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Thank you for giving Consumer NZ the opportunity to comment on the 2009 review.
Consumer NZ is New Zealand’s leading consumer organisation. It has an acknowledged and respected reputation for independence and fairness as a provider of impartial and comprehensive consumer information and advice. Consumer NZ has approximately 70,000 subscribers and since October 2008 Consumer magazine has been available on the newsstand. 
Consumer NZ has a strong interest in the electricity sector. It developed and runs the Powerswitch website and its current CEO Sue Chetwin is a member of the Electricity Commission’s Market Development Advisory group. She is also an alternate on the Electricity and Gas Complaints Commission. Consumer’s  former CEO David Russell was a member of the ministerial review.

Thank you for giving us the opportunity to comment on this consultation paper. 

Yours sincerely
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David Naulls

Deputy CEO

Overview

We appreciate the opportunity to comment on the proposals in the recent MED paper “Improving Electricity Market Performance”.
As we said several years ago in a similar submission to a similar inquiry: “the time for endless submissions on electricity has passed. Domestic consumers are looking to government for leadership”. That inquiry like this one was apparently designed to overcome failings in our “deregulated” electricity industry. 

We are still waiting for that leadership. 

Since the reforms 10 years ago, domestic consumers have suffered price increase after price increase to the point where we are now seeing electricity being priced out of the reach of some New Zealanders. We refer to Figure 9 on page 42 (and also the more extensive discussion in Appendix 14) which clearly shows residential consumers have borne the brunt of the substantial price increases since 2000. In 2006 and 2007, electricity prices to domestic consumers rose by eight percent each year – considerably above the rate of inflation.

It is estimated that around 10 to 14 percent of households suffer from fuel poverty. That is, they would spend over 10 percent of their annual income on total fuel use – including maintaining internal house temperatures at World Health Organisation (WHO) guidelines for acceptable and healthy indoor environments. The study used 2001 data and noted that: “recent increases in energy prices, especially electricity prices since 2001, will certainly exacerbate the situation and mean that a reassessment of the fuel poverty situation in New Zealand will need to be done within a few years.” 
 
Further recent research suggests that low-income households spend higher proportions of their income on heating – with 28 percent of households in the lowest-income quintile spending more than 10 percent of their income on energy during winter. The top three quintiles had no percentage of households paying over 10 percent of their income for winter energy.

That fuel poverty could be a serious issue for a growing number of New Zealand households in a land with our range of natural resources is a failure of public policy. 
Recent newspaper reports have highlighted the rise in bad debts held by most electricity retailers (in the midst of record profits by, for instance, Mighty River Power) as they exercise more caution in cutting off late-paying consumers after the Muliaga affair.
 

This issue becomes even more pressing with the announcement of the Government’s Emissions Trading Scheme (ETS).While the increases in electricity prices are now lower than was previously projected, they will be a significant burden for low-income households which are already struggling to pay their power bills. 

Consumer NZ believes this should be the last chance to make these de-regulated reforms work. If this review cannot deliver more reasonable price levels for all consumers, then the Government should look at managing the substantial parts of our electricity assets which are still state-owned so that they provide some benefit to the public – for example, by reintegrating the three SOE generator-retailers. We also think it is important that there should be no further privatisation of state-owned assets. 

There is now a vast body of international research literature – and experience – on regulating utility monopolies or near monopolies that we can draw on so that the documented inefficiencies of the NZED model from post-war through to the 1990s are not repeated.

Millions of dollars have been spent trying to establish that the electricity market can work competitively. Perhaps it can, but it’s an open question whether the savings to be gained from competition (if in fact there are any) can outweigh the costs to our economy incurred so far.

Consumer NZ is happy to elaborate on the points made in our submission if required. 
The consolidated recommendations

To improve the management of dry years

R: 1-7. 
There’s a very real risk to consumers that “gentailers” and industrial users will overstate the need for conservation campaigns during dry years. 

Because of the relatively high costs of producing electricity from non-hydro sources, spot prices will always come under upward pressure during dry years. However, there will be considerable uncertainty about the level spot prices will ultimately reach. Under current arrangements there is an incentive for companies that have opted to rely on the spot market for purchasing much of their electricity to do whatever they can during “dry” years to discourage the demand of others – and so lessen upward pressure on spot prices. One effective way of doing this is to overstate the likelihood that a supply crisis is “looming” and encourage the public to cut back on demand much earlier than is necessary to protect “national security of supply”. 

Conservation campaigns also impose costs on consumers and unnecessary conservation campaigns are a form of exploitation.

The current reserve-energy mechanism provides a “back stop” to any electricity supply shortfall and gives the industry the perception that there is an effective cap on spot prices during dry years. This may be a factor in discouraging firms from taking a more conservative approach to how they purchase electricity – not just relying on the spot market, for example, but also entering into forward-purchasing contracts.

We therefore agree that measures to discourage indirect manipulation of spot prices by firms are desirable. We support proposals that:

· require retailers to make payments to consumers in the event of a public conservation campaign
· set an effective floor on spot prices during any public-conservation campaign
· reduce the effect of the reserve-energy mechanism on the industry’s purchasing decisions (that is, their decision whether or not to rely on the spot market to purchase their electricity)
· clarify the roles and responsibilities of those involved in ensuring the security of electricity supply.
We believe Recommendations 1 to 5 in the Discussion Document may sufficiently address these issues. However, it is difficult to know whether the suggested consumer payment amount or the minimum prices given will be sufficient to achieve the stated goals. We believe the levels at which these are set should be reviewed and amended as necessary.

We agree in principle with Recommendations 6 and 7. Imposing the same reporting requirements on all firms operating in the sector, regardless of ownership type and structure, seems sensible as does exploring options for avoiding ad-hoc access to “reserve water”. 

To help restrain the costs of generation

R: 8-14

Figures given in the discussion document suggest that the past rate at which generation capacity has grown has been adequate and satisfactory supply margins have been maintained. This would suggest that, in practice, the RMA has posed few real barriers to expanding generation. 

Short-term generation shortfalls during dry years may not be ideal as a result of how some parts of the RMA work. These issues could be looked at. 

A radical re-write of the RMA does not seem warranted on the grounds that it has held up expansion in generation and led to high generation costs – there is no real evidence in the discussion paper that it has. The analysis in Appendix 8, while of interest, does not make a strong case that the RMA has failed or caused serious shortfalls in generation. The RMA is an important piece of legislation that has a much wider application than electricity generation, and must reflect the future needs of all interests and all sectors in New Zealand.

Having one agency responsible for conservation measures focuses accountability in one place. We support the transfer of the Electricity Commission’s conservation activities to EECA and the proposed review of EECA to make sure it adopts the contracting and best-practice initiatives developed by the Electricity Commission.

Encouraging national standards for small-scale generation would be a useful step in developing new generation capacity.

To improve procedures for upgrading transmission services

R: 15-16

We have some concerns about the Commerce Commission being involved at a semi-operational level in an entity (Transpower) over which it already has some regulatory responsibility. However, the commission already has other regulatory responsibilities in the sector (electricity distribution) and so this is probably the most cost-effective option for maintaining public oversight over a major area of infrastructure investment that benefits the whole sector.  

To improve wholesale and retail competition and help restrain prices

R: 17-21

Measures to improve retail competition are welcome because, within the current structure, this is the only way to exert downward pressure on prices. The analysis in Appendix 14 of the discussion paper shows how little real competition there is in some geographic markets. 

Data from our Powerswitch site in May this year showed that for a household consuming 11,000 kWh a year the difference between the cheapest and most expensive supplier were:

· $180 in Auckland 

· $605 in Tauranga 

· $213 in Wellington

· $155 in Nelson

· $287 in Dunedin.

This evidence is reinforced by our regular surveys of consumer satisfaction with their electricity supplier. Satisfaction rates for the industry are around 69 percent – this is much lower, for example, than the banking sector. We believe these low satisfaction ratings are a sign of lack of genuine competition because in a truly competitive market electricity retailers would have to compete on both price and service. Currently they seem to do neither.
We support the proposed restructuring of SOE generating assets if and only if it leads to greater competition and more price pressure on retailers – we are neutral about which of the three options is chosen provided it achieves this goal in both the North and South Islands. We believe the reasons why consumers don’t switch electricity retailer are because they either don’t perceive there to be a credible local competitor or don’t believe prices from a competitor will remain stable for long.

It will be necessary to regularly review and assess whether the new market structure does lead to improved competition and restrained prices. It is also important to monitor the fixed costs of the modified market (including the costs of supervision and regulation as well as the industry’s overall fixed costs) to ensure that the cost of the new market structure is not unnecessarily high compared with other possible structures. 
The new structure must be subjected to a rigorous cost-benefit analysis against alternatives before it is implemented. If the proposed restructuring goes ahead, we suggest it is reviewed within five years to assess whether the desired improvements in price and service have been achieved. If not, then we believe serious consideration should be given to the one SOE model with competition coming from Contact, Trustpower and any other non-SOE generator/retailer.

R: 22-25
Consumer NZ has some reservations that the introduction of smart meters could act as a barrier to customer switching. The first of these reservations concerns incompatible "back-office" systems that could result in a second energy company not being able to access information from a smart meter that was installed by another company. This problem is already emerging in some instances reported to us. We see it as a potentially major impediment to retail competition. 
Smart meters must enable easy switching and not become a barrier to increased competition. 

Our second reservation is about the introduction of time-of-day pricing. If company A offers a plan that switches to a more expensive tariff at one time of the day and another company offers another plan that switches to a different tariff at a different time of day and so on, then it will be impossible for any "Powerswitch" type of service to work out which company offers the householder the best deal without knowing the household consumption profile (derived from smart meter readings). 

There are data privacy issues here, but we believe that some limited, standardised form of household consumption profile must be made available to industry players – it is essential for promoting competition.

Competitive markets are only possible when both buyer and seller have reasonable information or knowledge about the product or service – in fact, the classical economic model presupposes perfect knowledge on the part of both parties. This is rarely achieved in real markets. 

Powerswitch helps even up the information asymmetry between buyer and seller by giving consumers information about relative pricing they couldn’t otherwise easily obtain. A service such as Powerswitch is an essential part of any competitive electricity market. 
Work has been done on improving the current site with the addition of historical price data and information on where various retailers are in their pricing cycles. (One possibility here is to regulate so that retailers can’t increase their prices to domestic consumers more than twice a year. This would mean consumers who do switch have some certainty about future pricing after they switch.) 

Consumer NZ supports shortening the timeframe for switching between retailers. We also suggest domestic consumers be able to make the switch directly from Powerswitch. The idea of Powerswitch managing the switch on behalf of the user is complicated, but Consumer NZ is investigating its feasibility.
We agree with the recommendation that further funding be made available to promote Powerswitch and the benefits of switching. There are a number of possible developments that could make the site even more useful to consumers and provide stronger incentives for switching retailers. 

Currently only $130,000 a year is spent on marketing Powerswitch outside of Consumer magazine and our website consumer.org.nz – a mere drop compared with the vast lake of retailer-funded marketing and promotion. The funding for this marketing is managed by the Ministry of Consumer Affairs and the campaign developed each year in association with Consumer NZ.

Current levels of funding for the promotion of Powerswitch are not sufficient to reach low-income households that are struggling to pay their power bills. Current marketing is concentrated on heating supplements in newspapers and websites such as MetService, TradeMe, Stuff, the NZ Herald and other similar sites. While this achieves a good return on investment and drives significant traffic to Powerswitch, it does not necessarily reach low-income households that are most in need.

Extra funding would enable research into the reasons why people do and don’t switch and could devise strategies for more effective targeting of low-income households.  

To improve the governance of the electricity sector

R: 26-29

The costs to the taxpayer of implementing the proposed supervisory and regulatory structure must be closely monitored. While non-competitive structures can impose high costs on consumer and business users, introducing and maintaining extensive oversight is not without cost – public resources are diverted from elsewhere and/or taxes are raised from the rest of the economy to cover the costs. 

It is important that any agencies given responsibility for supervising or administering the sector and funded by government are carefully supervised and given meaningful targets by which their ongoing efficiency can be assessed. 

The proposed governance changes must bring real benefits to electricity consumers. Just because some parts of the industry don’t like the current arrangements and have chosen to “disengage” from the Electricity Commission is no reason for wholesale change. The discussion paper points out that the commission has been “making progress in a number of important areas”. It’s essential that this progress is not lost in the new governance arrangements. 
Consumer NZ sees a risk that membership of the proposed new Electricity Market Authority (EMA) could become so diluted by representation from various stakeholders that it would come under de-facto control by the industry members.
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