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SUBMISSION

ActewAGL Distribution Submission to the AER for the period 2016-2021

In my capacity as a Visiting Fellow at the ANU College of Law, I wish to comment on the ActewAGL Distribution Submission, primarily to dispute the level of Capex proposed in the Submission.  My Submission has four elements:

· Overview

· Recommendations to the AER

· Background Discussion of the Issues

· Attachment A: Views Expressed by Mr Gerard Brody to the Current Australian Competition Tribunal Hearing on the AER Electricity Distribution Decision for NSW
OVERVIEW
I acknowledge that ActewAGL Distribution (AAD) has engaged in a customer engagement process in the period leading up to this Inquiry, including a community consultation group and public meetings.  This early discussion of gas distribution pricing issues is appreciated.
I attended a Public Meeting at the ActewAGL Building in mid-2015 and put two main points to the AAD representatives:
1.
The Consumer Summary for the Gas Network 5 Year Plan did not discuss why AAD proposed significant expansion in Capex during the regulatory period 2015 to 2021 but did not offer any analysis of risk or cost benefit to the community of this approach; and

2.
The Consumer Summary was silent on the issue of Carbon Pricing and the possible effect of Territory, national and international climate change initiatives on the gas market in the ACT during the regulatory period and thereafter.
Sadly, these issues are not discussed in the AAD Submission.  AAD has simply proposed a "go for growth" approach in 2015/21 without any discussion of the basis for, and risks of, this strategy, and in a market which the company acknowledges has a declining volume of consumption per customer (1.10 Key point 3). 

The AAD Submission considers only the 2015/21 regulatory period and is entirely silent about medium-term (ie. the 2021/27 regulatory period), long-term (ie. after 2027) and very long-term (ie. after 2050) issues.  Essentially, AAD is asking the AER to approve a long-term increase in capital expenditure, regulated return and operating expenditure in an energy market where the medium and long term prospects for reticulated natural gas are decidedly poor.  How can this possibly be in the "long-term interests of consumers", as required by the National Gas Objective?
I propose significant reductions in Capex for reasons that can be discerned from my Background Discussion of Issues.  With reduced Capex, AAD could enjoy a profitable business in the 2015/21 Regulatory Period and costs to existing customers could be immediately reduced.

RECOMMENDATIONS TO THE AER

1.
The Weighted Average Cost of Capital (WACC) should be determined in accordance with the AER Rate of Return Guideline and be consistent with the WACC recently determined for electricity distribution in the ACT.
2.
The significant increase in Capex proposed for 2015/16 should be capped at the average Capex for the previous regulatory period (2010/11 to 2014/15).

3.
Capex for market expansion should be reduced to NIL over the period from 1 July 2016 to 30 June 2019.

4.
Capex for capacity development should be capped at the average for the previous regulatory period (2010/11 to 2014/15).

5.
Opex should be reduced in accordance with the proposed reduction in Capex.

BACKGROUND DISCUSSION OF ISSUES
Customer Preference for Gas

In some market segments in the ACT, I believe there is a customer preference for gas, eg. gas is often a preferred energy source for cooking in commercial restaurants.  Many domestic customers prefer gas heating, whether ducted or a wall furnace, and instantaneous gas can be a good option for hot water when compared with electric storage hot water and solar hot water systems.  This preference for gas by some customers is partly offset by customer resistance to payment of two supply fees and the common outcome that total energy costs in a dual fuel household are higher than in an electricity-only household (this is highly influenced by the building shell and customer energy behaviours).

As discussed below, the cost of energy in an all-gas house is likely to increase significantly in the medium term, and this cost increase may lead to a decisive change in customer preferences for gas. 
Carbon Pricing

The AAD Submission Overview is entirely silent on carbon pricing apart from a reference (at 1.20.2) to the removal of the Carbon Pollution Reduction Scheme as a pass through event.  I cannot understand how this issue can be omitted from consideration in the Submission as there will inevitably be a re-introduction of carbon pricing in Australia in the near to medium term:

· ALP policy is to introduce a carbon trading mechanism and this could commence as early as 1 July 2017, depending on the outcome of the 2016 Commonwealth Election.

· The recent Commonwealth Coalition Government commitment to a modest emission reduction of 26%-28% on 2005 levels by 2030 is unlikely to be achieved by direct subsidy of emission reduction, and other additional, market-based measures are likely to emerge in the medium term, even under a future Coalition Government.
· Industry generally supports a market-based carbon trading scheme, although it will always accept direct subsidies from governments if and when they are on offer.  As an example of this support, Mr Andy Vesy, CEO of AGL, has commented on the need for effective policy to "drive out high carbon intensive capacity" and opined that any policy should be based on "market mechanisms, not government subsidy or supports" (Canberra Times, 13 August 2015, p 11).

· The relatively modest level of emission reductions proposed by the Coalition Government at this stage is unlikely to be sustainable in the medium term.  Australia is likely to come under increasing international pressure to accept a greater responsibility for emission reduction and is unlikely to be able to continue to have the highest per capita emissions in the world.  In addition, developing countries and major trading partners such as China, South Korea, Japan and India are likely to demand that energy exporting countries accept responsibility for a proportion of the emissions from exported coal and gas.

In my opinion, the AAD Submission should have considered the impact of a carbon price both in relation to the current price path, and its impact on prices and possible stranding of customers in the medium and long term.
Developments in Energy Efficiency and Renewable Energy
There has been a remarkable increase in energy efficiency and use of renewable energy over the past six years.  This has been partly driven by government programs (including the RET and solar electricity subsidies), but has also been driven by economic, environmental and social factors.  The end result of this has been a marked reduction in the demand for electricity (to below the "low case" scenario in past NEMCO estimates) and this trend is likely to continue in the near and medium term.  The removal of the carbon tax and Coalition Government hostility to the renewable energy industry has led to an increase in brown coal and black coal electricity production in the past year, however I suggest that wider market forces are likely to prevail over time.
The changes in the electricity market have also impacted on the domestic gas market as there has long been an unofficial correlation between electricity and gas prices for domestic customers, which does not truly reflect the relative costs of production of each energy source.  At present, the use of gas as a peak supply energy is less attractive than a few years ago and, I understand, investment in new gas peaking capacity is currently not viable.
On the other hand, despite barriers introduced by the Commonwealth Government, investment in renewable generation has increased rapidly and, in the case of wind power, new generation capacity can now be provided more cheaply than new coal generation.  The recent ACT Government auction achieved a wind power price of $80 - $90 per MWh fixed for 20 years.  Prices of this order are likely, in future, to make the construction of new gas and coal generation capacity financially unviable, except perhaps in certain industrial contexts.
In relation to appliances, a major new development is the improved efficiency of electric reverse cycle heaters which can achieve an efficiency of around 400% compared with gas heating at approximately 50 – 80%.  Within years, this new heating technology could largely replace gas heating in new houses in the ACT domestic market, because of cost savings over the life of the appliances.  

In relation to renewable electricity generation, electricity storage technologies are starting to enter the commercial and domestic markets, and, as this technology matures, prices and storage capacities are likely to result in immense improvements in the supply stability and price advantage of wind and solar energy.  Given the current state of the storage technology, this dramatic improvement will occur during the current gas price path period.  On the other hand, in my opinion, "clean coal" has little prospect of ever emerging as a viable technology despite the Howard Government's skewing of all Australian energy research funding in favour of coal research.

Reticulated Natural Gas is a Transitional Energy Source

Reticulated natural gas is less emission-intensive than electricity produced by coal-fired power stations and it is able to be powered up very quickly compared to coal-fired stations.  Accordingly, gas has some advantages over coal-fired electricity in appliances such as heaters and hot water systems, and in peak load electricity generation.  This comparative advantage comes with a higher prices for gas – more than twice the cost of brown coal electricity.
Natural gas is, however, a non-renewable resource with significant CO2 emissions.  Accordingly, it must be seen as a "transitional" fuel bridging the gap between coal and fully renewable electricity generation.  This transition will occur in the medium to long term and gas is unlikely to be a significant energy source in 2030-2050.  Gas may continue to have some specialised uses in the long term, however reticulated domestic household energy in the ACT will not be one of those uses.
Unlike the current Commonwealth Government, the ACT Government has pursued a very active, Australian-leading strategy of increased energy efficiency and achievement of a 90% renewable energy target by 2020, which is within the current gas price path period.  There is an inherent contradiction between ACT Government policy and the growth-based strategy of the AAAD Submission.
In 2014, consumer groups were very concerned about an imminent, large gas price rise, driven by the opening of the gas export lines at Gladstone, and about the possible stranding of low-income customers (particularly renters) that this could cause.  This gas price rise is no longer imminent because of a drop in the global price for oil and the contraction of the Chinese economy.  While not imminent, an export-driven gas price rise is likely towards the end of this price path and, if it occurs, this could have a significant impact on existing customers and on choices by future customers whether to connect to gas. 

In view of this eventual outcome, ACT Government renewable energy policies, and export-related price rises, the long term interests of consumers requires consideration now of the path away from gas and how to minimise "stranding" both at the household level and at an ACT network level.  The ActewAGL Submission does not consider these issues, but rather relies on an explicit strategy of growth in a declining market.

The Role of the AER and the National Gas Objective

The National Gas Objective in the National Gas Law is "to promote efficient investment in, and efficient operation and use of, natural gas services for the long term interests of consumers of natural gas with respect to price, quality, safety, reliability and security of the supply of gas".
The primary focus of the Objective is the long term interests of consumers.  In my submission, this is not confined to narrow economic concepts and aligned with economic efficiency.  Efficiency is important, however the overall objective is to benefit consumers in the long term and therefore the benefits of efficiency must ultimately be for the consumer and not captured by industry players.  This issue is cogently discussed by Mr Gerard Brody in a recent hearing at the Australian Competition Tribunal; see Attachment A. 

In my submission, the National Gas Objective requires the AER not to be constrained by the narrowly focussed and short term AAD Submission.  It is necessary for the AER to consider the wider context of natural gas in the ACT, and most importantly, the long-term interests of consumers, including after the completion of this price path in 2021.  As Mr Brody says: "when there are different approaches that may promote greater efficiency, then the approach that should be taken is the one that is for the long term interests of consumers".  
Proposed Capex in 2015/16
The AAD Submission proposes a large amount of "catch up" capital expenditure in 2015/16, apparently as a result of underspending (below "AER approved") in 2010/11 and 2011/12.  Figure 0.3 in the Overview does not give actual amounts but Capex proposed for 2015/16 is approximately 30% more than 2014/15 and perhaps 50% more than the average for the previous five years.  The AER should closely analyse the proposed Capex requirements for 2015/16 and not approve expenditure which is in the nature of an ambition or an ambit claim.  The AER should approve Capex which is already fully committed and directed to actual customer connections, or to new mains in Gunghalin and Molonglo which are required to meet existing commitments to developers in those areas.
Proposed Capex for Market Expansion

I recommend that the AER cease approval of Capex for market expansion in the absence in the AAD Submission of a rationale for market development and of any consideration of the long-term risks of stranding for new customers.
In Table 7 Part 2 in the Overview, AAD provides an explanation of the reasons for market expansion:

New consumers will benefit from access to gas supply as an option to meet their energy needs.  Existing customers will also benefit, because adding new customers enables AAD to capture the economies of scale and reduce the average cost of supply.  These economies of scale will be passed on to customers through tariff reductions.

I suggest that new customers may face risk of significant price rises and stranding within a period of 10 years.  If customers were aware of this risk, and of the improved efficiency of electric heating, many may choose not to "benefit from access to gas supply as an option".
The benefit to existing customers may not be achieved because there may be insufficient time to recover the initial capital expenditure and, in any case, as the Submission itself acknowledges, the return per domestic customer is dropping because of reduction in household consumption.

Deferral of the market expansion Capex, or full recovery of market expansion Capex through capital contributions, would have immediate benefit for customers as the Capex saved could be immediately directed to reduction in tariffs.

If AAD wishes to continue market expansion in Molonglo and the proposed new devilments in West Belconnen, it should ask for capital contributions of 100% of the necessary Capex from the estate developers, builders and new home purchasers in those developments.  This would ensure that the estate developers, in particular, will make an informed choice about the future of gas and the preparedness of customers to pay a premium for the availability of gas.

An alternative would be for ActewAGL to raise private equity to fund the Capex and then operate the new suburbs on an exempt seller basis to recoup the investment on a commercial basis.  It appears unlikely to me that private investors would make a large, long term investment in an industry which has poor medium to long term prospects, however this would be an investment taken on the basis of a proper risk assessment and business case.
At present AAD are asking the ACT community (of gas consumers) to make such an investment in the dark.
Proposed Capex for Capacity Expansion

There is a case for capacity expansion in existing areas as the cost of new connections can be recovered fairly quickly provided the connection charges are set at or close to a level of reasonable cost recovery.  There is a lot of infill development in the established areas of Canberra and there probably still is demand for gas in those domestic households.
I suggest that the projections for expansion in the Submission are overly optimistic.  A substantial part of inner city redevelopment is high rise apartment blocks and the market in this sector may be limited for several reasons:

· the gas boundary rules and maintenance issues for bodies corporate are not favourable to the use of gas in large apartment blocks;
· electric heaters are more efficient than gas heaters, particularly in smaller apartments;

· a second supply charge for gas deters many customers from using gas for a single purpose such as cooking;

· the use of gas-fired common boiler systems for delivery of hot water has problems, including meter and logger accuracy, separate supply fees for each apartment, and difficulties in disconnecting customers who fail to pay their gas account.
Table 6.2 of the Submission analyses new connection volumes.  Between 2010/11 and 2014/15, medium density connections varied substantially from 553 to 1,360.  Between 2016/17 and 2020/21, the forecast new medium density connections are much higher, in the range 1,521 to 1,686.  I suggest that a lower forecast should be allowed.
I would be happy to expand on these comments in a public hearing process.
Yours sincerely

Peter Sutherland
Visiting Fellow
ANU College of Law

ATTACHMENT A

Gerard Brody, Consumer Action Law Centre 
Presentation to the Public Consultation Forum, Australian Competition Tribunal, 6 August 2015

"First, the question about the meaning of the National Electricity Objective and Gas Objective and specifically, the meaning of long term interests of consumers.  It is often said that the objectives are economic concepts and the long term interests of consumers should be thought of, in terms of economic efficiency. 

We agree that consumers do have interests in the efficient delivery of essential services like electricity and gas.  We also believe that this phrase, long term, requires consideration of the interests of today’s consumers, tomorrow’s consumers and consumers of the future who will use or benefit from essential service infrastructure.  However, we submit that there is a range of possible economical theories or positions that could be applied to the phrase, long term interests of consumers.  To take just one example, a total welfare view of long term interests of consumers will be very different from a consumer welfare view of the same question.  Further, we do not believe that consumer interests are necessarily the same thing as economic efficiency. 

It is not the case that higher efficiency necessarily promotes the long term interests of consumers. I will take an example from the report which examined limited merits review framework.  In that report, the reviewer stated that a monopolist, the practice is perfect or near perfect price discrimination produces outcomes that are more efficient than those of a non-discriminating monopoly, but which are much less favourable to consumers’ interests in the long term, as well as the short term.  In this example, more total economic benefit is created by the efficiency of the price discrimination, but it’s all captured by owners and consumers derive little or not benefit from trading in the relevant market. 

So our view is the National Gas Objective and the National Electricity Objective don’t seek an outcome that is the most efficient overall.  For the objective to be achieved, efficiency must benefit consumers.  This is similar to the concepts enunciated by the recent Harper Review that looked at competitive markets.  In the final report of that inquiry, Professor Harper and his colleagues made it clear that the purpose of competition policy is not just to produce contestability in a market or to focus on particular competitors.  Rather, it is to foster competitive processes in the interests of consumers.  Regulation of monopoly infrastructure has very similar objectives.  As I mentioned earlier, the National Electricity Law and Gas Law stated that: 

The tribunal may only make a determination where it is satisfied that the decision is materially preferable to the initial decision in achieving the law’s objective . 
Just to reiterate, that Law’s objective is to promote efficient investment in and efficient operation and use of electricity services for the long term interests of consumers of electricity with respect to price, quality, safety, reliability and security of the supply of electricity and the reliability, safety and security of the national electricity system.  To emphasise one particular word in that long phrase, it would be "for the long term interests of consumers".  It is our submission that when there are different approaches that may promote greater efficiency, then the approach that should be taken is the one that is for the long term interests of consumers.  Returning to the policy statement I mentioned earlier, it refers to the approach that should be taken as one that best serves the long term interests of consumers.
It is our view that consumer interests, both short and long term, are best served by prices being the lowest cost possible to deliver the service. …" (transcript at pp 6-8)
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