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EXECUTIVE SUMMARY

Aurora Energy has undertaken an extensive assessment of the Regulator’s Draft
Determination of Standing Offer Prices to apply from 1 July 2016 to 30 June 2019. This
assessment included the impact of the Regulator’s Determination on Aurora Energy and the
broader retail market in Tasmania, as well as consideration of benchmarked jurisdictional
outcomes and overall alignment of the principles contained within the Electricity Supply
Industry Act 1995 (ES! Act).

The retail cost allowances proposed within the Draft 2016 Retail Pricing Determination (2016
Draft Determination) are lower than Aurora Energy’s current costs to provide retail services
to Standing Offer customers, and will be the lowest regulated cost allowance in the National
Electricity Market (NEM}.

The Draft Determination proposes a reduction in allowances from $160.90 to $114.64 in
comparison to the 2013 Determination. This is underpinned by a reduction in the Cost to
Serve (CTS) allowance by 4.6 per cent (or $5.42) to $110.98 per customer, and a reduction of
the Customer Acquisition and Retention Cost (CARC) allowance by 91.7 per cent (or $40.94)
to $3.66 per customer.

This will have a material impact on Aurora Energy and its operations as the Regulated Offer
Retailer in Tasmania. If the proposed allowances are accepted in the Final 2016
Determination, it will require Aurora Energy to fund operating costs in relation to serving the
regulated customer base from retail margin.

Aurora Energy contends that the Regulator has made some fundamental errors in assessing
Aurora Energy’s submission to the CTS allowance in the 2016 Draft Determination. These
being:

e The treatment of bad debt costs to be recovered through retail margin. Bad debt
expense is a normal cost of operating an efficient retail business and should be reflected
in the allowance, not recovered through the retail margin component of the Notional
Maximum Revenue (NMR). This approach is supporited by other benchmarked
jurisdictional decisions across Australia; and

e Exclusion of operating costs associated with Standing Offer customers that Aurora
Energy forecasted to move to a market contract during the period. These costs relate to
Standing Offer customers and the costs relate to the provision of efficient standard
retail services, and do not include any competition related costs.

Aurora Energy recommends that the Regulator reconsider the proposed CARC allowance
within the 2016 Draft Determination. The proposed departure from the approach in the
2013 Determination through the utilisation of a CARC allowance to foster competition in the
Tasmanian market is premature. Competition is widely considered as an appropriate means
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to enable the achievement of efficiency, greater customer choice and product and service
innovation. This view is further supported by the Tasmanian Energy Strategy.

At a minimum, Aurora Energy argues that the CARC allowance reflect a reasonable cost that
Aurora Energy would incur in order to respond to competition throughout the period of the
2016 Determination. The amount proposed by the Regulator in the 2016 Draft
Determination predominately allows Aurora Energy to recover operating costs to fulfil its
obligations as part of its Regulated Offer Retailer role. Aurora Energy contends that the
proposed allowance of $3.66 is insufficient and that a CARC allowance of 510.00 per
customer is more appropriate.

The following table provides a summary of Aurora Energy’s proposed allowances in
comparison to the 2013 Determination, and the 2016 Draft Determination:

CTS Allowance $116.40 $110.98 $136.42
CARC Allowance $44.60 $3.66 $10.00
Total $160.90 $114.64 $146.42

Consistent with the principles outlined in the ES/ Act, a CTS allowance of $136.42 per
customer, and a CARC allowance of $10.00 per customer, reflects the efficient operating cost
of providing retail services as the Regulated Offer Retailer in Tasmania. This wili resultina 9
per cent reduction in retail operating costs compared to the 2013 Determination and
includes a targeted 10 per cent reduction in Aurora Energy’s underlying operating costs
throughout the 2016 Determination period.

Aurora Energy supports the Regulator’s proposal that the retail margin allowance during the
new regulatory period remains at 5.7 per cent. However, asserts that the Regulator must
ensure that the benchmarking methodology underpinning this assessment remains
consistent with the benchmarked jurisdictional approaches to ensure integrity in its
application. If the Regulator disallows the recovery of bad debt costs through the CTS
allowance, the retail margin will need to be increased to reflect the inclusion of credit risk.

Aurora Energy is supportive of the approach in the 2016 Draft Determination of setting
Standing Offer prices through the use of a Notional Maximum Revenue (NMR). However,
Aurora Energy argues that the placement of the ‘Ay’ or adjustment as an item in the NMR
calculation that does not include the application of retail margin is incorrect. If an
adjustment event does occur, Aurora Energy contends that the Ay component be treated in
the same manner had it been applied correctly to the NMR in the first instance.
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1 INTRODUCTION

The Regulator’s Determination of the Standing Offer prices to apply from 1 July 2016 to
30 June 2019 will have a significant impact on Aurora Energy and the Tasmanian electricity
retail market for the next three year period and beyond.

The ESI Act outlines that the Determination must take into account key principles in the
setting of retail electricity prices for the Regulated Offer Retailer. These principles include
the need for efficiency in the provision of standard retail services, promoting competition
within the industry, and ensuring a retailer is able to make a reasonable return on its
investment in the provision of these services. Furthermore, the ES/ Act specifies that the
Regulator must aim to ensure that Aurora Energy remains financially sustainable.

This submission to the Regulator represents Aurora Energy’s response to the 2016 Draft
Determination. The submission includes an assessment of the impact from the Regulator’s
Determination on Aurora Energy and the broader retail market in Tasmania, as well as
outlines Aurora Energy’s position on the Regulator’'s proposed retail margin and retail cost
allowances.

Aurora Energy has reviewed the 2016 Draft Determination released by the Regulator on
5 February 2016 and assessed the findings against the key principles specified in the ESI Act.
To assist in this review, Aurora Energy has engaged an expert consultant, Frontier Economics
(Frontier).

Frontier is an Australian consultancy firm that focusses on the relationships between
markets, organisations and government policies. Its economic expertise spans public policy
areas, including energy markets, and is targeted to provide clients with advice on high profile
and commercially important matters. Frontier has reviewed the Regulator’s assessment of
Aurora Energy’s operating costs, as well as its implications to the broader retail market in
Tasmania, and its findings have informed Aurora Energy’s submission to the 2016 Draft
Determination. The report from Frontier will be provided to the Regulator’s officers for
information as a document outside of this formal response.
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2  ASSESSMENT OF DRAFT DETERMINATION OUTCOMES

The key proposals of the Regulator's 2016 Draft Determination are inconsistent with the
approach adopted in the 2013 Determination, as well as decisions from other regulated
jurisdictions across the NEM.

The total retail cost allowance as an aggregate, as proposed in the 2016 Draft
Determination, has reduced from $160.90 to $114.64 in comparison to the 2013
Determination. This is underpinned by a reduction in the CTS allowance by 4.6 per cent or
$5.42 per customer, and a reduction of the CARC allowance by 91.7 per cent or $40.94 per
customer. Table 1 compares the proposals for the 2016 Draft Determination with the 2013
Determination outcomes:

Table 1 — Summary of Draft Determination proposal on Cost-To-Serve and CARC

2016 Draft Determination $110.98 $3.66 $114.64

2013 Final Determination $116.40 $44.60 $160.90
updated by CPI

The combined retail cost allowance proposed by the Regulator is lower than Aurora Energy’s
cost to provide retail services to Standing Offer customers. As such, the reduced allowances
will have a material impact to Aurora Energy and its operations as the Regulated Offer
Retailer in Tasmania. Aurora Energy has a wide range of functions and obligations in
servicing the Tasmanian market. These extend from ensuring all customers are able to
access Standing Offer prices, providing enhanced products and services to support
disadvantaged and vulnerable customers, to performing market integrity roles such as the
retailer of last resort. '

in response to recent Tasmanian market reforms, Aurora Energy has transformed itself to a
customer focussed retailer that seeks to enhance customer outcomes through proactive
customer service and a continuing drive towards a low-cost operating model. Aurora Energy
has undertaken a number of key initiatives aimed at supporting vulnerable customers, such
as the Your Energy Support (YES) Program designed to assist customers facing bill payment
difficulties. The success of the YES Program and Aurora Energy’s commitment to supporting
vulnerable customers to lower their debt levels was recently recognised by the Australian
Energy Regulator (AER) in its annual performance re[;)ort.l

In order to have the financial capacity to invest and further develop products and services
targeting key customer segments, Aurora Energy requires the retail cost allowances within

* Annual Report on the Performance of Refail Energy Markets 2014/15, AER p.20
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the Determination to fuily reflect the cost of providing retail services in Tasmania. In the
event that revenue is materially constrained in the recovery of retail costs through its
Standing Offer prices, the ability of Aurora Energy to operate will be impacted.

Aurora Energy forecasts that the Regulator’s proposed reduction in retail allowances will
result in a significant reduction of revenue over the 2016 Determination Period. If the
proposed allowances are accepted in the Final 2016 Determination, it will require Aurora
Energy to fund operating costs in relation to serving the regulated customer base from retail
margin, which will be exacerbated in the event Standing Offer customers churn to another
retailer. This will impact Aurora Energy’s ability to remain financially sustainable as the
Regulated Offer Retailer in Tasmania, and will jeopardise the ability to respond to market
developments, such as network tariff reform and metering competition.

It is also expected that there will be a number of impacts to the Tasmanian retail electricity
market if the retail cost allowances in the 2016 Draft Determination are finalised.

In the short-term, the quantum of the Regulator’s proposals for retail allowances is likely to
act as a significant deterrent to entering the Tasmanian market. As noted by the Australian
Energy Market Commission (AEMC), a specific competition allowance seeks to promote
efficient new entry from retailers by providing an allowance for their costs directly related to
entry into the market.”> The Regulator’s proposal to almost entirely remove competition
costs from the total retail allowance considerably reduces the headroom in retail pricing that
would allow retailers to present competitive market offers to consumers.

A longer-term market impact is the inconsistency in the allowances between the 2013
Determination and 2016 Draft Determination. Given the significant change, there is the
potential for the Regulator to create a perceived barrier to entry based on regulatory
uncertainty. Retailers considering entry into the Tasmanian market will assess the long-term
returns likely to be achieved through organically acquiring customers within the Tasmanian
market. Considerable changes to retailer returns across regulatory approaches, such as
marked changes to retail cost allowances between the 2013 and 2016 Draft Determinations,
is likely to be regarded as an increased risk for retailers and will act as a deterrent for those
retailers considering entry to the Tasmanian market.

2 Advice on best practice retail ptice methodology, Final Report, AEMC, 2013, p.78
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3 RETAIL MARGIN

The 2016 Draft Determination highlights the requirement under the ESi Act for the Regulator
to enable a Regulated Offer Retailer to make a reasonable return on its investment in the
provision of standard retail services, taking into account the risks associated with making
that investiment.

In Section 5.6 of the 2016 Draft Determination, the Regulator notes the reasons behind the
proposal for a retail margin of 5.7 per cent. With specific regard for risk, the Regulator notes
that it could not identify any evidence suggesting that the risks facing a retailer operating in
Tasmania are greater than the risks facing a Regulated Offer Retailer operating in other
Australian juris;clictions.3

In review of the core challenges facing energy retailers across Australia, Aurora Energy
contends it has energy price and volume risks that are commensurate to, or greater than
retailers operating in other jurisdictions. On this basis, the proposal by the Regulator in the
2016 Draft Determination of providing a net retail margin of 5.7 per cent per annum on total
costs for each period of the 2016 Determination is broadly supported by Aurora Energy.

However, Aurora Energy asserts that the Regulator has made some incorrect conclusions
with regard to the specific risks that are recovered through retail margin in other
benchmarked jurisdictions that shouid be rectified in the Final 2016 Determination.

3.1 Comprehensive Benchmarking Approach

Aurora Energy seeks a reasonable margin to be applied to the Standing Offer customer
prices that takes into account the capital costs and risks associated with operating as a
retailer in the Tasmanian market.

In the 2013 Determination, the Regulator allowed a retail margin of 5.7 per cent for Aurora
Energy. This was determined using a benchmarking approach based on earlier
determinations by IPART in New South Wales (NSW) and the Queensland Competition
Authority (QCA) in Queensland. In the 2016 Draft Determination, the Regulator proposes
that the margin should remain at 5.7 per cent applying the same benchmarking approach
and by referencing supporting regulatory determinations, including IPART and the QCA, and
the Independent Competition and Regulatory Commission (ICRC) in the Australian Capital
Territory.

At Section 5.2.2 of the 2016 Draft Determination, it states that the retail margin to be
allowed by the Regulator is intended to permit the recovery of credit risk or costs associated
with bad debts. Aurora Energy has reviewed all jurisdictions that served as benchmark data

% 2016 Standing Offer Determination ~ Draft Report, OTTER, p.44
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sources and has identified that in these cases, retail margin did not permit the recovery of
bad debt costs. The typical treatment of bad debt costs across multiple regulatory
determinations is through the inclusion within a CTS allowance, not through retail margin.
This includes multiple IPART determinations that provide the basis for other regulatory
determinations, such as those conducted by the QCA. Further detail on the regulatory
determinations that adopted this approach is provided in Section 4.2.

Given this assessment, Aurora Energy contends that the retail margin should be maintained
at 5.7 per cent, consistent with the other regulatory determinations to which it was
benchmarked against. However, consistent with these same benchmark determinations,
that the Regulator includes the cost of bad debts for the Regulated Offer Retailer through a
CTS allowance.

3.2 Aurora Energy Position on Retail Margin

Aurora Energy supports the Regulator’s assessment that its retail margin allowance during
the new regulatory period remains at 5.7 per cent, consistent with the last period of the
2013 Determination. This on that the basis that:

° Consistent with the ES/ Act, this rate would enable Aurora Energy to make a
reasonable return on its investment that takes into account the risks associated with
retailing to Standing Offer customers; and

. The risks associated with retailing to Standing Offer customers remain the same as
those faced by Aurora Energy in Period 3 of the 2013 Determination and are the same
or higher than those faced by a retailer operating in a benchmarked mainland
jurisdiction.

However, in supporting the level of retail margin, Aurora Energy asserts that the retail
margin of 5.7 per cent is not the mechanism for recovering credit risk or bad debt costs. In
reviewing the jurisdictions to which this margin was benchmarked, all regulatory decisions
provided for bad debts through a CTS allowance. As explained further at Section 4.2.1 of this
submission, Aurora Energy contends that the CTS allowance in the 2016 Draft Determination
should be increased to reflect bad debt costs.
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4  EFFICIENT RETAIL OPERATING COSTS

The aggregated retail cost allowance of $114.64 proposed in the 2016 Draft Determination is
the lowest across all regulated jurisdictions across the NEM and does not accurately reflect
the efficient retail operating cost of a Tasmanian Regulated Offer Retailer.

Aurora Energy has undertaken a detailed review of the Regulator’s calculation and findings
for the cost allowances provided in the 2016 Draft Determination. Consistent with the
approach adopted by the Regulator, Aurora Energy has separated its assessment between
the CTS allowance, representing an allowance for efficient operating costs, and CARC
allowance, representing competition specific costs relating to retaining or acquiring
customers.

Aurora Energy has assessed the Regulator’s proposed CTS allowance through a bottom-up
cost approach, and has also included a top-down assessment (or benchmarking approach} to
ensure the proposed CTS is comparable to other benchmarked jurisdictions. A top-down
assessment is also applied to Aurora Energy’s assessment of the Regulator’s proposed CARC.
Table 2 outlines the approach adopted by Aurora Energy in assessing the Regulator’s
proposed retail allowances.

Table 2: Approach to Assessing the Regulator’s Proposed Retail Cost Allowances:

Section 4.1: Cost-to-Serve e Bottom-up assessment of Aurora Energy’s cost-to-serve based
Allowance (referred to in on the Regulator’s key findings and taking into account the
NSW/IPART as Retail Regulator’s assessment of customer churn; and

Operating Costs or ROC)

e Consideration of a top-down (or benchmarking) assessment of
other regulatory decisions made in other jurisdictional
determinations.

Section 4.2: Customer o Top down Assessment of other regulatory decisions overlayed
Acquisition and Retention with Aurora Energy’s assessment of actual Customer
Allowance Acquisition and Retention Costs.

The following sections outline the Regulator’s draft decision compared to past and inter-
jurisdiction determinations, as well as detailing Aurora Energy’s key findings from its
assessment of the Regulator’s proposed position on CTS and CARC allowances.

4.1 Consistency with Inter-jurisdiction Determinations

As highlighted by the Regulator, it is challenging to find a single direct point of comparison
for pricing practices across NEM jurisdictions. Most other jurisdictions are either of a
different size to Tasmania, or are at a different stage with regard to level competition that
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exists within the market. Figure 1 shows the proposed retail cost allowances in the 2016
Draft Determination against other regulatory benchmarks over the last 10 years.

Figure 1 - Proposed Cost-To-Serve in the 2016 Draft Determination against other regulatory benchmarks (last
ten years)*
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Note: In mainland NEM jurisdictions Cost-To-Serve is referred to as a ‘ROC’ or ‘Retail Operating Cost’.

Figure 1 demonstrates, as currently proposed, the 2016 Draft Determination will provide a
lower overall aggregated cost allowance when compared to the overriding trends of NEM
jurisdiction determinations. The previous three years provide five clear examples of
determinations to refer to in examining the Regulator’s proposed Cost-To-Serve. Based on
the proposed Cost-To-Serve of $110.98, it would result in Aurora Energy having the lowest
regulated retail operating cost allowance for all NEM retailers. This is in a jurisdiction with a
lack of economies of scale, highest proportion of concession holders and a regulated
customer base that is far smaller than those of most incumbent retailers.

With reference to past determinations over recent years, the majority of regulated
outcomes since 2007 have included a CARC type cost. This trend to provide a competition
cost has been ‘in-train” for over eight years. The application of CARC has only become more
prevalent in recent regulatory determinations indicating a conviction within Regulators that
it is appropriate to apply a CARC to promote a competitive market outcome.

4.2 Cost-To-Serve Allowance

In the 2016 Draft Determination, the Regulator proposes a Cost-To-Serve allowance for
Period 1 of $110.98 increased by the Consumer Price Index (CPI) for each year of the 2016
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Determination. To arrive at this value, the Regulator undertook both a bottom-up
assessment of Aurora Energy’s proposed operating costs, and a top-down (or benchmarking)
approach to assess the reasonableness of the proposed allowance against other regulatory
decisions.

The Regulator’s draft assessment of the CTS allowance for Aurora Energy stated a number of
cost types or categories that were not considered reasonable for Aurora Energy to recover
through the allowance, nor should be recovered through retail margin.

Aurora Energy asserts that the Regulator has made some fundamental errors in assessing
the CTS allowance in the 2016 Draft Determination, and as such, the allowance does not
currently reflect the efficient operating costs of a Regulated Offer Retailer in Tasmania. The
two key elements of the CTS Allowance proposed by the Regulator that Aurora Energy
disagrees with are:

e The Regulator’s assertion that Aurora Energy should recover bad debt costs through the
retail margin; and

e The Regulator’s assessment of costs associated with Standing Offer customers initially
forecasted to move to market contracts.

4.2.1 Allocation of Bad Debt Costs

As highlighted in Section 3.2, the Regulator has proposed that the recovery of bad debt
costs, or credit risk, is permitted through the retail margin. There is strong evidence through
other jurisdictional determinations that demonstrate bad debt costs be recovered via the
CTS allowance.

A review of recent regulatory determinations across Australia highlights that recovery of bad
debt costs is typically permitted as part of the CTS assessment. IPART, ESCOSA and the ICRC,
as well as the AEMC, have all acknowledged that bad debt and the costs associated with
default are a normal part of doing business.

IPART specifically states that the costs associated with bad debt should be included in a CTS
allowance.” IPART also notes that it sets its equivalent CTS allowance (a ‘Retail Operating
Cost’ (ROC) allowance) to include the costs associated with bad debt and that the allowance
for bad debt within the ‘ROC’ was based on an industry benchmark level of 0.6 per cent of
electricity sales. ESCOSA also noted in its 2010 Final Report that it had made an adjustment
to the allowance for bad and doubtful debts in the CTS allowance to ensure it reflected an

4 Promoting retail competition and investment in the NSW electricity industry, Final Report, June 2007,
24,

gIPART, Review of requlated retail tariffs and charges for electricity 2010-2013, Final Report, March

2010, p.55.
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appropriate industry benchmark.® Similarly, the ICRC notes that the costs associated with
collection and default are captured within the “costs of retail operations”.”

The clear and consistent approach across NEM jurisdictions is to include bad debt costs as
part of the CTS allowances.

Based on the underlying data supporting the Regulator’s draft finding of a CTS allowance at
$110.98, Aurora Energy has calculated the disallowed bad debt costs at $15.54 for Period 1
of the 2016 Determination. As specified in Section 3.2, the inclusion of bad debts as part of
the CTS allowance should not result in a reduction of the proposed retail margin by the
Regulator. This is on the basis that:

a}  The Regulator has used a benchmarking approach in determining an appropriate retail
margin; and

b} In proposing an appropriate benchmarked rate of 5.7 per cent, the regulatory
determinations referenced as part of the benchmarking exercise did not include credit
risk as part of that assessment.

As highlighted in 40AB of the ES/ Act, when making a determination, the setting of maximum
prices should enable the retailer to make a ‘reasonable return’. It is argued that the
disallowance of bad debt costs as part of the CTS allowance will impact Aurora Energy’s
capacity to make a reasonable return on its investment and is inconsistent with broader
regulatory practice for assessing retailer costs. As such, Aurora Energy argues that $15.54
should be added to the Regulator’s proposed CTS allowance to reflect the expected bad debt
costs of Aurora Energy.

4.2.2 Incorrect Interpretation of Standing Offer Customer Costs

In response to a request from the Regulator’s office, Aurora Energy provided a detailed
model of its entire operating costs projected over the 2016 Determination Period. This
model was used in calculating Aurora Energy’s proposed CTS for its submission and included
an allocation of costs by customer segment. The methodology adopted showed costs
allocated to a segment termed ‘Small Contract’, which referred to Standing Offer customers
that Aurora Energy had forecasted to move to a market contract during the 2016
Determination period.

The costs allocated to the ‘Small Contract’ segment relate to operating activities required to
provide standard retail services and not competition related costs that might ordinarily be

8 ESCOSA, 2010 Review of Retail Electricity Standing Confract Price Path, Draft Inquiry Report and
Draft Price Determination, September 2010, pp. 94-95.

" ICRC, Investigation into Retail Prices for Non-Contestable Electricity Customers in the ACT, Final
Determination, May 2003, p.13.
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expected to be recovered from a CARC allowance. In the modelling provided, Aurora Energy
had projected 30,678 Standing Offer customers to be placed on a market contract over the
2016 Determination period.

In arriving at the CTS allowance for the 2016 Draft Determination, the Regulator has
removed the costs aliocated to this segment on the basis that the costs did not relate to
customers on a Standard Offer contract. However, the customer numbers that Aurora
Energy had forecasted to transfer to market contracts had remained in the Regulator’s
calculations when calculating the exact dollar value per customer to be allowed in the CTS.
Aurora Energy contends that the Regulator has incorrectly removed these costs in assessing
an appropriate CTS allowance. This is on the basis that:

° These costs relate to Standing Offer customers and therefore should be included as
part of the costs associated with servicing the entire Standing Offer Customer base in
Tasmania as the Regulated Offer Retailer;

° The costs relate to the provision of efficient standard retail services, and do not include
any competition related costs; and

® The customer numbers associated with this customer segment have remained in the
Regulator's denominator to calculate the CTS allowance. That is, essentially the
customer numbers have been included in the Regulator’s CTS calculation, but not the
operating costs to serve those customers.

In this context, Aurora Energy considers this an error in the build-up of the Regulator’s
calculations and requests costs associated with these customers be re-included in the
Regulator’s assessment. Based on underlying data supporting the Regulator’s finding of a
CTS allowance of $110.98, Aurora Energy has calculated the disallowed costs associated with
this error to be $9.90 per customer for Period 1 of the 2016 Determination. As such, Aurora
Energy argues that $9.90 should be added to the Regulator’s proposed allowance to correct
this aliocation error.

4.2.3 Top-down or Benchmarking Assessment

As illustrated in Section 4.1, the Regulator’s assessment of a CTS allowance of $110.98 for an
efficient retailer in Tasmania is below the lower end of the range across recent
determinations. Since 2013, the range across all regulatory benchmarks is from $116 per
customer to $123 per customer. The two most recent decisions from IPART and the QCA
provided a CTS allowance of $123 per customer, $12.02 higher than the Regulator’s
proposed allowance in the 2016 Draft Determination.

Given the unique characteristics of the Tasmanian Electricity retail market, Aurora Energy
contends there are strong arguments for the CTS allowance to exceed the most recent QCA
and IPART decisions.
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Aurora Energy argues that the scale and scope challenges faced in Tasmania are much higher
than those faced by larger retailers based in a mainland Australian NEM jurisdiction. A
benchmark efficient retailer operating in Tasmania will incur higher costs that in other
jurisdictions given its size, customer base and high consumption pattern of electricity usage.

Given retailers are typically abie to reduce the level of costs per customer by creating
economies of scale, Aurora Energy asserts that it is disadvantaged in comparison to other
jurisdictions given its relatively small customer base. Most retailers in other jurisdictions will
have a higher number of customers to spread the fixed costs of operating a retail business
across, and will have the opportunity to create further economies of scale by increasing
customers through activities in adjoining markets. Aurora Energy is limited to only retailing
within the Tasmanian market, and therefore the number of customers that it can retail to is
effectively capped. With no ability to retail in other markets, Aurora Energy’s ability to lower
its CTS through greater customer volumes is constrained.

Additionally, the Tasmanian customer base has some unigue characteristics in comparison to
other NEM jurisdictions that are likely to place additional costs for the Regulated Offer
Retailer. In summary, Tasmanian customers:

. Experience cold winters and a corresponding higher than national average energy
consumption, translating to higher average electricity bills;

. Have a higher reliance on electricity due to low gas penetration; and

. Are represented by a relatively high proportion of low income consumers with over 30
per cent of customers on concessions.

For a Regulated Offer Retailer, these factors are likely to translate into higher bad debt costs.
The higher electricity bills, combined with the higher portion of the population that are
either low income consumers or customers that receive some sort of concession or pension,
means there is likely a greater number of cusiomers who will experience payment
difficulties.

4.2.4 Aurora Energy Proposal for Cost-To-Serve Allowance

Aurora Energy proposes that the CTS allowance as provided in the 2016 Draft Determination
be recalculated to include bad debt costs and costs associated with Standing Offer
customers that have been incorrectly excluded. The re-inclusion of the disallowed costs
translates to an additional $25.44 to the proposed allowance of $110.98 per customer. As
such, Aurora Energy proposes that the Regulator allows a revised CTS allowance of $136.42
per customer to be provided in the final 2016 Determination. Table 3 shows the addition of
the two disallowed costs to the Regulator’s proposed allowance in the 2016 Draft
Determination.
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Table 3 - Aurora Energy Proposed Cost-To-Serve with disallowed costs and advertising costs

Proposed Cost to Serve in 2016 Draft Determination $110.98
Bad Debt Costs (as illistrated at Section 4.2.1) $15.54
Incorrect Interpretation of Standing Offer Customer Costs (as illustrated $9.90

at Section 4.2.2)

Aurora Energy’s proposed Cost to Serve for the 2016 Determination $136.42

Aurora Energy contends that the Regulator has made some errors in arriving at the CTS
allowance in the 2016 Draft Determination. Bad debt expense is a normal cost of operating
an efficient retail business and should be reflected in the allowance, not recovered through
the retail margin component of the NMR. This approach is supported by a number of other
jurisdictional decisions across Australia. Furthermore, the Regulator has incorrectly
excluded costs that are associated with providing retail services to Standing Offer customers
that must be re-included in the fina! CTS allowance. Whilst Aurora Energy acknowledges that
a proposed allowance of $136.42 per customer is higher than the allowances of other
jurisdictions, there are various reasons to support a higher CTS allowance in Tasmania as set
out in this submission. The challenges associated with creating economies of scale from
Tasmania’s relatively small customer base, together with specific characteristics of the
customer base, suggest that retailers are likely to face higher operating costs.

Consistent with the principles outlined in the ESI Act, Aurora Energy’s contends that a CTS
allowance of $136.42 reflects the efficient operating cost of providing Retail services as the
Regulated Offer Retailer in Tasmania.

4.3 Competition Considerations

The Regulator’s considerations of competition have led to a significantly reduced value of
the CARC allowance in the 2016 Draft Determination. The 2016 Draft Determination
proposes a reduction in the allowance from $44.60 to $3.66 per customer in comparison to
the 2013 Determination, with the Regulator allowing a small amount for advertising and
defensive campaign costs.

There is strong evidence to suggest that consumers will benefit from the development of
effective competition within the Tasmanian electricity retail market. With retailers
competing to acquire or retain customers, it is likely to promote efficiency in the market as
retailers seek to reduce costs in order to provide more competitive pricing. Furthermore,
products and services are more likely to evolve and develop in a competitive environment as
retailers seek to provide higher value offerings to customers. This is supported by the
Tasmanian State Governments ‘Tasmanian Energy Strategy’ whereby it states that in the
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long run a competitive retail market will provide the best outcomes for consumers in terms of
choice of supply, choice of product, and lower prices.?

Aurora Energy has reviewed the decisions across recent regulatory determinations that
provide for a CARC allowance. The core observation is that, typically, CARC allowances are
deployed as the mechanism to promote competition by allowing a new entrant retailer to
recover its costs, as opposed to serving as a mechanism to allow recovery of the actual costs
of the incumbent retailer. For example, a CARC allowance was utilised by IPART to ensure
regulated prices were set at a level that facilitated the continued development of
competition in the long-term interests of consumers of electricity.” This is supported by the
AEMC’s view that CARC allowances should represent the largest cost differential between an
incumbent and new entrant.’® The CARC allowance is further stated to be most usefully
applied in a transparent manner to ensure new entrant retailers are able to ascertain the
potential costs of entry and acquisition of customers.

From review of other jurisdictions, there is evidence that clearly demonstrates a correlation
between markets that have developed effective competition and jurisdictions that have
incentivised competition through a CARC allowance. A review conducted by the AEMC
showed that markets that included some level of incentive had developed a level of
competition, and no competition existed in markets where there was no incentive™. The
respective regulatory bodies in New South Wales, South Australia and Victoria recognised
the need to use incentives to promote competition, with each of these markets now
experiencing effective competition. In contrast, the ICRC in the Australian Capital Territory,
opted not to use an incentive such as a CARC allowance to promote competition, and as
such, the incumbent retailer ActewAGL retains the vast majority of market share. Thisisin a
market where full retail contestability has been established since 2003.

Aurora Energy notes that a key factor in the Regulator’s decision for the reduction of the
CARC allowance was that effective competition had not materialised in the residential
market in Tasmania since the introduction of Full Retail Competition on 1 July 2014.
However, Aurora Energy asserts that, in all other jurisdictions, it has taken a significant
period of time before effective competition has been achieved. The Victorian, South
Australian, and New South Wales retail markets took between 7 to 12 years for competition
to develop.

® Tasmanian Government, Tasmanian Energy Strategy, available at
http://www.stategrowth.tas.gov.au/energy/strateqgy.

° IPART, Review of regulated retail prices and charges for electricity from 1 July 2013 to 30 June 2016, Final
Report, June 2013, p.108.

'° Advice on best practice retail price methodology, Final Report, AEMC, 2013, p.80

" AEMC, Review of Competition in the Retail Electricity and Natural Gas Markets in New South
Wales, Draft Report, May 2013, pp. 74-75.
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Figure 2 shows the number of years it took to develop effective competition in other
jurisdictions.

Figure 2 — Development of effective competition in other jurisdiction.
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Aurora Energy contends that the Regulators removal of the CARC allowance after a two year
period is premature, and as provided in Section 2 of this submission, may have longer term
impacts to the development of competition within Tasmania. The significant reduction of the
CARC allowance will mean consumers may not experience the benefits of competition for a
period greater than experienced in other states. These benefits include the provision of
innovative retail products and services that are likely to provide customers greater control
over their energy consumption and costs in the coming years.

The Regulator has an obligation under the ESI Act to promote competition within the
Tasmanian market. This requires the Regulator to balance this obligation with the competing
objective of ensuring there is efficiency in the provision of standard retail services within the
market. Aurora Energy argues that the Regulator has not achieved a balanced outcome with
the proposed allowances set in the Draft Determination. The Regulator has not promoted
competition by setting a CARC allowance of $3.66 per customer and ensuring that pricing is
kept at a minimum until a level of competition is introduced.

Based on a review of recent decisions in other jurisdictions, with the exception of the ICRC,
the level of CARC has been in the range of $43 to $48 per customer. The most recent
decisions made from IPART and QCA provided for a CARC allowance of $43 and $46 per
customer respectively. In assessing each of these jurisdictional decisions, there is a lack of
available information as to how these amounts have been derived. This is due to the fact
that the level of CARC allowances across jurisdictions has been a judgement decision from
Regulators as to the level of headroom required to attract competition.
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The amount proposed by the Regulator in the 2016 Draft Determination predominately
allows Auroré Energy to recover operating costs to fulfil its obligations as part of its
Regulated Offer Retailer role. This requirement includes the need to publish prices and price
changes in multiple media formats, an obligation associated with the setting of standing
offer prices by the Regulator. Aurora Energy also prepares additional material on standing
offer tariffs to ensure customers have a full understanding of their arrangements.
Throughout any given year, there is additional information that is communicated to
customers, such as ‘winter bill’ energy saving campaigns and other notifications targeted at
helping customers manage bill payment difficulties.

Whilst the proposed CARC allowance will allow Aurora Energy to recover a hase level of
advertising and marketing costs (regardless of whether greater levels of competition
materialise), its costs to respond to competition are likely to be far in excess of this amount.
When the Tasmanian market sees other retailers seeking to obtain market share, Aurora
Energy will be required to incur costs in addition to those provided through the proposed
CTS and CARC allowances. These costs include more expansive levels of marketing and
defensive campaigns, the development of products and services for certain customer
segments in order to respond effectively to competition and provide customers with choice.
Based on the 2016 Draft Determination, the only mechanism for Aurora Energy to recover
these costs is from retail margin.

Aurora Energy argues that the Regulator should reconsider the approach proposed within
the 2016 Draft Determination with regard to the amount of the CARC allowance. This is on
the basis of the benefits that will be available to customers through innovative products and
services through greater competition within the Tasmania market. At a minimum, Aurora
Energy contends that the CARC allowance should reflect a reasonable cost that Aurora
Energy would incur throughout the period of the 2016 Determination. Aurora Energy asserts
that the current allowance of $3.66 would be insufficient given these costs {i.e. the allowed
advertising and marketing costs) will exist regardless of whether competition increases
within the market. As such, Aurora Energy proposes that the CARC allowance increases to
$10.00 per customer to reflect the higher expected operating costs that it will incur for
competition related activities.

4.3.1 Aurora Energy proposal on CARC

Aurora Energy proposes that the Regulator increases the CARC allowance from $3.66 to
$10.00 per customer in the final 2016 Determination. This is on the basis that:

° The $3.66 per customer only reflects the current operating costs to undertake minimal
levels of advertising and marketing activities, mostly of which are required as its role as
the Regulated Retailer regardless of the level of competition; and

° In the event greater levels of competition eventuate in the Tasmanian market, Aurora

Energy will be required to incur further costs over and above the proposed Cost to
Serve and CARC allowances to defend its market share.
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5 NMR CALCULATION

Aurora Energy is broadly in agreement with the Regulator’'s proposed approach to setting
prices. However, it has identified aspects of the NMR calculation that have the potential to
produce inconsistent cutcomes.

5.1 Adjustments (Ay)

The Adjustment or Ay mechanism within the NMR calculation is designed to allow for an
adjustment to the prices that may be charged by a regulated offer retailer under the
Determination as a resuit of a tax event or a material change in circumstances in relation to
the provision to Standing Offer customers of services under standard retail contract.

With the NMR calculation detailed in the 2016 Draft Determination, the Regulator places Ay
as follows:

NMRy = (Ry + WECy + NCy + AEMOy + My+ RETy + Ky) x MARGINy + Ay + CFy**

Aurora Energy is in agreement with the proposed NMR calculation but highlights the
placement of the ‘Ay’ within the 2016 Draft Determination as inconsistent with its
understanding of how Ay is applied. The 2013 Determination set Ay to be pre-application of
retail margin. This was done at a point in time that margin was set at the benchmarked rate
of 5.7 per cent.

Adjustments are not typical events and occur rarely. If an adjustment event does occur,
Aurora Energy contends that the Ay component should be treated in the same manner had
it been applied correctly to the NMR in the first instance. Essentially this means that, if an
adjustment relates to a cost type that ordinarily would have an applied retail margin, then
margin must also be applied to the adjustment in the subsequent period. This is on the basis
that Aurora Energy may be disadvantaged through not receiving margin on cost components
that it would otherwise have received in the normal course of a price period.

in examples of minor adjustments, the quantum of henefit from applying an adjustment
post-margin may be small and covered by the general application of the retail margin.
However, a significant adjustment and its corresponding margin benefit would be
considerable and have a material adverse effect on the retailer if not allowed. Given the
unknown nature of adjustments, the Regulator is unable to predict their level and whether
general tools such as a retail margin couid address this need.

12 2016 Standing Offer Determination, Draft Report, OTTER, p.15
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As highlighted previously, consistency between regulatory determinations is essential to
build confidence in the regulatory approach. A change in the NMR calculation from the
approach of the 2013 Determination is another disincentive to potential market entrants.

Based on the above, Aurora Energy’s contends that Ay be considered pre-margin or ‘within
the brackets’ as follows:

NMR, = (WEC, + Ry + NC, + M, + AEMO, + RET, + K, + A) x MARGIN, + CF,

It is Aurora Energy’s recommendation that the placement of Ay is pre-Margin to ensure
consistency of the NMR’s application across the 2016 Determination.

5.2 Metering Charges (Power of Choice Impacts)

A particular focus for Aurora Energy is the pending delivery of the electricity market reforms
coming from the AEMC’s Power of Choice review. During the period of the 2016
Determination, metering charges may shift from being provided by the local distribution
network service provider {DNSP) to coming from Aurora Energy. One of the key
recommendations is the introduction of metering contestability.

With the NEM rule changes finalised, the commencement date for metering contestability is
1 December 2017. Therefore, it is likely that metering competition will be introduced during
the 2016 Determination period. Under the proposed rule, the metering roles and
responsibilities of TasNetworks will shift to a newly created role of metering coordinator.

In the 2013 Determination all metering charges were included under the term NC, and the
total cost of metering services was not separately identifiable. Aurora Energy supports the
Regulator’s change to introduce a metering component in the revenue setting methodology
to be termed M,. This mechanism will allow full transparency of metering costs and enable
Standing Offer customers to understand the cost of metering.
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