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14 November 2008
By email: MCEMarketReform@ret.gov.au
Manager MCE Secretariat, 

Department of Resources, Energy and Tourism, 

GPO Box 1564 

Canberra ACT 2601 

Dear Sir/Madam,
Retailer of Last Resort – Development of a National Framework

Consumer Action Law Centre (Consumer Action) welcomes the opportunity to provide a submission to the Ministerial Council of Energy’s (the MCE) draft consultancy report, Retailer of Last Resort – Development of a National RoLR Framework (the draft report). 

In providing comment on the draft report, we have reflected upon our experience with the current Victorian retailer of last resort (RoLR) framework. Overall, we remain concerned that:  
· The proposed framework places risk of retailer failure on the customers of that retailer, which we do not accept is fair or appropriate, or even in accordance with the national electricity or national gas objectives;

· The proposed framework has not considered the implications of the deregulation of retail energy pricing in Victoria from 1 January 2009; and
· While the draft report seems to have been informed by stakeholder input (eg, see p 73), we are not aware that the consultants have consulted with representatives of residential consumers in the development of the paper.
These concerns undermine our confidence that an effective review of existing RoLR frameworks has been conducted which in turn raise doubts about the efficacy of the proposed recommendations. 

Proposed objectives of RoLR scheme

Consumer Action broadly supports the proposed objectives of the RoLR scheme.  However, we are concerned that these objectives must be based, and applied, in consideration of the national electricity and gas objectives.  

The national electricity objective explicitly considers the consumer interest (emphasis added)
:

The objective of this Law is to promote efficient investment in, and efficient operation and use of, electricity services for the long term interests of consumers of electricity with respect to—

(a) price, quality, safety, reliability and security of supply of electricity; and

(b) the reliability, safety and security of the national electricity system.

In our view, the long term interests of consumers are advanced by ensuring continuous access to the affordable, reliable and safe supply of energy, in recognition that energy is an essential service to the community.
 Given the increasing pressure on household budgets and upward pressure on energy prices, it is our view that any decision related to a RoLR scheme must give due consideration to measures that ensure that prices are kept to the minimum efficient level.  

It is also our view that the national electricity and gas objectives demand that the scheme protects the interests of customers, and we are pleased to see that consumer protection is included in the proposed objectives (objective 3) of the RoLR framework. However, it appears to us that this objective is considered of lesser importance compared to the other objectives identified in the draft report. In our view, customer protection and the objective that all customers of a failed retailer should continue to be supplied with energy should be the primary objectives of the scheme, consistent with the national electricity and gas objectives. That said, we support the other objectives identified by the draft report.
Appointment of a retailer
The draft report outlines a two stage appointment process for appointing a RoLR including a pre-registration phase followed by the appointment of a RoLR (either on a voluntary or mandatory basis). We support this approach in particular because it allows the default / volunteer RoLR to produce a contingency plan in the pre-registration phase, that will ensure systems and processes are sufficient to meet sudden increases in customer numbers and energy demand. It also provides an opportunity for default / volunteer RoLRs to incorporate the risk of a RoLR event into their business strategy, potentially reducing the risk of exposure to high wholesale energy prices when a RoLR event does occur. Encouraging retailers to develop such plans should mitigate the need for consumers to bear the burden of a retailer failure, in addition, in the appointment of a voluntary RoLR, a retailer should only be appointed if they undertake not to charge a RoLR fee.
To monitor the ongoing viability of the RoLR we recommend that the Australian Energy Regulator (AER) conduct regular reviews of the RoLR appointment, revisiting the appropriateness of the voluntary or default RoLR. The current retail energy market is dynamic and it is essential that the RoLR framework remains relevant and can guarantee consumer supply.

Voluntary invocation of a RoLR event
We agree that the RoLR arrangements should avoid creating incentives for the voluntary trigger of a RoLR event
 where retailers have an opportunity to leave the market voluntarily, while maintaining profits. 
In a Victorian example, the Essential Services Commission supported the charging of a RoLR fee on consumers when the retailer that ‘failed’, Energy One, was able to make a significant profit upon leaving the market, through its hedge funds. We do not accept that Energy One’s withdrawal related to its inability to pass on rising wholesale prices to consumers, as it suggested.
  We believe that Energy One’s withdrawal was strategic – and that it saw profits to be made through the on-selling of its hedge contracts. Its ability to continue trading and focus its activity on the marketing of its billing software system suggests that it was not pushed to withdraw from the market due to solvency concerns. In such a situation, it is manifestly unfair for consumers to end up paying a supply fee to a new retailer, when a failed retailer is able to leave the market and retain a profit.

We strongly support the model of a managed exit of retailers where the retailer, as with the UK example, ‘must take all reasonable steps to ensure continuity of supply to its customers on the same or similar terms’
. This could be achieved through the sale of customers as occurred with Momentum.
Transfer to a standing offer
The draft report proposes that ‘small customers can be charged a tariff equal to the default RoLR’s published standing offer tariff’ and after three months the RoLR can transfer the customer to its own standing offer tariff. The consultants’ state that this approach should ensure that customers of a failed retailer are paying a tariff that the jurisdictions have determined is a fair and reasonable price for energy.

This statement fails to understand recent regulatory developments in Victoria. As of 1 January 2009, the standing offer required to be provided by retailers as a part of an obligation to supply will be self-determined (unregulated). While the implications of this for consumers are yet to be determined, it is our fear that there will be an incentive on retailers to post standing offer tariffs at a high rate. Where a retailer is required to offer supply to undesirable customers (ie, perhaps those that they consider a credit risk or those whose consumption is not high enough to encourage a profitable return), the retailer will rationally offer a higher tariff to offset the risk associated with these customers. The retailers will offer lower tariffs for consumers which are more desirable – it is in relation to market offers for such customers that competition will develop.  
Given this, it is our view that the tariff that customers are charged when transferred to a RoLR must be separately approved by the Government or an independent regulator as a fair and appropriate tariff. Jurisdictions in which standing offer tariffs remain regulated would be free to approve a RoLR’s published standing offer tariff as its RoLR-event tariff.
Contract terms and conditions

In addition to ensuring that RoLR event tariffs are approved by Government, the terms and conditions of the associated contract are equally important and should reflect the standing offer contract arrangements that are proposed under the National Energy Customer Framework arrangements. Importantly, should a consumer default onto a RoLR contract as a result of retailer failure, there should be no barriers in place which restrict the consumer from moving to another retailer at any time. Alternative payment arrangements and hardship arrangements will need to be transferred to the RoLR as a priority to ensure minimal disruption to consumer supply and payment arrangements. This will require a sophisticated level of information to be provided from the outgoing retailer to the RoLR, to ensure that consumers who are on alternative payment arrangements maintain those arrangements.
Imposition of a RoLR fee
Of the ‘Proposed Principles for Assessing Alternative Arrangements for a National RoLR Scheme’, Principle 10 states: ‘Customers of the failed retailer should bear the costs of failure, to the extent practicable’, and that ‘administrative costs associated with transfers and unhedged supply costs, should not be smeared across all customers because such an approach minimises the incentive of customers to consider the risks of signing with a new retailer’, but ‘should be borne by the customers of the failed retailer’.

Specifically, the draft report has proposed that ‘small customers can be charged an upfront fee to cover administrative costs’ and in addition, ‘the RoLR would be entitled to an ex-post cost recovery of additional efficient costs that are material (including actual wholesale energy costs)’.

We categorically oppose the imposition of a RoLR fee on consumers on the basis that:

· it is manifestly unfair that customers are required to pay a fee when they are forced to change retailers through no fault of their own;

· consumers face a period of ‘price shock’ when the RoLR fee is applied to a typical bill that could result in a period of debt and potential hardship;

· the RoLR is in fact presented with an opportunity to increase its market share without the acquisition costs incurred through marketing (door-to-door), advertising etc; and
· consumers do not have the necessary information to determine whether their retailer is likely to fail.

We support the scenario outlined in the proposal where the AER would seek offers from pre-registered parties and whose successful bids would be based upon willingness to waive an upfront RoLR fee AND the right to ex-post cost recovery, for new customers. 
Further, we recommend consideration of an industry wide pool of funds as occurs in South Australia through the distribution price determination
 for costs to be borne by all consumers on an ongoing basis. Alternatively, retailers could purchase insurance cover for a RoLR event and, as insurance costs would be passed through to consumers, the significance of these costs would provide a signal to consumers of the credit risk associated with a retailer and serve to promote competition. In either of these approaches costs would be borne by all consumers, rather than just those of the failed retailer.
In recognition that the RoLR may have to recover some costs, the proposal that a RoLR is able to recover costs ex-post is a feasible option, however it invariably links the wholesale costs to the attributing factors for a market failure, resulting in consumers being exposed to extreme market volatility. We recommend the ex-post cost recovery be facilitated through applying a small cost to the RoLR’s entire customer base to prevent a single small pool of customers being faced with the recovery of large wholesale energy costs at a time when wholesale costs are unreasonably high. We would expect that the ex-post recovery would of course receive regulatory oversight to ensure cost recovery charges were in fact relative to the costs incurred by the RoLR (minus the benefits of customer acquisition savings as discussed below).
Further discussion supporting our position is provided below:

Rationale presented by the draft report
We are extremely disappointed with the draft report’s approach which proposes that consumers, when selecting a retailer, should also take into consideration the ‘moral hazard’
 represented by the possibility that their retailer could fail.  For example, the consultants state that the imposition of the fee ‘may provide an incentive for customers to consider the risk of retailer failure at the time at which they select their retailer’.

This statement is plainly ridiculous. Consumers, especially residential consumers, do not consider this risk and do not understand the cost implications to them of retailer failure, nor should policy makers expect them to. To expect consumers to consider this risk is an unrealistic assessment of consumer decision-making capacity about choice of retailer. Rationally, consumers are drawn to what seems to be a cheap or good deal, without often considering the bigger picture implications of their actions. For example, in the mobile phone market, consumers are drawn to zero dollar deals rather than fully understanding that this may mean more expensive timed phone calls. The choice of energy retailer is a more difficult decision, as consumers are faced with a complex product, which is also an essential service.  
Further, even if a consumer was in a position to take into consideration the risk of retailer failure when choosing their retailer, there is no way for a consumer to access the necessary information to make such a judgment.  Are the consultants suggesting that consumers keep a watching brief over the market performance of stock-exchange listed retailers?  Where are consumers supposed to obtain the necessary information in relation to retailers which are not listed?
Finally, the draft report explains that it sees moral hazard in this instance because without a RoLR fee energy consumers will have an incentive to undertake greater risks such as signing with a high risk retailer ‘who is offering extremely low prices’.  However, in a competitive energy market surely the aim is for consumers to drive that competition by searching out the best price offers (and terms and conditions, to the extent they can be taken into consideration). Thus the charging of a RoLR fee on the basis that consumers should not have chosen the cheapest deal would fundamentally undermine the goals of energy market reform. By contrast, requiring retailers to take out RoLR event insurance cover dovetails with the need in competitive markets for consumers to search out the best deals. Riskier retailers would face higher insurance costs, which would be passed onto potential customers. A price signal about retailer risk would therefore be incorporated into offers.
Based upon this, it is our view that the energy industry is more appropriately placed to bear this cost as they have access to information to allow them to determine the risk involved.
Cost of the RoLR fee to consumers
While we oppose the imposition of a supply fee on consumers, we further strongly oppose the prospect that retailers devise this fee. In Victoria, retailers were recently invited by the regulator to propose a RoLR fee that they believed was reasonable. Prior to the review, the RoLR fee in Victoria was $44 for electricity and $30 for gas, however in each case as retailers proposed their fee the ESC found that the resulting costs to consumers would be higher than the costs calculated by the ESC which would ultimately enable retailers to recover significantly more than the costs they would incur, while exposing consumers to large one off fees.
Retailers proposed a variation of models, predominantly comprising a fixed retail operation cost and a variable cost subject to wholesale energy costs. The ESC approved fees of $59 and $36, basing its increases on changes in wholesale energy costs
.
If there is to be a fee (and we think there should not be), then the fee should be set by an independent regulator, not the RoLR.
Offset customer acquisition costs
While we recognise that there may be some costs associated with a RoLR event for the RoLR, we do not accept the need for retailers to impose a supply fee on consumers to recover all wholesale energy costs and retail operating costs. The cost of acquiring a customer through a RoLR event is at least partially offset by the fact that the retailer doesn’t have to incur the usual customer acquisition costs.
As submitted to the Australian Energy Market Commission’s Review of the Effectiveness of Competition in Electricity and Gas Retail Markets in Victoria, First Draft Report, retailers reported that the: 

average acquisition cost for a domestic customer is between $136 to $137 and for a small business customer ranges between $217 to $250.

If retailers do not have to pay such acquisition costs to obtain a customer as part of a RoLR event, then we question the potential for retailers to profit from a RoLR event through the RoLR fee. In fact, it would seem that there is a case for refunding some of this amount to a customer who has been transferred.

We understand there are costs involved in connection, supply and network availability. We also understand that, in Victoria specifically, host or local retailers have held these obligations for some time and have therefore built into their contingency plans the capability to monitor the market effectively, allocate hedge funds to cover supply and wholesale costs, where available, and have the systems (billing) and scalable infrastructure to cope with the increase in customer numbers.  As noted by the Commission,

The RoLR has already invested significant resources in developing its existing data and retail systems.
 

As such, we do not believe that the case has been made for the commercial parameters as proposed in the RoLR Framework.

Customer Information
The AER should have responsibility to oversee the transition of customers from the failed retailer to a RoLR at the time of a RoLR event. Oversight should particularly address the transfer of payment information including those on hardship programs, which should be retained and honoured by the RoLR.

The format of customer information should be pre-agreed in consultation with the AER, prior to a RoLR event.   Further, the failed retailer must retain their licence throughout the process to retain accountability for customers through the relevant ombudsman scheme.

We recommend that information be provided to a RoLR, specifically details of special circumstances such as hardship or of those on payment plans, should be handed across at the time of the RoLR event with the AER notified immediately to reduce the incidence of bills being delayed or doubled due to the transition, which could ultimately place further customers into hardship. 

Customer Communication
It is essential that the AER undergoes a comprehensive consultation process to determine a clear and decisive communication strategy to be rolled out to affected consumers at the time of a RoLR event. 

We strongly recommend that the communication strategy includes notification from the failed retailer, the RoLR and the AER at the time of a RoLR event, explaining in plain English:

· Who each body is and their responsibilities;
· The role of each organisation in a RoLR event;
· A clear explanation of a RoLR event, what it is, how it occurred and why;
· Details of what will happen to the consumer now; and

· Clear descriptions of the consumer’s rights.

It is important that this information is clearly communicated to avoid consumer confusion and assist them to manage any additional costs they may incur due to a retailer failure. 
Legal Architecture of RoLR Scheme

The draft report proposes that nearly all the regulation in relation to the RoLR framework is to be established in the Rules.
 Having regulation in the Rules creates opportunities for any party to initiate a Rule change, which at any time could seek to undermine consumer protections. We assert that the broad principles of the RoLR framework be maintained in legislation.  For example, we believe that the principle that individual consumers are not responsible for the cost of retailer failure should be in the Law, not the Rules.
Should you have any questions, please contact me on 03 9670 5088.

Yours sincerely

CONSUMER ACTION LAW CENTRE
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Janine Rayner

Senior Policy Officer - Energy
Appendix One
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� National Electricity Law, section 7.


� See National Consumers Roundtable on Energy, Charter of Principles for Energy Supply (Appendix One).


� Retailer of Last Resort – Review of Current Jurisdictional Arrangements and Developments of a National Policy Framework, September 2008, Pg 12.


� See statement on Energy One’s website, � HYPERLINK "http://www.energyone.com.au" �www.energyone.com.au�, accessed 27 June 2007. 


� Retailer of Last Resort – Review of Current Jurisdictional Arrangements and Developments of a National Policy Framework, September 2008, Pg 12.


� Retailer of Last Resort – Review of Current Jurisdictional Arrangements and Developments of a National Policy Framework, September 2008, Pg ix.


� Retailer of Last Resort – Review of Current Jurisdictional Arrangements and Developments of a National Policy Framework, September 2008, Pg 40.


� Retailer of Last Resort – Review of Current Jurisdictional Arrangements and Developments of a National Policy Framework, September 2008, Pg 13.


� As above Pg 40.


� As above.


� Essential Services Commission, Retailer of Last Resort, Final Decision, May 2008.


� Australian Energy Market Commission, Review of the Effectiveness of Competition in Electricity and Gas Retail Markets in Victoria – First Final Report, Pg 70.


� Essential Services Commission, Retailer of Last Resort Customer Charges Draft Decision, February 2008, Pg.11.


� Retailer of Last Resort – Review of Current Jurisdictional Arrangements and Developments of a National Policy Framework, September 2008, Pg 96.
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