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Dear Mr Weickhardt,
Electricity Network Inquiry

United Energy welcomes this opportunity to make this submission to the Productivity Commission’s
Electricity Network Inquiry. It is noted that the purpose of the inquiry is to advise the Australian
Government:

» whether there are any practical or empirical constraints on the use of benchmarking of network
businesses and then provide advice on how benchmarking could deliver efficient outcomes,
consistent with the National Electricity Objective; and

e whether the regulatory regime is delivering efficient levels of interconnection to support the
market.

United Energy is licensed by the Victorian Government to distribute electricity across Melbourne’s south-
eastern suburbs and the Mornington Peninsula. We serve some 630,000 customers and we own and
manage more than 210,000 poles and 13,000 kilometres of wires. Given United Energy’s role as an
electricity distributor, this submission focuses only on issues relating to benchmarking.

In this submission, United Energy highlights some of its experience in relation to benchmarking and the
key implications for the Productivity Commission’s inquiry.

United Energy’s benchmarking experience

United Energy was established in 1995 and privatised in 1997, following the disaggregation of the State
Electricity Commission of Victoria. United Energy has been subject to incentive based regulation since
1997, first under the auspices of the State-based regulation administered by the Office of the Regulator-
General and subsequently the Essential Services Commission. Since 1 January 2009, United Energy
has been regulated by the Australian Energy Regulator (AER) in accordance with the National Electricity
Law and National Electricity Rules.

In October 2010, the AER completed its first price control review for the Victorian electricity distribution
businesses. The issue of benchmarking was raised by United Energy during the course of that review.
We consider that it would be useful for the Productivity Commission to be appraised of United Energy’s
experience in the application of benchmarking during that review, so the following overview is provided.
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United Energy’s original Regulatory Proposal’ explained that United Energy had delivered lower prices
and better reliability to customers over the course of the current and previous regulatory periods. United
Energy’s original Regulatory Proposal included Figure E1? (reproduced below), which shows United
Energy to be the lowest cost performer across the 12 distribution businesses in the mainland National
Electricity Market. The figure shows that while costs have tended to drift upwards for a number of
distributors, United Energy has maintained its position as a low cost performer. In its regulatory
proposal, United Energy argued that a proper application of the National Electricity Law and Rules would
reward low cost performers such as United Energy, rather than impose yet further price reductions.

Figure E1: Comparison of total expenditure per customer for distribution companies
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The AER'’s Draft Decision proposed a materially lower operating expenditure allowance than forecast by
United Energy. In response, United Energy expressed concerns that the AER had sought to impose
reductions in the company’s proposed operating expenditure allowance without properlg considering the
available benchmarking information. United Energy’s Revised Regulatory Proposal® highlighted the
benchmarking study by Bruce Mountain and Professor Stephen Littlechild®, which included the following
findings:

“Peak demand in the Victorian power system has grown at a compound annual rate of 4.5% between 2002
and 2008 compared to 3.0% growth in NSW. Distributor customer numbers in Victoria have been growing

United Energy, Regulatory Proposal for Distribution Prices and Services January 2011 — December 2015. 30
November 2009.

2 Ibid, page XIV.

United Energy, Revised Regulatory Proposal for Distribution Prices and Services January 2011 — December 2015, 23
July 2010, page XVIII.

" Bruce Mountain and Stephen Littlechild, Comparing electricity distribution network costs and revenues in New South
Wales and Great Britain, EPRG Working Paper 0930, December 2009.
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at an annual average rate of 1.9%, roughly twice the rate in NSW. Quality of supply as measured by the
frequency and duration of outages has consistently been better in Victoria than in NSW.

These data suggest that, in terms of customer density, size of company and growth in demand, Victoria is
faced with more demanding conditions as NSW, and has delivered better quality of service. If these factors
are significant, this should lead to higher previous and projected costs and revenues in Victoria than in GB
and also higher than in NSW.

The evidence suggests that the first proposition is true but the second is not.”

United Energy explained that the Mountain and Littlechild paper provides numerous benchmarking
measures which indicated that the gap between the relatively high prices in NSW and the relatively low
prices in Victoria should narrow. On the contrary, however, a comparison (shown in Figure E2, which is
reproduced below) between United Energy’s price path under the AER’s Draft Decision and the AER’s
April 2009 Final Decision for the NSW businesses illustrated that the AER’s Draft Decision would further
widen the existing gap®. Figure E2 also shows that United Energy’s proposed price path increases at a
slower pace than the AER’s approved prices in NSW.

Figure E2: Comparison of distribution prices: UED and New South Wales distributors
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United Energy’s Revised Regulatory Proposal® explained that the price comparison presented above
illustrates that:

e The price increases originally proposed by United Energy for the forthcoming regulatory period
were modest compared to those approved by the AER in its April 2009 determination for NSW
distributors;

United Energy, Revised Regulatory Proposal for Distribution Prices and Services January 2011 — December 2015, 23
July 2010, page XVIII.

4 Ibid, page XIX.
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e If United Energy’s original proposal were to be accepted, United Energy’s distribution prices in
2014 would be 37 per cent lower than those already approved by the AER for New South Wales;
and

e If the price controls in the Draft Decision were to be implemented, United Energy’s distribution
prices in 2014 would be 60% lower than those approved by the AER in NSW. Under this
scenario, distribution prices in NSW would be more than double those of UED by 2014.

United Energy also pointed to the AER’s earlier benchmarking analysis which confirmed the above
findings. Figure E3 (reproduced below)” shows the AER’s regression analysis, which we have
annotated, from Appendix | of the AER’s Draft Decision for the Queensland electricity distributors, dated
25 November 2009.

Figure E3 Annotated reproduction of Figure 1.3 from AER’s Draft Decision for Queensland
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The AER’s regression analysis benchmarks the Australian electricity distributors by comparing each
company’s actual costs with its predicted cost (indicated by the straight line) based on its size. The
AER’s analysis shows that United Energy’s operating expenditure is approximately 30% lower than the
efficient expenditure predicted by the AER’s model.

United Energy encouraged the AER to adopt a more consistent benchmarking approach in its regulatory
decisions. In particular, United Energy lodged an independent expert opinion from Philip Williams of
Frontier Economics, who commented on the AER’s benchmarking analysis in the following terms®:

“In my view, the AER’s benchmarking analysis in Appendix | of its Draft Decision and noted above does not
go far enough to allow the AER to properly assess whether UED’s forecast operating expenditure is
efficient. The AER itself concedes that the data used in its analysis have not been corrected for differences

Ibid, page XIX
Philip Williams, Frontier Economics, Meaning and application of National Electricity Rule 6.5.6(c), A report prepared for
Johnson Winter & Slattery, July 2010, paragraphs 70 and 71.
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in regulatory environment, asset classifications, network maturity and geographical factors. In addition, the
AER’s findings in its draft decision on the Queensland DNSPs also appear too limited to come to firm
conclusions, although they do show UED to be significantly more efficient than most DNSPs in the NEM.

Keeping these caveats in mind, | note that on their face, per customer revenues of DNSPs in Victoria
appear to be significantly lower than per customer revenues for DNSPs in New South Wales and this
seems to be in part the result of lower operating expenditure per customer by Victorian DNSPs. This
difference in expenditures may be due to non-efficiency reasons, but the AER’s analysis does not show
this to be the case. In this context, | find it odd that the AER has rejected UED’s operating expenditure
forecast as not reflecting efficient and prudent costs.”

To assist the Productivity Commission, it is instructive to set out the AER’s response to United Energy’s
submission on benchmarking®:

“The AER agrees with Frontier Economics, that the AER's benchmarking analysis cannot be relied upon to
assess the efficient and prudent costs of the DNSPs' opex over the forthcoming regulatory control period. The
AER, in applying its regression analysis to the Queensland DNSPs, also noted the limitations of this
benchmarking analysis in terms of the:

= size of the data set
= discrepancies in opex definitions
= differing regulatory arrangements.

The AER also recognised in this draft determination that while benchmarking is a useful analytical tool, its use
should be limited to top down testing of a more detailed bottom up assessment, informed by due consideration
of the opex factors. Consistent with the AER's previous views regarding the application of benchmarking, the
AER considers that at the current time, as discussed in appendix |, it cannot establish revenue allowances
based primarily on the outcome of comparative benchmarking against other businesses. The AER also
considers, as discussed in appendix |, that when a more standardised approach and appropriate data becomes
available and benchmarking tools give more consistent results, the emphasis given to top down benchmarking
as part of the AER's assessment may be more significant. For the reasons identified above, the AER
considers that while high level benchmarking is a useful tool in assessing a DNSP's opex forecast,
benchmarking comparisons for this review cannot be relied upon to assess whether United Energy's forecast
opex reasonably reflects efficient and prudent costs.”

Key implications for the Productivity Commission’s inquiry

United Energy’s experience in relation to regulatory benchmarking illustrates that the AER has been
reluctant to rely on benchmarking to determine whether operating expenditure forecasts are efficient and
prudent. Instead, the AER’s approach has been to rely on ‘year 4' benchmarking, in which a company’s
own performance is used to set the future allowance.

United Energy considers that deriving a benchmark for a company with reference to that company’s own
past performance is not a recipe for superior performance because it does not embrace the principle of
competition or inter-company rivalry. For companies that are not driven by the commercial imperative to
outperform, a regulatory approach that focuses on own-performance is likely to lead to mediocrity.
Moreover, the lesson learned by all companies, over successive price reviews, under such a regulatory
model is: “You get what you spent”. A regime that relies on revealed costs to derive benchmarks — and
hence future revenue allowances — arguably provides very weak incentives for efficiency, innovation and
out-performance.

AER, Final Decision, Victorian electricity distribution network service providers, Distribution determination 2011-2015,
October 2010, Appendices, page 129.
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To the extent that regulation is intended to mirror competitive market processes, it must provide
opportunities to embrace benchmarking to a greater extent than it has thus far. The design of the
regulatory regime must also accommodate the delivery of outcomes that are consistent with those
observed in competitive markets, specifically:

e Genuine benchmarking produces both winners and losers.

o Companies that are able to achieve consistently high levels of efficiency should be permitted to
sustain a rate of return that exceeds the benchmark cost of capital.

As explained in the Electricity Network Association’s (ENA) submission, which United Energy supports,
benchmarking is an inexact science because cost differences between companies may be partly
explained by factors that are unrelated to efficiency. Consequently, it is important that mechanisms are
in place to minimise the risk of the AER drawing inappropriate conclusions from benchmarking analysis.
These mechanisms ultimately relate to questions regarding the burden of proof and rights of appeal.

Notwithstanding the challenges associated with any inter-company benchmarking, United Energy
considers that the AER has been unduly reluctant to accept benchmarking analysis as a basis for setting
building block parameters, particularly operating expenditure. The Productivity Commission’s inquiry
would greatly assist the regulatory regime in Australia if it provided guidance on how benchmarking
should be applied in practice, and within the framework of the present National Electricity Law and
Rules. As noted in the attached ENA submission, the present Rules do not restrict the AER in using
benchmarking to inform regulatory decisions. Indeed, the AER has considerable flexibility in the
evidence it can bring to bear at each stage of its decision making process.

In view of these considerations, we would expect that any recommended Rule changes made by the
Commission’s review would be aimed at providing further guidance to the AER in the exercise of its
discretion, to foster the effective and appropriate application of benchmarking in regulatory decision
making. United Energy does not consider that radical changes to the Rules are warranted.

The Attachment to this letter sets out United Energy’s responses to the questions in the Issues Paper
that relate to benchmarking.

United Energy looks forward to continuing to participate in the Commission’s review. In the meantime,
should you or your staff have any queries regarding this submission, please contact me
Yours sincerely

Andrew Schille
General Manager Regulation
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