billing and account options, reliability and faults. It found that NSW households are most
satisfied with the reliability of electricity services (75%), followed by billing and account options
(67%) and the level of faults (65%). ECA also found that around half of the NSW households are
satisfied with the value for money of electricity services, with NSW rating overall value for money
higher than all other states.2a

The AEMC found that in relation to satisfaction with their retailer:

v 74% of residential customers and 66% of small business customers responded that they
were very or somewhat satisfied with their current electricity retailer, 119

v 67% of residential consumers and 61% of small business customers rated the overall quality
of customer service provided by their electricity retailer as good to excellent, and 120

v 62% of residential customers surveyed rated value for money provided by their electricity
retailer as good to excellent. Around a quarter thought they were getting fair value from their
retailer. Approval ratings from small businesses declined, with 49% reporting obtaining good
to excellent value from their retailer, down from 59% in the previous survey. 121

a Satisfaction is measured based on percentage of Australian households giving positive ratings of 7 out of 10 or higher.

Source: Energy Consumers Australia, Energy Consumer Sentiment Survey, June 2017. Newgate Research, Consumer
Research for the Australian Energy Market Commission’s 2017 Retail Competition Review, April 2017, p 116-117.

7.5 Customer outcomes are affected by their level of engagement

PIAC submitted that customer outcomes are affected by both the level of customer
engagement and level of disadvantage. It submitted that price deregulation has required
customers to become and remain engaged in the electricity market in order to pay a
reasonable price for electricity.122

An engaged consumer may be able to minimise energy bills by switching offers, including
accessing pay-on time discounts, and also by reducing consumption through using energy
efficient appliances and new technologies such as solar and battery. However, disadvantage
also affects customer outcomes because even if they are engaged, disadvantaged customers
may not be able to pay their bills on time to access pay-on-time discounts, and they may not
be able to afford technology that reduces their consumption.

PIAC considers that energy customers should be thought of in four cohorts for the purpose
of understanding and measuring market outcomes, as a combination of
advantaged/disadvantaged and vulnerable, and engaged/disengaged. PIAC’s framework
is summarised in Figure 7.2 below.123

119 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 112-113.

120 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 114-115.

121 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 116-117.

122 pIAC submission to IPART Draft Report, November 2017, pp 2-4.

123 PIAC submission to IPART Draft Report, November 2017, pp 2-4.
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Figure 7.2 Summary of PIAC's framework for assessing customer outcomes by
customer type

Advantaged, Advantaged,
Mot engaged Engaged
Pay more, but more Good outcomess - on
fikely to be able to market offers, can benefit
absorb costs from technology such as

P and battery storage

Disadvantaged, Disdvantaged,
Not engaged Engaged

May pay more due to not
meeting pay-on time
dizcounts; renting means
they are unable to take
advantage of energy
efficiency options and PV
and battery technology

increasing level of advantage

Worst outcomes - may
uze large volumes of high-
priced energy they are
unable to afford, limited
options to use technology
to reduce bills

increasing level of engagement

Data source: PIAC submission to IPART Draft Report, November 2017, p 5.

Competition is more likely to be working if a lower price is available by shopping around.
We consider it is true for most markets that the more engaged a customer is, the better their
outcomes. A number of competitive markets demonstrate this. For example, customers can
make substantial savings by shopping around when buying flights, consumer electronics,
insurance, cars and mobile plans.

As noted in Chapter 4, the difference for electricity compared to some other markets is that
most customers cannot opt out of the electricity market.

There are also barriers to engagement for some customers. PIAC submitted that the
complexity of the retail energy market makes it difficult for customers to make informed
choices.124 Several other stakeholders noted that there was scope to improve customer
participation in the retail energy market, and that electricity retailers are working to improve
participation.125

We agree that making it easier for customers to become engaged would improve
competitive outcomes. We discuss a range of options that might make it easier for
customers to participate in the market in Chapter 8. However, we also note that for some
customers, not being engaged in the market is a rational choice because the search costs
involved in finding the best offers outweigh the benefits.

We discuss disadvantaged customers in detail in Chapter 9.

124 pIAC submission to IPART Draft Report, 14 November 2017, p 2, 4.
125 Australian Energy Council submission to IPART, 7 November 2017, p 2; and EnergyAustralia, submission to
IPART Draft Report, 6 November 2016, p 1.
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7.5.1 Some customers find it difficult to compare offers

Several stakeholders submitted that complex and opaque information creates high search
costs and lowers the ability of consumers to engage:

v The NSW Council of Social Service (NCOSS) concluded that a significant proportion of
vulnerable customers are not aware what deal they are on, that different deals exist, how
to compare deals, and what is required to ensure that they are not paying more than is
necessary.126

v The NSW Farmers’ Association suggested that search costs are being deliberately
“inflated by market participants to ensure that the cost of participating outweighs
benefits.” 127

v PIAC said the complexity of the retail energy market has consistently mitigated against
informed choices by consumers and resulted in what has been called a “confusopoly.’128

The AEMC found that 8% of residential customers across the NEM reported that the reason
they investigated switching offers but did not, was because it was too confusing.12® While
72% of residential customers surveyed in NSW were confident that they could find the
information required for them to select the best offer for their circumstances, this leaves 28%
of customers who are not confident that they will be able to find the required information.130
Customers also thought the process is more complex than comparing and selecting other
services, such as home/car/health insurance, internet and telecommunication plans, or
banking services.

Discounting can be confusing for customers

As shown in Chapter 4, price is the most common way that retailers attract and retain
customers, and they often do this by offering discounts. However, the largest percentage
discount does not necessarily represent the lowest priced offer, as the reference rate can vary
across retailers and plans.

For example, in its recent market update, the Victorian Essential Services Commission (ESC)
found that offers with very different discounts - 10%, 20%, and 37% - resulted in almost the
same annual bill ($1020 to $1030 for 4,000 kWh of consumption) (Figure 7.3).131

126 NCOSS submission to IPART’s 2017 Retail Electricity Market Monitoring Review, 29 June 2017, p ii.

127 NSW Farmers’ Association submission to IPART Information Paper, 28 June 2017, p 304.

128 PJAC submission to IPART’s Draft Report, November 2017, p 4.

129 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 40.

130 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 111.

131 Essential services commission, Victorian energy market update — April to June 2017 with audit findings, 26
September 2017, pp 5-6.
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Figure 7.3  Different discounted offers could end up with the same annual bill (extracted
from ESC Victorian energy market update)
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Data source: Essential services commission, Victorian energy market update — April to June 2017 with audit findings, 26
September 2017, p 6.

Not many customers are aware of the independent online comparator website

Because electricity offers are made up of a number of different tariff components, including
a supply charge, different consumption charges that sometimes vary by time of day, and
discounts, which can be applied to some or each of these components, it can be very difficult
to compare offers without online comparator tools.

The  Australian  Energy  Regulator = (AER) administers the independent
energymadeeasy.gov.au website, which allows customers to search for the offer that
provides the lowest bill. However, the AEMC found that only 13% of customers in NSW are
aware of the energy made easy website.132

While the energymadeeasy.gov.au website is a useful tool for customers to find better
energy offers, the NSW Farmers” Association submitted that the website fails to cover all
offers available, and it can still be difficult to identify the best offer. In particular, the NSW
Farmers’ Association said it was difficult to compare single-rate offers to time-of-use
offers.133 We also note that for the 25% of customers with solar panels, comparing offers
using the website is further complicated since the estimated bills do not factor in house
consumption from solar PV units, solar feed-in-tariffs, the costs of meter installation or
ongoing metering charges.

132 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 107.
133 NSW Farmers’ Association submission to IPART Information Paper, 28 June 2017, p 5.
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We note that in addition to the energymadeeasy.gov.au website, retailers can also increase
awareness through commercial comparator websites.

In its report for non-profit organisation GetUp!, Carbon and Energy Markets (CME) notes
that commercial switching sites only include offers from a subset of retailers.134
Nevertheless, we consider these sites can encourage customers to engage in the energy
market, and can also offer substantial savings to customers that might not otherwise have
switched retailer. As more customers use these commercial switching sites, competition
between retailers on these platforms would also intensify, and we would expect the range
and value of offers available to improve over time.

7.5.2 Customers are not always aware when they are no longer on the best offers

One reason that some customers may not participate in the market is because they are not
aware that they are no longer on a competitive offer. For market offers, retailers can vary
the prices that they charge at any point in the contract (subject to any contractual
limitations), and they are not required to notify customers of price changes until their next
available bill.135

The Combined Pensioners and Superannuants Association submitted that because retailers
can vary the price of electricity at any point during a fixed-term contract unilaterally,
customer choice is redundant.136

7.5.3 For some customers it is arational choice not to participate

Many customers do not participate in the market because they are satisfied with their
current retailer. For other customers, the cost of their time to search for and switch to a
cheaper deal outweighs their potential benefit from a lower bill. For these people not
participating in the market is a rational choice.

While the AEMC found that the main motivation for customers to switch retailer or plan
was to reduce their bill,137 customers said that to seriously consider switching retailer or
plan, they wanted to save an average of $388 per year on their electricity bill and small
business customers wanted to save about $796 on their yearly electricity bill.138

One of the main reasons that around 40% of customers had not investigated switching was
because they didn’t have time (22% for business customers, and 15% for residential
customers). Similarly, 14% of residential and 10% of business customers felt it was too much
hassle or couldn’t be bothered.139

134 CME, Australia’s retail electricity markets: who is serving whom? — A report prepared for GetUp!, August
2016, p 10.

135 National Energy Retail Rules, Version 8, Part 2, Division 7, s 46(3) and (4). Under Part 2, Division 3, s 23
(5)a of the National Energy Retail Law (NSW), standing offer price changes are limited to once every 6
months.

136 CPSA submission to IPART Information Paper, 30 June 2017, p 4.

137 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 38.

138 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, pp 46-47.

139 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 39.
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8 Measures to further enhance competition

While we consider the findings outlined above indicate that competition in the NSW
electricity retail market is developing effectively, we considered whether there are measures
government could take to make it work even better.140

We also specifically considered whether greater government intervention in the market
would help to improve outcomes for customers, as one review has recently recommended in
Victoria (see section 2.3.5).

The sections below outline our findings and recommendations, then discuss them in more
detail.

8.1 Overview of findings and recommendations

Competition should drive the best outcomes for customers in the retail electricity market.
We consider that there is a role for governments to help enhance competition by improving
customer engagement in the market, which will place more pressure on retailers to offer
competitive prices and services. Competition also creates incentives for product and service
innovation.

On the other hand, the reintroduction of regulated prices is likely to lead to less efficient
outcomes by entrenching the market position of the incumbent retailers, and dampening
incentives to offer lower prices and better products to consumers. Over the longer term,
customers are likely to be left worse off.

Similarly, introducing requirements for how retailers can present their market offers for
‘typical customers’ could stifle innovation by under-emphasising the non-tariff elements of
offers (for example, bundling with batteries and solar). This could be misleading and leave
‘non-typical’ customers worse off.

However, as flagged in our draft report, we have undertaken additional analysis on whether
there are measures that would help improve customer engagement. We have found
requiring retailers to provide price change notification to customers in advance of prices
changing (consistent with the requirements in Queensland) is likely to bring forward
customer engagement to improve outcomes for customers and enhance the competitiveness
of the market, and that the benefits of doing so would outweigh the costs.

Therefore, we are recommending that the NSW Government work with the COAG Energy
Council to implement changes to require advance notification of price changes to customers
through the National Energy Customer Framework (NECF). The price change notification
should also inform customers that they can shop around for other deals on the
energymadeeasy.gov.au website.

140 section 234A(3)(f) of the National Energy Retail Law (NSW) requires us to report on the steps necessary to
improve the competitiveness of each market if we are of the opinion that it is required.
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Consistent with our view that change should take place through a single regulatory
framework to streamline and reduce the costs of regulation for customers and taxpayers,
where we found measures that are already actively under review at a national level, we
have not undertaken additional analysis or made recommendations.

8.2 Governments are active in regulating the retail market

Although electricity prices were deregulated in NSW in 2014, there are still a large number
of rules and regulations that retailers have to follow when supplying small customers with
electricity.

In July 2013, the NSW Government adopted the National Energy Customer Framework,
which sets out consumer protections and operates alongside the Australian Consumer Law
to protect small energy customers in their electricity supply arrangements.

However, the existence of price differentials and concern over lack of customer engagement,
and capacity of some customers to pay has led some governments and regulators to consider
greater action in electricity retail markets in addition to the rules under the National Energy
Customer Framework. For example, proposals are currently being considered in Victoria to
re-introduce a form of price regulation, and introduce more rules around the ways that
retailers can engage with their customers.14l Other reviews and stakeholders have
expressed support for standard comparator rates.

In our view, these measures would hamper competition, stifle innovation and remove
options from customers, and eventually leave customers worse off. Box 8.1 explains that
when similar measures were introduced in the UK in 2009 they were removed when the UK
Competition and Markets Authority (CMA) found that they had not benefited customers.

Box 8.1 Retailer requirements in the UK

In the UK, the Competition and Markets Authority (CMA) found that similar requirements introduced
in 2009 by Ofgem made customers worse off, and were eventually removed. These included:

a ban on complex tariff structures

v a limit of four tariffs per meter type
v limits on bundling electricity with other services, and
v discounts needed to be precise monetary amounts continuously applied on a daily basis,

could not be applied to rate structure, and had to be consistent throughout the UK and for all

types of contracts.
Source: Competition and Markets Authority (CMA), Energy Market Investigation, Final Report, 24 June 2016, p 41-42.

8.2.1 The National Energy Customer Framework

The National Energy Customer Framework, introduced in NSW in 2013 replaced most state-
based rules that were different in each jurisdiction.142 For example, it governs consumer

141 Independent Review into the electricity & gas retail markets in Victoria, August 2017, p xii.

142 NSW has made limited modifications to the National Energy Retail Rules for NSW customers, for example.
It requires that retailers must waive late fees if the customer receives the low income household rebate.
https://legislation.nsw.gov.au/~/view/regulation/2013/168/historical2014-07-01/part4
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protection measures, mandatory minimum terms and conditions for market retail contracts
for all small customers, retailer hardship policies and limitations on disconnections,
including processes to follow and restrictions on when disconnections can occur.143

As well as ensuring that all customers, regardless of where they live, receive the same level
of consumer protections, a consistent set of rules across most states and territories reduces
the operating costs for retailers, resulting in more competitive prices for consumers.144

On the other hand, different sets of rules between states and territories can discourage
retailers from entering other retail markets because there are costs involved with
understanding and complying with each different set of regulations, increasing barriers to
entry. In turn, lower competition can put less downward pressure on prices, and result in
less innovation in different markets.

8.2.2 Regulated prices are likely to lead to worse customer outcomes in the long
run

In response to our Draft Report, PIAC submitted that regulation of prices is an option that
should be considered if market approaches do not deliver consumer benefits, and could take
a number of forms other than a single regulated price. For example it may include setting a
ceiling price, or providing a social tariff to disadvantaged customers.145

While we agree that in the short term regulated retail prices may result in lower prices for
some customers, in the longer term, it is likely that prices would be higher than they
otherwise would be, and the development of innovative products would be stifled. As a
result, we consider that reintroducing regulated prices in NSW is likely to lead to less
efficient outcomes over time. The Australian Energy Council and Origin Energy also
submitted that price re-regulation would have negative impacts on customers.146

In the short term, regulated prices can tend to become the default option for many
customers as customers feel they enjoy a higher level of protection. This reduces the level of
customer engagement as the gains from switching fall. Some of these customers would be
paying more than they otherwise would be compared to if they searched for alternatives.

However, the problem is that in the longer run, a less active demand-side of the market
leads to less vigorous competition on the supply-side. This is likely to further entrench the
market position of the incumbent retailers and dampen the incentives to offer lower prices
and improve their services. In the long run, this is likely to result in prices that are higher
than they otherwise would be, and new products and services that better meet customer
needs are not developed and introduced into the market.

143 Australian Government Department of Environment and Energy, National Energy Customer Framework,
http://www.environment.gov.au/energy/markets/national-energy-customer-framework, accessed 11 October
2017.

144 paystralian Government Department of Environment and Energy, National Energy Customer Framework,
http://www.environment.gov.au/energy/markets/national-energy-customer-framework, accessed 11 October
2017.

145 PIAC submission to IPART Draft Report, 14 November 2017, p 4-5.

146 Australian Energy Council submission to IPART Draft Report, 7 November 2017, p 3, and Origin Energy
submission to IPART Draft Report, 8 November 2017, p 5.
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8.2.3 Mandating standard comparator rates would make some customers worse off

Recent reviews and commentary on the electricity market has suggested that “standard
comparator rates’ could deliver better customer outcomes by making it easier for customers
to compare offers and participate in the market.147 For example, the Grattan Institute and
the Thwaites report both recommended presenting offers in terms of a “typical’ customer’s
bill.

Following discussions between the Prime Minister and retailers, the AER is investigating
standard comparator rates to facilitate comparison of energy offers for customers. This
would assist all customers, particularly those without access to technology, or whose
preference is for non-online communications, as part of its review of customer price
information.148

In submissions to our review, there was a high level of support for the introduction of a
standard comparison rate from both consumer groups and retailers.149

However, in our view, a mandate on retailers to express offers in terms of “typical’ customer
bills could limit competition to the detriment of many customers. Over the longer term, it
could also stifle innovation and hamper the adoption of technology that could lower energy
costs, resulting in higher energy prices for all customers.

It would be more difficult for ‘non-typical’ customers to identify good offers

Presenting offers in terms of bills for a “typical’ customer creates a trade-off between the ease
of comparison on the one hand, and relevance to the specific circumstances of the customer.
For example, the consumption profile and level of a “typical’ household with solar panels
and a battery is very different from an identical household with neither.

By limiting the presentation of offers to ‘typical’ customers, it might make it more difficult
for ‘non-typical’ customers to find the best offers for them. Importantly, a non-typical
customer might not realise how their particular circumstances would differ from that of the
‘typical” customer.

147 Grattan Institute, Price shock: is the retail electricity market failing consumers, March 2017, p 31, and
Independent review into the electricity and gas retail markets in Victoria, August 2017, p xi.

148 AER, Customer price information review, https://Awww.aer.gov.au/retail-markets/retail-guidelines-
reviews/customer-price-information-review, accessed 20 November 2017.

149 NSW Farmers’ Association submission to IPART Information Paper, 28 June 2017, p 3; and NCOSS
submission to IPART Information Paper, 30 June 2017, p 31, Australian Energy Council submission to
IPART Draft Report, 7 November 2017, p 2; and Origin Energy submission to IPART Draft Report, 8
November 2017, p 2.
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Wholesale energy costs would be higher than necessary

By limiting the available pricing options (eg, time-of-use tariffs) and innovative product
offerings (eg, digital meters and automated demand response), efforts to reduce peak
consumption would be hampered. As a result, the cost of peak-energy would be higher
than necessary.

We note that stifling innovation would most benefit the vertically integrated retailers who
are the major owners of generation assets, and make their largest revenues in peak periods.
Therefore, they stand to lose the most from the adoption of demand management solutions.

It would be more difficult for retailers to compete for ‘non-typical’ customers, or on
non-price aspects

Offers not targeted at “typical’ customers would compare poorly, even if they were attractive
offers for ‘non-typical’ customers (see Box 8.2). This would also be the case for offers that
included non-price elements, such as bundling with other services or energy savings or
demand management technology. Many such offers would likely be withdrawn, limiting
product innovation and options available to “non-typical” customers.

Smaller retailers would struggle to compete, and incumbents’ market shares could be
entrenched

By making it more difficult to compete for ‘non-typical’ customers and on non-price
elements, the innovation and competitive edge offered by new retailers would also be
diminished. Further, through intensified price-competition for “typical’ customers, smaller
retailers might struggle to compete against the larger incumbents that benefit from
economies of scale. In turn, this would result in fewer new retailers entering the market, less
switching to smaller retailers, lower competitive pressure and the entrenching of the
incumbents” market shares.
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Box 8.2 Example of offers that might be withdrawn as not targeting the “typical”
customer

This example shows how three offers for a “typical” household that consumes 6,000 kWh per year
might compare under a regulated typical customers profile. There are two time-of-use (TOU) tariffs
and one flat anytime tariff, as shown below.

Unit TOU1 TOUZ2 Anytime
Supply charge (c/day) 80 80 90
Peak (c/kWh) 58 45 36
Shoulder (c/kWh) 16 28 36
Off-peak (c/kWh) 9 22 36

To arrive at the comparison rate or bill for the TOU tariffs, the regulator must assume a “typical”
consumption profile. In this example, we have assumed a typical consumption profile as shown
below, along with actual consumption profile for two hypothetical customers.

Consumption  Regulated Customer 1 Customer 2

period “typical” profile  (C1) actual (C2) actual
Peak 60% 45% 50%
Shoulder 25% 30% 25%
Off-peak 15% 25% 25%

Using the regulated “typical” profile to estimate annual bills for each tariff are shown below. The
table also shows the actual bills for the two hypothetical customers, and the lowest bill in each case
is shown in green. As shown, the anytime tariff would be the lowest advertised bill, but customer 1
would receive a lower annual bill under the TOU 1 tariff, while customer two would have a lower bill
under the TOU 2 tariff.

Saving vs lowest

“Typical” vs actual bills TOU1 TOU2 Anytime advertised
“Typical” bill advertised $2,701 $2,530 $2,489 N/A
C1 actual $2,281 $2,341  $2,489 $208
C2 actual $2,407 $2,392  $2,489 $97

In this case, a retailer might choose to withdraw offers like TOU 1 and TOU 2, as they would

advertised as more expensive for the “typical” customer.
Source: IPART calculations.

8.3 Governments should prioritise measures that enhance customer
engagement

We consider that competition is the best way to drive down electricity retail prices, as
different suppliers compete for customers. Competition also creates incentives for retailers
to better tailor their products to customers’ needs, and sell electricity in new ways -
including bundling it with solar panels or battery storage - much like mobile phones are
often sold with phone services and data in the telecommunications industry. In the longer
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run, this will result in more efficient outcomes and better products and services for
customers.

As discussed in the sections above, we consider that introducing more rules about the types
of offers that retailers can provide, the prices that they can charge would stifle innovation
and limit options for customers.

However, we think that there is a role for governments to improve customer engagement in
the retail market, because the more well-informed and engaged customers are, the more
pressure is on retailers to offer competitive prices and services. In addition, by assisting
vulnerable and disadvantaged customers who may find it difficult to participate in the retail
market, to search and switch to a lower offer would mean over time less customers would
need to enter hardship programs.

In our Draft Report we indicated that we would further consider whether additional
measures are needed to improve customer engagement for our Final Report. The following
sections outline our recommendations on how to improve customer engagement, and the
issues being investigated in other reviews, including;:

v promoting and enhancing the energymadeeasy.gov.au online comparator website
v requiring retailers to inform customers in advance of price changes,

v providing customers with better access to and control over their usage data,

v removing unnecessary information from bills, and

v establishing a database of customers who have not recently switched.

As outlined in the sections above, in our view any additional measures should be
introduced consistently across states and territories under the National Energy Customer
Framework to minimise costs for customers and taxpayers. Therefore where we found
measures that are already actively under review at a national level, we have not undertaken
additional analysis or made recommendations.

8.3.1 Promoting and enhancing the energymadeeasy.gov.au online comparator

As Chapter 7 discussed, customers can find it very difficult to compare offers without online
comparator tools. This is because electricity offers are made up of several different tariffs,
including a supply charge, a range of consumption charges that sometimes vary by time of
day, and discounts that can be applied to some or each of these charges.

The Australian Energy Regulator (AER) provides an online comparator tool,
energymadeeasy.com.au. However, the AEMC found the awareness of this tool to be as low
as 13% in NSW.150 We also note that the tool is of limited help to the 25% of customers with
solar panels, as it doesn’t account for customers’ consumption from PV units, feed-in tariffs
and metering arrangements, which can affect the overall bill outcome for solar customers.

In its recent report, the AEMC recommended steps to improve the usability of the
energymadeeasy.gov.au tool and increase customers’ awareness of the tool so as to

150 Newgate Research, Consumer Research for the Australian Energy Market Commission’s 2017 Retail
Competition Review, April 2017, p 107.
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encourage further customer participation in the retail energy markets.15! In its submission
to our Information Paper for this review, the NSW Farmers’ Association expressed its
support for this recommendation.152

We note that the AER is currently considering technological solutions that facilitate simpler
comparison of energy offers as part of its review of customer information.

8.3.2 Requiring retailers to inform customers in advance of price changes

In response to our information paper, the Combined Pensioners and Superannuants
Association submitted that in the interests of promoting competition that produces
beneficial outcomes for consumers, electricity retailers should be required to inform
customers immediately of any variation in the price of electricity.153 Stakeholders have also
called for notification requirements to be reconsidered in response to several other
reviews.154

As outlined in Chapter 7, retailers are not required to notify customers of price changes until
their next bill. We found that the practice of notifying customers subsequent to price
changes taking effect is not common for other retail services (Box 8.3).

151 AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 16-17.

152 NSW Farmers’ Association submission to IPART Information Paper, 28 June 2017, p 3.

153 |t also raised this issue in response to the ACCC's Inquiry.

154 For example, PIAC in response to the AEMC’s 2014 National Energy Retail Amendment (Retailer price
variations in market retail contracts) Rule, the Queensland Consumers’ Association in response to the
AEMC'’s Notification of end of fixed benefit period 2013 Rule change, the Victorian Consumer action law
centre review of Victorian retail energy contract terms and conditions in May 2011.
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Box 8.3 Retail price notification practices

While Australian Consumer Law does not specify when price notification must occur, unilateral
contract variation can breach the fairness requirements under various circumstances. Therefore,
while many contracts include a price variation clause, they are usually accompanied by a clause
advising that customers will be notified of such a change, and qualifications allowing customers to
cancel the service if it is not agreed to without penalty.

When looking at other sectors that supply retail services under ongoing contracts, we found that
most terms and conditions provide for price changes only with prior notice. In many cases this may
be by email or SMS.

However, where other government regulation permits unilateral price variation, Australian
consumer law does not apply. For example, similar to the National Energy Retail Rules, the
National Credit Code allows credit providers to notify customers of a change in the amount of a
credit fee or charge (including a new credit fee or charge) by publishing the notice in a newspaper
circulating throughout each State and Territory 20 days before the change takes effect. It can then
notify customers individually when their next statement is sent to the customer after the change
takes effect. One credit card provider recently introduced a new $0.95 payment handling fee for
certain transactions and notified its customers by placing an advertisement about the fee change in
the Australian, before informing customers in their next statement.

For many services it is common that customers will not know the exact fee payable for a service
due to consumption or scope that is unknown (for example, legal fees, mechanic services),

however the unit fees (such as billing per hour) are usually discoverable in advance.
Source: Australian Consumer Law, sections 25(g)) 26(1)(c), National Credit Code, section 66, Choice, Free to fee, 5 April

2017, https://www.choice.com.au/shopping/consumer-rights-and-advice/your-rights/articles/changing-terms-and-conditions,
accessed 27 November 2017.

Advance price notification would increase engagement and competition

The Combined Pensioners and Superannuants Association submitted that price changes are
a key signal for market participants to review their offer. Because retailers are not required
to inform customers of price changes before they occur, it submitted that price signals are
not necessarily visible to electricity consumers, which means they are less likely to take
action as a result.

The CPSA stated that at the very least, retailers should be required to inform consumers of
any variations in the price of electricity, so that they can in turn use that information to make
a decisions about whether or not to switch energy retailers.155

The finding of the AEMC’s 2017 Retail Competition Review that the main reasons for
switching were price related (where 64% of customers switched because they wanted a
cheaper price or a larger discount),156 suggests that notification of price changes would
provide an important prompt to switch. Bringing forward this prompt by a month or two is
likely to result in some customers engaging in the market sooner than they otherwise would.

155 Similar arguments have been put forward in response to other reviews. For example, see PIAC in response
to AEMC, National Energy Retail Amendment (Retailer price variations in market retail contracts) Rule
2014, p 52 http://www.aemc.gov.au/getattachment/9069a670-ca34-4372-84b3-67883623e19a/Final-
determination.aspx

156 AEMC, 2017 Retail Energy Competition Review, Final Report, p 236.
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The prospect of greater engagement by customers would enhance the competitive market, as
the pressures on retailers to offer competitive prices and services are stronger when
customers are well-informed, engaged and active in the market may also deter retailers from
increasing prices by more than is necessary. This is particularly so if the price notification is
separate to the bill. Currently there is no obligation to write to customers specifically about
price changes (even with their next bill), and so the notification is not prominent and can
easily be missed (Figure 8.1).
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Figure 8.1  Typical price notification on customers’ bill
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‘Fixed benefit period’ rule change

On 7 November 2017, the AEMC amended that National Retail Rules to retailers to send a
notice to customers 2040 business days before a fixed-period benefit (such as a discount)
ends.157 The AEMC explained the rule is likely to lead to:

e greater consumer engagement and participation in the retail energy markets as customers will
be given clear and timely information both on why they should review current market offers (as
their current benefits are ending) and on how to do so.

e greater competition in the retail market as customers will have greater awareness of changes to
the amounts they will pay as well as greater awareness of the comparator website.
... Therefore, customers who receive the notice are expected to be more likely to shop around
for a new energy offer that meets their needs, increasing the incentives for retailers to compete
for consumers.

* long term benefits to consumers of the rule that exceed the additional costs that would be
passed through to them.158

These reasons also apply to advance price change notification. We also note that in the case
of the fixed benefit period, the customer is informed upfront about the amount by which the
offer will change at the end of a fixed benefit period, and when the benefit period will end,
and therefore the new requirement serves as a reminder of a known set of facts. In contrast,
price changes may occur at any time, and in any amount, and therefore are not able to be
anticipated in a meaningful way in advance.

We also consider that retaining the price notification provisions in their current form may
reduce the effectiveness of the ‘fixed benefit period” rule change, which is intended to
address the risks that consumers would not notice or understand the change and
complacently remain with the offer even though they are no longer receiving discounts or
other benefits.

As the Queensland Consumers Association’s submission to the AEMC noted, requiring
retailers to give prior notification for the end of fixed period benefits, but not for price
changes, “could result in greater use by retailers of price changes to achieve their
commercial objectives.” In particular, it creates an incentive for retailers to supply
customers on an ‘evergreen’ 20% discount (rather than for a fixed period), while changing
the value of the offer by varying the underlying rates. Changing the rates, but not the “fixed
benefit’ amount would not require notification, even though the impact on customers could
be identical.159

The fixed benefit period price change also required retailers to inform customers of the
energymadeeasy.gov.au website as part of the notification that the contract is coming to an

157 The notice will be required to include additional information on the price change that will allow customers to
compare amounts the customer would pay under their existing contract after the end of the relevant benefit
period with offers on energymadeeasy.gov.au, and also refer to energymadeeasy.gov.au. The exact form
and content of this information (including how retailers should calculate the comparable amounts) is being
developed by the AER which will publish guidelines by 1 July 2018.

158 AEMC, pp 9-10, http://www.aemc.gov.au/getattachment/319fe7ad-6136-4daf-b4ce-41a975b53360/Final-
determination.aspx

159 We also note Momentum Energy’s submission to the AEMC submitted that the genesis of a ‘benefit term’
was to circumvent the requirements to communicate particular information to customers on the expiry of
their contracts - retailers were able to avoid these provisions if the customer’s contract did not expire and
consequently the evergreen contract with a “benefit term” developed,
http://www.aemc.gov.au/getattachment/1a9¢c829c-426¢-4831-bd5f-af7341ade2a8/Momentum.aspx
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end. We consider that advanced price change notification should also reference
energymadeeasy.gov.au.

The benefits are likely to outweigh the costs

The benefit to customers of bringing forward price change notifications will vary
substantially depending on the price change. This year, for customers on standing offers,
prices increased by an average of 17%.

We considered the potential savings for a typical customer on a standing offer (with an
annual bill of around $2,100) that was notified of a 1 July price change on 15 June this year,
rather than at the time of their next bill on 20 August, and switches in response to the price
notification prompt. Bringing forward the notification by 8 weeks in this case would have
saved the customer around $80 if they moved onto the most competitive market offer from
the standing offer.

The savings from potentially engaging earlier in the market as a result of earlier notification
are similar to those that would occur as a result of being reminded that a fixed benefit period
is ending. The AEMC found that there was no persuasive evidence that the costs of
notifying customers of the end of their contract period would outweigh the potential
benefits of greater engagement with the market. This finding is likely to be directly
applicable to advance price notification requirements.

Costs of advanced notification requirements should reduce over time with e-billing

For the fixed benefit rule change, the AEMC found that the costs of notifying customers that
their fixed benefits were ending might be material and that a proportion of these costs may
be passed through to consumers. It noted that one retailer indicated the cost of sending a
letter is around $6.50 and that system development costs may be in the millions of dollars.

Over time the costs associated with this notification could be reduced through electronic
communication. We note Origin’s submission to our Draft report that during 2016, it
increased its use of paperless billing, with approximately 1.6 million customer accounts
across all markets having taken up e-billing at the end of the last financial year.160

We also consider that it is unlikely that the requirement to bring forward price change
notifications would impose large new system costs, as advance notification of price changes
are already required in Queensland (and used to be required in NSW prior to the adoption
of the NECF). The National Energy Retail Rules already require retailers to notify customers
when prices change - and so it would be a matter of bringing forward this notification.

8.3.3 Providing customers access to and control over their data

For several years the AEMC has recommended that customers be given access to their
consumption data, which could be provided to third-party services and be used to identify

160 Origin Energy submission to IPART Draft Report, p 2.
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the best offers on behalf of that customer.161 This was also one of the key recommendations
from the Finkel Review and the Thwaites Review.162

In its Preliminary Report on retail electricity pricing, the ACCC noted that digital meter data
can also be used by consumers to manage demand, particularly in response to time of use
tariffs. It also considered that while there are currently minimum standards that retailers
and distributors must meet for the provision of data, that the process for consumers to
access and use this data is unnecessarily difficult which acts as a barrier to the data being
used to benefit customers. The ACCC noted current initiatives to improve access to data,
including the Productivity Commission’s report on data availability and use (summarised in
Box 8.4 below).163 In response to the Productivity Commission’s recommendations, the
Federal Government announced on 26 November 2017 that it will legislate to allow
customers open access to their banking, energy, phone and internet transactions.164

Box 8.4 Current initiatives to improve access to data

On 8 May 2017 the Productivity Commission (PC) released a report on data availability and use,
which recommended a new economy-wide right for consumers to access and transfer their data.
This was supported by the ACCC due to the competition and consumer benefits arising from
sharing data.

The recent AEMC rule change ‘Expanding competition in metering’ which takes effect on
1 December 2017 means that any person can be a provider of meter services (currently distribution
networks undertake this role). The rule change provides a framework for the commercial provision
of electricity consumption data to parties that provide services (for example, mobile phone
applications).

The Energy Consumers Australia working group is developing a code for managing the business to
business arrangements around third party access to data and associated privacy issues. The
working group will develop a ‘common contract’ for the management of consumer data with third
parties (with a focus on privacy requirements).

The COAG Energy Council has agreed to work with industry to improve consumer access to
consumption data, including by simplifying processes for consumer consent, developing options for

timely delivery of data and standardising data formats.
ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, pp 141-143

8.3.4 Removing unnecessary information from bills

Customer bills can be difficult to navigate as they contain a large amount of information
relating to all of the different bill components. The Thwaites review found that there is an
opportunity to simplify some of this information by requiring retailers to present all charges
inclusive of GST.165

161 AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 18.

162 |ndependent Review into the Future Security of the National Electricity Market, June 2017, p 143, and
Independent Review into the electricity & gas retail markets in Victoria, August 2017, p xii.

163 ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, pp 141-143.

164 Australian Government, Australians to own their own banking, energy, phone and internet data, 26
November 27, 2017, https://ministers.pmc.gov.au/taylor/2017/australians-own-their-own-banking-energy-
phone-and-internet-data, accessed 27 November 27, 2017.

165 Independent Review into the electricity & gas retail markets in Victoria, August 2017, p 56.
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All businesses must present a GST-inclusive price to their customers. However, retailers
also choose to present the GST-exclusive rates because they appear lower than the GST-
inclusive rates. No retailer has an incentive on its own to remove GST-exclusive rates
because there is a chance that it will then appear to compare poorly to other retailers who
present GST-exclusive rates. However if all retailers are required to present all charges on a
GST-inclusive basis, no retailer would be disadvantaged.

The AER is currently considering issues around pricing information as part of its revision
the retail pricing information guide, which is due to be finalised by early next year.

8.3.5 Establishment of a database of customers who have not recently switched

The AEMC found that 50% of households in the NEM had not changed their retailers or
contracts in five years. In 2016, the UK Competition and Markets Authority (CMA) made
the decision to create a database of customers who have not switched energy offers in three
or more years, and give retailers access to this database.166

Finding
9 The NSW Government use the National Energy Customer Framework if it requires

additional measures to improve or promote customer engagement so as to minimise
costs for customers and taxpayers.

Recommendation

1 The AER’s energymadeeasy.gov.au web comparison tool should be promoted and be
improved so it:

- clearly displays tariff information, ensures tariff information is downloadable in a
numeric format, and sets the default bill calculation period equal to a customers’ bill
period, and

- incorporates the impact of the solar PV units on customer bills.

2 The NSW Government work with the COAG Energy Council to make changes to the
National Energy Retail Law and rules to require retailers to provide advance notification of
price changes to customers. The price change notification should also inform customers
that they can shop around for other deals on the energymadeeasy.gov.au website.

8.4 Protections for residential caravan park customers

Another national energy market review that has recently been undertaken is a review of the
regulatory arrangements for embedded networks. This review was undertaken by the
Australian Energy Market Commission (AEMC).

Embedded networks are private networks which serve multiple premises. They are
connected to a distribution or transmission system in the national electricity market through
a central connection point. Common examples of embedded networks include shopping
centres, retirement villages, apartment complexes and caravan parks. These customers are

166 CMA, Modernising the Energy Market, 24 June 2016, p 8.
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charged for their electricity by the owner of the network (such as a caravan park owner),
rather than by a retailer.

There are around 20,000 caravan park residents in NSW that are being supplied within an
embedded network.167 Unlike other customers, these customers are less able to change
supplier if they are unhappy with the price they are paying or level of service they are
receiving,.

During its review, the AEMC held a roundtable with stakeholders representing caravan
park residents, who have experienced particular problems with being supplied in an
embedded network area. For example, caravan park owners are able to charge their
customers’ standing offer rates, even though the park owners pay the distributer much
lower rates.168 As discussed in Chapter 4, standing offer rates are 25% higher than market
offer rates on average. Therefore, many customers living in caravan parks are paying
substantially more for their electricity than other customers, even though they are likely to
be least able to afford it.169

The AEMC recommended new regulatory arrangements to improve access to competition
and customer protections. However many of the regulations that apply to residents in
embedded networks are state-based, and therefore the AEMC considered that some of its
recommendations should be progressed by state governments. These included improving
access to ombudsman schemes for dispute resolution services, improving awareness of and
access to concessions, improving monitoring and enforcement of the current framework,
and improving safety and reliability regimes.170

In our Draft Report we made a recommendation that the NSW Government investigate
what changes to the state based regulatory framework are required to ensure electricity
customers in caravan parks’ embedded networks receive the same level of have access to
consumer protections.

On 7 November 2017, the NSW Government released a discussion paper on how to ensure
that customers who receive their electricity from different supply models (such as
embedded network and microgrids) have access to consumer protections. Because the NSW
Government is now investigating this issue, we have not recommended it again in this
report.

AER’s Review of Access to Dispute Resolution Services for Exempt Customers

We also note that the AER is reviewing options to increase exempt customer access to
ombudsman schemes, in collaboration with the Australian and New Zealand Energy and
Water Ombudsman Network (ANZEWON).

167 The Caravan, Camping & Touring Industry & Manufactured Housing Industry Association of NSW Ltd
(CCIA), Submission on Issues Paper, Access to Dispute Resolution Services for Exempt Customers, June
2017.

168 AER, Applicable conditions for exemption class R4, https://www.aer.gov.au/retail-markets/retail-
exemptions/classes-of-retail-exemption-applicable-conditions/applicable-conditions-for-exemption-class-
rd#condition-7---pricing

169 AEMC, Review of regulatory arrangements for embedded networks, Draft Report, 12 September 2017.

170 AEMC, Review of regulatory arrangements for embedded networks: information paper, November 2017, pp
1-2.
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Under the National Energy Retail Law (Retail Law), small customers of authorised retailers
and distributors have access to free and independent dispute resolution provided by their
state or territory’s energy ombudsman scheme. However, small customers of exempt
energy sellers and exempt network service providers (exempt NSPs) are generally unable to
access such dispute resolution services.

The review is seeking to determine the appropriate approach to considering exempt
customer access to ombudsman schemes, given the scale of the problem, the nature of
energy disputes experienced by exempt customers, and whether existing external dispute
resolution mechanisms, other than ombudsman schemes, can effectively deal with energy
disputes.
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9 Measures to assist vulnerable customers

As Chapter 2 discussed, as part of this review, the Minister asked IPART to report on
retailers” strategies to deliver lower prices to hardship customers. In response to this
request, we wrote to all electricity retailers operating in NSW to request information on their
strategies and the methods they used to raise their customers” awareness of the assistance
that is available to reduce electricity bills.

In addition, as part of our market monitoring role, IPART can consider the participation of
particular groups of small customers in the electricity market.17t Therefore, we have
considered outcomes for hardship customers and other vulnerable customers.

The sections below provide an overview of our findings and then discuss them in more
detail.

9.1 Overview of findings

We found that in line with their obligations under the National Energy Retail Law, all
retailers have strategies to improve outcomes for hardship customers that include informing
those in their hardship program of the concessions and rebates available to them. These
strategies also involve either switching customers who are in their hardship program to
plans with lower prices, or advising these customers that they would save money on their
electricity bill if they change plans.

Retailers use a range of methods to raise their customers’ awareness of the assistance
measures available, including contacting them directly and providing information through
community support groups.

However, governments and retailers should also assist vulnerable and disadvantaged
customers (in addition to hardship customers) who may find it difficult to participate in the
retail market to search and switch to a lower offer as this would mean over time less
customers would need to enter hardship programs. We note that the NSW Government’s
bill relief package announced penalties for retailers who don’t move rebate recipients to a
better energy deal.172

9.2 Retailer strategies for delivering lower prices to hardship customers

Under the National Energy Retail Law, all retailers are required to have a hardship policy
for hardship customers. These are customers who have been identified as experiencing
financial payment difficulties due to hardship. Retailers individually assess whether a
customer is eligible to be on a hardship program by looking at factors such as whether a

171 Section 234A (3) (a) of the National Energy Retail Law (NSW).
172 Gladys Berejiklian, Premier of NSW, Energy Bill Relief Package for Households and Small Business, 3
September 2017.
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customer has self-identified as being in hardship, has experienced a change in personal
circumstance such as loss of income or illness, or has been referred by an external
organisation.173

In its annual report on the performance of the retail energy market in 2016-17, the AER
reported that the proportion of electricity customers on hardship programs in NSW was
around 0.8%, which was relatively stable compared to the previous year,174 and up from
0.6% in 2013-14 before prices were deregulated.175

9.2.1 Hardship policies

The AER must approve hardship policies and monitor the retailer's performance in
implementing it.176

Before it approves a hardship policy, the AER must be satisfied that the retailer has
processes to:

v review the appropriateness of a hardship customer’s market retail contract,

v identify customers experiencing payment difficulties due to hardship, including
identification by the retailer and self-identification by the customer,

v provide an early response to customers in hardship,

v allow flexible payment options (including payment plans and Centrepay) for the
payment of energy bills by hardship customers, and

v identify, and notify customers of, appropriate government concession programs and
appropriate financial counselling services.

The National Energy Retail Law also requires that retailers notify hardship customers of
appropriate government concession programs and appropriate financial counselling
services. The AER is currently conducting a review of retailers” hardship policies with a
focus on early detection and consumer outcomes.

We found that retailers currently use a range of strategies to deliver lower energy bills to
their hardship customers. We consider that retailers’ strategies, plus the existing
requirements and announced penalties, should help customers experiencing financial
hardship to benefit from competition.

173 |n accordance with the retailer's customer hardship policy. National Energy Retail Law (NSW) No 37a,
Part 1.

174 AER, Annual Report on Compliance and Performance of the Retail Energy Market 2016-17, November
2017, p 35.

175 AER, Annual Report on Compliance and Performance of the Retail Energy Market 2013-14, 2014, p 25.

176 National Energy Retail Law (NSW) No 37a, Division 6.
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The most common strategy, used by all retailers, is advising these customers of available
government rebates and concessions. Other strategies include:

v advising customers of cheaper tariff plans that are available,

v proactively moving customers to cheaper tariff plans,

v providing financial assistance such as debt relief or bill credits,

v establishing payment plans, or weekly, fortnightly or monthly billing, and

v notcharging late payment fees.

Table 9.1

Retailer strategies for assisting customers experiencing financial hardship

Strategy

Retailers

Proactively moving hardship program customers

to cheaper plans

Advising customers of cheaper tariff plans that
are available

Advising customers of available
rebates/concessions

Providing financial assistance such as debt
relief/ funds towards energy vouchers/bill

AGL, Powerdirect, Alinta, Click Energy, CovaU,
EnergyAustralia

ActewAGL, Alinta, Diamond Energy, Enova,
Powershop, Momentum Energy, Lumo Energy, Red
Energy, Sanctuary Energy

All Retailers

ActewAGL, AGL, Powerdirect, EnergyAustralia, Origin,
Momentum, Lumo Energy, Red Energy

credits/freezing price increases for hardship
customers

Approaching concession card customers and
assisting them to move to a lower priced
contract, or advising them of rebates that are
available.

AGL, Powerdirect

Assisting customers to apply for grants and
concessions

Alinta, Enova, Momentum

Guaranteeing pay-on-time discounts/other
discounts/ where the customer has entered into
a payment plan.

1st Energy, Origin, Powershop, Simply Energy

Advice on reducing usage 1st Energy, ActewAGL, Alinta, EnergyAustralia, Enova,
Dodo, Commander, Origin, QEnergy, Lumo Energy,

Red Energy, Sanctuary Energy

Weekly/fortnightly/monthly billing and/or payment
plans

1st Energy, AGL, Powerdirect, CovaU,
EnergyAustralia, Energy Locals, Enova, Mojo, Origin,
Pooled Energy, Sanctuary Energy, Simply Energy

Source: Retailer responses to IPART

9.2.2 Retailer strategies for increasing awareness of available rebates or market

offers

In its submission to the Information Paper, PIAC commented that when retailers are
ineffective at communicating with their customers, this adversely impacts low-income and
vulnerable consumers, who are least able to afford higher electricity costs. These customers
may also find it difficult to engage in the market due to being less financially literate, having
a language barrier, a disability or being on a hardship plan or prepayment arrangement that
limits their ability to change retailers.177

177 PIAC submission to IPART Information Paper, 30 June 2017, p 2.

Review of the performance and competitiveness of the retail electricity market in NSW IPART

85



86

We asked retailers how they communicate with their hardship customers to make them
aware of available rebates or more competitive offers. We found that some of the ways that
retailers increase awareness of rebates or better market offers include:

v having telephone discussions with new customers about concessions, government
rebates and how to ensure a customer is on the best available offer,

v providing community support groups with information to distribute to members
detailing ways hardship customers can access assistance in paying their energy bills,

v approaching concession card customers and assisting them to move to a better
contract, or advising them of rebates that are available,

v assisting customers to apply for grants and concessions,
v providing information on bills, websites and letters regarding available rebates, and

v proactively identifying customers in potential hardship to provide information on
available assistance.

Enova commented that it regularly reviews its customers’ payment history for indicators
that a customer needs assistance under its hardship program. If this review indicates that a
customer needs assistance then Enova contacts the customer directly and provides advice on
access to government rebate schemes. CovaU also uses bills to provide information
regarding hardship and rebates and prompts the customer to contact them for assistance.

9.2.3 Outcomes for hardship customers

The AER collects data on the number of customers in hardship programs, the level of debt of
hardship customers (the amount owing more than 90 days after a bill is due) upon entering
a hardship program, and the average level of debt of hardship customers.

The lower the level of debt a customer has when they enter a hardship program, the greater
chance they have of fully repaying their debt and successfully completing the program. Low
debt levels may indicate that retailers are being more proactive in identifying customers
experiencing financial issues, as well as greater awareness among customers that they
should seek assistance as soon as they experience payment difficulties.178

In its annual report on the performance of the retail energy market in 2016-17, the AER
found that the average level of debt for NSW customers entering into a program has
increased to $1126. However, the average level of debt is down to $1006 (Figure 9.1).179

The number of customers in hardship programs has steadily increased from 0.61% since
2013-14 to 0.83%.180

178 AER, Annual Report on Compliance and Performance of the Retail Energy Market 2016-17, November
2017, p 37.

179 |bid, p 7.

180 |nformation provided by the AER to IPART on 2 November 2017.
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Figure 9.1 AER reporting on hardship customers
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Data source: Information provided by the AER to IPART on 2 November 2017, AER, Annual Report on Compliance and
Performance of the Retail Energy Market 2016-17, November 2017, p 7, AER, Annual Report on Compliance and Performance
of the Retail Energy Market 2015-16, 2016, p 4.

9.3 Other vulnerable customers

Not all vulnerable customers are hardship customers. In its annual report on the
performance of the retail energy market, the AER said that it was concerned that large
numbers of customers have been excluded from large retailer hardship programs.181

In particular, it noted that while less than 1% of customers in NSW are on hardship
programs, the proportion of customers on payment plans increased.182 It considered that
the increase in the number of customers being placed on payment plans suggests that some
retailers are placing customers on payment plans instead of hardship programs. The AER
said that it will conduct a review of hardship practices over 2017-18, including the impact of
those practices on vulnerable customers.183

We consider that there is also a role for Government and retailers to assist vulnerable and
disadvantaged customers who may find it difficult to participate in the retail market to
search and switch to a lower offer. Over time, this should mean that less customers would
need to enter hardship programs.

We will continue to monitor outcomes for vulnerable customers as part of our annual
market monitoring reviews.

181 AER, Annual Report on Compliance and Performance of the Retail Energy Market 2016-17, November
2017, p 40.

182 |pid, p 31.

183 |bid, pp 39-40.
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9.3.1 Outcomes for vulnerable customers

In 2016, the AEMC conducted research that focussed on understanding vulnerable
consumer experiences and outcomes. The research found that vulnerable consumers:184

v try to save energy to minimise their bills, but do not tend to have any real understanding
of their energy usage,

v display a degree of market confusion which results in few being confident they are on
the best available plan or deal,

v feel largely neutral towards their retailer, with mixed elements of concern and loyalty,
and

v fear making the wrong decision and feel embarrassed about their personal financial
situation - key barriers they face to investigating their options, and switching.

The AER collects data on different customer outcomes, including disconnection rates, and
the levels of energy debt for non-hardship customers. It also collects data on the number of
households receiving concessions.

Figure 9.2 shows that since prices were deregulated, the proportion of residential customers
being disconnected in NSW for non-payment has steadily declined to 0.9% this year. It also
shows that the proportion of customers receiving concessions has remained roughly
stable.185

The AER reported that between 2015-16 and 2016-17, the proportion of non-hardship
customers in NSW repaying bill debt rose from 2.6% to 2.9%, and the average debt has risen
by $100 to $653 (Figure 9.3).186

Figure 9.2 Disconnections and concessions
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Data source: Information provided by the AER to IPART on 2 November 2017.

184 AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 74.

185 Information provided by the AER to IPART on 2 November 2017.

186 AER, Annual Report on Compliance and Performance of the Retail Energy Market 2016-17, November
2017, p 7, AER, AER, Annual Report on Compliance and Performance of the Retail Energy Market 2015-16,
2016, p 4.
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Figure 9.3  Debt for non-hardship customers
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Data source: AER, Annual Report on Compliance and Performance of the Retail Energy Market 2016-17, November 2017, p
7, AER, Annual Report on Compliance and Performance of the Retail Energy Market 2015-16, 2016, p 4.

9.4 Measures to improve engagement for vulnerable customers

In response to our review, stakeholders submitted that retailers should be more active in
assisting customers to access better deals.

The NSW Council of Social Service (NCOSS) submitted that retailers should be required to
put all Low Income Household Energy Rebate recipients, hardship customers and customers
on payment plans onto a ‘best deal’, or develop special low cost deals for this cohort.187
Similarly, the Combined Pensioners and Superannuants Association submitted that
electricity retailers should be required to notify recipients of the Low Income Household
Energy Rebate of the best value plan available to them and provide support to switch plans.
The CPSA also noted that it occasionally receives calls from pensioners who are not aware of
this rebate and have not been receiving it. Given the vulnerability of these customers, the
CPSA submitted that electricity retailers should determine a customer’s eligibility at the
point of sign up.188

In its 2017 Retail energy competition review, the AEMC recommended that outcomes for
vulnerable consumers could be enhanced by retailers, consumer advocates and jurisdictions
assisting in transitioning vulnerable consumers and those on hardship plans away from
higher priced standing offers or market offers with expired fixed benefit periods. The
AEMC also recommended that COAG and jurisdictions review the application and
awareness of energy concession schemes.189

187 NCOSS submission to IPART Information Paper, 29 June 2017, p 31.
188 CPSA submission to IPART Information Paper, 30 June 2017, pp 6-7.
189 AEMC, 2017 Retail energy competition review, Final Report, 25 July 2017, p 102.
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We agree that there is a role for Government and retailers to assist vulnerable and
disadvantaged customers who may find it difficult to participate in the retail market to
search and switch to a lower offer. We note that the NSW Government’s bill relief package
announced higher rebates as well as penalties for retailers who don’t move rebate recipients
to a better deal (Box 9.1).190

Box 9.1 NSW Government Energy Bill Relief Package

On 3 September 2017, the NSW Government released its Energy Bill Relief Package for
Households and Small Business. The package contained a number of measures aimed at
vulnerable and hardship customers, and included changes to rebates. Some of the measures
contained in the package that were aimed at these customers included:

v increasing the Low Income Household rebate from $235 to $285 and the Family Energy
Rebate from $150 to $180

v penalties for retailers who don’t move rebate recipients to a better deal

v discounts for up to 23,000 concession cardholders to save up to 50% on the cost of
upgrading old fridges and TVs to energy saving models, saving each household on average
around $200 a year, and

v energy saving upgrades for up to 16,500 public housing clients to assist the state’s most
vulnerable, with participating households to save an average of around $360 per year on

their bills.

Source: Gladys Berejiklian, Premier of NSW, Energy Bill Relief Package for Households and Small Business, 3 September
2017.

190 http://www.resourcesandenergy.nsw.gov.au/__data/assets/pdf_file/0011/734843/Energy-bill-relief-package-
for-households-and-small-business.pdf, accessed 4 October 2017.
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10 Take up of digital meters

In NSW, most residential and small business customers still have 1950s-style electricity
meters that have limited functionality. As a result, most customers have limited information
available to them from which to make informed decisions about their electricity use and
costs.

From 1 December 2017, new rules will come into force across the NEM which mean that
networks will no longer have responsibility for metering services. Customers can choose to
arrange the meter replacement through their retailer or directly from registered metering
providers. Introducing competition among installers is designed to promote innovation and
lead to investment in advanced meters that deliver services valued by customers at a price
they are willing to pay.

Digital meters, and the energy products and services this technology enables, allow
customers to make decisions about how and when they use electricity, and manage the costs
of those decisions. This should enhance retail competition.

As part of this review, we consulted with retailers about their processes for managing the
timely delivery of digital meters and how the delivery is being communicated to their
customers. The sections below outline our findings and then discuss them in more detail.

10.1  Overview of findings

Most retailers told us they have put in processes for managing the take up of digital meters
including arrangements with installers to be ready to deploy digital meters in a timely, safe
and effective manner. Most plan to publish easily accessible information about digital
meters on their websites with FAQs, and to train their frontline staff to discuss customers’
options around digital meters. Most retailers also plan to distribute marketing material to
customers in early 2018.

Some retailers acknowledged there had been problems with the delivery of digital meters
for Solar Bonus Scheme customers after this scheme closed at the end of 2016, and they had
applied lessons learned from this experience in preparing for the broader delivery of meters
to customers.

Given the recent problems with the delivery of digital meters for solar bonus customers and
the important role that digital meters can play in the retail market, we propose to review
issues around the take up of digital meters as part of our 2018 review of the performance
and competitiveness of the NSW retail electricity and gas markets.

Review of the performance and competitiveness of the retail electricity market in NSW [IPART

91



92

10.2 Retailers plans to inform customers about digital meters

Retailers indicated they propose to use a range of strategies to inform customers about the
delivery of digital meters, and will select communication methods to suit their customers’
needs and preferences. For example, several retailers propose to raise customer awareness
about the benefits of installing digital meters, such as:191

v enabling remote meter readings, thus removing the need for estimated bills and onsite
meter reads,

v providing customers with more energy information, which can help them manage their
electricity usage,

v enabling innovative products and services, which can give customers more choice and
control of their electricity consumption, production and export (where the customer has
solar panels and/or battery storage),

v allowing remote connection and disconnection services, making it easier, more efficient
and cheaper to move properties, and

v allowing the early detection of supply issues, including as a result of blackouts, system-
failure and critical power management faults.

Retailers also plan to communicate to customers about the timing of stages associated with
the installation process as well as providing specific communications for consumers with
anticipated issues for installation, such as reliable access to communications networks or
remedial work required to meter boards and how that may be undertaken.

Retailers generally acknowledged there were problems with the delivery of digital meters
for former Solar Bonus Scheme customers. Some retailers are still resolving outstanding
meter installations. Importantly retailers advised they have attempted to contact Solar
Bonus Scheme customers who are yet to receive a digital meter via phone or leaving behind
cards at the time of an incomplete installation.

EWON received many customer complaints about poor customer service associated with
changing meters for former Solar Bonus Scheme customers. Customers complained about
inadequate communication about how long they would have to wait for a meter to be
installed. EWON also received many complaints about some retailers that offered a free
digital meter as an incentive for customers to switch retailers, but then failed to install the
digital meter.

Poor retailer communication around the waiting time for digital meters to be installed
increased customers frustrations and concerns as former Solar Bonus Scheme customers
were responding to marketing campaigns to switch retailers to obtain a better deal.

Given the recent problems with the delivery of digital meters for Solar Bonus Scheme
customers and the important role that digital meters can play in the retail market we
propose to review issues around the take up of digital meters as part of our 2018 review of
the performance and competitiveness of the NSW retail electricity and gas markets.

191 Requires remote communications to be enabled. Customers can elect not to have remote communications
enabled on their digital meter at the time the digital metering is being installed. Some retailers may charge
for digital meters without remote communications and some products or services may not be available.
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Finding

10 IPART will review issues around the take up of digital meters as part of our 2018 review of
the performance and competitiveness of the NSW retail electricity and gas markets.
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11 Gas price changes reflect changes in costs

When the NSW Government deregulated retail gas prices from 1 July 2017, our role as
Market Monitor was expanded to monitor the performance and competitiveness of the gas
market. We will make our first annual report to the Minister by 30 November 2018, which
will cover the year 2017-18.

However, as gas retail prices increased by around 5% to 16% at the start of 2017-18,192 the
Minister asked that we analyse these price increases and consider whether they are
consistent with a competitive market, as part of this review. The sections below outline our
findings then discuss them in more detail.

11.1  Overview of findings

We found that the changes in retail gas prices between June and July 2017 reflect changes in
the underlying costs of supplying gas, and therefore are consistent with a competitive
market. These costs have increased by 6.8% to 11.8% in coastal NSW and by 12.5% to 20.9%
in country NSW since 2016-17.193

The main driver of this increase was higher wholesale gas prices, which increased due to
material changes in demand and supply conditions in eastern Australia.

11.2 Changes in gas retail prices

To assess whether the price changes from July 2017 are consistent with a competitive
market, we measured changes in annual bills from June 2017 to July 2017 based on
information retailers provided on their prices. We then analysed changes in the main
underlying costs of supplying gas over the same period.

11.2.1 Price changes from June 2017 to July 2017

We compared estimated annual bills for a typical residential customer based on the major
retailers” prices in June 2017 and July 2017 for coastal and country NSW. Estimated annual
bills for country customers are higher than those for coastal customers, due to the higher
average annual consumption in country NSW (Figure 11.1 and Figure 11.2).

Customers on standing offers had the highest bills. For the Big 3 retailers, customers’ bills
increased by between 6% and 9% for coastal customers194 and by between 6% and 15% for

192 For the Big 3 retailers in Coastal and Country NSW. Where retailers supply gas in different network areas in
Country NSW, annual bills are averaged within each retailer.

193 Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW
— A report prepared for IPART, September 2017, p 53.

194 Except for EnergyAustralia for which standing offer prices decreased by 2%. Bills are calculated based on
annual consumption of 20 GJ.

IPART Review of the performance and competitiveness of the retail electricity market in NSW



country customers.195 The bills of customers on the lowest market offers increased by
similar amounts (between 6% and 12% for coastal customers and between 5% and 16% for
country customers).

Figure 11.1 Estimated annual gas bills for typical residential customers on standing
offers, most common market offers and cheapest market offers in coastal
NSW (Nominal, GST-inclusive)
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Note: Bills are calculated based on annual consumption of 20 GJ, taking into account all available conditional and non-
conditional discounts.

Data source: Gas retailers and IPART calculations

195 Bijlls are calculated based on annual consumption of 45 GJ.
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Figure 11.2 Estimated annual gas bills for typical residential customers on standing
offers, most common market offers and cheapest market offers in country
NSW (Nominal, GST-inclusive)
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Note: Bills are calculated based on annual consumption of 45 GJ, taking into account all available conditional and non-
conditional discounts. EnergyAustralia and Origin have offers in various network areas in Country NSW. Annual bills are
averages within each retailer.

Data source: Gas retailers and IPART calculations.

There is a wide variation in retail gas prices in coastal NSW (Figure 11.3). There is less
intense competition in country NSW, with only one or two active retailers and a few
different market offers for customers to choose from. However, the range of discounts
available is not materially different to those offered to coastal NSW.

Figure 11.3 Annual bills for coastal NSW customers (Nominal, GST inclusive)
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Data source: Gas retailers and IPART calculations.

The increases in the estimated annual bills between coastal and country NSW are similar
(when weighted by the number of customers on standing, most common and cheapest
offers) (Table 11.1). We estimate that between June 2017 and July 2017, retail gas prices
increased on average by around 6.6% to 6.8% for coastal and country customers.

Table 11.1 Average gas retail bills (Nominal, GST inclusive)

June 2017 July 2017 % change
Coastal NSW $809 $862 6.6%
Country NSW $1,453 $1,552 6.8%

Note: Coastal NSW includes the Jemena network area and Country NSW includes all other areas of NSW. We used annual
consumption of 20 GJ for Coastal NSW and 45 GJ for Country NSW. Weighted average annual bills are calculated as
explained in Box 3.2. Retailers’ market shares for Coastal customers are from the AER'’s retail statistics and those for Country
customers are from IPART's household survey results for the Riverina area.

Source: Price information provided by retailers.

11.3 Changesin the underlying costs of supplying gas from July 2017

Retailers incur a number of different costs to supply gas, including;:

v wholesale gas costs, which are the costs that retailers face in procuring the gas that
they supply to their customers,

v network costs, which include payments for the use of the transmission pipelines and
the distribution network, and

v retail costs, which include the costs that a retailer incurs in operating its retail business
to supply gas to its customers (ie, retail operating costs), and the return that it requires
to attract the capital needed to provide a retailing service (ie, retail margin).

We engaged Frontier to examine the changes in these costs from July 2017 and estimate
reasonable overall price changes from 2016-17 to 2017-18 for an efficient retailer.

Frontier estimated that the total costs of gas supply increased by between 7% and 12% for
coastal customers and by between 12% and 21% for country customers. This was primarily
due to a substantial increase in wholesale gas costs (Figure 11.4).196 As wholesale gas costs
represent a bigger proportion in the total bill for country customers, the material increase in
wholesale gas costs has a bigger impact on these customers than on coastal customers.

196 Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW
— A report prepared for IPART, September 2017, p 53.
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Figure 11.4 Changes in gas supply costs by cost category in 2017-18
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Data source: Frontier Economics, Cost Drivers of Recent Retail Electricity and Gas Prices for Residential Customers in NSW —
A Report Prepared for IPART, September 2017.

11.3.1 Wholesale gas costs have increased materially

Frontier found that wholesale gas prices in NSW have increased substantially by around
55% to 85% from June to July 2017. Changes in demand and supply conditions in eastern
Australia are the largest contributor to these price increases. For example:

v the commencement of LNG exports at Gladstone, Queensland has tripled the demand
for gas in eastern Australia within a few years

v gas production capacity has increased by less than expected compared to when
construction of the LNG projects commenced due to:

- lower than expected gas production from Queensland’s coal seam gas fields

- the abandonment or delay of new developments as a result of state government
policies restricting or preventing the development of certain gas projects, and

- a reduction in gas production from a number of existing projects including from
the Cooper-Eromanga basin and Victoria’'s offshore gas basins.197

The combined effect of these supply and demand trends has been a tightening of the supply-
demand balance for gas in eastern Australia and an increase in the marginal opportunity
cost of supplying gas. This has resulted in higher prices.198 Additionally, there have been a
number of recent inquiries into the gas sector in eastern Australia, with these inquiries
suggesting a lack of competition has exacerbated this pricing pressure.199

197 Frontier Economics, Cost drivers of recent retail electricity and gas prices for residential customers in NSW
— A report prepared for IPART, September 2017, p 45; pp 47-48.

198 |bid, p 48.

199 |pid, p 48.
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11.3.2 Network costs

Network costs, which include the transmission and distribution costs, account for 55% and
49% of the total gas supply costs for coastal and country areas, respectively. Frontier found
that the distribution costs have decreased by 6.3% for coastal customers and by 9.9% for
country customers. However, transmission costs increased slightly by 1.2% for all
customers.200

11.3.3 Retail costs

Retail costs, which include retail operating costs and retail margins, account for 28% and
23% of the total gas supply costs for coastal and country areas, respectively. Retail costs
represent a bigger proportion in the total costs for gas retailers than for electricity retailers.
This is because retail operating costs represent the same, fixed amount for both electricity
and gas, even though gas bills tend to be smaller than electricity bills.

Frontier found no clear evidence to suggest that retail costs changed materially between
2016-17 and 2017-18. It did not quantify a percentage change in the retail costs from 2016-17
to 2017-18 for an efficient retailer.201

Frontier’s full report is available on our website www.ipart.nsw.gov.au.

Finding

11 The changes in retail gas prices between June and July 2017 reflect changes in the
underlying costs of supply, and therefore are consistent with a competitive market.

200 |bid, p 49.
201 |pid, p 51.
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A  IPART’s statutory role

National Energy Retail Law (NSW) No 37a

234A—Market Monitor

(1) In this Part, the Market Monitor is the person prescribed by the NSW regulations as the
Market Monitor for the purposes of this Part.

(2) The Market Monitor is to monitor the performance and competitiveness of the retail
electricity market and the retail gas market in New South Wales for small customers.

(3) The Market Monitor is to report annually to the Minister on the performance and
competitiveness of each of the retail electricity market and the retail gas market in New
South Wales for small customers, including on the following matters—

(@) the participation of small customers in each market and, if the Market Monitor
thinks it appropriate, particular groups of small customers;

(b) prices of electricity or gas for small customers in regional areas;
(c) any barriers to entry to or exit from, or expansion, in each market;
(d) the extent to which retailers are competing to attract and retain small customers;

(e) whether price movements and price and product diversity in each market are
consistent with a competitive market;

(f) if the Market Monitor is of the opinion that it is required, steps necessary to
improve the competitiveness of each market;

(g) whether there is a need for a detailed review of retail prices and profit margins in
each market;

(h) any other matters the Market Monitor thinks appropriate.
(4) An annual report is to be prepared for each year commencing on1 July.

(4A) The first annual report for the retail gas market is to be for the year commencing 1 July
2017.

(5) The annual report is to be provided to the Minister not later than 30 November following
the end of the year to which the report relates.

(6) The Minister is to lay the annual report or cause it to be laid before both Houses of
Parliament of this jurisdiction not later than 30 days after receiving the report.
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(7) In preparing an annual report, the Market Monitor is to have regard only to the
following —

(a) information provided by the AEMC and the AER;
(b) any publicly available information;
(c) information provided by a retailer under subsection (8).

(8) The Market Monitor may, by notice in writing served on a retailer, require the retailer to
provide particulars to the Market Monitor of the number of market offer customers of the
retailer, the market offer prices of those customers, the number of customers on each
standing offer price offered by the retailer that has been publicly advertised and those
standing offer prices.
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B Letter from the Minister — 27 June 2017

M Don Harwin MLC

Minister for Resources, Minister for Energy and Utilities,
mmm Minister for the Arts, Vice-President of the Executive Council

V18MOBEM15
BM1T/36TE

Dr Peter Boxall AM

Chair

Independent Pricing and Regulatory Tribunal

PO Box K35 17 JUN 207
HAYMARKET POST SHOP NSW 1240

Dear Dr Boxall

Thank you for the opportunity to make a submission in relation to the Independant
Pricing and Regulatory Tribunal's (IPART) ‘Information Paper — 2017 NSW retail
electricity market monitoring” consultation,

As highlighted in the paper, IPART previously found that electricity market
competition is working and is delivering better outcomes for customers than if prices
remained regulated, | am keen to ensure this continues and that the innovative range
of electricity products and services that is emerging better meets the needs of
customers.

IPART's role as market monitor throughaout this process has been essential in
monitoring competition and supporting consumer confidence in the electricity market.

The electricity market transition to clean energy, along with the opening of the east
coast gas market to exports, has driven wholesale electricity and gas prices sharply
higher over the last 12 months. This is expected to result in higher retail electricity
and gas prices especially from July 2017

The Australian Competition and Consumer Commission (ACCC) is already
undertaking two reviews to examine retail electricity prices and the Australian gas
market. Therefore, | ask that IPART undertakes a review of electricity and gas price
movements into 2017-18, to advise on the drivers of any price changes and whether
any such changes reflect efficient costs in a competitive market.

While this is outside the current electricity market monitor role which is reviewing
201617, | consider this critical to provide NSW households and businesses with

independent advice on what is driving changes in energy prices. As you may be
aware, the electricity and most gas network charges will be lower in 2017-18.

GPO Box 5341 Sydney NSW 2001 e P; (02) 8574 7200 s F: (02) 9339 5568 » E: office@harwin.ministernsw.oowvau

Review of the performance and competitiveness of the retail electricity marketin NSW IPART 103



. IEEEEEEEEEEEEEEEEEEEE—
Should you have any further questions in relation to this matter, please contact
Ms Katharine Hole, Executive Director, Energy Strategy, at the Division of Energy,
Water and Portfolio Strategy on 9338 6634.

Yours sinceraly

Don Harwin MLC
Leader of the Government in the Legislative Council
Minister for Resources

Minister for Energy and Utilities

Minister for the Arts

Vice-President of the Executive Council

GPO Box 5341 Sydney MEW 2001w F: (02) 8574 7200« F: (02) 9339 5568 » E: office@harwinministernsw.gov.au
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C Letter from the Minister — 22 August 2017

m Don Harwin MLC
Nsw Minister for Resources, Minister far Energy and Utilities,
covennuent  Minister for the Arts, Vice-President of the Executive Council

V17814481

Dr Peter Boxall AD

Chair

Independent Pricing and Regulatory Tribunal

PO Box K35

HAYMARKET POST SHOP NSW 1240 77 AUG 2017

Dear Dr Boxall

I am writing to engage the Independent Pricing and Regulatory Tribunal (IPART) to
undertake further work under the Retail Energy Market Manitoring 2017 review.

This additional work is to focus on retailer customer service as major transformations
take place. As you would be aware, the electricity market transition to clean energy,
along with the opening of the east coast gas market to exports, has driven wholesale
eleclricity and gas prices sharply higher over the last 12 months. This has resulted In in
higher retail electricity and gas prices from July 2017. Goncurrently, many customers are
voluntarily transitioning to digital meters o help them manage their energy bills and
make the best use of their solar systems.

In this context, affordability and customer service become critical components of
ensuring customer engagement with the competitive energy market is a positive
experience, | am keen to ensure that retailers are helping hardship customers in
particular secure the best sutcome possible. | held a retailer roundiable in May this year
ta set out Governmant expectations about good customer sarvice practices including
communications with customers. Therefore, | ask IPART to report on retailers’ sirategies
to deliver lower prices to hardship customers, through consultation with retailers, and
review of their publicly available customer policies.

A second key issue consumers are ralsing with me is around the installation of digital
meters. Therafore | am also asking IPART to conzult with retailers and report on their
processes for managing the timely roll-out of digital meters and how the roll-out is being
communicated to their customers.

I would appreciate if IPART would report on both these matters as part of the ongoing
2017 review, and no later than 30 November 2017,

Yours sincerely

Doan Harwin MLC

Leader of the Government in the Legisiative Council
Minister for Resources

Minister for Energy and Wiilities

Minister for the Arts

Vice-President of the Executive Council

GFO Box 3341 Sydney NSW 2007 P- (02} B574 7200 0 F: (02) 9339 5568 » E- officeiharwin mirister.nSw gov.au
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D Summary of Stakeholder Submissions
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We received 9 submissions to our Information Paper and 5 submissions to our Draft Report.

Table D.1

Issues raised by stakeholder submissions to Information Paper and Draft Report

Stakeholder Responses

Stakeholder

IPART’s Response

Price Increases/ Affordability

Electricity prices have increased substantially in
recent years and will have a large impact on
customers.

Low income and vulnerable customers have been
particularly affected by recent price rises and had
limited ability to engage in the retail market.
These customers were not receiving the benefits
of competition and are likely to be on
uncompetitive standing offers.

Wholesale prices have driven the recent price
increases. Stable climate policy is needed to
encourage new investment into the wholesale
market to reduce wholesale prices.

Competition

Competition is not delivering better outcomes for
customers, often due to lack of customer
engagement, particularly among vulnerable
customers.

CPSA, p 1.
PIAC, p 1.

CPSA, p 5-6.
NCOSS, pii.
PIAC, pp 1-2.

Australian Energy
Council, p 1.

CPSA, p 6.
NCOSS, p i-ii.
NSW Farmers’
Association, p 3.

While bills rose by an average of 14% in July, average annual bills for residential
customers in NSW are currently around the same as they were in 2013-14 before
prices were deregulated, and are slightly lower in real terms (Chapter 3). Measures to
assist customers, and particularly vulnerable customers, to engage with the market will
help ensure that customers are able to find the best offers for their circumstances. All
retailers are required to have a hardship program, and the NSW Government has
recently increased rebates for hardship customers (Chapter 7,9).

See above.

Because power stations are long-lived assets, the policy settings around subsidies,
government investment in the energy market, and carbon policies can have large
impacts on whether investment in generation assets would be profitable over the life of
the asset. In the current environment this makes them risky investments for
commercial investors. Lower levels of investment create higher prices as the demand-
supply balance in the NEM tightens (Chapter 3).

See above.
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Differences in price structures do not represent
innovation

IPART should undertake analysis on whether
consumers perceive differences in quality and
reliability between retailers, and whether the
market is innovative.

New indicators are required to assess availability
of new services such as demand response and
behind-the-meter activities.

Barriers to entry are low and have enabled new
retailers to enter the market.

Use of ‘win-back’ marketing by large retailers
limits the ability of smaller retailers to grow their
market share and enter the market.

Customer engagement

A consumer’s level of engagement with the
energy market has a material impact on their
energy outcomes. Only customers who are
advantaged and engaged are getting good
outcomes from competition today.

Retailers should be required to inform customers
immediately of variations in the price of electricity,
or inform customers prior to the end of their
current deal to make them aware of impacts if
they do not do anything

It is difficult to determine the best offer using the
energymadeeasy.gov.au website, particularly for
comparing single-rate offers and time-of-use

PIAC, p 2.

NSW Farmers’
Association, p 4.

NSW Farmers’
Association, p 3

The Australian
Energy Council,

pp 1-2.

Origin Energy, p 1.

PIAC, p 6.

PIAC, p 2.

CPSAp 4.
NCOSS, p 31.

NSW Farmers’
Association, p 5.

We agree that price and product innovation is still in its infancy and opportunities for
product innovation will continue to increase over time. For example, issues around the
reliability of supply are making customer demand response more valuable at the same
time as the take up of digital meters is increasing. Retailers are also starting to bundle
electricity with products such as solar and batteries (Chapter 4).

See above — we consider that innovation is still in its infancy.

Agree.

We found no substantial barriers for smaller retailers to enter the NSW electricity
market, and the trend for smaller retailers to gain market share from the ‘big three’
retailers has continued in 2016-17. However access to risk management products
could become more difficult as supply tightens (Chapter 5).

Win-back strategies are likely to be an issue for electricity retailing more so than other
industries. This is because there is a time lag between a customer initiating a switch
and the switch occurring, because a meter read needs to take place first. As digital
meters are progressively installed, meter reads can occur remotely and so switches
can occur much more quickly. However, in the meantime, we agree that ‘win-back’
practices may add to the cost of customer acquisition for new retailers (Chapter 5).

We agree that customers who are getting the best outcomes are engaged customers.
We have made a number of recommendations to improve engagement (Chapter 8).
There is also arole for governments and retailers to assist vulnerable and
disadvantaged customers who may find it difficult to participate in the retail market to
search and switch to a lower offer (Chapter 9).

We are recommending that the NSW Government work with the COAG Energy Council
to implement changes to require advance notification of price changes to customers
through the National Energy Customer Framework (NECF). The AEMC has recently
made a rule change to require retailers to notify customers when their contracts expire
(Chapter 8).

We have recommended that the AER’s energymadeeasy.gov.au web comparison tool
should be promoted and be improved so it clearly displays tariff information, ensures
tariff information is downloadable in a numeric format, and sets the default bill
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offers.

Transaction and search costs are high due to the
large number of offers available which makes it
difficult to compare offers and limits price
competition

The complexity of the retail energy market makes
it difficult for customers to make informed choices.

There is scope to improve customer participation
in the retail energy market, and retailers are
working to improve participation.

Pricing regulation

Changes to the National Energy Retail Rules to
notify customers at the end of fixed benefit periods
will increase customer engagement.

Regulated markets such as the ACT and
Tasmania may provide better outcomes in terms
of affordable energy. Price regulation should be
considered if market approaches do not deliver
consumer benefits. This could take different
forms, eg, price ceilings, social tariffs, or
limitations on the use of pay-on-time discounting.

Price re-regulation would have negative impacts
on customers.

Hardship/ Vulnerable Customers

Outcomes for vulnerable customers should be
examined as one of IPART's indicators.

Retailers should be required to notify recipients of

NSW Farmers’
Association, p 5.

PIAC, p 4.

Australian Energy
Council, p 2.

EnergyAustralia, p 1.

Australian Energy
Council, p 2.

Origin Energy, p 2.

PIAC, pp 2,4-5.

Australian Energy
Council, p 3.

Origin Energy, p 5.

PIAC, p 2.

CPSA, p 6.

Review of the performance and competitiveness of the retail electricity market in NSW IPART

calculation period equal to a customers’ bill period.

We note that the AER is currently considering technological solutions that facilitate
simpler comparison of energy offers as part of its review of customer information
(Chapter 8).

See above.

See above.

See above.

We agree, however retailers will still be able to increase prices without advance
notification to customers. Therefore to further prompt customers to shop around, we
are recommending that the NSW Government work with the COAG Energy Council to
implement changes to require advance notification of price changes to customers
through the National Energy Customer Framework (NECF) (Chapter 8).

Competition should drive the best outcomes for customers. In the short term regulated
retail prices may result in lower prices for some customers, however in the longer term,
it is likely that prices would be higher than they otherwise would be, and the
development of innovative products would be stifled.

In the short term, regulated prices can tend to become the default option for many
customers as customers feel they enjoy a higher level of protection. This reduces the
level of customer engagement as the gains from switching fall. In the longer run, a less
active demand-side of the market leads to less vigorous competition on the supply-
side. This is likely to further entrench the market position of the incumbent retailers and
dampen the incentives to offer lower prices and improve their services (Chapter 8).

See above.

We will report on outcomes for vulnerable customers in our 2017-18 market monitoring
report (Chapter 9).

The NSW Government’s Energy Bill Relief Package announced penalties for retailers
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the Low Income Household Rebate of the best
plan available to them and provide support to
switch plans.

Vulnerable customers may be disadvantaged by
being less engaged in the retail market.

Consumers who are price sensitive may not be
price responsive due to lack of engagement,
inability to reduce usage, or tenancy status
preventing them from improving building
efficiency.

High numbers of customers who have not
previously identified as hardship customers may
be experiencing payment difficulty for the first
time. These customers may be unaware of their
entitlement to hardship support, and should be
assisted as early as possible.

Rebates/ Government Assistance

Retailers should proactively identify whether
customers are eligible for rebates or assistance,
or whether rebates should automatically be
applied to low income customers.

Rebates and assistance such as the Family
Energy Rebate and Emergency Accounts
Payment Assistance should be reviewed and
improved to increase awareness, ease of access,
and ensure they are better targeted.

The Low Income Household Energy Rebate
should be set as a percentage of the overall bill,
rather than an overall rate.

Caravan parks

All customers should have the same consumer
protections as customers of traditional energy
retailers.

PIAC, p 3.

PIAC, p 6.

PIAC, p 7.

CPSA, p7.
NCOSS, p 31.
PIAC, p 7.

NCOSS, p 25.

CPSA, p 6.
NCOSS, p 27.

EnergyAustralia, p 3.
Origin Energy, p 5.

that do not move customers who receive the Low Income Household rebate to a better
deal (Chapter 9).

Agree. Measures to assist vulnerable customers engage with the market will help
ensure that customers are able to find the best offers for their circumstances (Chapter
8).

Agree. See above.

Agree. Some retailers reported that they proactively identify customers in potential
hardship to provide information on available assistance (Chapter 9).

The Government recently consulted on its NSW Social Programs for Energy Code. ltis
introducing new obligations on retailers to assist customers that receive energy
rebates. Retailers are currently working with the Government to develop the right
framework that delivers information to rebate customers that will prompt their
engagement in the market (Chapters 2,8,9).

See above.

The NSW Government released its Energy Bill Relief Package for Households and
Small Business on 3 September 2017. The package increased the Low Income
Household rebate from $235 to $285 and the Family Energy Rebate from $150 to $180
(Chapter 9).

The NSW Government is currently investigating this issue and released a Discussion
Paper on 7 November 2017 on how to ensure that customers who receive their
electricity from different supply models (such as embedded networks and microgrids)
have access to consumer protections (Chapter 8).
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Solar Feed-in tariffs

The difference between what customers receive  G. Roberts Like the other components of energy offers, retailers are able to determine the level of
for electricity supplied to the grid from their solar the feed-in tariff that they provide to customers. Solar customers only save retailers the
systems and the amount they pay for energy from wholesale costs of supplying that electricity — but retailers still face the other costs

the grid is unreasonable. when the solar energy is supplied to another customer via the grid, including network

charges and retail costs. If retailers were to pay feed-in tariffs that are higher than the
avoided wholesale costs, they would make a loss on solar exports and would need to
charge higher retail prices to cover this loss.
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E  Retail operating costs

As part of our analysis of whether the most recent price change reflected the change in costs,
we considered what has happened to retail costs and margin.

As discussed in Chapter 3, Frontier considered that retail operating costs have stayed fairly
constant since prices were regulated. Therefore it considered that costs have remained in
line with the regulated operating cost allowance of $121 per customer. Similarly, in its
Preliminary Report into the electricity market, the ACCC found that retail costs have not
increased since 2013-14. However, there is a significant difference in the absolute level of
their estimates.

The sections below summarise the ACCC’s findings, and present our additional analysis on
retail operating costs using publicly available information.

E.1l ACCC'’s findings on retail operating costs in NSW

The ACCC found that average retail operating costs in NSW ranged between $170 and $250
per customer over the period from 2007-08 to 2015-16. In the three years to 2015-16, it found
that average retail operating costs were higher than in the previous years, and varied
between $225 and $250.

Within retail operating costs, the ACCC reports that the cost to serve (eg, call centre, billing,
collecting revenue, etc) has experienced a decreasing trend.202 Several electricity retailers
have previously reported that they undertook initiatives to reduce operating costs by
carrying out activities such as offshore resourcing, digitation of customer experience, online
sales and paperless billing.203

The costs to acquire/retain customers (eg, marketing campaigns, discounts, other
promotions) are the other key component of retail operating costs. Since electricity retailing
services are a relatively homogeneous product, marketing is an important part of
communicating retailers’ points of difference.

The ACCC found that unlike the costs to serve, these costs have not decreased over the
period considered.204
E.2 Our findings on retail operating costs

In light of the ACCC’s findings, we sought additional advice from Frontier and conducted
further analysis on both retail operating costs and margins.

202 ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, p 74.

203 For example, see AGL Annual Report 2016, p 23; Origin Energy Directors’ Report for the year ended 30
June 2016, p 20; CLP Group (Holding company of EnergyAustralia) Annual Report 2016, p 57.

204 ACCC, Retail Electricity Pricing Inquiry: Preliminary Report, September 2017, p 74.
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Frontier has maintained its view that there is no clear evidence to suggest that retail
operating costs have increased materially over recent years. It notes that the ACCC did not
discuss its findings in sufficient detail on the differences between retail costs that retailers
reported and those previously allowed by regulators, how they were estimated, or how
costs have been allocated to different customer types or service offerings.

We used the annual reports of AGL and Origin to conduct additional analysis on retail costs
over the past four years ending 30 June 2017. This analysis was possible for these retailers
because they are publicly listed companies and their financial reports provide extensive
information on financial performance.

We found that retail operating costs for AGL and Origin ranged between $114 and $135 for
AGL and between $146 and $175 for Origin Energy (Figure E.1). These estimates are
materially lower than the ACCC’s estimates. However, without details on how the ACCC
estimated retail operating costs (or how retailers reported costs) it remains difficult to
identify the likely reasons for the differences in the two estimates.

Figure E.1  Retail operating cost per customer ($2016-17)
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Data source: AGL and Origin Energy Annual Reports 2014, 2015, 2016 and 2017; IPART calculation.

Our analysis shows that AGL’s cost to serve peaked during 2014-15, followed by a decline
over the next two years, while cost to acquire/maintain did not show any noticeable trend.
Origin Energy’s retail operating cost has declined by about 16% in real terms. Origin
Energy’s cost to maintain decreased materially by around 23% (in real terms) over the four
years to 2016-17, while cost to acquire increased by around 19% over the same period. This
trend in cost to maintain and cost to acquire seem generally in line with the ACCC's finding,.
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For 2015-16 and 2016-17, the retail operating costs for both retailers are broadly within the
range of the retail operating costs of between $102 and $147 per customer which we
included in regulated retail gas prices in 2015-16 and 2016-17.205

It is important to note our estimated retail operating costs for these two retailers may not be
directly comparable to the ACCC’s estimates as the annual reports provide NEM-wide cost
information. By contrast, cost information that retailers provided to the ACCC is based on a
number of allocations to reflect costs on a state basis. In addition, retailers may have also
changed the basis for segment reporting over time,206 which further complicates the
assessment and comparison of margins over time, and across retailers.

One possibility is that retailers may have adopted different methodologies for allocating
costs that are shared across the NEM, for example, corporate overheads and customer
acquisition and retention costs, when reporting to the ACCC.

It is also possible that retail operating costs reported to the ACCC include initial set up and
marketing costs incurred by a number of new retailers when they entered the market
following price deregulation. These costs can be substantial at an early stage of the
operating life cycle, particularly for small new entrant retailers which cannot benefit from
economies of scale unlike large established retailers such as AGL and Origin Energy.

205 we did not make a distinction between electricity and gas retailing as AGL and Origin Energy’s financial
statements do not provide cost allocations between retail gas and electricity. However, we note that
retailers have previously advised us that retail operating costs are similar between electricity and gas retall
businesses. The only substantial difference between them is costs associated with bad debt, with bad debt
costs being lower for gas (as gas bills are lower).

206 For example, in 2015 AGL changed the basis for segment reporting to align it with its new organisational
structure, AGL Annual Report 2015, p 34.
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