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EXECUTIVE SUMMARY
CANEGROWERS represents around 80% of Queensland’s sugarcane growers.
Its members export around 80% of their production. Their businesses are in
jeopardy as a result of declining sugar prices, the relatively high Australian
dollar and rising input costs, of which the increase in the price of electricity has
been the most significant.
CANEGROWERS has asked us to provide evidence of rising electricity prices, to
explain why this has happened and to advise what the Queensland Government
might be reasonably asked to do about it. This report has been written pursuant
to those instructions.
Data from the Australian Bureau of Statistics shows that electricity prices paid
by households increased by more than 60% (constant currency) between 2008
and 2012. Comparable index data is not available for irrigators, but irrigator
tariffs have increased by 90% (nominal) between 2008 and 2014 including the
most recent increase recommended by the Queensland Competition Authority
from 1 July 2013.
The main reason for retail price increases has been increases in Energex, Ergon
and Powerlink’s charges. These are Queensland’s network service providers
(NSPs) which for the sake of brevity we generally refer to by this acronym in the
rest of this report.
Environmental charges have also become significant in recent years and are
expected to grow further over the next few years.
Rising NSP charges have resulted in sharply higher pecuniary benefits for the
Queensland Government. The total benefit increased from $632m in 2007/8 to
$1,380m in 2011/12. The net benefit (after-tax profits plus debt fees plus income
tax equivalents less Community Service Obligation payments) grew from $46m
in 2007/8 to $970m in 2011/12, a compound annual growth rate of 114% per
year.
We also examined a measure of the rate of return: the quotient of the total
pecuniary benefit (before subtracting CSO payments) divided by the total equity
for all NSPs. This rose from 10% in 2007/8 to 16% in 2011/12. At face value this
rate of return on equity is not excessive. However, this result is distorted by
routine asset revaluations (which increase equity and hence reduce the rate of
return on equity).
For example between 2007/8 and 2011/12, Energex revalued its assets upwards
by $847m. On the revalued assets, its return on equity increased from 8% in
2007/8 to 15% in 2011/12. However excluding the effect of the asset
revaluations, the return on equity increased almost three-fold from 8% in 2007/8
to 21% in 2011/12.
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These data show that the large increase in NSP charges between 2007/8 and
2011/12 has delivered a large increase in pecuniary benefits to the Queensland
Government.
High profits do not reflect efficient operation: the charges for distribution
network services in Queensland, per connection served, compare unfavourably
with those in New South Wales, Tasmania, South Australia and Victoria. They
are now significantly higher, and have risen at a much faster rate, since 2007
than has occurred in these other states.
The main reason for the rising distribution NSP charges is the increase in the
return on assets. This reflects the rapid expansion of the regulated asset base, as
a result of substantially higher capital expenditure. In this respect the size of the
regulated asset base per connection in Queensland is now far higher than in
these other states (about 250% higher than in Victoria in 2014, compared to 60%
higher in 2001).
There have been numerous reviews to understand why NSP expenditure –
particularly by state-government owned NSPs - has increased as it has. These
have all concluded that exogenous factors (ageing assets, rising peak demand,
higher network planning standards) do not adequately explain outcomes.
Instead they point to failures in the design and conduct of regulation.
In Queensland in particular, the Independent Review Panel has suggested that
significant efficiency improvements by Queensland’s NSPs ($5bn by 2019/20)
can be achieved.
Following the reviews, some changes have been made to the design of
regulation (giving the AER greater discretion) and changes are under-way to
give consumers a stronger voice in regulatory reviews. It is premature to judge
the impact of these changes, but even at best their impact will only be felt in the
long term. In addition, the more challenging recommendations from the
Productivity Commission, the Limited Merits Review and the Costello Audit
Report have yet to be embraced by state governments. As such, the job is far
from done.
We have suggested four reasons why it would be reasonable to request the
Queensland Government’s shareholding ministers to instruct the directors of its
NSPs to reduce their regulated revenues. This is an administratively straightforward matter, and it would not require a change to the National Electricity
Law or National Electricity Rules or consent from the AER or QCA.
The administrative mechanisms to achieve price reductions to short order
therefore exist. The bigger challenge for the Queensland Government will be to
accept lower profits, income tax equivalents and possibly also competitive
neutrality fees that will result from lower income (unless offset by even greater
reductions in NSP expenditure). The rest of this summary sets out four reasons
that justify action that will deliver this.
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Reason 1: The Government’s receipt of income tax and competitive neutrality
fees
The Australian regulatory regime assumes that all NSPs are privately owned.
The regime is based largely on a design introduced in Britain in the 1980s when
the British Government privatised its NSPs. The British government introduced
this regime to protect consumers from the newly privatised NSPs, and also to
protect shareholders from expropriation through political opportunism.
However, the state governments in Queensland, New South Wales and
Tasmania have chosen to continue to own their NSPs. The decision to apply,
ipso facto, a regulatory regime designed for privately owned NSPs, to
government-owned NSPs is misguided. While a strong case can be made for
independent economic regulation to protect private investors from
appropriation associated with political opportunism, the same argument is
irrelevant if the government is the owner: in what sense can it be meaningful to
protect a government-owned NSP from appropriation by the government that
already owns it?
The implication of adopting this approach is that the calculation of regulated
prices ignores the income (from debt fees and income tax equivalents) that NSPs
provide their government owners. These debt fees and income taxes are a “free
kick” to the state governments that have chosen to continue to own their
networks, at consumers’ expense.
The Queensland Government has in the past rejected arguments that electricity
price regulation should recognise ownership. If the Government chose to revise
its position on this, it would mean reducing the Weighted Average Cost of
Capital to reflect lower government debt costs and it would also mean
sacrificing the allowance for income taxes that is included in the AER’s
calculation of regulated prices/revenues. This could result in a significant
permanent reduction in allowed revenues and hence prices (in the order of 1020%).
Reason 2: Excessive network investment
In the last five year regulatory control period, Queensland’s NSPs incurred
capital expenditure of $11.6bn (2012$), and for the regulatory control period
under way the AER has set prices on the assumption that they will incur capital
expenditure of $14bn (2012$).
It is now clear that demand growth has fallen well short of the ambitious
expenditure projections that underlie a large part of the expansion of the
regulated asset that has occurred. For example in the period from 2007 to 2012,
the average NEM demand declined by 18 MWs per year. Over this period the
annual peak demand has grown at a trend rate of just 50 MW per year, and the
peak demand in 2012 (an exceptionally hot summer) was lower than the peak
demand in 2009.
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In addition to over-estimating demand growth, Queensland’s NSPs have had to
meet more stringent network planning standards, the need for which has never
been clear. As a result of these two factors, there is likely to be substantial
excess, under-utilised, network capacity in Queensland. Under the current
regulatory regime the costs of this (depreciation plus return) are nonetheless
recovered from users in regulated charges.
This approach differs to that common in North America where a test of whether
an asset is “used and useful” is undertaken before including that asset in the
regulated asset base. Where assets are not found to be used or useful they may
be permanently written down, or may be placed in an escrow account from
which the utility obtains no financial return until the assets are found to be used
and useful and hence taken out of the escrow account and put back into the
regulated asset base.
Arguments can be made on the grounds of fairness and efficiency, that the
Queensland Government (through its equity in its NSPs) should bear the cost of
assets that are not used and useful:
•

The fairness argument is that users have no control over regulated
charges, whereas the Queensland Government, as owner of its NSPs
does. Users did not play a part in over-estimating demand – to the
contrary they warned against this in their submissions to regulatory
decisions. On grounds of fairness therefore, the Queensland
Government, not users, should bear the costs of regulatory and utility
failures.

•

The economic argument is that the Queensland Government, through its
diversified income and broad spread of assets, is better able to bear
(excess) sunk costs than energy users. This argument seems to have
particular weight in the context in which electricity prices have risen to
such a level that energy users are considering highly inefficient
technology substitution (for example diesel rather than electric pumps in
irrigation).

Reason 3: Lower expenditure during the current regulatory period
We understand that the Queensland Government has been putting considerable
pressure on its NSPs to reduce their expenditure. As a result we understand that
they are all likely to spend substantially less than the AER had assumed in its
calculation of allowed revenues for the five-year regulatory controls currently
under way. A part of the benefit of this will be reflected in lower prices when
the AER sets allowed revenues/prices in the next five-year regulatory control
period.
However the existing regulatory allowance was too generous partly because of
flaws in the regulatory design (which the AER said had caused it to make
decisions that were too generous to the NSP) and partly because the NSPs overstated their efficient expenditure needs. Energy users made these arguments in
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their submissions to the AER. The issue, therefore, is that the regulatory
allowances (and the expenditure assumptions underlying them) are excessive
and so this should be addressed now, not when the next set of five year
regulatory decisions are due to be made.
This argument is persuasive in view of the recognition by all parties (the AER,
the Queensland Government, the Independent Review Panel, the NSPs and
users) that the existing price/revenue controls are excessively generous to the
NSPs. By implication the gains (in the form of higher profits) that the
Queensland Government will derive from the reduction in expenditure of its
NSPs during the current regulatory period, should be passed through to users in
the form of lower prices during the current regulatory control period. This
argument would seem to have particular weight, having regard to the evidence
of the extraordinary growth in the pecuniary benefits that the Queensland
Government has derived from its NSPs over the last six years.
Reason 4: Asset stranding
A successful regulatory regime should protect consumers from the exercise of
monopoly power, provide incentives for efficiency and provide reasonable
certainty to investors that they will recover their investments. The current
regulatory regime has failed at the first two and instead, as the data shows, has
provided a financial bonanza for the NSPs’ owner.
As a result, electricity prices have risen to the level that energy users of all types
seem to be seeking opportunities to substitute electricity for other fuels
(photovoltaics in the case of households, diesel, gas and coal in industry and
agriculture). The trend rate of contraction of electricity consumption in
Queensland since 2007 seems to provide evidence of this.
Where consumers are unable to substitute electricity for other fuels, there seems
to be some evidence of inefficient reductions in consumption, and record rates
of residential user disconnection. In the case of trade-exposed cane growers,
rising electricity prices has had a leveraged impact on farm profitability. We
understand that electricity prices are resulting in significantly lower irrigation
and hence farm yield. The reduction in production has a multiplier effect in
sensitive regional economies. Effectively, rising electricity prices seems to be
stranding the electrical infrastructure that energy users have invested in, and is
resulting in welfare-reducing demand reductions. This is likely to undermine
the Queensland Government’s Four Pillars economic policy.
In addition, demand reduction will increasingly jeopardise the viability of
existing electrical infrastructure. Using contemporary estimates for the long
term own-price elasticity of demand (-0.5% to -0.7%) (see Fan and Hyndman
(2011)), the 60% (constant currency) increase in electricity prices over the last 6
years can be expected to result in long term demand reductions of 30% to 42%,
from what it otherwise would be.
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Bringing this evidence together, action by the Queensland Government to
reduce electricity prices will not only reduce the extent of energy users’
asset stranding, and welfare-reducing demand reductions, but will also
reduce the extent of stranded NSP assets.
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Introduction

CANEGROWERS Australia represents around 80% of Queensland's sugarcane
growers. Its members export around 80% of their production. Their businesses are in
jeopardy as a result of declining sugar prices, the relatively high Australian dollar and
rising input costs, of which the increase in the price of electricity has been the most
significant.
To address electricity price challenges, CANEGROWERS has called on the Government
of Queensland to change arrangements for the payment of the Community Service
Obligation in order to facilitate retail competition in Ergon’s area of supply; to change
the structure of tariffs affecting its members and to limit future price increases to
increases in the Consumer Price Index.
As part of its advocacy program on electricity prices, Canegrowers has asked us to
provide evidence of rising electricity prices, to explain why this has happened and to
suggest what the Queensland Government might do to address the problem. This
report has been written pursuant to those instructions.
Rising electricity networks charges have been the main reason for rising retail electricity
prices in Queensland. Hence the main focus in this report is on the electricity networks
owned by the Queensland Government. This includes Powerlink (the transmission
network service provider), Energex and Ergon (the two distribution network service
providers). Addressing network pricing problems is substantially within the
Queensland Government’s grasp and its action in this area has the potential to bring
significant price relief to CANEGROWERS’ members, and to other energy users.
The report is set out as follows: Section 2 establishes evidence on prices, profits, costs
and assets and the reason for the changes in these. Section 3 examines reasons for action
by the Queensland Government in the short term. It starts with a brief overview of
changes currently being considered or implemented across the National Electricity
Market (NEM). It then suggests specific actions that the Queensland Government, as
owner of its networks, might take to address the challenges.
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Evidence

2

The purpose of this section is to provide a broad span of factual evidence on electricity
price increases, its impact on cane growers and the extent to which the Queensland
Government has derived pecuniary benefits as a result of price increases. The section
then examines the regulated revenues, expenditures and assets of the network service
providers. The last section reviews the reasons for price increases by the network
service providers.

2.1

Electricity price increases

2.1.1

Overview

Various factors have accounted for the increase in electricity prices over the period
from 2007/8 to 2012 during which prices escalated significantly, as shown in Figure 1
below.
Figure 1. Electricity price increases to households in Brisbane
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Source: CME analysis, ABS data
The relative significance of different factors will vary for different types of customers
depending on their usage pattern and their size. There is a reasonable level of
transparency of the factors that affect household energy users. The main factors are as
follows:
•

Environmental charges: The AEMC’s analysis (Australian Energy Markets
Commission 2011) showed that in the period to 2011/12, environmental charges
had a small impact on electricity bills (0.91 c / kWh on an average Queensland
household price of 22 c/kWh). Environmental charges are likely to increase
significantly in the next few years partly as a result of the expanded Large Scale
Renewable Energy Target, large volume of credit creation from the Small Scale
Renewable Energy Scheme and the Queensland Government’s Solar Bonus
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•

•

Scheme. The emission reduction scheme (colloquially known as the carbon tax)
has so far also raised average household prices by around 2.4 c / kWh in
2012/13.
Generation charges: These charges have been stable and average wholesale
prices in the Queensland region of the National Electricity Market have declined
over the period from 2008 to 2012.
Network charges: Almost all of the increase in retail electricity prices in the
period from 2007 to 2012 has been due to rising network charges.

Reliable indices for electricity prices paid by non-residential energy users are not
available, however the impacts of different elements (network, generation, retail and
environmental) will be broadly similar except for the very largest users for whom
network charges are a relatively smaller part of their bills.

2.1.2

Irrigation electricity tariff increases

For irrigators, the explanation for rising electricity prices is likely to broadly match
those for households. It should also be made clear that Queensland’s experience with
rising retail prices and network cost underlying those has not been unique in Australia.
In New South Wales and Tasmania retail electricity prices rose by similar amounts
(more in NSW and less in TAS) for the same main reason of rapidly rising network
charges.
The gazetted tariffs 64, 65, 66 and 68 are specific to irrigators, while tariffs 62, 63 and 67
apply also to farm use, of which irrigation may be a part. Tariffs 63 and 64 have been
obsolete since 1995 and thus restricted to customers on those tariffs at that time. There
are understood to only be a few customers on Tariffs 63 and 64, and these tariffs will no
longer apply from 1 July 2014. Tariffs 62 and 65, which are similar to Tariffs 63 and 64,
were declared obsolete in 2012/13 but will be retained for seven more years. Tariff 66
has also been made obsolete but will also be retained for seven more years.
We do not have data on the number of cane growers on the various tariffs, but we
understand that Tariff 62 accounts for around 60% of sugarcane irrigation users for
travelling irrigators. Table 1 below shows how the various parameters on Tariff 62 have
changed. It shows that all parameters have increased by 90% (except the off-peak
charge which increased by 88%). This is a broadly consistent increase (after adjusting
for inflation) to price rises experienced by households, as show in the ABS data in
Figure 1.
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Table 1. The terms of Tariff 62 from 2008 to 2014

Tariff 62

2008
2009
2010
2011
2012
2013
2014
Percentage change
2008 to 2014

Service
charge
($/month)
$10.32
$10.88
$12.59
$14.26
$15.20
$16.71
$19.64
90%

Energy charge <
10 kWh per
month in peak
(c/kWh)
20.11
21.19
24.52
27.78
29.61
32.57
38.27
90%

Energy charge >
10 kWh per
month, in peak
(c/kWh)
17
17.9
20.73
23.49
25.04
27.54
32.36
90%

Off-peak
(c/kWh)

7
7.49
8.67
9.82
10.47
11.52
13.13
88%

All irrigators on the remaining irrigation tariffs are being encouraged to shift to Tariff
22 (and will be forced to do so over the next seven years). The future increases in the
now obsolete irrigation tariffs and in Tariff 22 are not known, but if an irrigator on
Tariff 62 was moved to Tariff 22, the change in tariff parameters will be as shown in
Table 2. The QCA’s calculation (shown in Figure 6.14 of the QCA Draft Decision) shows
that around 4 in 10 customers on Tariff 62 can expect prices to decrease when they shift
to Tariff 22, while 6 in 10 can expected prices to increase.
Table 2. Difference between Tariff 62 and 22

Tariff 22
Percentage change
from Tariff 62

2.1.3

$42.00

38.03

38.03

13.39

114%

-1%

18%

2%

Impact of electricity price increases on cane growers

In their submission to QCA on its Draft Decision on 2013/14 electricity prices,
CANEGROWERS analysed the effect of the proposed 17.5% increase in electricity
prices (from 2012/13 to 2013/14) on “farm business income” – a measure of pre-tax net
profit. This showed that the impact of this price rise would reduce farm business
income by 26% in Burdekin. This is despite electricity being a relatively small
proportion of farm costs (5.3% in Burdekin). The main reason for the significant impact
is that around 80% of sugarcane production is exported and hence priced in
international markets. Thus Queensland cane growers have no or limited ability to
recover rising input costs through higher prices.
We understand that the impact is likely to be reduced production and potential mill closures,
which may in turn lead to industry restructuring, at a time where the Queensland Government
is seeking to double agricultural production

We understand, anecdotally, that some cane growers are considering converting their
irrigation power supplies to diesel engines in order to reduce their exposure to
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electricity. It seems that rising electricity prices have started to strand cane growers’
investment in electrical devices.
In response to rising electricity prices, CANEGROWERS has proposed a number of
changes to tariffs including:
•
•
•

removing the return on capital for investments made on reliability, security and
peak infrastructure from network charges;
recognising the benefits provided to NSPs by irrigation’s base load and off-peak
load profile and developing a price differential accordingly
removing the cost of the 44c/kWh Solar Bonus Scheme from network charges
for irrigators

.
CANEGROWERS has also noted that the water tariffs that its members pay for
irrigated water takes account of renewals expenditure and maintenance and operating
costs, but does not include a rate of return on the underlying asset. CANEGROWERS
has sought similar treatment of underlying assets in the pricing of electricity for
irrigation purposes.
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2.2

Queensland Government’s pecuniary benefits from its NSPs

Rising electricity price have delivered rising electricity revenues to Queensland’s NSPs.
In the next sub-section we examine the extent to which rising revenues are explained by
rising costs. In this subsection we examine the extent to which rising network revenues
have led to rising profits. These profits are attributable to the Queensland Government
as sole owner of its network businesses.
The Queensland Government derives (pecuniary) benefits from its ownership of its
network business:
•
•

•

From its claim on the net profits of the businesses (whether paid out in
dividends or retained in the reserves of the businesses);
On the income tax equivalents on those net profits – which under the
Constitution of Australia accrue to state government from the corporatised
businesses that the states own (the Constitution prevents the Commonwealth
from taxing state governments);
From fees on the debt that the Queensland Treasury provides to the NSPs.

All three of these represent a financial return to the Queensland Government. In its
submissions to regulatory reviews, the Queensland Government has suggested that
debt fees (known as “competitive neutrality fees”) and income tax equivalents should
not be counted as part of the return from its network businesses. In other words, when
working out what the regulated prices should be, the regulator is encouraged to
imagine that the state government does not receive this income. The regulatory
arrangements reflect this assumption.
We have obtained data from the published financial accounts of Energex, Ergon and
Powerlink from 2007/8 to 2011/12 to assess how the pecuniary benefits appropriated
by the Queensland Government have varied over the period that electricity prices have
increased.1 Figure 2 charts the evolution of net profits after tax, debt fees (competitive
neutrality fees) and income tax equivalents.

It should be noted that separate financial accounts for Ergon’s retail and distribution business
are not published and our data unavoidably uses the aggregate of both. However, this is likely
to understate the profits and profitability of NSPs in Queensland since Ergon’s retail business is
not profitable, as evidenced by the need for around $450m per year of CSO payments. The
results are also affected to a minor extent by profits from unregulated businesses, but these are
insignificantly small.
1
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Figure 2. Pecuniary benefits collected by the Queensland Government from its electricity
network service providers
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Figure 1 is a measure of the Queensland Government’s gross pecuniary receipts from
its NSPs. The compound annual growth rate of the gross pecuniary benefit has been
22% per annum from 2007/8 to 2011/12.
It would be misleading not to also count the Community Service Obligation (CSO)
payments that the Queensland Government pays to Ergon in order to deliver the
Government’s Uniform Tariff Policy. The main purpose of these payments is to offset
Ergon’s higher network charges in rural Queensland. The Queensland Government’s
net receipts should deduct its CSO payments. The net pecuniary benefit to the
Queensland Government from its NSPs (total pecuniary benefit less CSO) is shown in
Figure 3.
Figure 3. Total pecuniary benefit less Community Service Obligation payments
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Source: Company annual finance statements, CME analysis
Figure 3 shows the net benefit growing from $46m in 2007/8 to $970m in 2011/12, a
compound annual growth rate of 114% per year.
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We also examined a measure of the rate of return, as the quotient of the gross pecuniary
benefit (i.e. before subtracting CSO payments) divided by the total equity for all NSPs.
This rose from 10% in 2007/8 to 16% in 2012/13. At face value this rate of return on
equity is not excessive. However, this result is distorted by routine asset revaluations
(which increase equity and hence reduce the rate of return on equity).
For example between 2007/8 and 2011/12, Energex revalued its assets upwards by
$847m. On the revalued assets, its return on equity increased from 8% in 2007/8 to 15%
in 2011/12. However, if these asset revaluations are excluded from the calculation,
Energex’s return on equity actually increased almost three-fold from 8% in 2007/8 to
21% in 2011/12.
These data show that the large increase in retail electricity prices between 2007/8 and
2011/12 has delivered an even larger increase in pecuniary benefits to the Queensland
Government.

Energex, Ergon and Powerlink revenues and regulated assets

2.3

The previous sub-sections have charted price and profit changes. To what extent is this
reflected in the regulated revenues of the NSPs, and in their regulated asset bases, the
return on which is the largest element of regulated revenues?

2.3.1

Energex, Ergon and Energex regulated revenues

Figure 4 shows the change in regulated revenues for Queensland’s distribution NSPs,
per connection (in the left hand chart) and the chart next to it shows the regulated
revenues for Queensland’s transmission NSP. The left hand chart shows that per
connection Queensland’s distributors charged more than other distributors in the NEM
in 2007/8 but that this gap has since widened. The right hand chart shows that prices
charged by the Queensland transmission NSP have risen significantly, although are
now moderating. They remain substantially above the charges for the NSPs in Victoria
and New South Wales which have comparable through-put.
Figure 4. Regulated revenue per connection for Queensland’s distribution NSPs (LHS) and
regulated revenue per connection for Queensland’s transmission NSP
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2.3.2

Energex, Ergon and Powerlink regulated asset base

Figure 5 below shows the regulated asset base of the Queensland distribution NSPs per
connection (left hand chart) and transmission NSP per MW (right hand chart). The
charts show, that the Queensland NSPs have the highest (distribution) or near the
highest (transmission) level of investment per connection or MW of peak demand
served. Since the regulated return on assets is a function of the size of the regulated
asset base, this explains why regulated revenues per connection or MWh are relatively
higher in Queensland than elsewhere in the NEM.
Figure 5. Regulated asset base per connection for Queensland distribution NSPs (left hand
chart) and per MW of demand for Queensland transmission NSP (right hand chart)
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2.4

Why have network charges increased ?

Network prices in Queensland (as in New South Wales and Tasmania and to a lesser
extent South Australia) have risen significantly because the regulated return on assets
has risen. This return has risen largely because the regulated asset base has expanded.
The regulated asset base expanded largely because of significantly higher capital
expenditure. This raises the question: was the capital expenditure necessary? If it was
necessary then the price increases that have been seen, other factors besides, are
unavoidable and energy users would not have reason to complain.
Over the last four years there has been debate over outcomes delivered by the
regulation of monopoly network service providers. The NSPs have long contended
that the higher capital expenditure was needed to meet rising demand, asset ageing
and catering for historic under-spending. The Australian Energy Regulator (AER)
initially supported this. Energy users disagreed with this forcefully in their submissions
to the AER’s NSP regulatory decisions.
Mountain and Littlechild (2010) suggested that flaws in the design and conduct of
regulation, and the impact of government ownership (and consequential conflicts of
interest) rather than exogenous factors (demand growth, asset ageing, historic
underspending) seem to have been the main reasons for rising prices. This initial
research was followed by more detailed research commissioned by the Energy Users
Association of Australia ((Mountain and Littlechild 2010; Mountain 2011; Mountain
2012). This evidence was contested by the Energy Networks Association (see (Energy
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Networks Association 2012)) who concluded on the advice of their consultants, NERA,
that there was no significant flaw in the conduct and design of regulation and that the
analysis in Mountain and Littlechild (2010) and Mountain (2011) was flawed.
These contrasting views were assessed by the Productivity Commission, the Australian
Energy Markets Commission, the Limited Merits Review and in Queensland by the
Independent Review Panel. All of these institutions and reviews have accepted the
main conclusions in Mountain and Littlechild (2010) and Mountain (2011) (see
(Productivity Commission 2012a), (Australian Energy Market Commission 2012),
(Independent Review Panel 2012; Yarrow, Egan et al. 2012). Subsequent research by the
Grattan Institute (Wood 2012) confirmed and extended the earlier findings.
The main contentions of the impact of conflicts of interests of state governments, and
flaws in the design and conduct of regulation also found wider support by leading
Australian commentators and researchers including Professors Garnaut, King and
Parry. In this sense, some of the more controversial issues in the debate seem to be
largely settled, and consequently discussion (and action) has moved to find ways to
address the problems, discussed in the next section.
In Queensland in particular, the Independent Review Panel has suggested that
significant efficiency improvements by Queensland’s NSPs ($5bn by 2019/20) can be
achieved. We understand that significant effort is being made by the Queensland NSPs
to deliver efficiency improvements.
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3

Reasons for action

This subsection considers possible solutions to the problem of Queensland electricity
prices. It has two main sub-sections.
The first sub-section briefly summarises NEM-wide changes that are currently being
considered and in some areas, implemented. Numerous reviews of electricity prices
took place during 2012 and it might be suggested that the job is done and that users
should now wait for changes to be implemented, to deliver price relief. Is this right?
The second sub-section presents reasons that justify action that the Queensland
Government might consider to address rising prices, with specific regard to reductions
in the regulated revenues of its network service providers. We emphasise that this is
just part of the electricity price challenge. Other issues, for example retail competition,
environmental charges and network planning standards also merit detailed
examination and action

3.1
3.1.1

NEM-wide changes currently being considered
Summary of the changes

Changes to the National Electricity Rules and National Gas Rules
At the end of 2011, the AER proposed a number of changes to the National Electricity
Rules and National Gas Rules. The broad thrust of these changes is to give the AER
greater discretion to set the regulated revenues and prices of NSPs. The changes sought
to address criticisms that the AER made, that the Rules resulted in a high level of
prescription that had constrained the AER’s ability to exercise discretion, and thus had
caused it to determine regulated revenues that were higher than they should have been.
The Australian Energy Markets Commission broadly acceded to the AER’s request and
made a number of changes to the Rules along the lines that the AER suggested.
Development of regulatory guidelines
One of the outcomes from the changes to the Rules, is the requirement that the AER
produce guidelines on how it intends to regulate NSPs. Pursuant to this, at the end of
2012, the AER announced a program of consultation that will result in guidelines that
will explain how it intends to set the allowed rates of return, the regulatory incentives
to promote efficient spending, how it will set expenditure allowances and how it
intends to involve consumers in regulatory processes.
Development of a Consumer Challenge Panel
The AER has said that it intends to form a Consumer Challenge Panel to act as a
“critical friend” of its work. The CCP will consist of individuals who are meant to be
expert in their fields rather than representative of stakeholder organisations. The CCP
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members will be involved in regulatory determinations and will report, confidentially,
to the AER on their findings.
Changes to the arrangements for review of the merits of AER decisions
In 2012, the Standing Council on Energy and Resources created a Panel, lead by
Professor George Yarrow, to advise on the arrangements for the review of the merits of
decisions by the AER. These merits reviews, conducted by the Australian Competition
Tribunal, had attracted strong criticism for the impact they had had on raising
electricity prices and that energy consumers had been unable to advocate effectively in
these quasi-judicial merits review processes.
The Panel’s report was highly critical of many aspects of the economic regulation of
networks and made strident recommendations on changes to the arrangements for the
review of the merits of AER decisions.
The Standing Council on Energy and Resources is currently consulting on changes to
possibly implement the Panel’s recommendations.
Creation of a national energy consumer advocacy body
In late 2012 SCER appointed a two-person panel to advise on the creation of a national
energy consumer advocacy body. This new body is meant to provide strategic and
technical expertise, representing the interests of energy users, in regulatory and other
decisions affecting energy users. The two-person panel has completed its work, and at
the time of writing an announcement on the creation of a national advocacy body is
awaited.
Productivity Commission review of regulatory frameworks
In early 2011, the Federal Treasurer asked the Productivity Commission to review the
regulatory frameworks and the arrangements for interconnection between regions of
the NEM. The Productivity Commission delivered its Draft Report in October 2012 and
its Final Report was delivered to the Government on 9 April 2013. At the time of
writing it is yet to be publicly released.
The Productivity Commission’s Draft Report was highly critical of many issues. It
recommended many fundamental changes.

3.1.2

Has the job been done?

It is premature to make a definitive assessment of the changes under way or what
might occur following the Productivity Commission’s report or the governments’
decisions on the recommendations of the Limited Merits Review. However we would
not hesitate to suggest that the job is far from done. The changes to the Rules, the AER’s
guidelines, the creation of the CCP and a national energy consumer advocacy body
have the potential to put downward pressure on electricity prices in future. But this is
far from certain.
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In Queensland, in addition to the various NEM-wide reviews, the Costello Audit Report
suggested that the Queensland Government should seek to more clearly differentiate the roles of
regulator, owner and policy maker.

The Queensland Government is, we understand, considering the more far-reaching
recommended changes that have the potential to significantly reduce prices. It is
changes in these areas that have most potential to create serious pressure for long term
sustained efficiency improvements.

3.2

Reasons that justify Government action in the short term

The focus in this last sub-section is on actions that the Queensland Government can
take to reduce electricity prices by reducing the revenue recovered by its NSPs.
The AER sets the maximum income that Powerlink and Ergon are allowed to recover
during five year regulatory controls. For Energex, the AER sets the maximum weighted
average price it can charge, also in five year controls.
The NSPs are able to recover lower revenues than the AER has set, if they choose to.
None of the NSPs have ever chosen to recover less than the maximum allowed,
although the Queensland Government has instructed its NSPs not to recover additional
revenues that it could have recovered following a successful appeal against an AER
decision in the Australian Competition Tribunal.
The Queensland Government, through its two shareholding ministers in each NSP is
able to instruct the NSPs’ Directors to reduce revenues. This is an administratively
straight-forward matter, and it would not require a change to the Law or Rules or
consent from the AER or QCA.
The administrative mechanisms to achieve price reductions to short order therefore
exist. The bigger challenge for the Queensland Government will be to accept lower
profits, income tax equivalents and possibly competitive neutrality fees that will result
from lower income (unless offset by even greater reductions in NSP expenditure).
A decision to reduce the regulated revenue recovered by Queensland’s NSPs should be
motivated by reasonable argument that this would be fair and economically efficient. In
the rest of this section we set out four reasons that we consider meets this criterion.

3.2.1

Reason 1: The Government’s receipt of income tax and competitive
neutrality fees

The previous section explained that the Australian regulatory regime assumes that all
the NSPs are privately owned. The regulatory regime used in Australia is based largely
on a design introduced in Britain in the 1980s at the time that the British Government
privatised its NSPs. The British government introduced this regime to protect
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consumers from the newly privatised NSPs, and also to provide confidence to investors
that their investments would be secure against opportunistic political intervention.
However, the state governments in Queensland, New South Wales and Tasmania have
chosen to continue to own their NSPs. The decision to apply, ipso facto, a regulatory
regime designed for privately owned NSPs, to government-owned NSPs, is misguided.
While a strong case can be made for independent economic regulation to protect
private investors from expropriation through political opportunism, the same
argument has no meaning if the government owns the NSPs: in what sense can it be
meaningful to protect a government-owned NSP from expropriation by the
government that already owns it?
The outworking of this misguided approach is that the regulatory rules (and their
application) looks past the fact that the state governments also derive significant
income from debt fees and income tax equivalents provided by their NSPs. Since the
regulation assumes that the NSPs are privatised (and hence equity holders do not
accrue income taxes or debt fees), the receipt of these debt fees and income taxes is a
substantial “free kick” to the state governments that have chosen to continue to own
their networks.
Whether or not it is defensible to treat government-owned NSPs as if they are privately
owned has been publicly debated following a proposal to change this through changes
to part of the National Electricity Rules. This proposal was brought by the Energy Users
Rule Change Committee (whose membership included Amcor, Australian Paper,
Coles/Wesfarmers, Westfield, Woolworths, Simplot and Rio Tinto). The Australian
Energy Market Commission rejected their proposal, and the Queensland Government
supported this rejection.
Rather than rehearse the arguments here, readers are pointed to the argument for the
proposal (Energy Users Rule Change Committee 2011) and (Energy users Rule Change
Committee 2012) and (Energy Users Association of Australia 2012), and the AEMC’s
argument against the proposal (Australian Energy Market Commission 2012a) and
(Australian Energy Market Commission 2012) and (Australian Energy Markets
Commission 2012b) (these are all available on the AEMC’s website). A submission to
the Productivity Commission by AMP Capital (AMP Capital 2012) also clearly sets out
the arguments against the assumption that government-owned NSPs are privately
owned (this is available from the Productivity Commission’s website).
State governments’ persistence with the assumption that government-owned NSPs
should be regulated as if they are privately-owned reflects an understandable desire
not to lose significant income. However, the argument against this on grounds of
economic efficiency (reducing incentives to over-capitalise) are persuasive and
supported by the evidence.
If the Queensland Government chose to revise its position on this, it would mean
reducing the Weighted Average Cost of Capital to reflect lower debt costs (excluding
the Competitive Neutrality fee) and it would also mean sacrificing the allowance for
income taxes that is included in the AER’s calculation of regulated prices/revenues.
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This could result in a significant permanent reduction in allowed revenues and hence
prices (in the order of 10-20% depending how the calculations are done).

3.2.2

Reason 2: Excessive network investment

The previous section showed that the regulated asset base of all Queensland’s NSPs has
expanded significantly. In the last five year regulatory control period they incurred
capital expenditure of $11.6bn (2012$). For the regulatory control period under way the
AER has set prices on the assumption that they will incur capital expenditures of $14bn
(2012$).
It is now clear that the expansion of the regulated asset base has been based on
assumptions of far higher demand growth than has occurred. This is documented in
Mountain (2012) in the case of transmission. In fact, demand growth in Queensland
over the period that regulated assets (and prices) have risen so strongly, has been weak.
For example in the period from 2007 to 2012, the average NEM demand in the
Queensland region declined by 18 MWs per year. Over this period the annual peak
demand has grown at a trend rate of just 50 MW per year, and the peak demand in 2012
(an exceptionally hot summer) was lower than the peak demand in 2009.
In addition to over-estimating demand growth, Queensland’s NSPs have had to meet
more stringent network planning standards. The need for such higher standards has
not been clear (as set out in Mountain (2011)).
As a result of these two factors, there is likely to be substantial excess, under-utilised,
network capacity in Queensland. Under the current regulatory regime the costs of this
(depreciation plus return) are nonetheless recovered from users in regulated charges.
This approach contrasts to that used in North America where a test of whether an asset
is “used and useful” is undertaken before including that asset in the regulated asset
base. Where assets are not found to be used or useful they may be permanently written
down, or may be placed in a form of escrow account from which the utility obtains no
financial return until the assets are found to be used and useful and thus taken out of
the escrow account and put back into the regulated asset base.
In January this year, the Standing Council on Energy and Resources (SCER) asked the
AEMC to investigate the extent to which demand had been over-estimated and the
impact of this on regulated charges. We understand that the AEMC has reported back
to SCER on this, although at the time of writing this is not in the public domain.
Arguments can be made on the grounds of fairness and efficiency, that the Queensland
Government (through its equity in its NSPs) should bear the cost of assets that are not
used and useful.
The fairness argument is that users have no control over regulated charges, whereas the
Queensland Government, as owner of its NSPs does. Users did not play a part in overestimating demand – to the contrary they warned against this in their submission to the
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AER in its regulatory decisions. On grounds of fairness therefore, the Queensland
Government, not users, should bear the costs of regulatory and utility failures.
The economic argument is that the Queensland Government, through its diversified
income and broad spread of assets, is better able to bear deadweight losses than energy
users. This argument seems to have particular weight in the context in which electricity
prices have risen to such a level that energy users are considering highly inefficient
substitution (diesel rather than electric pumps in irrigation) and welfare-reducing
demand is likely to be occurring.

3.2.3

Reason 3: Lower expenditure during the current regulatory period

We understand that the Queensland Government has been putting considerable
pressure on its NSPs to reduce expenditure. As a result we understand that they are all
likely to spend substantially less than the AER had assumed in its calculation of
allowed revenues. A part of the benefit of this will be reflected in lower prices when the
AER sets allowed revenues/prices in the next five year regulatory control period. In
some ways, this is what the regulatory design was intended to deliver – incentives to
reduce expenditure, which would deliver higher profits during the regulatory control
period, and lower prices to consumers in the subsequent regulatory period.
However the argument is that the regulatory allowance was too generous partly
because of flaws in the regulatory design (which the AER said had caused it to make
decisions that were too generous to the NSP) and partly because the NSPs over-stated
their efficient expenditure needs. Again, energy users made these arguments in their
submissions.
The issue, therefore, is that the regulatory allowances and the
expenditure assumptions underlying them) are excessive and so this should be
addressed now, not when the next set of five year regulatory decisions are due to be
made.
This argument should be persuasive in view of the recognition by all parties (the AER,
the Queensland Government, the Independent Review Panel, the NSPs and users) that
the existing regulatory controls are excessively generous to the NSPs. By implication
the gains (in the form of higher profits) that the Queensland Government will derive
from the reduction in expenditure of its NSPs, should instead be passed through to
consumers in the form of lower prices during the current regulatory control period.
This argument would seem to have particular weight, having regard to the evidence (in
the previous section) of the extraordinary growth in the pecuniary benefits that the
Queensland Government has derived from its NSPs over the last six years.

3.2.4

Reason 4: Asset stranding

A successful regulatory regime should protect consumers from the exercise of
monopoly power, provide incentives for efficiency and provide reasonable certainty to
investors that they will recover necessary investments plus a reasonable return. The
current regulatory regime has failed at the first two and instead, as the data shows, has
provided a financial bonanza for NSPs’ owners.
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As a result, electricity prices have risen to the level that consumers of all types seem to
be seeking opportunities to substitute electricity for other fuels (photovoltaics in the
case of households, diesel, gas and coal in industry and agriculture). The trend rate of
contraction of electricity consumption in Queensland since 2007 seems to provide
evidence of this.
Where consumers are unable to substitute electricity for other fuels, there seems to be
some evidence of inefficient reductions in consumption, and record rates of residential
user disconnection. In the case of trade-exposed cane growers, CANEGROWERS’
analysis shows that rising electricity prices has had a leveraged impact on farm
profitability. We understand that electricity prices are resulting in significantly lower
irrigation and hence farm yield. The reduction in production has a multiplier effect in
sensitive regional economies. Effectively, rising electricity prices seems to be stranding
the electrical infrastructure that energy users have invested in, and is resulting in
welfare-reducing demand reductions. This is likely to undermine the Queensland
Government’s Four Pillars economic policy.
In addition, demand reduction will increasingly jeopardise the viability of existing
electrical infrastructure. Using contemporary estimates for the long term own-price
elasticity of demand (-0.5% to -0.7%) (see Fan and Hyndman (2011)), the 60% (constant
currency) increase in electricity prices over the last 5 years can be expected to result in
long term demand reductions of 30% to 42%, from what they otherwise would be.
Bringing this evidence together, action by the Queensland Government to reduce
electricity prices will not only reduce the extent of energy users’ asset stranding, and
welfare-reducing demand reductions, but will also reduce the extent of stranded NSP
assets.

25

References
AMP Capital (2012). AMP Capital Submission to the Productivity Commission: The
capital efficiency of Australian electricity distributors.
Australian Energy Market Commission (2012). Economic Regulation of Network
Service Providers, and Price and Revenue Regulation of Gas Services, Draft Rule
Determinations. Sydney.
Australian Energy Market Commission (2012a). "Economic Regulation of Network
Service Providers, and Price and Revenue Regulation of Gas Services, Directions
Paper."
Australian Energy Markets Commission (2011). Possible future retail electricity price
movements: 1 July 2011 to 30 June 2014: Final Report.
Australian Energy Markets Commission (2012b). "Economic Regulation of Network
Service Providers, and Price and Revenue Regulation of Gas Services, Final Rule
Determination."
Energy Networks Association (2012). Response to AEMC Directions Paper - Economic
Regulation of Network Service Providers". Canberra.
Energy Users Association of Australia (2012). Submission to the Australia Energy
Market Commission on its Draft Decision on changes to the National Electricity
Rules proposed by the Australian Energy Regulator and the Energy Users Rule
Change Committee.
Energy Users Rule Change Committee (2011). Proposal to change the National
Electricity Rules in respect of the calculation of the Return on Debt.
Energy users Rule Change Committee (2012). Submission on AEMC Directions Paper.
Fan, S. and J. Hyndman (2011). "The price elasticity of electricity demand in South
Australia." Energy Policy 39(6): 3709-3719.
Independent Review Panel (2012). Interim Report: Summary findings and Draft
Recommendations. Brisbane.
Mountain, B. R. (2011). Australia’s rising electricity prices and declining productivity:
the contribution of its electricity distributors. A report for the Energy Users
Association of Australia.
Mountain, B. R. (2012). A comparison of outcomes delivered by electricity transmission
network service providers in the National Electricity Market, Energy Users
Association of Australia.
Mountain, B. R. and S. C. Littlechild (2010). "Comparing electricity distribution network
revenues and costs in New South Wales, Great Britain and Victoria." Energy
Policy 38: 5770-5782.
Productivity Commission (2012a). Electricity Network Regulatory Frameworks, Draft
Report. Canberra.
Wood, T. (2012). Putting the customer back in front: How to make electricity cheaper.
Melbourne, Grattan Institute.
Yarrow, G., M. Egan, et al. (2012). Review of the Limited Merits Review: Stage Two
Report.
•

26

