27 February 2009

Dr John Tamblyn

Chair

Australian Energy Market Commission ~

PO Box A2449 Office of the
Sydney South NSW 1235 Chief Executive Officer

Dear Dr Tamblyn

Response: Review into the Use of Total Factor Productivity for the
Determination of Prices and Revenues

ENERGEX Limited (ENERGEX) welcomes the opportunity to respond to the
Australian Energy Market Commission’s (AEMC) Framework and Issues
Paper in relation to the “Review into the Use of Total Factor Productivity for
the Determination of Prices and Revenues”, released on 12 December 2008.

ENERGEX does not support the development of a TFP based methodology
due to concerns regarding the impact of a range of unresolved
methodological issues and the lack of a ‘steady-state’ across industry to
support the development of a reliable productivity measure. The introduction
of a TFP based methodology is considered to be premature and should not
be undertaken until such time as the existing Chapter 6 methodology has
been practically applied for a reasonable period and the current program of
reform has been completed.

Further to this, ENERGEX supports the view of the Energy Networks
Association that sufficient time should be taken to design a model which can
accommodate the changing environment in which the regulated network
sector is operating, including consideration of the high level goals that are
sought to be achieved.

Please do not hesitate to contact Louise Dwyer, Group Manager Regulatory
Affairs on 07 3407 4161 should you wish to discuss this submission in any
way.

WhTloy
%“ "(

wes 1y,

Yours sincerely

CERTIFIED QUALITY
MANAGEMENT SYSTEM

‘/'YSM‘? —§ 09001 ——

Terry Effeney ENERGEX

Chief Executive Officer 150 Charlotte Street
Brisbane Qid 4000

Attach. GPO Box 1461
Brisbane Qid 4001

Telephone (07) 3407 4573
Facsimile (07) 3407 4603
www.energex.com.au

ENERGEX Limited
ABN 40 078 849 055



RESPONSE TO AUSTRALIAN ENERGY
MARKET COMMISSION

Review into the Use of Total Factor
Productivity for the Determination of
Prices and Revenues

27 FEBRUARY 2009

ENERGEX LIMITED
ABN 40 078 849 055




TABLE OF CONTENTS

INTRODUCTION......citiiisimniteissss e s sssn s s s s emn e s s ns e s smnesnensnessnnannns 3
SCOPE. ... s ne e e e nneennmnana 3
TIMING. ... e s e s nerareeernnenan 4
L g o I8 (037 (P 4
LACK OF A ‘STEADY-STATE’ ..ot s ses s smsessssssssssssssnssss 5
METHODOLOGICAL ISSUES ..ot cssses s s sssssssssssssssssssnsees 5
L 1 S OPPR 6
ANNEXURE A: DETAILED COMMENT ON AEMC RECOMMENDATIONS.......... 8

Page 2 of 19



INTRODUCTION

This submission presents ENERGEX Limited’s (ENERGEX) views in response to the
Australian Energy Market Commission’s (AEMC) Framework and Issues Paper
(Issues Paper) Review into the Use of Total Factor Productivity for the Determination
of Prices and Revenues.

As a general comment, ENERGEX does not support the introduction of a TFP based
methodology due to concerns regarding the impact of a range of unresolved
methodological issues and the lack of a ‘steady-state’ across industry to support the
development of a reliable productivity measure. These concerns are discussed in
detail in the remainder of this submission.

Although a TFP based methodology is not supported, ENERGEX has, for
completeness, provided a detailed response to each of the 36 recommendations
raised by the AEMC for comment in the Issues Paper. This is provided at
Annexure A.

SCOPE

The driver for the introduction of a TFP based methodology remains unclear,
although the Issues Paper refers to the theory that (at page 38). “TFP based
approaches are often held to provide stronger productive efficiency incentives than
those present under the building block methodology”.

ENERGEX believes that in circumstances where it can be demonstrated that the
existing Chapter 6 framework (i.e. building block based) under the National Electricity
Rules (Rules) is failing to satisfy the National Electricity Objectives (NEQO), including
with respect to the efficient use of and investment in electricity infrastructure, the
AEMC must consider:

e Changes that could be made to the existing detailed parameters of the building
block approach; and

» Alternative methodologies for determining revenues and prices.

That is, any review that is initiated by the AEMC should not be limited in its scope to
an assessment of a specific alternative methodology (i.e. TFP) and should not
discount the potential for an amendment of the existing building block approach as a
means of rectifying or ameliorating the concerns raised.

Such an investigation would necessarily include:

o The identification of the perceived limitations of the existing building block
approach and the outcomes that are sought to be achieved;

» The identification of the principles that will be used to guide the review and the
identification of viable changes or alternatives. This must include recognition of
COAG’s intention for national energy market and governance reforms to
harmonise regulatory arrangements’;

' COAG, Communiqué, 8 June 2001.
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e The development of the technical parameters of the changes or alternative
methodologies; and

o A detailed assessment of the impact of the changes or alternatives, including:
efficiency, investment certainty and risk, and costs (including the costs of
administration and compliance).

Stakeholder consultation would be required on all aspects of the review, including
direct stakeholder involvement in the initial and ongoing development of alternative
methodologies.

TIMING

While ENERGEX recognises that there is scope for improvement to the existing form
of regulation, such a review should not be undertaken until such time as:

o The existing Chapter 6 methodology has been practically applied by DNSPs and
the AER, noting that Chapter 6 has been operational for less than two years and
is only now being comprehensively applied through the Queensland and South
Australian distribution determination processes.  Until the building block
methodology has been ‘tested’ through practical application over a reasonable
period of time, the need and scope for change will be difficult to demonstrate;
and

o Concurrent or pending reform processes have been completed and permitted to
‘bed-down’ such that their impacts can be assessed. For example, the Carbon
Pollution Reduction Scheme, the roll-out of interval meters, the increased
penetration of demand-side participation and the review of WACC parameters,
will drive business change and impact the investment profile of DNSPs.

APPLICATION

The imposition of a TFP (or other alternative) methodology on a service provider
without its consent would significantly increase the regulatory and investment risk to
which it is exposed.

ENERGEX is concerned that the AEMC appears to re-open this issue for
consideration despite the negative views of stakeholders received in response to the
original Rules Change Process. ENERGEX believes that it is imperative that the
AEMC clarify at an early stage in this or future reviews that service providers will be
provided with the discretion to ‘opt-in’ to an alternative methodology. This should
include clarification that a service provider would not be required to transition to an
alternative methodology in circumstances where:

« One or more service providers in the relevant jurisdiction have expressed a
desire to move to an alternative approach; or

e One or more service providers displaying comparable business or operating
characteristics have expressed a desire to move to an alternative approach.
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LACK OF A ‘STEADY-STATE’

ENERGEX does not support the application of a TFP methodology until such time as
industry has achieved a ‘steady-state’. For example:

o Ongoing programs of reform which are driving change and significant investment,
including the Carbon Pollution Reduction Scheme, smart networks and the roll-
out of interval meters; and

« High growth and significant asset renewal and replacement programs, particularly
in jurisdictions such as Queensland,

will result in material deviations between historic and actual expenditure and
demand, adversely impacting the validity of historic data as an indicator of future
performance.

In the absence of a steady-state, the gap between revenue and costs may lead to
significant under-recoveries over the regulatory period and ultimately, material price
shocks at the end of the regulatory period.

METHODOLOGICAL ISSUES

ENERGEX believes that the following methodological issues have the potential to
adversely impact TFP effectiveness and require resolution:

« The need to develop an appropriate measurement of capital, including
differences in capacity utilisation resulting from different investment and demand
up-take cycles;

e The complexities of accounting for:

o price change in inputs and having appropriate deflators;

o quality changes in inputs. For example, a failure to adjust for quality
increases would understate the volume of inputs used in production and
overstate measured historical TFP growth; and

o quality change in outputs, including through investments which improve
network reliability and service quality. Productivity estimates should not
be biased downwards for those firms who have invested to improve
reliability or service quality;

o The risk of deviations between historical performance and future performance
given performance variability within and between businesses over periods, high
levels of growth in jurisdictions such as Queensland and ongoing programs of
reform driving change and significant investment;

e Susceptibility to forecasting errors and extrapolation errors. There is no reason
to believe that errors in using historical TFP as an indicator of performance in the
future regulatory period are less than the errors in forecasting expenditure and
demand under the building block approach;

e The difficulties in developing an industry definition which:
o is based on comparable businesses with comparable operating
environments;
o is comprised of businesses where the expected productivity performance
over the forthcoming regulatory control period is similar to the recent and
historic industry-wide average; and
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o only captures those businesses to whom a TFP based methodology
applies (or where a business has flagged an intention to transition to a
TFP based methodology).

o Electricity distribution businesses are inherently heterogeneous in their
underlying characteristics (e.g. density, geography, climate and investment
profiles) as well as their historic and anticipated future productivity performance.
Any attempt to create a single industry definition through the exclusion of material
business-specific characteristics will only serve to compound the inefficiencies
caused by the decoupling of prices from firm-specific cost factors; and

« The need to derive, collect and maintain data to suppdrt TFP implementation or
implementation of an alternative methodology. This is discussed in detail below.

DATA

As stated in the Issues Paper (at page 17), *having data that is accurate and
consistent — both over time and across businesses — is an essential prerequisite” to
the measurement of productivity.

ENERGEX believes that implementation of an effective TFP framework will be
undermined by:

e An absence of data — much of the data that would be required to calculate an
industry-wide TFP is not currently maintained and/or reported by DNSPs. It is
also important to note that data that is currently maintained and reported may be
subject to definitions and methods of calculation which vary between jurisdictions
or may only be available at an aggregate level;

e An inability to obtain data of the required quality, and thereby the required
consistency and accuracy — as noted above, productivity performance within the
distribution sector is heterogeneous. Relatively few DNSPs would be classified
as sufficiently ‘average’ for the calculation of an industry-wide TFP; and

¢ The lack of data across an appropriate time-series — there will be limited available
information to analyse ‘long-run’ TFP growth for service providers.

Data integrity is paramount to the successful adoption of a TFP based methodology
and therefore there is little or no acceptable ‘trade-off’ between data precision and
data availability.

Further to this, ENERGEX would strongly oppose the imposition of a requirement for
service providers to populate a national database of TFP related data, regardless of
whether they are subject to TFP based regulation.

Such a requirement would be administratively onerous and impose significant
additional compliance costs on industry, for little demonstrated benefit - for example,
the level of service provider participation under a TFP based methodology is likely to
be limited and the suggestion in the Issues Paper of “other public policy benefits from
having such a database available” is currently unsupported. ENERGEX firmly
believes that the compliance and reporting burden faced by service providers should
not be increased without a clear and demonstrated need.
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ENERGEX also rejects the suggestion that regulatory costs are automatically
lowered under a TFP based methodology since the need to form detailed firm
specific forecasts of costs and revenues is reduced. The framework canvassed by
the Issues Paper may see the regulatory burden on many service providers
increased through a requirement for information to be collected and provided
concurrently under both a building block and TFP based methodology — for example:

e In the course of a business transitioning to a TFP based methodology;
e Through the population of a national database; or

e As a consequence of any requirement for comparable businesses to provide data
to support TFP application.
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