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DearMichael 

Re : Review of the form of network price regulation 

This letter pmvides our comments m response to the Tribunal's discussion paper 
Form of Economic Regulation fir  NSW Electricily Network Charges. I trust these will 
be of assistance to  the Tribzuzal and the Secretariat in progressing the review. We 
look forward to further opportunities to dims the many issues raked in this review. 

The Options 

The Tribunal's discussion paper has provided a brief diecuesion Q€' four options fbr the 
form of regulation which might be adopted for future regulatory periods. However, the 
issues raised for the Tribunal by this review go beydnd the difhu%iea of selecting 
between these four, sometimes closely related, models. The tirning of this review 
raises the possibility that with the commencement of the forthcoming regulatory 
period stakeholders in the NSW electricity industry will be operating with, effectively, 
a third regulatory model in fbur years, It must be acknowledged that this places some 
limits on the Tribunal in weqhing up the advantage8 of the four models. In OUT view, 
the mer-ridhg principle of certainty suggests that the NSW industxy can be moved 
away Srom either a pure revenue cap model, or even the predecessor hybrid revenue 
cap, only where there are overwhelming advantages or compelling reasons for doing 

.. .. 

so. 

This would appear to discount the possib%ty that the eventual decision will embrace 
a 'baaket of prices' approach to the setting of revenuee. This approach has previously 
been canvassed in relation to the pricing of water and crewerage services by the NSW 
metropolitan water service agencies. To date, the Tribunal has not adopted such an 
approach in either the water ox electricity industries. However, PIAC believes that 
both the weighted average price cap and the revenue yield price cap methods of 
regulation deserve further consideration. 
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In particular, PIAC is interested in each of these models because it appears that they 
have the effect of producing aome transparency in the pricing decisions made by the 
distibution businesses in respect of di&rent classes of customers. The debate over 
the extent to which businem and residential customera each are subsidising the other, 
although based on limited and uncertain evidence, has raised the possibility that 
households may yet see preesure for incremed prices. In saying this, we nota that the 
current approach to regulating retail prices fbr small consumers has prwen resilient 
to demands for change. Yet, the Tribunal‘s decigion to endome the approach of a 
‘subsidy fkee zone’ for distribution prices (in its decision on pricing Principles and 
M d W w ,  March 2001) suggests that these challenges have not yet been 
exhausted. 

In continuing to support ~ o m e  memure of price regulation we are mindfid of the 
contest between the advocates of this form of regulation and those who favour 
revenue regulation. We note, too, that the Victorian Supreme Court; hat3 in a recent 
decision (Ixu ElectrieiEy u me of the RegtllatOr-Generd [2001] VSC 153) in a 
aispute concerning regulatory approaches highEghted the Close relationehip between 
revenue requirementa and pricing outcomes. PIAC is particularly interestsd in the 
Tribunal’s comment that much of the weight for the decision to adopt the current 
pure revenue cap came fiom the strong support of the NSW industry. &dnBt this, 
PUG argued to the Tribunal m the last determination process for the NSW 
distribution industry (PIAC submission 8/3/99; p.13) that there was a compehg 
argument for a move towards price cap regulation given the lack of co-operation with 
the regulatory regime on the part of the businesses. No doubt the problems in the 
current and previous regulatory p e r i d  with the ’undem and overs’ accounte m e  
much to the inherent characteristica of the chosen form of regulation rather than 
being solely the responsibility of the businesses. On the other hand, these problems 
contrast with the greater certainty of outcomes arising from price regulation. 

Asrressing the Optiom 

Efficie- 
. Ifeficient prices we* the mer-riding objective of this =view of the form of economic 
regulation it is arguable that the Tribunal’s task w0uld.k far easier. However, other 
policy objectives such as the fostering of competition and the creation of market 
proxies, some of which are dictated though the National Electricity Code, mean that 
the Tribunal has no real capacity to enforce adherence to efficient pricing thraugh the 
u e  of price setting or price capping. 

In any event, the concept of efficient prices has been transformed by the decision of 
the Tribunal to permit distribution prices to be determined according to the so-called 
’Baumol principles’. “hi8 approach, discvtssed in the Tribuaals deciaion on Pricing 
Principleb and Methoddgies, March 2001) describes a zone or range bounded by the 
incremental and stand alone coete of distribution and within which prices thus are 
declared to be ‘subgidy he’.  

Ae the Tribunal has noted m its discussion paper (p.12), CPI-X regulation appears to 
have had the effect of enmuraging the businesees to d s e  their income at the 
earliest point in each regulatory period, negating all other regulatory hcentivea. To 
understand this repuires a recognition that CPI-X regulation exists as a response to 
market power by the businesses as natural monopolies. The outcome of the 
regulatory arrangements is to make the businesses accountable to the regulator 
rather than to customers. 
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NSW distribution businesses are accountable for their total allowable revenue as 
determined by the Tribunal. The pricing decisions made by the distribution buehesses 
within that regulated allowable rmenue are to be made transparent through the 
operation of the %bud's Pricing Priml;pZes and M&hodoligks. Nonetheless, the 
current approach to defhing efficient prices means that the businesses enjoy 
sigd5cant mom within which they can vary prices and potentially offer a wide range 
of pricing outcomes to different cuetomere or customer classes. From the perspective 
of household consumers the issue remaine that of whether the principle of 'efficient 
prices' will have any practical meaning. 

The Tribunal's discussion paper (p.13) has put forward the argument that both 
weighted average price cape and revenue yield price caps fail to provide the DNSPs 
with any incentive for demand management. It hae been the common understanding 
that revenue cape are more likely to pravide the distribution businessee with better 
incentives to limit the total mount of electricity they sell. 

PIAC has previously questioned whether these demand management incentives are 
sufficient to outweigh the social concerns posed by arrangements where the 
businesses determine their own prices. The question also needs to be asked as t o  
whether the supposed encouragement for demand management practices on the part 
of the businesses is real or whether its effect can be observed at alL Since revenue 
caps implicitly permit trade-offs between price and volume they arguably provide as 
much incentive to increase electricity sales and ke-balance' prices m favour of the 
larger volume users. The Tribunal's current inquiry into the provision of demand 
management by the N$W distribution businesses, and the evidence presented in the 
Inquiry Into the Role of Dernum.2 Management : Irrsues Paper, indicate that to date the 
application of revenue caps to .the NSW ind- has made little iinpact in terms of 
demand management. This sgggests tihat the Tribunal ought to be looking to regulate 
for demapd mwagement separately to the question of the appropriate form of 
economic regulation. 

PIAC is confident that the Tribunal understan& how important the w e n t  use of 
side constraints is to small coneumers and especially househol&e on low and h d  
incomes. This particular component of the regulatory regkm in NSW is now well 
accepted as a mechanism to constrain the businesses from being too aggreelsive in 
ke-balancing' prices with larger customers under the subsidy free approach to prices. 
If flexibility in prices connotatee an ability for prices to rise then household consumers 
have less interest m flexibility than they do m having predictable, steady prices and 
reliable mpply. 

Youre sincerely 
mlic Interest Bdy ocacv Centre 

Jim Wellsmore 
Policy officer 
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