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Energy reforms to reduce costs
4.1
Nature of problem and case for reform
The prime concerns of stakeholders in energy, many of which were reflected in the Government’s Energy White Paper (DRET 2011), are:

· the impacts of carbon abatement and renewable energy policies on electricity costs for customers

· regulatory barriers to the exploration for, and extraction of, new energy resources
· the efficiency of electricity network businesses — mainly comprising substations, poles, trenches and electric wires that transport power from generators to customers

· the extent to which there is sufficient investment in interconnectors, the high voltage transmission lines that allow trading in power between the regions in the National Electricity Market (NEM)
· continued price controls in energy retail markets
· energy security issues. 

The carbon abatement (and associated energy efficiency) issues are discussed in section 3. The energy security issues have not been looked at by the Commission to date. The Commission is scheduled to undertake an inquiry into the non-financial barriers to minerals exploration in the second half of 2012 (DRET 2011) and accordingly, the nature and severity of the problem, and the options for reform have not been assessed. The Commission has undertaken previous work on the operation of retail markets. It is also currently undertaking an inquiry into aspects of electricity networks in the NEM. 

Electricity networks have been identified as a potential reform area because of their substantial influence on electricity prices and their low recent productivity growth rates (as identified in a recent Commission staff working paper by Topp and Kulys (2012)). In 2009‑10, the costs of network services represented between 40 and 50 per cent of a typical annual household electricity bill (AER 2011). Apart from Victoria and the ACT, network costs have been the largest recent contributor to price increases (AER 2011; AEMC 2011). For example, in NSW, network costs accounted for 80 per cent of the price increase in 2010‑11. 
There are several conflicting explanations for the measured productivity changes and high prices.

On the one hand, these may originate from inefficient management of peak demand (noting that a substantial share of new investment is required to meet a few hours of high temperatures each year); excessive reliability standards that mean that systems have levels of redundancy that do not match customers’ preferences; general incentives for over-investment; and high regulated payments for assets. The Australian Energy Regulator and user groups claim that there are flaws in the current national electricity rules that have led to these outcomes and are seeking changes. Two recent studies have also claimed that State-owned businesses are much less efficient than privately owned businesses, raising the issue of ownership as a factor (Mountain and Littlechild 2010; Mountain 2011).

On the other hand, significant investment may be required to replace infrastructure that is reaching the end of its economic life. Many network businesses also dispute that their demand management and reliability standards are inefficient. In this context, it should not be assumed that low prices are always desirable, since they can discourage needed investment and access to finance. 
In the case of interconnectors, Ross Garnaut has claimed that there is inadequate investment, a result he ascribed to fragmented and parochial transmission planning, market design flaws and other regulatory failures (Garnaut 2011). If true, this would lead to excessive differences in prices in different regions and inefficient investment in higher-cost generation. 

However, these matters have not yet been resolved. The Australian Energy Market Commission (AEMC) is conducting multiple reviews into the issues, while the Standing Council on Energy and Resources (SCER) has initiated an independent assessment of the limited merits review regime that applies to the AER’s regulatory determinations (with the review process also influencing price and investment outcomes). The AER is reviewing the data needed to support better regulation. State regulators (such as IPART in NSW) regularly review retail prices. The Commission has received first round submissions in its inquiry into these issues. With its draft report due in September/October 2012, the Commission cannot comment at this point on whether the various claims about problems in electricity networks and the scope for reform have validity.

In the case of retail price regulation, the main concern is that price ceilings discourage retail competition, service innovation and the use of price menus to reward customers that use power outside peak demand times. The Commission has recommended that, where the AEMC has found that a jurisdiction’s retail energy market is fully contestable, the government concerned should remove all retail price regulation (PC 2008c). The Commission recommended that ensuring disadvantaged consumers could access affordable utility services should be pursued through transparent community service obligations and other, more targeted, mechanisms. 

In relation to consumer protection, the Commission recommended that the (then) Ministerial Council for Energy should, in the long term, aim to agree to a single national consumer protection regime for energy services, and in the short term that new non-price regulatory requirements be implemented with minimal jurisdictional variation. 
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Potential reform and possible gains 
If there are large network inefficiencies and excessive regulated prices, then there would be major resource savings and national benefits from lower electricity prices. This reflects that electricity is an important input into many industries, and accounts for a significant share of household spending, especially for poorer households. 

A major Victorian distributor estimated that reform could increase network industry productivity rates by two per cent per annum (United Energy 2012). There might be scope for more efficient levels of network reliability across the NEM by taking into account the actual cost of outages to customers. Mountain and Littlechild (2010) estimated that Victorian network providers were twice as productive as their NSW counterparts, though this has been disputed. Either way, even small price reductions would have significant national impacts given the value of electricity demand (the NEM’s turnover in 2010-11 was $7.4  billion) and the scale of investment in network infrastructure — some $42 billion in electricity and $3 billion in gas over the 5 years from 2009 (AER 2011).
To the extent that intra-jurisdictional network investment is too great, interconnector investment too low and average prices too high, consumers would gain overall from reforms. However, there would be losers from some reforms; for example, lower dividends from electricity network businesses were the AER to push prices lower. Moreover, were the price of power during peak periods to reflect the real costs of supply, then consumers who continued to use power during these periods would pay higher bills than those whose use was weighted to cheaper off‑peak times.
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What has been achieved?
The framework for reform is generally in place. The NEM (which excludes Western Australia and the Northern Territory) has been created. It comprises an independent rule maker (the AEMC), an independent regulator (the AER), an independent planner and operator (the Australian Energy Market Operator — AEMO), an independent review body (the Australian Competition Tribunal) and the determination of broad principles by the relevant ministers from all jurisdictions (the SCER). The AEMC has the capacity to investigate any matter put to it and to amend the National Electricity Rules without any requirement for parliamentary endorsement. 

Broadly similar governance arrangements (including the involvement of the AEMC, AER and AEMO) apply to the gas market in eastern and southern Australia. In 2010, Western Australia became a limited participant under the National Gas Law. 
Other reforms achieved in the gas sector include:
· substantial competition reforms under the National Competition Policy program, including the National Gas Access Code

· implementation of the National Gas Bulletin Board, the Gas Statement of Opportunities and the Short-Term Trading Markets (to improve the transparency and competitiveness of the eastern gas market)
· in response to the Commission’s Upstream Petroleum report, the Ministerial Council on Mineral and Petroleum Resources agreed to 25 of the Commission’s 30 recommendations (the implementation of which is now monitored through COAG). Separately, the Commonwealth established the National Offshore Petroleum Safety and Environmental Management Authority on 1 January 2012 which regulates Commonwealth waters and safety issues in all States except Western Australia. 
In the case of retail pricing, the AEMC is conducting a series of reviews of the effectiveness of competition in retail markets. It has completed reviews into the electricity and gas retail markets in South Australia and Victoria, and the electricity market in the ACT. While Victoria has already deregulated its retail market, both South Australia and the ACT did not accept the AEMC’s recommendation to deregulate prices. In June 2011, the SCER announced that future reviews would be: New South Wales in 2012, Queensland in 2013, South Australia in 2015, the ACT in 2016, and Tasmania no sooner than 18 months after full retail contestability is implemented. (The Tasmanian Government has responded to a 2012 report issued by an expert panel on the electricity supply industry by announcing full retail competition from 1 January 2014.)
Regarding consumer protection, the National Energy Customer Framework is scheduled to come into effect on 1 July 2012. This provides a framework for national energy retail regulation, with the AEMC obtaining responsibility for the national energy retail rules. 
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Achieving effective reform in the future
While the framework for reform of gas and electricity regulation is largely in place, reliability standards are still under the control of the relevant jurisdictions, and there is currently no common view on the direction of policy change in this area. Changes to State ownership is a matter for the jurisdictions concerned, and remains an area of considerable public debate. 
However, the existence of the SCER provides an ongoing basis for discussion on these matters, and some issues relating to reliability are already under review by the AEMC. Moreover, the Productivity Commission inquiry and other reviews should also assist future reform. Given that these multiple reviews are under way, the Commission cannot yet draw conclusions about the desirable direction of reform in electricity network regulations and, therefore, cannot comment on the extent of potential benefits in this area. 

It is important not to exaggerate the scope for achieving rapid reform benefits. There would be significant delays in realising any major gains from reforms, since many businesses are already covered by regulatory agreements that last five years, and lock in past determinations by the AER. Moreover, the regulatory arrangements are effectively structured as long-term contracts, so that the AER provides a regulated rate of return on existing assets for their full lives (often 40 years or more), regardless of whether those assets represented efficient and prudent investments at the time they were made, or remain economically viable. Even were that arrangement changed, it would increase the risks for network businesses and would push up the cost of capital for new investments (this could  offset, to some degree, the gains available from other reforms). 
However, changes to retail regulatory settings could be implemented more rapidly, and have impacts in the shorter term.
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