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Improving energy market competitionltrough consumer
participation

David Stanford Gnsumer UtilitiesAdvocacy Centre

At the outset | would like to express my gratitude to the Minister and to the other speakers and
participants who have elected to join us here toddyreally value the opportunity to share ideas
Fo2dzi LIRAAGADS NB B2 riarkat artl 2oNdork With dtersItol abhieve $gsiBviJ
change.| also acknowledge that there will be differences of views among the presenters here today.
However, it is hopefully through sharing views in open forums such as this that positive ideas can b
progressed.

¢KS NBLRNI GLYLNRGAY3I SySNHE YINJSG O2YLISGAGAZY
an idea that CUAC hasdieconsidering for some timeSpecifically CUAC had observed that many
people, including might add somenergy policy rakers, were not confident of their abilitgr did

not display any greatvillingness,to make energy market choices in their own interest. This
concerned us. Thé&/ictorian competitive retail energy market, and indeed most competitive
markets for essentiaservicesdepends upon active consumers seeking out better deals and actually
making good decisions in their interest. It is this consumer activity that will maintain pressure on
retailers to keep prices at a competitive level andcmntinually improve the services that they
provide to customers. In its absence prices rises will be insufficiently checked and customer service
will becomea fond remembrance rather than an expectatiohisanalysis othe importance of
consumerparticpation to effective market function isinremarkableand s backed by a substantial
weight of economic literature. In fact, the AEMC highlighted this their 2007 analysisof the
Victorian retail energy markethen they wrote that

G Odza G 2 Y S Nan lisaNImpddtant praeduisite for an effectively competitive market. in
markets where customers do not respond to differences in price andpnime products and service
offerings, suppliers may have a degree of market power which enables them to maprees
abovethelongi SNY O2aid 27F &dzLJLX & d¢

At this point, | would just like taligress brieflyand ask everyone here abotiteir own energy
market experiencel 1 Qa 3JI22R G2 3ISG | &é&pedefice he \dctofah BtAIS NB vy
market.

I would therefore like to askweryone who has actively sought out a better energy offfieihe last2
yearsto raise your hands.

Now raise your hand if you are confident that you found the best energy offer available for your own
particular circumstances.

You get some fairly diverse responses to these request®ng different audiencesncluding an
audience like this which we might expect to be the most informed and activewever, it was
/' V1] Q& SELISNA Sap@Sheirpariicihafich inlii8eRdrdly Sarkethat highlighted the
need for the current researcgtbecause responses usually referreddtssatisfaction with thenarket
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experience orapathy towards future market participation. This is concerning if we rely upon
consumer activity to maimtin competitive pressure.

Therefore, our research aimed to examine retail market function from a consumer perspective to
assess whether there were any barriers to consumer participation that were likely to reduce the
effectiveness of competitionWe waned to go further than the rather crudeetiance on switching
rates as the default indicator of retail market health, which fails to tell us anything aboutatuze

of, motivations foror effectivenesf participation

Side 1 Switching rates
Slide 2Switching rates

Understanding the actual experience Vdictorianconsumers was particularly important given that
the last comprehensive study & G KS ! 9a/ Qad wnnt NBOASSGS 0ST2NB |

Our research was informed by a survey3&7 Victorians atut their experiences of the energy
market. Additionally, CUAdId a literature reviewconducted an analysis of switching sites and
consulted with communityvorkersabout their experienceselping energy consumer3he results

of this researcheffort were bothconcerning but also largely unsurprising given the feedback we had
consistently beemeceiving from consumers and welfare agencies.

In a nutshell, there was widespread uncertaiatyout how prices vere set in the market, there were
relatively lowlevels of understanding ofnergyoffers and how to compare thepand there was
widespread dissatisfaction witkdoor-to-door marketing Furthermore, it seems that there are
serious problems with the quality @fformation used by consumeis switching decisionsncluding
that provided online and by salespeople.

Slide 3 Energy market knowledggprice setting

This graph here is illustrative of some of the issues highlightdteiresearch. Despite the fact that
retail prices have beederegulated for some time, 22 per cent of survey respondents thought that
the government was responsible for energy price seflingl Y R I FdzZNIHKSNJ oo LISNJ O

N>

Regardles2 ¥ &2 dzNJ GASga 2y ofretal elzddy narkeOniotledt ys @énce@ig2 A O S
that there is such widespread misunderstanding his low awareness indicates that Victorian
consumers are participating (through the act of switching) in a market where many do not even have
a rudimentary knowledge of the rules of that nmkat, andthat many are entering contracts from a
position of relative ignorance and weakness.

Slide 4¢ Switchers level of ease in findingnderstanding anccomparingoffers

Similarly, be chart in this slide highlights the fact that in oungey ofVictorian consumers, 4@er

cent indicated that they found it difficult to understand energy offers. Furthermore, over 30 per
cent of consumers found it difficult to find and compare energy offers. Given that a competitive
market requireseffectiveparticipation to maintain sufficient pressure on retailers, these findings are
disturbing and suggest despite high switching rates, many consuarer likely switchingfrom
positions of relative ignorance.
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Other key findings from the CUAC Survey are that:

1 37 per cent of consumers who had not changed energy providers indicated that the reasons
GSNBE GKIG AG sla at22 KIENR (2 OK22aSé3x ayz2i
020KSNBRET

9 75 per cent of respondents to a voluntary, opended question about anenergy market
issue used this opportunity to comment neiyaly about doofto-door sales.

Slide5¢{ dzNI3S& NB a4 LR JoR&grgyQa 2LIAYAZ2Y

The hgh response rate and respondef¥negative disposition towards door to door marketing
highlightsthe depth of discontent in the community with this intrusive marketing conduct. When
you analyse further the@xperienceof surveyrespondentswho had been approached by a door to
door energy salesperson, there were concerning indications of systemic migjeedimuct. To
highlight a few glaring examples, the survey found thatthaf 266 respondents who had been
approached by a door to door energy salesperson

1 14 per cent reportedthat the last salespersonthey saw told them they were a
representative of the Gvernment;

9 16 per cent reportedbeing toldthey had to change energy company;

26 per centsaidthat the salesperson had come for a reason other than to sell enargy;

1 31 per cent reported that the salesperson told them that the whole neighbourhood was
changing energy provider.

=

Given that door to dooisales are amajor driver of switching activity, it isoncerning that the

information relied upon by consumers in such transactienigkelyto be seriously flawed. It is even

Y2NB O2yOSNYyAy3a ¢KSy (GKA&a Aa O2yaAiARSNBR [f2y3a
comparison websites, a study also undertaken as part of this research. Our review of these services
found thatwhile some sawngs would usually be madthe offer information provided bwll of the

services reviewed was either incomplete, out of date, incorrect, or some combination of these.

Many of the findings of the CUAC research were similar to the study conducted byEME A
2007. That study also found that many consumers found it difficult to understand offers and make
effective choiceslt is concerning that there has been Ktlif any, progress in consumer experiences

of competitivemarket participation.

Havingsaid thisfindings of the researctvere not all dismal The survey also found that:

9 30 per cent of respondentsaid they were likely tawitch retailer in the coming yeawhile
54 per centsaid itwas unlikely;

1 74 per cent of respondents who haitched reported a degree of confidence in their
decision; and

1 61 per cent of respondents expressed support for a competitive market model.

Given all of the identifiedssues, we thought it appropriate to examine whether these findings were
unique to the Viabrian market or whether they were features common to other similar marksts
we looked atthe literature from overseas and on consumer behaviour generally
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It was clear from this analysis that tlstate of theVictorian retailenergymarket was notunique.
Indeed, the issues facing the market have also been experienced in similar energy markets
Additionally, the observedconsumer behaviour and experience seems to align with well
documented patternsn markets more generally

Letus consider, T EI YLX S GKS !'vYQa NBGFAf SySNEB& YIN)]Sio
Slide 6¢ What about other retail energy market?

The energy market in the UK is often identified as the marketriadt closely resembles Victoa

It has a competitive retail market with a degree of markencentration It is also vertically
disaggregatedand manyof the regulatory innovations originated in that market prior to being
adopted in one form or another in Victoria.

A scan of the literature on the UK market reveals a number of featinr@sare consistent with

/11 Q& 20aSNBI GA2ya . Ths slindighlights sordel fiidkefrom aireearch O G 2 NA |
paper that estimated the effectiveness of consumer switching decisions in the UK market. The
research found thathe quality of consumedecision making in thatnergy market was little better

than ifa consumemvere to simply select one of the available energy offers at randBuorther, the

study found that the poor decisiemaking was primarily a result ofarket complexity.

Otherwork has led to similar findings. For examplee UK energy regulatadfgem as part of its
Retail Markets Review has found that:

E ]

a significant proportion of customers are disengaged from the energy market;

1 the quality of switching remains a concern waHarge proportion of customers not sure if
they have saved money from their switch;

1 there has been an increase in the number of passive consumers and a fall in the number of
active consumers;

1 complex pricing structures are contributing to lower consumagagement;

1 an increase in the number of tariffs available may also be contributing to lower consumer
engagement; and
1 GKS 6A3 ¢ NBOFATSNAR IINB adAatft oSySTFAOGAYy3I FNR°

These findings are broadly consistent withir researchand suggest thathe issues facing the
Victorian market are not isolated. Indeed, they are reflected in much of the literature on how
consumers behavim marketsmore generally.

Slide 7¢ What features of consumer behaviour should be considered?

This is demonstratedni a classic study on consumer behavidbat tested consumer decision

making when presented with a selection of jams. Consumers Yee more likely to purchagam if

the choices offered to them were limitetlighlightingthef A YA (1 a 2y | fadityfoDactleé dzy S NA O
and effective decision making.

The fact of the matter is that when individual consumers are required to make active consumption
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decisions across markets for all the goods and services that they require to run their lives,
complexity andimitless choice will likely lead to consumer inactivity and poor decision making.
Victoria,it is clear that many consumers find teeergymarket complex and that services thaiuld
theoreticallyreduce complexitysuch as switching sitedo not deliver in terms of quality. If this
remains the case then it is likely that active consumer participation will decling the
competitiveness of the market will suffer.

Slide 8¢ Risks and opportunities

Increased complexitg such as time vaaint pricing- may further erode consumer understanding
and weaken their motivation for market participation.

However, 1 is at this point that | can focus on the happier aspect of my talk.
Slide 9¢ Solutions

We canmove on from the ratherconcerningresults regarding the consumer experience of the
energy market to the much more positive topic of how we can make that experience better.

It is my view that with appropriate actions by governmemigulators, the industry, consumers and
their representatives, the market can be improved and some of the factors that currently réice
effectiveness of consumer participation can be overcome. Approaches to achievingrehis
described in the reportincluding regulationpolicy change and consumer education initiativels.

would be fair to say that solutions identified in our research broadly aim to improve what Thaler and
Sunsteinhave termed thed OK2 A OS I NOK A (iSehdigyzNiBriéet. Zhey als& Hm oS G |
improve the ability to monitor the development of the market and the consumer experience. A
number of the regulatory reforms outlined in the paper are inspired by the proposed reforms
currently being introduced by Ofgem in the UK isp@nse to their Retail MarketseRiew. In brief

some of the solutions proposed are:

9 regulation to place some limits on choice to ensure that consundersiot becomede-
motivatedby endless and complex choices

1 encouragement for retailers to express enemjers in a meaningful way rather than the
current use of meaningless descriptors and descriptions (the flexi switch offer could become
the medium sized house with 4 householders offer and similarly customers could be assisted
in their choice with a usefaescription of who the offer might suit);

1 consideration of innovative ways for consumers to interact with energy retailers including
the possibility of allowing consumers to purchase energy through bricks and mortar retalil
shop fronts

1 a voluntary code ottonduct for switching or price comparison services to improve the
guality of the service provided by this sector;

1 the improvement of information available to consumers and the appropriate resourcing of
independent infemation providers in the market; and

9 the regular collection of comprehensive set of data on the consumer experience of the
energy market and of door to door sales to ensure that appropriate monitoring of energy
market development can occur in order to best target policy responses.
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Aspart of the efforts to improve consumer participation in the energy market CUAC does not intend

to be idle. As mentioned, the research urged the introduction of a voluntary code of conduct on
price comparison services. Further advocacy in support of sucheanscill be one of our first
orders of business and we call upon other consumer groups, and the switching services themselves
to assist us in this endeavour.

Slide 10- How will CUAC support market competitiveness?

Additionally, i is with pleasurethat | can announceoday that, in the coming yearCUAGwill be

developing a retailer rating scheme for Victorian energy retailers. One of the features of the current
market is the inability of consumers to access accurate information about the qualits@ivice

provider beyond information about the price. The retailer rating scheme intends to provide
additional noRLINA OS AYF2NX I GA 2y [ 62dzi GKS ljdzr t AGe 2F Sy
the rating scheme will be based on publically available informagioch as EWOV and ESC data, but

we also hope to draw on a broader evidence btmsensureaccuracy The ratingschemewill:

1 develop a set of criterisuch as complaint numbgy customer servee performance and
assistance provided to customers in needainst which retailer performance can be
assessedand

i analyse data to measure retailer performance against these crigeriaprovide a rating for
each retailer

We will publicise the ratings dely to ensure that many consumers are aware of the -pdoe
performance of the energy retailers.

We hope to have the rating scheme up and running by the end of the year. We are eager to see
what government, regulators and industry will also do in thate to improve the energy mark&
performance in the interests of the consumer.

Thank you.
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CUAC

Consumer Utilities
Advocacy Centre

Improving energy market
competition through

consumer participation
David Stanford

Consumer Utilities Advocacy Centre

How can we tell if a competitive market is healthy?

Switching rates?
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How can we tell if a competitive market is
healthy?

af 22 1Ay3 G agaii
Ady Qi OSNE AYyT2N
of the welfare consequences of

Vd

NBGOGFAEf O2YLISGAUGAZ

S A

Paul Joskow, Emeritus Professor of Economics at
the Massachusetts Institute of Technology

2
How is the Victorian retail energy market
looking?
Energy market knowledge: In Victoria, the price of electricity and gas
decided by the government
22%
33%
H True (incorrect)
H False (correct)
52y Qi 1yz2
45%
3
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How is the Victorian retail energy market
looking?

Switchers' level of ease in finding, understanding and comparing offe

information
45% -
40% -|
2]
£ 35% -
3
< 30% -
o
(=%
8 25% ® Easy or very eas'
S 20% - m Neither easy nor difficult
a§ 15% - m Difficult or very difficult
& 10% - m Don't know/unsure
5% -
0% -
Find Understand Compare

Offer information

How is the Victorian retail energy market
looking?

{ dzNIBSe NB&aLlRyRSy !

80% 75%
o 70%
(5]
€ 60%
(5]
E 50% -
o
O 40% |
=]
£ 30% -
o
o 20%
o 12% 119

10% -

3% 3%
0%
Negative dootto-  Negative price Information, Negative retailer Negative solar
door understanding and
complexity

Issue

10
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What about other retail energy markets?

[Actual consumer energy market]
choices only marginally improved
upon the gains that would have
been made had the consumer
randomly selected an alternative
supplier.

27-38% of switching

consumers appear to have

lost surplus through their

Choice Of su pp“er Source: Do consumers switch to the best supplier?,

Chris Wilson and Catherin Waddams Price

What features of consumer behaviour

should be considered?
&u

R

People are more likely to
purchase gourmet jams or
chocolates...when offered a
limited array of 6 choices rather
than a more extensive array of “*
24 or 30 choices.

SourceWhen choice is demotivating:
Can one desire too much of a good
thing?,Sheena lyengar and Mark
Lepper

11
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Risks and opportunities

< ‘mde*
glecticy price

2109
2500

2300

Solutions

[ SGQa AYLINRGS

architecture!

A Quality of information

A Presentation and simplicity
of choices

A Consider consumer
motivation for decision
making

Responses are required from policymakers, regulators,
industry and the community to improve on the status quo.

12
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A
A

Will collect publically available data on retailer

Data will include complaint numbers, custome
service performance, assistance provided to
customers in need

Will develop a set of criteria against which
retailer performance can be assessed

Will assign each retailer with a rating against
which customers can assess their non price
performance.

Will encourage customers to think more broac
than simply price.

Will add competitive pressure on retailers to
improve performance.

Widely publicised release will encourage
consumer awareness

How will CUAC support market competitiveness?

The Energy Retailer Rating Scheme

10

13
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An industry perspective

Tim Nelson, AGL Energy

An industry perspective

Tim Nelson

Energyin CUAC Forum i March 2012 - AGL External

NAGL

action:

Agenda

U The problem
» Too much to think about? A time of unprecedented change
7 Environment, technology and pricing
» The principal -agent problem
» Energy offers are complex
U The solutions

» Developing a way of comparing energy offers with a view to
of fering the fAright product to the ri

» Better provision of information by government, industry and
consumer groups

» Improving customer experience

» CUAC Forum NAGL
» March 2012
» AGL External

14
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The problem

Too much to think about?

Issues consumers hear about in the energy industry

0 Climate change
» Renewable energy targets
» Feed-in tariffs
» Energy efficiency schemes
» Carbon pricing
U Technology
» Smart meters
U Energy pricing
» Network regulation
» Retail competition

U In an environment of such rapid change, how do we (industry,
consumer groups and government) provide better information about
consumer choice

» CUAC Forum
» March 2012
» AGL External

15
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Example i feed -in tariffs 5
Industry growth of 10,000% over three years
Installed capacity
Mw) Source: Clean Energy Council (2011)
1031
1000
800
600
492.7
400
200
111.9
o 0.4 1 2 2.8 3.9 5.3 9.6 29.3
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
» CUAC Forum NAGL
» March 2012
» AGL External
Example 1 Feed in tariffs
Consumers had little understanding of the equity impacts of PV
policy
Installed capacity
( Source: Clean Energy Council (2011)
600 0.30
*
500 m2011 0.25
. 2010 .
m2009
+ kW per household (RH:
400 0.20
300 0.15
200 * 0.10
*
100 0.05
o I A s —— e =,
ACT NSW NT QLD SA TAS vIC WA
» CUAC Forum NAGL
» March 2012
» AGL External
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Retailers issue the bills but the networks read the meters

The principal agent problem?

No of reads that
are estimated by
18,000 ——Business NSW ——Residential NSW  ——Business QLD
Residential QLD ——Business SA Residential SA
16,000 ~——Business VIC Residential VIC
14,000
12,000
10,000 / /\
8,000 _
6,000
4,000 —
2,000
T e
0 T v T T T v v T T v v T T T v T T 1
JUL AUG SEP OCT NOV DEC JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC
2000 2009 2009 2009 2000 2009 2010 2010 2010 2010 2010 2010 2010 2010 2010 2010 2010 2010

CUAC Forum NAGL
March 2012
AGL External

Energy offers are complex? -

Translating complex energy products to the impact on an
individual customeroés bill is challenging

U Consumer is interested in what their bill will be, not the price
U But bill is a function of:
» Fixed charges
7z Network and retail
» Pricing
7 Block tariffs

» Customerés individual consumpti on

» CUAC Forum NAGL

» March 2012
» AGL External

17
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NAGL

The solution

Developing comparable offers
Consumer choice is best facilitated in a situation where offers
are comparable

U Different consumers will be attracted to different products
» Low usage customers likely to be attracted to low fixed charge
products

» High usage customers likely to be attracted to product with lowest
tariff for consumed energy

U Important to facilitate this choice by providing comparable
information on different products

0 AGL is currently working through how we can improve consumer
choice by providing the right information for customers

» CUAC Forum NAGL
» March 2012

» AGL External

18
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Education 1
Consumer choice is best facilitated where communities are

empowered through education

U Education about consumer choice is critical

U Industry, government and community groups must work together to
better educate the community about the energy industry

0 Critical to overcome the significant 0
being experienced by consumers

» Pricing
» Climate change and renewable energy
» Smart metering

» CUAC Forum NAGL

» March 2012
» AGL External

Overcoming the principal agent problem

Greater service standards are needed between retailers and
distributors

U One in twenty meter reads is estimated
U One in twenty meter reads is wrong
U Significant impact on customer service

(i Better service standards required for retailer and distributor
interaction

» CUAC Forum §AGL

» March 2012
» AGL External

19
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13
Further information -

AGL Sustainability Report (online and concise summary)

www.aglsustainability.com.au

AGL Sustainability Blog

http://www.aglblog.com.au

John Hobson Nathan Vass
Head of Capital Markets Head of Media
phone: +61 2 9921 2789 phone: +61 2 9921 2264
Mobile: +61 (0) 488 002 460 mobile: +61 (0) 405 040 133
e-mail: john.hobson@agl.com.au e-mail: nvass@agl.com.au

» CUAC Forum gAGL
» March 2012
» AGL External
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A regulatory perspective

Dr Ron BerDavid,Essential Services Commission

Retail energy markets: A case for
economics redux

Dr Ron Ben-David®

Chairperson
Essential Services Commission

The Essential Services Commission i Victoria's economic regulator. Initially established in
the mid-1990= to regulate a privatized energy sector, the Commission's functions have been
transferred gradually into the national regulatory framework. In this paper, Dr Ben-David
responds to some of the conclusions in CUAC's research report, improving energy marketf
competition through consumer parficipation. In so doing, he urges that more attention be given
to the underlying competitive reality of the retail energy market. Or Ben-David argues that it is
these economic characteristics, and not particular examples of this-or-that consumer or
retailer behaviour, that must be examined continuously in order to inform the evolving purpose
of the regulatory framework. He concludes that regulatory frameworks must be designed to
promate the maximum competition pessible, but no more.

Presented to:

Consumer Utility Advocacy Centre - T March 2012

* The opinions expressad in this presentation are those of the: author alone. They do not represent the views of the
Essential Senvices Commission, is staff or the Victorian Govemment. The author takes full responsibidity for any
E[TONS, CIMissions of conjectures made herein.

21
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Before [ start, I want to take this opportunity. perhaps my last m the
current context, to express my admiration for the work of the Consumer
Utility Advocacy Centre (CUAC) and Jo Benvenuti, its Executive
Officer. Under Jo's gmding hand, CUAC has become a leading
contributor to public debate i the area of utility policy and regulation.
Because of their commutment to balanced, fair and positive outcomes, Jo
and CUAC’s contribution are rightly acknowledged well beyond Victoria.
Their papers and views are sought far-and-wide. I hope that vou. Jo and
CUAC, contmnue to go from strength to strength in, what I suspect will be,
the testing times to come.

Let me now turn to CUACs research report: Tmproving energy market
competition through consumer participation.' This is clearly a very
considered piece of work by CUAC and 1ts principle author, David
Stanford.

This 15 an important report; but for reasons that might not be all that
apparent. As I'will explaimn. I suspect, and fear, this report may represent
one of the last gasps 1n a discourse 1n whach little room has now been left

for debate.

To explain, we need to go back m time to when competition reform was
changing the way governments, industry and consumers viewed the role
of government 1n service delivery; most notably for our purposes, i the
area of utility services; and again. for our purposes. most notably 1n the
provision of energy services.

Victoria's vision and leadership in driving these reforms are well known
and have been aptly recogmsed. Dunng the last twenty-or-so vears, the
energy industry has been corporatised and privatised. It has been
vertically and honizontally disaggregated. It has been opened to
competition and it has been increasingly deregulated. Indeed. the final

! Consumer Utility Advocacy Centre (2011}

22
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vestiges of price regulation were lifted in Victona just days after I was
appointed to the Essential Services Commission (ESC). At the same time,
the Australian Energy Regulator (AER) assumed many of the
Commission’s regulatory functions in relation to distribution busmmesses.

In less than four months”™ time, we will witness the denouement of this
long historical arc as Victoria annuls the ESC’s remaining regulatory
functions and enters a national regulatory regime for retail energy
markets. (Note, “national” not ‘federal’. This 15 a distinction commonly
and worryvingly overlooked by far too many people; far too many people
who should, and do in fact, know better.)

This long and historical arc of reform. arching 1its way through the policy
heavens. conjures an 1mage of some mspired polymaths, perhaps mn the
early Renaissance. deciding to fire a cannon ball at the moon. After
completing the necessary computations, and drawing on the best available
technology. they forge the great cannon. Their night of reckoning armives.
The cannon 1s hauled into a local field and fired at the moon. For a long
whule, 1t looks as though the expennment has been a resounding success.
The ball appears largely on target to hat the moon. Satisfied. the scientists
return to their village to proclaim the trivmph of science. This great
achievement enters the village’s folklore and the story of the cannon’s
success 15 passed down from generation to generation. Of course, had any
of the nhentors of the folklore been inchined to greater mnquiry, they
would have found that the cannon ball had indeed traversed a great
distance._ but 1t never actually made it to the moon; reality got 1n the way
of folklore. Had they been inclined to meuire rather than simply accept,
they would have come to realise that the cannon ball must have traced a
long arc through the night sky as it succumbed to the irrepressible
mfluence of gravity.

23
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So back to energy markets. ..

Twenty years after the ‘cannon was fired” — and ves. my use of the word
“cannon” 15 a completely intentional pun (viz. canon) — we must ask
ourselves: has the energy market developed 1n the way that the reformers
mtended? Are we still on the trajectory they foresaw? Has some
irrepressible reality intervened? Is power generation as competitive as
would have been expected? Is the regulation of the natural monopoly
elements. namely. transmission and distribution infrastructure, working as
effectively as would have been expected? Is competition in the retal part
of the market producing efficient prices and maximised customer value as
would have been expected? These are very big questions. much too big
for this presentation; but as I will argue, they are questions that need to be
asked. They need to be asked and answered 1n order to ensure that we are
not simply relying on canon and folklore to uphold our entire regulatory
architecture.

For the purposes of this discussion. and in keeping with the CUAC report,
it 15 the retail end of the energy market that 15 of interest. I will focus on
just three elements of the Report: first, the seemingly unsatisfying
customer experience with energy retail markets; second. the suggestion
that economics 1s somehow to blame for this disaffection; and third, the
conclusion that authorities must look to reregulate the allowable scope of
offers by energy retailers.

First, on the 1ssue of customer experience. .

Unfortunately, the results reported recently by the Essential Services
Commission do nothing to dispel CUAC s findings. On the contrary. the
customer service report that we released last December possibly borders
on damning of the retail energy industry.” It reveals that:

* Frsential Services Commission (2011a)
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# Customer service indicators showed a decline in performance in
2010-11. For example. the average wait time to speak to an operator
increased from 82 to 101 seconds and the number of calls abandoned
increased to 8.5 per cent of all calls to retailers, up from 7.2 per cent
in 2009 10°

S0 1t was not surprising that:

* The number of complaints recorded by the retailers increased
significantly. Our report shows that the number of electricity
complamts more than doubled (to 111 047) and gas complaints rose by
50 per cent (to 20 473) during 2010-11.

And 1t 15 not at all clear why, despite on-going price increases:

# Participation in hardship programs decreased by 16 per cent in
2010-11 (with 20 495 customers accessed retailers” financial hardship
programs or 3 803 less than 2009-10).

Yet at the same time:

» Electricity disconnections increased by 33 per cent in 2010-11 from
0.59 to 0.77 per 100 customers. In total. 17 871 electricity customers
were disconnected 1 2010-11.

There 1s no single or simple response to these findings; but they
indubitably must give us cause to reflect on the role of the regulatory
framework.

The Victorian regulatory framework (non-pricing) 1s wide ranging but 1t
1s generally light-handed in the sense that retailers have been largely
entrusted with their own compliance. Our modus operandi has been to
make the framework low cost and responsive — dealing with issues as
thev arise, rather than pre-empting the myriad of potential 1ssues that
could anse. Tt has been generally accepted that competition, rather than

* This compared to the average 27 seconds it took water retailers to answer their phones — as reported
in: Essential Services Commission (201 1)

25



Presentations fromimproving Energy Retail Market CompetitipReport Launch and Discussion

regulatory imposition, 1s the more efficient means for promoting good
outcomes for customers.

However, 1t has now become clear that not only has the quality of
customer service declined. but so too the quality. reliability and accuracy
of the data reported by retailers. Our report hughlighted numerous cases of
mcomplete, mconsistent or doubtful data. Moreover, the compliance
audits currently underway (and due to be completed shortly) give even
greater cause for concern about the approach and attitude that energy
retailers have taken with respect to their regulatory obligations.

To be absolutely clear. my concern about retailers” attitude to the
regulatory framework 1s not about administrative bureaucracy for its own
sake. (I trust many of vou know me better than that) Good disclosure of
information to customers. the regulator and the community 1s a central
feature of the Victorian regulatory framework. Good disclosure has been
an obligation from the outset of the reform process. It has represented the
quid pro quo for a retailer being allowed to operate 1n this market without
fetter of product or price. Failing to comply with a regulator’s
requirements — no matter how unnecessary a retailer may consider them
to be — represents a certain contempt for the “deal’ that underpins the
right to retail energy i this State.

In the little time that remains for the Essential Services Comnussion in
this sector, we will do all that 1s within our capacity to press energy
retailers to “lift their game”. We will certainly be urging the Australian
Energy Regulator to deploy all the powers at 1ts disposal to do likewise.

The second aspect of the CUAC report that I want to highlight relates to
the suggestion that economics 1s somehow to blame for poor quality
customer service (and just about everything else). At one pomt, the
Report even states:
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“many consumers are not currently, and are not likely to be, the
omniscient and rational beings envisaged by the neoclassical

architects of competitive retail markets™
CUAC (2011) p.11

This statement certamly appeals to my love of literary metre and I would
be the last person to decry flamboyant prose. However, such arguments
are neither necessary nor relevant or accurate*

(Just on a point of pedantry: if vou read this statement carefully. vou will
find that it actually implies that, on occasion, consumers might indeed
attain ommiscience; in which case. count me 1)

I realise that 1t has become quite fashionable since the global financial
crisis (GFC) to “beat-up” on orthodox economics — particularly,
economic assumptions about the rationality of consumers. Elsewhere_ I
have responded to the pomtlessness of this attack so I will not restate my
arguments now.” But let me be clear in my conviction that economics
more-than-sufficiently provides us with the tools to describe and
understand the retail energy market: and the behaviours that we, and
CUAC. have reported in our respective analyses.

Last year. I presented at an industry briefing hosted by the Energy
Retailers Association of Australia.® Drawing on well-established
economuc theones, I drew attention to some broad observations that, I
suggest, challenge the commeonly heard claim that our market 1s ‘one of
the most competitive retail energy markets in the world”.

I noted that 1t would seem that we are in an era of market consolidation 1n
the competitive parts of the energy market — vertical consolidation
(between generators and retailers) and horizontal consolidation
(particularly amongst energy retailer). Once we take related parties into

* Came also needs to be taken not to confirse neo-classical economies (in effect, microeconomic theory)
with nec-liberalizm The former 1= an academic disciplne wiule the latter represents an political
phulosophy about the orzamsation of socety.

* Ben-David, B (2010

® Ben-David, F.(2011)
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account, the Victorian market 15 characterised by what I call my “three by
three quarter rule’ — namely, the top three companies hold roughly three
quarters of the market; three more companies hold roughly three quarters
of the rest; and so on.

At one point, I came across a British working definition of oligopolistic
markets. This definition considered an ohigopolistic market to exist when
50 per cent-or-more of a market 15 within the hands of five or fewer
providers. According to this definition. the Victorian retail energy market
would be characterised as an oligopoly.

There 1s no need to get too caught up m esoteric debates over the most
appropriate definition of oligopoly. It 1s more helpful to consider the
market characteristics that we could be expected i the absence of
competitive disciphine. These charactenistics mmght include: inefficient or
non-competitive prices; a bunching and a stickiness in price offerings
(though this may be obscured by an overwhelming plethora of offers); a
lack of differentiation in services and products; a gradual mndustry-wide
deterioration 1s customer service standards; potential price signalling;
low levels of product mnovation; a degree of insouciance towards
imposed charges and penalties; and. quite probably, some disregard for
the regulator and the regulatory framework (whereby big operators act as
though they have become too big to fail and smaller operators accuse the
regulator of stifling competition).

Now bear in nund some of the observations made in CUACs report, the
Commuission’s performance report and the varnous reports released by the
Energy and Water Ombudsman.

It 15 also worth considening what micro-economics, or neo-classical
economics, tells us about markets that are something less-than-highly
competitive — namely, that they will be characterised by economic rents;
rents that exist because competition 1s not sufficiently material to see
these super profits bid away; rents that are extracted from customers.
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Of course, it 15 very difficult to prove that a given industry or firm 1s
earning super-profits. Even regulators struggle to do so. despite their
technical expertise and their information gathering powers.

In my paper to the Energy Retailers Association of Australia. I suggested
that the emergence of switching sites might represent a “tell-tale” sign
from which we may reasonably be able to mfer that the energy retail
industry as a whole might be earning super profits. (I draw no inference
from this general observation to the specific circumstances of individual
retailers.) In other words, does the emergence of switching sites suggest
that markets are not as competitive as the common a priori assumption
suggests?

These concemns about the structure and competitiveness of the energy
market need further. serious economic investigation. Economics 1s far
from the spent force suggested in the CUAC report. Indeed. the exact
opposite holds true: neo-classical economics provides a coherent and
consistent basis for analysing the retail energy market in ways that the
disjointed observations of behavioural economics simply cannot.

This brings me to my third point regarding the CUAC report — that 1s,
the suggestion that authorities must look to reregulate the scope of
allowable offers by energy retailers. For example, the Report suggests
regulating the number of offers that a retailer can provide; 1t implies that
unfettered discounts and bonuses are undesirable; and that fixed charges
ought to be determined by regulators. These findings strike me as
conclusions looking for a cause.

In this case, the cause 15 predicated on the well-documented phenomenon
that. at some point, too much choice 1s counterproductive because. as

humans, we possess limited cognitive capacities to process information. T
have no 1ssue with this argument. Indeed. T have just recently read a very

10
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