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Is Cost Reflective Pricing a:

A Panacea - A solution or remedy for all difficulties
A

Pandor a6Aprdeesscthat once begun generates
many complicated problems

A Predicamentia probl em that canot
perhaps be better managed

A Phantasy i an unconscious fantasy; the faculty or
activity of imagining impossible or improbable things

(based mainly on the Oxford on-line Dictionary)

Aétowards agreed objective of
Interests of consumers

Cost Reflective Pricing - problem or panacea or something else?



http://www.oxforddictionaries.com/definition/english/generate#generate__2
http://www.oxforddictionaries.com/definition/english/complicated#complicated__2
http://www.oxforddictionaries.com/definition/english/faculty#faculty__2
http://www.oxforddictionaries.com/definition/english/imagine#imagine__2
http://www.oxforddictionaries.com/definition/english/impossible#impossible__2
http://www.oxforddictionaries.com/definition/english/improbable#improbable__2
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What other types of prices are there?

AfASince the Hil mer Review in 1994,
that, wherever possible, the interests of consumers are maximised
by having goods and services provided through competitive
mar ket sée As firms compete for <cus
they reflect their genuine production costs. Competitive tension also
ensures that firms are rewarded when they invest in innovation that
results I n I mproved and valued go

(Victorian Essential Services Commission,)

Cost Reflective Pricing - problem or panacea or something else?




Many Opriceso arenot

AfAln certain circumstances, mar ket
maxi mi se the iIinterests of consume
natural monopoly, where there is no competitive market to curtail the
market power of the monopolist, economic regulation can help
ensure that the prices paid by consumers are reasonable and reflect
the efficient costs of providingon-goi ng and rel i abl e

AAA more modern explanation sees e
about correcting for market failures and more about enabling
markets to work more effectively. That is, where the disciplines of
competition are weak or absent, an economic regulator acts as a
Ovisible handd seeking to guide s
(eg. in terms of price, quality or both) that would have occurred had
t he mar ket been subject to those



e they are tari ffs

NA mar ket 1| s &allers ofppphricalag goadioe r e
service can meet with buyers of that good or service and there is
a potential price thatallowsfora t ransacti on t

ADo consumers Omeetd6 with sell
I Electricity industry has traditionally had poor end-user engagement

A Does the market sell the good or service desired?
I Buyers seeking energy Oservicesbo,

A Prices where supply meets demand?

A Or arealmostallbuyerspayi ng i mp o sietariff$ p
I Clearly the case for network tariffs
farguably the case for curre



Some Insights from electricity pricing theory

A A single owner of an electricity industry:

I Could maximise overall economic efficiency:
A if all supply costs & all demand side benefits were known
A Taking into account Network losses & flow constraints; Security: probability

& consequence of outages
A Optimal pricing policy in a decentralised industry:

I Location-specific & time-specific spot prices based on:
A Local supply/demand balance
A Network arbitrage subject to losses & flow constraints

I Location- & time-specific future prices based on:
A Plausible scenarios of future generation & demand
A Plausible scenarios of future network losses & flow constraints
A Plausible effects of future decisions

A Feasible, sensible, likely?
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Energy users i a changing industry context

A From clients
| Early tailored industrial or commercial (lighting) applications

Ve

A ..to citizens
I Electricity as an essential public good 1 rural electrification

Ve

A ..to consumers
I The vertically integrated utility of growing size and scope

Ve

A ..to customers
I Electricity industy orefor moé, |

A ..to perhaps now partners, competitors?

A Clearly opportunities to improve the interface between
energy users and industry
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Significant proportion of household costs go
t o O cC ur r-cdampetitive detwork sector

Indicative composition of residential energy bills, 2015
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(AER, State of the Energy
Market Report, 2015)

Cost Reflective Pricing - problem or panacea or something else?




Current network tariffs for small energy users

A Largely remain a legacy of former technical capabilities
and socialist O0Oenergy an es

ASend a primarily oOvolumetr.
Incentivises lower consumption i a good thing!?

AHave generally o6worked6 mor

Aéunless you consider a near
expenditure over | ess than

A driven at least in part by end-user investments,behaviours

A Clear opportunities to improve this interface
éparticularly 1 f we are ser.
change challenges which will require fundamental
transformation of energy-use and production



Will current cost-reflective tariffs efforts help?

A Which costs i past, present or future?

I Future costs and benefits are key for transformation, past costs the
key incumbent consideration i hence treatment of residuals

I And what of location specific costs?

A For future costs, is Long Run Marginal Cost (LRMC) a truly
meaningful and actionable concept for networks?

A What of transition?
I Metering capabilities
I Social expectations, hence political realities
A What of integration into broader end-user industry interface?

I Does 1t matter 1 f N/W tari ffs ar
ATheory says no as O6someone is paying t/|

I Does it relieve DNSPS of obligations to engage with energy users?
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retail electricity market?

A Little focus on energy services

an I mportant
effective competition in Victoria is ..
because the provision of energy is
viewed as a homogenous, low
engagement “srerzwd B
A Although now seeing some more
/nnovative offerings

A Current measures of competition
miss key issues

Yes, NEM high switching rates  but
real customer choice or just churn?
Yes, NEM price spreads but reflect
competition, stickiness, or govt policy?
A Although welcome new focus
on customer engagement and
demand side participation

Cost Reflectlve Pricing - problem or panacea or s es
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New Zealand *~

B High switching markets - consumer switching rates of 15 percent or higher
B Medium switching markets - consumer switching rates of 5 to 15 percent

W Low switching markets - consumer switching rates of 1 to 5 percent

or cov.urticive markets or competitive markets with negligible consumer switching

Source: World Energy Retail Market Rankings 2012, VaasaETT, www.vaasae tt.com.
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A few key retall
players in each
market region

Cost Reflective Pricing - problem or pana

Vertical integration in NEM jurisdictions, 2015
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More competition the answer?

25 -~ 1

Churn Vs Net Retail Margins
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Cost Reflective Pricing - problem or panacea or something else?
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- Does this look like retall market success?

Retail price index (inflation adjusted)— Australian capital cities
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/ now offering some real competition

Cumulative Installed Solar Capacity
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End-users are also responding with EE
(facilitated by range of govt EE policy efforts)
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Cost Reflective Pricing - problem or panacea or something else?
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How Is this impacting incumbents?

follow the money, particularly falling revenues from
households with PV, perhaps soon with Battery Systems

Normal cash flow for electricity

E Cash flow due to addition of PV
consumption

Wholesale Wholesale Assignment of
EHEIH Electricity bill E.'feitvﬁﬁiy
lectricity bill etwork bill Gty N
savings bill savings
= FiT = Net-wt””
reen -
obligations (Oliva et al, 2015) FiT = Net ngh AT Savings in green
‘ obligations
HPVc: Household PV customers G: Generators
R: Electricity retailers Gov: NSW government

DNSP: Distribution network service providers All eC: All electricity customers




Potentially adverse revenue impacts on
retailers, even more

on DNSPs

A Net metering with low export

rate favors household

self consumption with volume

based flat, TOU tariffs

A Possible major revenue impacts

for key industry stakeholders

PV unit size Median annual net
exports (kWh)

1.0 kW 393
1.5 kW 616
2.0 kW 1,007
3.0 kW 1,703
4.0 kW 2,378

5.0 &W 2,971

NSP revenue impacts in FY2013 [$/kW/year]
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Possible incumbent responses

A For DNSPs under monopoly economic regulation, revenue cap
based on approved expenditure can correct revenue shortfalls
I Changing current tariff levels (eg. volumetric c/kWh)

I via more fundamental tariff restructuring (mix across fixed, consumption
and perhaps peak demand charges)

A The risks

I No unprofitable customers for DNSPS if can get approval for expenditure
required to serve them; how do we incentive businesses to facilitate PV
households to deploy DSP and storage in order to reduce peak demand
hence required network capacity and longer-term expenditure?

I Network tariffs have wide range of cross-subsidies already 1 between
households with and without Air-C, city versus regional and rural, as well
as those with PV versus those without. If solar cross-subsidies are to be
targeted, what about the rest of these?
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r prInCIpIe (AEMC, Power of Choice, 2012)

Cost Reflective Pricing - problem or panacea or something else?




