25 March, 2002

Dr Tom Parry

Chairman

Independent Pricing and Regulatory Tribunal
PO Box Q290, QVB Post Office

Sydney NSW 1230

Dear Dr Parry
IPART’s Mid Term Review of Regulated Retail Tariffs

Integral Energy welcomes the opportunity to provide this submission to IPART' s Mid
Term Review of Regulated Retail Tariffs.

The focus of this submission by Integral Energy is that the target tariffs set by IPART
in its December 2000 report on Regulated Retail Prices for Electricity to 2004 are too
low and need to be increased. It is argued that IPART has a responsibility to urgently
address this situation in order to establish an appropriate commercia return for the
retail electricity sector and promote wider competition in the NSW electricity market.

Integral Energy’s submission and supporting information demonstrates that an
increase in the level of the existing target tariffs isjustified from 1 July 2002. Thisis
primarily based on IPART’s December 2000 report providing:

An inadequate allowance for Caost to Serve (CTS);
An inadequate provision for green energy compliance, based on an insufficient
wholesale energy cost allowance

In Integral Energy’s case, these factors have made the 1.5 - 2% net margin envisaged
in IPART’s December 2000 report unachievable. This situation must be addressed in
the Mid Term Review as a matter of urgency. Integral Energy recommends that
IPART address this situation by increasing the level of the target tariffs from 1 July
2002.

If you require more information on the matters raised in the submission, please
contact David Neville on (02) 9853 6144 or Frank Nevill on (02) 9853 6598.

Sincerely,

Richard Powis
Chief Executive Officer
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1. Executive Summary

The focus of this submisson by Integrd Energy is that the target tariffs set by IPART in its
December 2000 report on Regulated Retail Prices for Electricity to 2004 are too low and
need to be increased. It is argued that IPART has a responsghility to urgently address this
Stuation in order to establish an gppropriate commercid return for the retail eectricity sector
and promote wider competition in the NSW dectricity market.

Integra Energy’s submission and supporting information demonstrates that an increase in the
level of the exiging target #riffs is judified from 1 July 2002. This is primarily based on
IPART’ s December 2000 report providing:

An inadequate alowance for Cost to Serve (CTS);
An inadequate provison for green energy compliance, based on an insufficient wholesde
energy cost alowance.

In Integra Energy’s case, these factors have made the 1.5 - 2% net margin envisaged in
IPART’s December 2000 report unachievable. This Stuation must be addressed in the Mid
Term Review as a matter of urgency. Integrd Energy recommends that IPART address this
Stuation by increasing the level of the target tariffs from 1 July 2002.

In support of this primary recommendation, Integral Energy’s submisson adso makes the
fallowing points:

The current target tariffs do not adequatdly reflect Integra Energy’s actud CTS. Integrd
Energy recommends an increase in its alowance for CTS and that uniform CTS dlowances
are inappropriate;

The current target tariffs do not provide an adequate alowance for the actual cost of
meeting green energy requirements. Integra Energy recommends that IPART factors
redigic costs to source green energy requirements into the wholesdle energy cost

adlowance. As a minimum Integral Energy recommends an alowance for green energy of
3%.

Integra Energy recommends that IPART provide scope for retailers to move from current
(and often under-recovering) tariffs to any new increased target tariffs from 1 July 2002.
Thiswould dso entall an increese in the overdl gross margin;

In relation to specific tariffs, Integral Energy bdieves that the current Off Pegk 2 target tariff
is set too low. It is recommended that a separate Variable R factor be determined for the
Off Pesk 2 tariff;
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In relation to Sde congtraints, at the very least, retail Side constraints need to be increased to
dign with network Sde condraints. Integrd Energy aso recommends that, where
necessary, retall side congraints are relaxed to enable current (and under-recovering) tariffs
to efficiently transfer to any new increased target tariffs

The current determination on market fee dlowances should remain. Integrd Energy
recommends that trading forecasts and inconsistent weether patterns over the last 18 months
provide sufficient argument for IPART to maintain dlowances for ancillary services at levels
origindly s;

The cost of payment processing is an uncontrollable cost, which increase retailers CTS.
Integral Energy recommends that retailers should be able to fully recover these costs, based
on the different costs associated with different payment methods,

Integra Energy recommends that FRC costs be recovered through an increase in the “ Fixed
R” component of the target tariff. Integra Energy aso recommends that this increase should
be undertaken in a step increase of a sufficient Sze to recover in this regulatory period that
portion of FRC costs not aready recovered.

2. Introduction

Integral Energy is responding to a request by IPART for submissions to the Mid Term Review
of Regulated Retall Taiffs. Integrd Energy understands that IPART is reviewing tariff structures
with the specific purpose of ascertaining whether any underlying factors have become evident
that should lead to or judtify achange in the leve of target tariffs to apply from 1 July 2002 to 30
June 2004 (under Section 43 EB (2)(a) of the Electricity Supply Act 1995).

Based on the experience gained since the commencement of the current Retall Determination on
1 January 2001, Integral Energy believes there are anumber of underlying factors that justify an
increasein the leve of the target tariffs from 1 July 2002 to June 2004.

Regulatory Principles

In its origina submisson to IPART’s Review of Full Retall Competition (FRC) in Electricity in
September 2000, Integra Energy outlined what it considered to be the regulatory principles that
should guide IPART in its introduction of retail price regulation under FRC. The principles
presented by Integrd Energy were:

Protecting consumers — where there are abuses of market power and dso in relation to
the more vulnerable members of the community.

Encouraging competition — it should be acknowledged that robust competition is the best
form of regulation and that overly intrusive regulation can stifle competition
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Promoting efficiency — regulaion should provide for incentives for efficient behaviour by
both retailers as well as consumers, and risks should be dlocated to those that are best able
to manage them

Minimising administrative and compliance costs — smple and clear regulaory
frameworks and processes are necessary to keep these costs down to a manageable level.
Fully commercial outcomes — retailers are managing significant risks within their margins
and any retal price controls should be cdculated on a fully commercia bass. Retalers
should not be required to bear risks without this being fully reflected in the price.

Eighteen months later, Integrd Energy <till consders these principles to be the right focus areas
for effectively managing the introduction of FRC and has used these principles as the framework
for addressing the specific matters requested by IPART. Integral Energy isaso of the view that
IPART has had some degree of success againgt these principles. A market is in operation,
gppropriate consumer protection mechanisms have been established, and there is evidence of
IPART’s willingness to review adminigrative and compliance costs and begin the process of
minimising costsin these aress.

Oversess, thereis support for relaxing price controls as a means of promoting market efficiency.
As Professor Stephen Littlechild has noted in a recent paper “relaxing or removing price
controls may be more effective in promoting the required competition, and hence in protecting
customers in the longer run”*. He also argues that it may be more appropriate to set the initial
price controls at aleve that encourages new entrants into the market rather than at the estimated
efficient cost level. The entry of new players into the market would then encourage existing
retailersto improve their cost structures and move towards the most efficient costs.

However, in Integra Energy’s case the current target tariff arrangements do not encourage
competition and do not produce fully commercial outcomes. No business can sustain sdlling its
output a a price less than the costs of running the business. For this reason, Integra Energy
believes that in the interes of improving the badance between customer, business and
shareholder outcomes, IPART has a responghbility in the Mid Term Review to place grester
weighting on the commercia and competition issues, in order to ddiver sustainable benefits for
cusomers. This will require ensuring that an effective and efficient process for moving target
tariffs to a competitive level, and removing under recovering tariffs, isintroduced to improve the
operation of the market and meet the objectives of FRC. The overal am of this process should
be to remove dl forms of price control from the retail market beyond 2004.

Mattersto be Considered

Integral Energy understands that the Mid Term Review will specificaly address the following
maters:

! Requlators, Competition and Transitional Price Controls. A Critique of Price Restraintsin Electricity Supply
and Mabile Telephones, Page5, Professor Stephen C Littlechild, 20 February 2002, The Institute of
Economic Affairs, London.
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An alowance for eectricity purchase costs based on an assessment of the long-run margina
cost of eectricity generdtion;

An dlowance for purchases of green energy consistent with retailer licence obligations;
Energy losses as published by NEMMCO,;

An appropriate Retall Gross Margin;

The dlowance for annua indexation based on the Consumer Price Index and expected
movements in regulated components and NEMMCO fees

Integrd Energy understands that IPART is adso seeking particular comment with regard to the
following matters:

The effect of Sde condraints in facilitating the rationdisation of exigting regulated tariffs and
the trangtion to the target retail tariffs by 30 June 2004,

Claification of the circumstances in which standard retail suppliers may introduce regulated
retall tariffs in addition to the trangtiond and target retall tariffs, in particular arrangements
for introducing ‘ green tariffs ;

Claification of off-peak versus controlled loads including the merits of introducing a
‘shoulder’ target retall tariff; and

Arrangements for the recovery of al reasonable full retaill competition costs

This submission provides comment on the mgority of these issues. In addition, Integrd Energy
has aso raised the cost of payment processing as an issue in Section 6 of this report, under
Miscdlaneous Fees. The cost of payment processing is an uncontrollable cost, which increases
retailers cost to serve. Integrd Energy argues retailers should be able to fully recover these
costs from customers, based on the different costs associated with different payment methods.
In turn, this would promote more efficient outcomes as customers could (and would) choose
chegper payment options.

3. Current Pogition

Retail Target Tariffs

Before addressing the matters for congderation, this section briefly discusses Integral Energy’s
pogtion in rddion to the Retall Target Tariffs (RTT) st by IPART in the current Retall
Determination. In each case, a 3% Consumer Price Index (CPI) has been assumed and
network prices have been held constant for the period 1 July 2002 to 30 June 2004. It is noted
that this submission is required prior to the finalisation of Integrd Energy’s 1 July 2002 network
pricing proposa and that the “hold constant” scenario may vary. Clearly, in the case of under-
recovering tariffs, any increase in network prices will have the effect of shifting the actud retall
tariff further away from the RTT. While Off Pesk 2 and Generd Supply tariffs are above the
RTTs st by IPART, Integrd Energy contends that these RTTs are too low, rather than the
actud tariff being too high. These points are illustrated in Attachment 1, which is provided to
IPART on a confidentia basis and shows Integra Energy’ s cumulative shortfal in cost recovery
across dl tariffs. This argument is further substantiated in our discussion on Cost To Serve
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(CTYS) issues, which demonstrates that actual CTS exceeds the CTS dlowance determined by
IPART.

Domestic Supply

Integra Energy’s Domestic Supply tariff isbelow the RTT by gpproximately 1% for the average
customer. Assuming no network price increase and a 3% CPl this tariff is expected to
marginaly exceed the RTT by 0.5% by 2004.

Off Peak 1

Integral Energy’s Off Peek 1 taiff is below the RTT by gpproximatdy 5%. Assuming no
network price increase and a 3% CHl this tariff is expected to remain below the RTT by
approximately 5% by 2004.

Off Peak 2

Integrd Energy’s Off Pesk 2 tariff is currently above the RTT by approximatey 25%.
Assuming no network price increase and a 3% CPI this tariff is expected to remain aove the
RTT by 20% at the end of 2004. It should be noted that Integral Energy consdersthe RTT for
Off Pegk 2 to be too low as it assigns the controlled load cost to dl the Off Pesk 2 consumption
when in fact at least 30% of thisload is consumed in shoulder periods at a much higher cost than
the dlowed off pesk energy purchases.

General Supply

Integra Energy’s Genera Supply tariff is currently above the RTT by 10.5%. Assuming no
network price increase and a CPI of 3% this tariff is expected to remain above the RTT by 9%
at the end of 2004.

Cost to Serve

Under the current Retall Determination, the gross margin for retaillers was st at 8.5% of saes
revenue from dl regulated sales. The 8.5% was broken down to three areas, including 5.5% to
cover CTS. Integrd Energy condders this CTS dlocation to be severdy inadegquate when

compared to the actual CTSthat is gpparent in the retail sector. The capital and operating costs
asociated with the introduction of systems to support FRC, dso substantiadly add to Integral

Energy’s CTS over the remaining two years of the Retall Determination and beyond. These
points are illugtrated in Attachment 2, which is provided as a confidentia attachment to IPART.
The differentid between the amounts effectively dlowed for CTS and the actud CTS incurred
by Integra Energy, highlights the need for IPART to increase the CTS dlowance within the
overdl target tariff. In order to ddiver commercid outcomes, thisinherently requires an increase
in the overdl target tariff.

In addition to consdering the 5.5% CTS dlowance too low, Integra Energy aso consders the
gpproach of a common CTS for dl retalers to be flawed. Integrd Energy’s response to
IPART’s Information Request for this Mid Term Review demondtrated that the mgjority of our
retall cogs are fixed. Asthisis likely to be the case across dl retalers, aflat return of 5.5% is
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not equitable, as it does not take into account economies of scale redlised by retailers with larger
customer bases.

Integra Energy believes that by encouraging competition the retail businesses will focus on
efficient cost delivery of their services. Irrepective of any market outcomes, Integra Energy
believes that it is appropriate for it to review its retall cogts. A project is currently underway to
look at the correct cost alocations across the business and to identify areas for efficiency gans
with a particular focus on reducing variable cogs. Details on this project have dready been
discussed with IPART secretariat Seff.

4. Improving Target Tariff Outcomes

Current Retail Tariffs

Andysds of retall margins for retalers within the Nationa Electricity Market (NEM) shows that
Integrdl Energy currently has the smalest net margin. Integral Energy aso notes that the current
level of pricing effectively removes 150,000 of our customers from the competitive market, as
they are unlikely to be commercidly dtractive to another retailer. This is a result of these
customers not producing enough margin at current pricesto cover their CTS.

Comparisons between NSW and Victoria demondtrate that prices in the NSW regulated
market are set too low. While wiolesde pricesin Victoria are agpproximately 10% higher than
NSW, their regulator has alowed retall regulated prices to be set 20-30% higher than NSW.
Graph 1 and Graph 2 provide comparisons on retail pricesin NSW and Victoriain the Generd
Supply and Domedtic tariffs, as a July 2001 and not including the December 2001 price
increases gpproved for Victorian retallers.

Graph 1 - Comparison of net margins for business customer
with annual consumption of 9,900 kWh
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Graph 2 - Comparison of net margins for domestic customer with
annual consumption of 5,900 kWh
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As can be seen from these graphs, there is consderable variaion in the retal component
between Victoriaand NSW. The larger retaill component in Victoria provides greater scope for
competition than the NSW prices. Thisis reflected in the number of completed transfers of small
customers in Victoria when compared to NSW. According to the NEMMCO web Site, as at
14 March 2002, there had been 3748 completed transfersin Victoria and only 337 in NSW.

Integra Energy consders the current redrictions on eectricity margins in NSW will limit
compstition in the NSW market to only the top 20% of the market. Based on the current leve
of the RTTs, this is the only section of the market that will have sufficent margins to dlow
effective price compstition. In addition to limiting competition in the mass market, a continuation
of current RIT leves aso has the potentid to further distort the commercid viability of the
remainder of the market. A likely outcome is tha as the top 20% of the market churns to
negotiated contracts, the profitability of the remaining regulated supply contracts will become
more unprofitable as the 150,000 customers who do not cover CTS become a larger
proportion of the regulated supply.

While Integrd Energy’s commercia objectives will ensure that it continues to focus on driving
costs down in relation to regulated supply, there are other factors that will limit this focus. In
particular, regulaions requiring Integrd Energy to provide Retaller Of Last Resort (ROLR)
facilities and the requirement to creete a forma regulated supply contract will continue to add to
Integral Energy’s CTS on both afixed and variable basis.

Integra Energy’s cost structure provided in the Information Request to IPART showed an
increasing CTS as aresult of FRC costs and system development to ensure an ability to service
these customers. The mgority of these cogts are defined asfixed. Furthermore, the mgority of
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FRC codts are fixed as they relate to depreciation costs associated with system enhancements
and managing regulated cusomers.

This information supports Integra Energy’s view that the existing RTTs need to be increased in
order to establish an gppropriate commercid return for the retail dectricity sector and promote
wider competition in the NSW Electricity Market.

Off Peak 2 Tariff

Integral Energy believes that the current Off Peek 2 target tariff is set too low. Asper IPART’s
determination the retail component of the target tariff is based on the controlled load Varigble R
factor of 3.61 c/kWh. The load supplied under the Off Peak 2 tariff straddles both the off peak
and shoulder periods and at least 30% of the consumption on this tariff occurs in the shoulder

period.

Integral Energy recommends that a separate Variable R factor be determined for the Off Peak 2
tariff. This Variable R factor should incorporate the cogts of supplying the energy in the shoulder
aswd| asthe off pesk periods. Integra Energy believesthe current Variable R factor
understates that component of the Off Peak 2 tariff by approximately 1.05 c/kWh.

New Retail Tariffs

Under the current Determination, there is no provison for the introduction of new regulated
retall tariffs. Thisis an unnecessary limitation. Integral Energy recommends the etablishment of
amechanism by IPART to dlow for the introduction of new tariffs.

Integra Energy notes that some of our competitors price on the bass of shoulder tariffs and
include a Sepped price sructure. Integra Energy beieves that there may be market
circumstances that favour the introduction of a wider range of retall tariff options in the interests
of encouraging competition and protecting consumers.

Side Constraints

The current side congtraints place a restriction on increases beyond CPI or $25. However, a
number of Integral costs are labour dependent and therefore are increasing at above CPI levels.
Thisis highlighted in the Information Request that Integral Energy has provided to IPART. The
$25 dde condraint dso limits Integral Energy from achieving a profitable outcome over its
customer base.

IPART has indicated that tariffs $iould be cost reflective, and more particularly, accurately
reflect the underlying network tariff. However, there is an obvious lack of dignment in the Sde
congtraints set by the Tribuna. Network side constraints have been set at $30paor CPl + 2%,
while retail sde congraints have been limited to $25pa or CPl. This asymmetry has created
inevitable digortions in the cogt-reflectivity of network and retall tariffs and, over the medium
term, has the potential to produce perverse outcomes, as it encourages the transfer of costs
from retail to the network business.
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Integral Energy assarts that a more flexible postion should be taken with regards to sde
congraints. Where above CPl increases can be justified these should be permissible. Integra
Energy also contends that the $25 side constraint places a severe restriction on attaining target
tariff levels in those cases where tariffs are below target. This can only be addressed by IPART
dlowing retail Sde condraints to be relaxed to enable current (end under-recovery) tariffs to
efficiently transfer to any new increased target tariffs.

At a minimum, IPART should utilise the Mid Term Review to address the lack of parity
between retail and network side congraints in the current arrangements and alow the retail sde
congtraint to match the network side congraint.

It is dso noted that the current Sde condraints sate that for resdentid customers the total
amount of bills issued must not exceed the greater of;

i for the period 1 July 2001 to 30 June 2002 - $25.00; or

i. for the period 1 July 2002 to 30 June 2003 — CPI

It is presumed that IPART's intent was that the $25.00 limit would dso gpply for the
2002/03/04 years as well and that point (i) above should reed;
i for the period 1 July 2001 to 30 June 2004 - $25.00.

The same issue arises for the busness customer’s Sde condraint.  The Mid Term Review will
provide IPART an opportunity to correct these anomdies and Integrd Energy would
recommend IPART amend the Sde condraints as above.

5. Retail GrossMargin

Integral Energy is of the view that the Retail Gross Margin dlowance is not equitable to retailers
and does not foster competition as it does not alow sufficient returns to be made on investment
to attract new entrants to the Retail market. The current alowable margin is a totad of 8.5%,
comprising a 1.5% renewable energy component and a 7% standard retail margin, being 5.5%
to recover cost to serve and 1.5% as net profit margin.

Based upon assessment of the risk in energy purchase and review of international markets, it is
Integra Energy’s pogtion that a Retall Gross Margin at least double the current allowance is
gppropriate and sufficient to provide economic efficiency and a competitive contestable market
(dlowing up to a 4% margin for energy purchase risk to incentivise market entry and recognise
the red “cost” of ETEF).
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Cost to Serve Recovery
IPART’ s report on Regulated Retail Prices For Electricity to 2004 stated that:

...the standard retail suppliers projections are similar on a per customer bass,
irrespective of the standard retailer’s size.?

Integrd Energy has reviewed the break down of its costs and found that the mgority of these
cods are fixed. If this was the case across dl standard retailers then the larger retailersshould
have areducing cost to serve per customer.  Furthermore, the gpplication of aflat 5.5% across
dl retalers could alow for inefficiencies to be built into the larger retallers or not reflect actua
costsin the smaller retalers.

It is dso arguable that the base of default customers across which to spread fixed costs will

decline over time, while those costs will remain static or increasing. Integral Energy has forecast
a 3% decline in default Integrd Energy customer base from 2002 to 2004 with a 12% decrease
in revenues over the same period. The current Retall Gross Margin does not take into

consideration adequately this increasing cost base per customer.

It is Integrd Energy’s podtion that the Retall Gross Margin should be increased to dlow for the
increasing leve of fixed costs and for smaler competitors in the regulated energy market that it
should be higher to dlow for demongrable scde inefficiencies.

Retail Net Margin
As mentioned previoudy, Integrd Energy believes that price controls for the retaill business

should be st a a level that encourages new entrants into the market. The exigting retall net
margin dlowance of 1.5% is not consdered sufficient for anew entrant.

The risks that a new commercid player in the market would face include the wholesale market
price risk and demand volatility particularly in the smdl business and resdentia classes The new
entrant would aso be required to make a Sgnificant capitd investment in putting systems in
place to alow for the trading function and would aso need to have sufficient prudentidsin place
to satisfy the NEMMCO regigtration requirements.

It is edtimated that to service a regulated customer base smilar to Integrd Energy’s would
require a minimum capita investment of $200 million. The minimum return on this capitd
investment that a potentia investor would seek would be approximately $40 million per annum
(5.6% of current revenues). In the United States for instance, regulated net margins commence
at 3%. It should be noted that this net margin is based on higher prices and customer numbers
than exig in Audrdia and generdly in most parts of the United States the consumption per
customer is much higher than in Audrdia

? Report Regulated Retail Prices For Electricity to 2004, Final Report, Appendix 3: The cost of Supplying
electricity, p.50
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Basad on these observations, Integra Energy recommends that IPART increase the retall net
margin within the range of 3 —6%.

Renewable Energy Component

In the origind IPART determination there was an dlowance for compliance with renewable
energy targets in the wholesde energy cost dlowarce. This allowance was set in the absence of
firm information as to the precise make-up of the Mandatory Renewable Energy Target
(MRET) a that time and 0 it was acknowledged that the alowance may require a review.?
Indeed, MRET was excluded atogether.

The targets for MRET are designed to increase to 2% of consumption by 2010, to meet these
targets, pressures are being placed upon retail suppliers, with the Renewable Energy Credit
(REC) quota for 2002 increasing fourfold over the previous year. While Integrd Energy is
currently exceeding its Greenhouse reduction targets and is expected to meet its MRET target
for 2002, the supply of green energy islikely to place upward pressure on these costs.

As an example, a 1.5% dlowance provides Integrd Energy with approximately $10m pato
cover our mandatory Greenhouse Gas (GHG) abatement requirements. In NSW Treasury’s
review of licence requirement amendments the cost has been identified of between $7-$16 per
MWh based on the form of abatement techniques utilised. Furthermore, ABARE dates that
cogt of abatement will range between $10-$30/MWh over the next 3 years.

Integra Energy’s current GHG abatement costs are gpproximately $17/MWh. At this levd,
and on the assumption that Integra Energy has to reduce GHG emissions by 15% of tota
consumption, this would require a total cost of $2.55/MWh spread across the regulated
customer base.

The cost of meeting the requirements of the 2% Renewables Act will bring additiona cods to
the retailers of $0.25/MWh by the end of the current Retail Determination period increasing to
$2/MWh by 2020.

This will see the total of green costs increase to $3.18/MWh by 2003/04 — equating to
gpproximately 3% of revenue.

Table 1 summarises Integra Energy’s position and the deficiency in a 1.5% green alowance.
This shows how the amount allowed in 2001/02 of $10.63M was not sufficient to meet Integral
Energy’ s actua green cogts of $20.41M. A smilar Situation is forecast in 2003/04 based on the
current arrangements.

¥ Appendix 3: The cost of supplying electricity, p.33, Report Regulated Retail Prices For Electricity to 2004,
Final Report, stated that:
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Table 1 —Greenhouse Allowance vs Actual Costs

Year Revenue | Allowable Recovery Actual Costs  Breakdown of Costs

2001/02 $709m $10.63m $20.41m $1.2m to meet MRET +$19.2m for
GHG reduction

2003/04 $653m $9.79m $18.30m $3m for MRET & $15.3m for GHG
Reduction.

Based on these facts, it is gpparent that the alowance is not enough to cover codts. Integra

Energy is prepared to provide costing details on energy purchases to the Tribund on a
confidentid basis as it is important that IPART factors redistic codts to source green energy
requirements into the wholesale energy cost dlowance.

Integrdl Energy is of the view that a 1.5% alowance is not sufficient and that the Renewable
Energy component of the Retall Grass Margin should increase to a minimum of 3% to the end of
this Determination period. Furthermore, Integral Energy strongly recommends an annud review
of the Renewable Energy component of the Retall Margin in light of the volatility of renewable

energy supply.
6. Fees

Ancillary Services

Under the current cetermination market fees have been sat at $1.30/MWh. These fees are
made up of NEM participants fees and ancillary service fees.

On aYTD these fees have averaged lower than the level st in the Determination. It isimportant
to bear in mind however, that the weather pattern over the last summer and since the
introduction of a wholesde market for ancillary service has been reaively mild compared to
previous years and hence the need for ancillary services has been somewhat reduced. Thisis
likely to be a short-term trend. Also, the introduction of a wholesale market for ancillary costs
has only alowed a partid reduction in the risk associated with these fees especidly againg a
bundled tariff as the wholesde market only trades in certain types of ancillary fees leaving the
risk of the other fee movements upon the retailer.

In an atempt to minimise this risk, Integral Energy’s trading desk has reviewed the wholesdle
market and found that forward cogts for ancillary fees, where tradeable, are priced in line with
the regulated rate. The remaining risk would be borne by the retailer as these fees are not
passed through as they are for the contestable market.

Miscellaneous Fees

The cogt of payment processing is an important issue for Integra Energy, which aso needsto be
addressed by IPART in the Mid Term Review. The cost of payment processng is an
uncontrollable cogt, which increases retailers cost to serve. As has been strongly argued in
other parts of this submisson, Integrd Energy is dready Sgnificantly under-recovering on its
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CTSdlowance compared to actuds. The cost of payment processing is an uncontrollable cogt,
which increases retailers CTS.  Attachment 3, which is provided to IPART on a confidentia
bas's, details the variation in these costs on a per customer/transaction basis. These range from
$0.31 per transaction to $3.64 per transaction, depending on the payment channel used.
Attachment 3 adso details how these payment channelsimpact on Integrad Energy’sCTS.

Integra Energy recommends that retailers should be able to fully recover these costs from
customers, based on the different costs associated with different payment methods. In turn, this
would promote more efficient outcomes as customers could (and would) choose cheaper
payment options. This is the most cost effective way of encouraging customers to transfer to
dternative and lower-cost payment methods, as they would see the immediate benefit on their
accounts.  Integral Energy does not consder offering discounts to dready unprofitable
customers to change payment channels to be an effective approach as the discount would not be
aufficient to induce converson to other payment methods without substantia cost to the retailer.

In support of this recommendation, Integra Energy proposes that only the actua costs
associated with payment processing would be passed through to customers.  Integra Energy
aso proposes that these costs be subject to annua review to ensure that these costs are
adjusted for any increases or reductionsin payment channels.

7. FRC Recovery

It is acknowledged that IPART is currently underteking a review of the appropriate leve of
FRC cogts and the recovery of those codts for the retail businesses is an important part of the
mid term review. It is aso acknowledged that IPART has alowed $5 per customer per annum
intheexiding retail CTS.

If the review of FRC costs indicates that additional costs need to be recovered, over and above
the current alowance, then Integral Energy recommends that recovery of these additiona FRC
costs should be through an increase in the “Fixed R’ component of the target tariff. Thisis
consstent with a large proportion of the Retail FRC cost drivers being transaction based and
therefore not load dependent.

Integrd would further submit that this increase should be undertaken in a step increase of
aufficient Size to recover in this regulatory period that portion of FRC costs not aready
recovered. In order to ensure these costs are recovered the corresponding increese in the
actud tariffs should not be subject to Sde condraints.

Integrd believes this would be a more efficient approach than having the issue of FRC cost
recovery continue on through a number of smaler increases over an extended period.

Integral would also like to raise the issue of potentid increasesto the NEM Fees.
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It is Integrd’s understanding that the cogts of introducing MSATS will be recovered in the next
NEMMCO fee determination, which commences in 2003/2004. As the level of this fee
recovery is uncertain a present Integra Energy would recommend that the recovery of these
fees be an actud pass through.

IPART s origina report did not take this into consderation, and so a corresponding increase for
NEM Feesis required in the find year of the regulatory period. Integra would request that this
be tregted in a Smilar manner to the FRC codts, ie a step increase in tariffs not subject to side
congraints. It should be noted that these costs are not included in the FRC cost recovery
submission asthey were separated out in the original IPART report.

8. Process | ssues

Integrd Energy notes that IPART intends to findise any Determination resulting from this Mid
Term Review by 15 May 2002 and release its report by 31 May 2002. Integra Energy dso
notesthat 1 July retail pricing proposas are required to be submitted to the Tribunal by 1 June
2002. In order to ensure practica outcomes from the Mid Term Review, Integra Energy urges
IPART to provide the industry with timely informetion on any proposed amendments or change
in arrangements o that these changes can be factored into 1 July pricing retall submission.

Due to the variety of un-finalised issues a thistime, including FRC cogt recovery arrangements
and 1 duly network pricing proposals, Integra Energy adso urges IPART to adopt a highly
consultative gpproach in the Mid Term Review. Beyond this public submission and the Round
Table Forum, Integral Energy welcomes the opportunity to meet with IPART and discuss the
pricing options that need to be consdered to address the issues raised in this submission.
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Attachment 1 - Cost Recovery by Tariff

CONFIDENTIAL
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Attachment 2 - Cost to Serve | ssues

CONFIDENTIAL
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Attachment 3 — Payment Processing Costs
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