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! Terminology. The terms “consumer” and “custome® aften used interchangeably in the utilities
sectors. In recognition of the fact that both CO&@ the AER have chosen the term “consumer” and
to provide consistency through most of the repbg,term “consumer” has generally been used as the
preferred term in this paper. However, the ternstomer” is used in the sections about Ofwat in the
UK and IPART in NSW as that is the term they temdi$e. The actual term used—whether
“consumer” or “customer”—has been preserved whéaating usage in documents, names of
organisations etc.



The potential role of Customer Challenge in energpetwork regulation in
Australia. Dr Gill Owen 13 March 2013

Background

Network costs have risen significantly in recenturge particularly driven by the

investment required to meet increases in peak deémBmere is a major national

debate about how to contain the growth in peak @enfand its associated costs) in
the future. Customers, who have tended to be velgtipassive users of networks,
may in future, assisted by better price signals taegtinology developments, become
more active participants delivering flexibility mtthe system that could help to
manage and reduce peak demand.

The extent and effectiveness of consumer engagemetite processes of energy
network regulation in Australia is at present cdesed limited. The reasons for this
include the limited resources of consumer orgaimsatand the complexities of
network regulation that make it difficult for “omary” consumers and even their
representative organisations to play an active part

More effective engagement of consumers could helgetiver greater legitimacy of
outcomes in energy networks. Consumer engagememt ais@ increase through
opportunities for more active participation to po®s flexible demand response into
the system — but this is likely to take many yetarslevelop. In the meantime, the
AER wished to examine the Consumer Challenge metifiatbnsumer engagement
for the forthcoming price re-sets. COAG agreed ec&nber 2012 to provide the
funds to the AER to establish a Consumer Challé&ayes! by July 2013.

The Consumer Challenge models developed by regslatdahe UK are considered to
be a useful starting point to assess how such alRaunld work in Australia. The
AER thus commissioned this paper to:

* Outline the Consumer Challenge model used by Ofige@reat Britain for the
network price controls since 2008, the context thiedrationale for introducing it

* Examine how it worked in practice and the lesseasred

» Consider its potential application in the Austmal@ntext, given the similarities
and differences between Australia and Great Britain

The paper also briefly outlines the Consumer Chgkeapproach that has been
introduced by Ofwat, in 2012, for the water pricatol setting process in England
and Wales.

Further information is available in the three pshéd reports from the Ofgem
Consumer Challenge Grodp.

Executive summary

More effective engagement of consumers could leetfetiver greater legitimacy of
outcomes in energy networks. The AER has been exagiihe Consumer Challenge
method of consumer engagement for price re-seté&&@aygreed, in December 2012,

2 Ofgem, Consumer Challenge Group DPCRS interimntegaly 2009:
http://www.ofgem.gov.uk/Sustainability/Cp/CF/Documt&l/CFconsumerchallengegroup.pdf

Ofgem, Consumer Challenge Group DPCRS5 final repat,ch 2010:
http://www.ofgem.gov.uk/Sustainability/Cp/CF/Documt&l/CFconsumerchallengegroup23.pdf
Ofgem, Consumer Challenge Group RIIO T1 and GDLebwer 2012:
http://www.ofgem.gov.uk/Sustainability/Cp/CF/Docum&l/RI10%20and%20GD1_%20CCG_20-12-
2012.pdf
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to provide the funds to the AER to establish a Qamer Challenge Panel by July
2013. The Consumer Challenge models developeddwaters (Ofgem and Ofwat)
in the UK are considered a useful starting poirddsess how such a Panel could
work in Australia.

Ofgem Consumer Challenge Group (CC Group)

The first CC Group was set up by Ofgem in July 2fa@8he electricity distribution
price review leading to new price controls from A@ON10 (DPCR5). The initiative
was continued for the review of the electricity ayad transmission and gas
distribution price controls, to come into effectd@13 (RIIO T1 and GD?) and the
review of electricity distribution price controls tome into effect in 2015 (RIIO
ED1).

The purpose of the CC Group was to act as a “afifieend” providing challenge
throughout the Price Control Review to ensure thatconsumer view was fully
considered. This was an initiative of the regula@igem, in recognition of the
limited nature of consumer engagement in priceen@s| because consumer groups
have limited resources. Ofgem sought to get consurpeat into some of the more
complex issues that it was unable to address throwagket research, to help ensure it
had not missed any key issues so that the findlgugcwas a fair one for consumers.
The CC Group acted in an advisory capacity to idtrm the Authority’s decision-
making process. Ofgem committed to taking the CGuU@’s views seriously but was
not obliged to act on them. The Authority (the fatrdecision making body of
Ofgem) makes the final decisions based on variopgts and advice. Ofgem also did
not expect members to sign up to the decisions ordicate that they had done so.

Economic regulators in the UK have had a rangeutied that encompass
environmental, social and economic objectives sthee establishment at
privatisation in the 1980s and these have evolkeslgh a series of legislative
change$, °> Ofgem therefore has to balance costs for curmesfature consumers
and the costs of meeting environmental obligatidvikilst costs to consumers were
an important component of the CC Group’s deliberetithis was within a context of
“value for money” — what outputs and outcomes dascmers want DNOs to deliver
and at what price — i.e. the price/quality trade of

The CC Group operated by having a number of full aetings with the senior
Ofgem staff working on the price review. The CC @ralso met with the Committee
of the Authority (the main decision making bodytbe price control) twice in each
price review to outline the key points it wishee thommittee to take into account
and to discuss these with the Committee. Theseimgsetere held at the same time
in the price review process as the Committee wezetimg the Distribution Network
Operators (DNOs). The Group also met with the Nektv@perators once to ask them
guestions about key issues in their business plans.

What difference did the CC Group make in DPCR57?

The CC Group is not “claiming credit” for major ctgges in what Ofgem did. The CC
Group were part of a process that involved Ofgensatiing consumer organisations,

3 RIIO — Ofgem’s new output led approach to priagutation. RIIO — Revenue = Incentives +
Innovation + Outputs.

* For a full account see: Owen, G. Sustainable dgveént duties: new roles for UK economic
regulators. Utilities Policy 14 (2006). pp208-17

® Prosser, T. Law and the regulators, OUP, 1997.
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individual consumers (households and businessg®r consumers of the DNOs
(such as retailers, developers and distributedrgéine owners) and other
stakeholders, and the findings of market reseamubngst consumers. That being
said, some of the key issues where the Group maamédicant input into the
development of Ofgem’s final proposals included:

» Clearly defined outputs to ensure that consumessWdnat they have paid for”
and that the health of the network does not detgeaequiring greater
investment and higher prices for consumers indhgé. One example is the Load
Index (LI) which makes visible where it is expecthdt reinforcement
expenditure should be directed and what impadtatikl achieve.

» Measures to improve connection service (guarargeeaiards) and enable
effective competition in connections.

» Ofgem revised the interruptions incentive schertf) ¢b better reflect that there
is limited consumer willingness to pay for furtlservice improvements.

* A new incentive that rewards or penalises the D&®rding to how they fare
on a broad measure of consumer satisfaction.

* The Low Carbon Networks furglipports trials of technologies, commercial and
operating arrangements for the “smart grid” futdree CC Group, in particular
promoted: that DNOs should bid in competition watich other, rather than each
DNO receiving an innovation allowance; that DNOsugH bid in partnership
with others such as electricity retailers; that DiNshould share learning to
maximise industry benefit.

Key considerations for setting up a Consumer Challgge Panel in Australia

* It makes sense for the regulator to use a numbaiffefent means of consumer
engagement to assess the consumer interest, sbdaat‘'sense check” specific
ideas. It is not likely to be a good idea to creataonopoly provider of the
consumer view!

» Clarity about the different roles of a Consumer @mge Panel and an Energy
Consumer Advocacy Body (if one is established) balimportant. A
memorandum of understanding between the two bad@gsassist in this.

* There is no one “consumer interest” — consumershaile differing views.

» A Consumer Challenge Panel is not the solutiomégoroblem of high network
costs, but can be part of the process for makimgor& regulation and networks
more responsive, so that consumers are more likddg paying for the level of
network service that they want.

* Unlike Ofgem, the AER does not have any specifidrenmental or social duties.
However, the AEMC Power of Choice review and vasioutiatives by the
Commonwealth and State governments to promota&iiviés such as energy
efficiency, renewables, smart metering, time of taséfs, mean that networks
(and the AER) will be facing some similar challesge those in the UK. It is
likely therefore that a Consumer Challenge Pan@lustralia would also engage
with some of these broader issues.

» For all forms of consumer engagement there is d teebe honest with
consumers about the scope for them to influenae eXample, on reliability
standards.

* The Panel could provide some challenge to the n&timasinesses — ideally early
in the process to allow the networks to incorpothaig challenge in their
proposals to the regulator.
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* It would also be sensible for the Consumer Chaliddgnel to meet with
consumer organisations.

Conclusions

Given the limited nature of consumer engagemenetwork regulation to date in
Australia, a Consumer Challenge Panel is likelsgdd something of value to the
process. However, the Consumer Challenge Panalygart of a consumer
engagement strategy for the AER, that will alsdude consultation with consumer
organisations and individual consumers and theomués of consumer engagement
undertaken by the network businesses.
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1. Consumer and stakeholder engagement

In recent decades and particularly in the lastyars or so, there has been an
increase in the use of techniques to achieve graat®untability in decision-making
by public and private sector bodies. This has cabwmut partly as a result of calls for
transparency and accountability from consumer awitt@mental groups, and partly
due to recognition on the part of decision-makikas they are under greater scrutiny
and that more effective engagement can help taceedsks to processes, projects and
policies. There has thus been an enormous growghbfic consultation particularly
by public bodies, such as government departmewtseyulators. Whilst stakeholder
engagement will rarely deliver full consensus,yearlgagement of stakeholders can
help to demonstrate that views have been givercaisideration in reaching a final
decision. As a result, these decisions are likelyave greater legitimacy—
acceptance and/or support—in the long term.

It is worth clarifying the difference between consrs and stakeholders in the
context of engagement activities. “Consumers” iepkngagement with those who
use and pay for the service (end consumers ananatkate consumers, e.g. for
distribution companies this will include retailensd distributed generation).
“Stakeholders”, however, can include a broader wiesicy such as suppliers,
employees, environmental groups, political repregeses and people in their role as
citizens (where their interests may be broader #satonsumers).

Regulators will need to engage with consumers aner stakeholders, but the focus
of this paper is on consumer engagement, so itnetlladdress broader stakeholder
engagement, expect to note that many of the sachaeitpies may be applied to
engagement with both groups.

Consumer engagement can take a number of forms:

* Public consultation — inviting anyone to respongtoposals, consultation papers,
attend general consultation events.

» Consumer surveys — using surveys to obtain quémgtand qualitative
information on consumer priorities — includes wifjness to pay and willingness
to accept surveys.

» Focus groups and consumer panels — bringing toggtbaps of consumers for
more in depth discussions to elicit their viewsn(ba one-off or involve several
sessions of deliberative consultation).

» Targeted consultation (one-off) — specifically sagkcomments from targeted
audiences such as consumer representative graeiffseerwritten comments or
through consultation seminars, workshops etc.

» Consultative or advisory or challenge groups —ding together a number of
consumer experts or representatives for consultatizallenge and advice over a
period.

* Negotiated settlement or formal constructive engeaagg — consumers (or
consumer representatives) are given the role aftregmng some, or all, of the
parts of a price determination with a regulated pany.

The Consumer Challenge Groups set up by Ofgem &ndt@ the UK are largely of
the type of engagement outline in the fifth poibbae. However, both Ofgem and
Ofwat also undertake the first four types of consuengagement.
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Both Ofgem and Ofwat have ruled out the negotiagtlement approach at present.
However, both regulators have enhanced the waysich they will take into
account, in their determinations, consumer engagemeertaken by the regulated
companies. Ofwat requires the companies to sdteipdawn customer challenge
groups. During the recent Transmission and Gaslalision price reviews, under the
RIIO model, Ofgem placed a greater focus on howettalder engagement informed
the business plans. The Broad Measure of Custoatef&tion (introduced as part
of the DPCRS5 electricity distribution price contml2010) provides financial rewards
and penalties to DNOs based on their service tmmess, including the level and
usefulness of stakeholder engagement, their effaatiss in dealing with the
complaints received, and their handling of othartaot with their customefs.

Negotiated settlements — formal constructive engagent

Negotiated settlement (formal constructive engage)mevolves the users of a
regulated monopoly and the monopoly owner negaotidid reach a settlement as to
the costs to be funded and revenue to be colléatedusers. The role of the
economic regulator can therefore be rather diffieirem the traditional one of setting
the price control. The regulator may manage thegs® and provide guidance, but
the key feature is that the regulator acceptsétitement agreed between users and
network owners and does not seek to make its odgejment about the outcome
(either the full price determination or parts 9f fiTypically the settlements are
accepted by the regulator, obviating the need formal hearing and regulatory
decision other than to adopt the terms of theesattht.”

The negotiated settlement approach has been usedumber of countries and
regulated sectors, although in most cases thibéas in sectors where there is a
small number of large consumers — for example paispwhere it is the airlines as
“consumers” who are engaged, rather than passerigesee are pros and cons of
negotiated settlement and it is not the purpogbisfpaper to examine them.
However, they are mentioned to clarify that thipraych is different from the CC
Groups instituted by Ofgem and Ofwat. The compaecsic CC Groups that Ofwat
has required the water companies to set up areatsasked with a negotiated
settlement role, although the regulator will talkeit views into account. To
implement a negotiated settlement approach woujdire a group being established
for each network business, made up of consumeteearrepresentatives in the
network’s area, as opposed to a single CC Grouigrss to provide advice and
challenge to the regulator on sector wide issues.

® Ofgem. DPCRS5 Final Proposals (Decision Documédember 2009
’ Littlechild, S. A customer consultation processtfee water and sewerage sectors. A paper for Ofwat
20 May 2010, p.19
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2. GB context and rationale for introducing Consumer allenge by Ofgem

The first point to note is that the Ofgem CC Grougs not introduced as a result of
major public and/or political concerns. There wagjovernment decision to set up
such a CC Group, nor is there evidence of any Gurnent pressure on Ofgem to do
so. The CC Group was very much an initiative ofrdgulator, Ofgem, in recognition
of the limited nature of consumer engagement ioepreviews, because the process is
considered highly technical and consumer groups hvted resources to engage.

Secondly, there are a number of consumer orgaoisatiery active in the energy
sector in Great Britain. Until 2008 the statutongrsgy consumer body for England,
Wales and Scotland was EnergyWatch. In 2008 theggra®mnsumer functions were
combined with similar ones in the post sector dredftinctions of the generic

statutory consumer bodies for England, Scotlandvdatés, to form Consumer

Focus, which retains an energy team. The CC Grbeg arose partly as a response to
EnergyWatch being absorbed into Consumer Focusnassilikely to have fewer
resources for energy work. Other groups activeherhbusehold consumer side
include Which? (equivalent of Choice), Age UK antiZéns Advice. However, most
of these groups, along with Consumer Focus, temthg@age mostly with retail issues.

By 2014 Consumer Focus will be abolished and mbiss dunctions transferred to
Citizens Advice. However, due to concerns abouptttential loss of a specialist
consumer advocate in the regulated industries isgatergy and post), the
Government has agreed also to establish a Regufetadtries Unit, within Citizens
Advice, that may in time also encompass water eargsport.

On the business consumers side there are orgamsaticluding the Energy Intensive
Users Group (EIUG), Major Energy Users Council (MEland the Confederation of
British Industry (CBI). There tends to be limiteaigagement of the electricity and gas
retailers who could be seen as “consumers” of gtevark businesses and a proxy for
the consumer interest. However, some retailers tadsen active roles in network
price reviews.

It is also important to understand the UK energlcgaontext in which Ofgem
operates. Ofgem (and its predecessors, Offer agdsphas, since the regulators were
established at privatisation in the 1980s, hachgeaf duties that encompass
environmental and social objectives as well as exoo one$ However, in the last
twelve years these duties have evolved throughiessef legislative changés.

Ofgem, has had social and environmental guidamee the Government since 2002,
but this has been regarded as lacking impfaatsecondary duty “to contribute to the
achievement of sustainable development” was inteddor Ofgem in 2004. The
2008 Energy Act elevated this duty, placing it oregual footing with Ofgem’s
duties to ensure that reasonable demands forielgcand gas are met and that
activities to supply electricity and gas can bafficed. Ofgem’s primary duty was
further modified in the 2010 Energy Act and is nttavprotect the interests of current
and future consumers, where, taken as a wholeg ihterests include the reduction
of greenhouse gases and security of supply”. Ofipemefore sets price controls in a

8 Prosser, T. Law and the regulators, OUP, 1997.

° For a full account see: Owen, G. Sustainable dgveént duties: new roles for UK economic
regulators. Utilities Policy 14 (2006). pp208-17

YDECC. Ofgem Review. May 2011.
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context in which it has to consider the interestexisting and future consumers and
has to balance the fact that consumers today wwelfér to pay less, with the need to
avoid undue burdens on future consumers and meatwvigonmental obligations.

Since the late 1990s Ofgem had also been incredsingtward facing activities with
consumer and other stakeholder groups. This was partly by setting up Advisory
Groups (one on social issues and one on envirorahiesties), chaired by the Ofgem
Chairman, with representation from energy compam@ssumer and environmental
groups. It was also achieved through increasintigi@eition of Ofgem staff in events
organised by stakeholder groups, and Ofgem’s owsudtation events.

Network costs in GB are currently a smaller projporof consumers’ bills than they
are in Australia. GB network costs are around 23%ncaverage household
electricity bill and around 21% of an average hbosg gas bill** However, there is
likely to be significant upward pressure on netwookts in the electricity sector over
the next decade due to the need for general remioent and to facilitate the low
carbon energy system — including potentially majoreases in electricity usage for
heat and transport and the need to connect mdrédied generation.

1 Ofgem. Updated household energy bills explainedtsheet 97. 31 May 2012. Average household
electricity bill at that date was £470 and avergge bill was £704.
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3. The Ofgem Consumer Challenge Group

A key point to note is that the rationale for es#diing the CC Group was not
primarily about reducing the cost of networks tosumers. Clearly costs were
always likely to be an important component, butwata context of “value for
money” or what outputs and outcomes do consumens B Os to deliver and at
what price — what is the price/quality trade off?

Extract from Terms of Reference for the first Cansu Challenge Group:

“The Consumer Challenge Group is being set upssa©fgem in ensuring that the
consumer view is fully considered during its Elagty Distribution Price Control
Review. We already have a programme of consumearels as part of the review but
wish to bring in additional consumer expertisetfa following purposes:

* To enable us to get consumer input into some ofrtbe complex issues that we
are unable to address through market research.

* To provide a ‘critical friend’ from the consumepsrspective ensuring that we
have not missed any key issues and that the facckgge is a fair one for
consumers.

* The [CC] Group will act in an advisory capacityitelp inform the Authority’s
decision-making process. Ofgem will commit to takthe [CC] Group’s views
seriously and giving them due weight in the dehitien process but will not be
obliged to act on the views expressed. The [CCL@1@r representatives of the
[CC] Group) will be given the opportunity to presankey intervals to the
Committee of the Authority with the same frequeasythe Network Operators
(DNOs).

* We would wish to name the members of the [CC] Grasipeing ‘consumer
advisers’ — however we would not expect membessgio up to the decisions or
to indicate in any way that they have done ¥o.”

The first CC Group was set up in July 2008 foretetricity distribution price
review leading to new price controls from April Z0known as DPCR5). The
DPCR5 CC Group had 6 members — 4 with knowledgeeapértise relevant to
household consumers and 2 with knowledge and agpedlevant to business
consumers.

For the review of the electricity and gas transmoissind gas distribution price
controls, to come into effect in 2013 (RIIO T1 &&B1), a further 2 members were
added to the CC Group.

For the review of electricity distribution pricertools to come into effect in 2015
(RIIO ED1), 7 members were appointed (3 of theseewsembers who had been on
both the DPCRS5 and T1/GD1 groups, the others weweappointments).

The discussion sessions with Ofgem staff were eddy a senior manager of the
Consumer Policy team. The CC Group members detiggdne of them should
chair the sessions with the DNOs and CC Group mecimaking sessions (i.e.
sessions where the CC Group agreed key pointsdetings with the Authority and

12 Ofgem. Consumer Challenge Group Briefing, June8200

10
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the network businesses and for external commupis}ti The sessions with the
Committee of the Authority where chaired by the Warity Chairman.

CC Group members are paid for their time commitmeéhis was considered
essential to ensure that members could and wowlotelsufficient time to the task.
As a result most members have attended virtudlijaétings. In advisory groups
where members are not paid, attendance at meetamgise sporadic and often tends
to tail off after the first few meetings. Also tlkeeran be a tendency to substitute
attendees which can have a detrimental impact otirzoty. As these were
individual appointments rather than representatives, no substitution was allowed.

Consumer Challenge Group for Electricity Distribution networks price control
2010-15 (DPCR5)

The DPCR5 team held nine full-day meetings with@& Group over 17 months of
the price review period. The Ofgem staff team ledethe CC Group on emerging
proposals and the CC Group provided challenge pfsgdand suggestions. In
Ofgem’s words “The [CC] Group has offered valuabkght and advice on the
consumer focused elements of the price controlagek™

The CC Group met with the Committee of the Authofihe main decision making
body on the price control) twice, to outline the/ kmints it wished the Committee to
take into account and to discuss these with ther@ittee. These meetings were held
at the same time in the price review process a€tmemittee were meeting the
DNOs.

The CC Group met with the Distribution Network Cgters (DNOs) once to ask
them questions about key issues. This was a sirgled table” meeting with a
representative of each of the DNOs. Questions dgamiwith the DNOs at this
meeting included:

* DNOs engagement with consumers to date and howctneymprove

» Worst served customers — how to identify and hodetal with.

» Connections — time taken, scope for competition

» Potential new challenges and opportunities for neta/(e.g passive to active,
smart meters).

The CC Group published an interim and final repbiithese reports were written by
the CC Group and published on its behalf by Ofgem.

Other consumer research and engagement by Ofgem ftre price control
reviews

Ofgem undertook quantitative and qualitative consurasearch at various stages of
the price control reviews on consumer prioritiesgervice improvements, indicators
of willingness to pay and worst served consurfiers

The Ofgem Consumer First Panel was set up in 2068 same year as the CC
Group. This Panel consists of 100 “everyday” hook&honsumers from five
different locations in Great Britain who meet isexies of deliberative workshops
(reports are on the Ofgem website). The Panels t@veidered retail and network

13 Ofgem. Electricity distribution price control revi. Final Proposals. December 2009. p12-13.
“Web links at reference 1.

15 For example : Accent. Expectations of DNOs andinghess to pay for improvements in service.
Ofgem, July 2008.

11
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issues, environmental impacts and issues such as sraters and flexible (e.g. time
of use) tariffs.

On network price controls the Panel members weletabdentify key areas where
consumers would be able to engage but tended wadtethat their contribution

would be limited because of the specialist andri@eth nature of many of the issues.
They thought they as Panellists (having been thrdahg Panel process) were likely to
be better informed than the average consumer tiludamsidered that this was a task
more for expert consumer representatiesdditionally, following the introduction

of RIIO (see below), the Panel was used to considesumer priorities for price
reviews. When presented with the main outputs, woess prioritised their
importance, with safety and reliability being key.

RPI-X@20 review by Ofgem

As part of the RPI-X@20 review of price control$g@€m considered various options
for the future of consumer engagement. It ruledneoving to a negotiated
settlement/constructive engagement approach astidge.

“We do not think it is appropriate to delegate mspbility for agreement of network
regulatory decisions to consumer representativetsyark users or other parties. We
have concerns that the interests of these paresa sufficiently aligned, with those
of final consumers (existing and future), to detegarimary responsibility to them to
agree regulatory decisions. It is also not cleactvbody would be able to represent
the interests of future consumers. ...We also hanearos regarding their current
access to resources, the current levels of expetiall but a very small number of
individual consumer representatives and their ajgpiet engage in this way.”

However, Ofgem did note that this might be wortlexamining in the future. “We
think there may be a future role for consumer repnéatives, network users and
potentially other parties in agreeing decisionshenregulatory regime with network
companies. The transition to a model which fa¢#sahis may be appropriate in the
event that the networks begin to have greaterantems with consumers due to
changes in their role e.qg. if they were to playaa m the roll-out of smart metering...
Such an approach may also become appropriate gvtd that parties secure access
to the required resource and expertise to engatgsinvay and to effectively
represent the interests of consumers. They wosliraded to have the appetite to
engage in discussions of this nature. At preseatamg not convinced that this is the
case but we recognise that parties are likely teld@ expertise and interest in the
process through the enhanced engagement apprfach.”

In January 2010, Ofgem confirmed that “We thinleefive consumer engagement
would be best achieved by encouraging network coimepao engage with consumers
on an ongoing basis and complementing this withooum enhanced consumer
engagement as part of the price review procEss.”

'6 Opinion Leader. Ofgem Consumer First Panel. Rekefaom the Third Events, October 2009.
" Ofgem. Regulating energy networks for the futurBi4X@20 Delivering outcomes: Consumer
engagement in the regulatory process. Ofgem Oct2®@9. p.15

18 |bid. p.17

19 Ofgem. Regulating energy networks for the futuri-@20 Emerging Thinking - Enhanced
engagement, Ofgem, January 2010. p.4

12
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In its RPI-X@20 decision documefftDfgem set out the details of its enhanced
engagement approach that would:

* encourage network companies to engage proactiviyoonsumers. This
includes developing commercial relationships wilers of the network and
building on relationships with other stakeholderg)( environmental groups)

» develop the stakeholder engagement process refigtinse issues that
stakeholders are most likely to wish to, and be &b influence

» facilitate discussions between government, othguledors, network companies
and stakeholders at each price review.

Ofgem therefore decided to continue with the Coreu@hallenge Group (CC
Group), Consumer First panels and market researtlalao established the multi
stakeholder Price Control Review Forum (a membén®iCC Group attends). These
approaches were broadly supported by stakeholdensmer organisations,
networks, energyetailers, environmental group§umming up its approach Ofgem
said:

“The Authority, with its duty to protect the intests of existing and future consumers,
will continue to take a balanced approach to agsg#se price control. We will
commit to providing a transparent explanation ofvlvee have made our decisions
and how we have considered the balance betweetingxésd future consumers™”

RIIO T1 and GD1 Consumer Challenge Group

RIIO is the new framework (to replace RPI-X) foguating the networks. RIIO
stands for Revenue = Incentives + Innovation + Ogtp

The Consumer Challenge Group (CC Group) for RIIQ@ds and electricity
transmission) and GD1 (gas distribution) met with ©fgem RIIO T1 and GD1
teams 10 times over the 2 year price review pg26d0-12). The CC Group also met
with the Committee of the Authority twice. Theseeatiegs were held at the same
time in the price review process as the Committeeevneeting the transmission and
gas distribution companies.

The CC Group met with the transmission and distiiibucompanies on a one to one
basis in 2011 to discuss their business plans. Wassfelt by the CC Group to be
more useful than the roundtable with all DNOs helder the DPCR5 CC Group.

The key areas of focus for the CC Group for botfORI1 and RIIO-GD1 have been:

» overall quality and content of the companies’ Ri@siness plans

» scope and quality of the companies’ stakeholdeagaent including
stakeholder surveys

» potential impact of the proposals on charging viithat

* how innovation could be incentivised in the pricatrols.

Price Control Review Forum (PCRF)

Ofgem established separate PCRF groups for RIIGRTIQ GD1 and RIIO-ED1.
The PCRF groups meet quarterly during the reviengdvide input to Ofgem
about a range of aspects of the price controls.PRRF groups include the
networks, retailers, renewables and distributeceggion companies, DECC (the

2 Ofgem. RIIO. A new way to regulate networks. Fidatision. October 2010. p.16-17
2L Ofgem. RIIO. A new way to regulate networks. Fidatision. October 2010. p.17
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Government department), consumer (business ancthold§ and environmental
organisations. A member of the Consumer Challengeigattends the PCRF
meetings to provide a link between the two proce&seull terms of reference are
available on the Ofgem website along with notethefPCRF meetings.

The role of the price control review forum (PCR§&}o:

» allow Ofgem and network companies to hear the viefwsterested parties;

» bring together all aspects of stakeholder engagebeng undertaken by Ofgem,
network companies and interested third parties;

» allow Ofgem to evaluate its outputs and incentwmexposals and for Network
Operators to evaluate their business plans;

» discuss the output tradeoffs that may need to lema light of competing
stakeholder interests, and to understand the redstind different views.

Consumer engagement by network companies under RIIO

A key principle of RIIO is for companies to develapvell-justified business plan
through enhanced stakeholder engagement. Ofgestdtas that companies that rise
to this challenge may benefit from proportionagatment and “fast-tracking”. Fast-
tracking will allow the companies to conclude thaiice control up to a year ahead of
the standard timetable.

Below is an extract from Ofgem’s initial assessnritansmission companies’
business plans under RIIO-F1This also notes some of the comments that the CC
Group made upon the plans.

“ 3.7 There is scope for further development iroathe stakeholder engagement
processes. All of the companies could do more mafstrate how their engagement
has impacted areas of their plans. Currently, viaresgenerally quoted where they
agree with the company’s position. The companiesite demonstrate the range of
views received and how they challenged stakehdldews to reach a position. In
addition, for SPTL and SHETL there is a need tcagiegwith a wider range of parties
and demonstrate how intelligence gained from tloegss has been used to shape
plans and improve performance. The [CC Group] nttatlall companies could do
more to engage with local communities and the \alynsector. They further noted
that the interaction with both distribution and glypcompanies was important and
that more evidence should be provided on the iotieras with these parties.

3.8 The [CC Group] also highlighted the need fbokthe transmission companies to
explore and explain in more depth how their businganning reflected their
understanding of the needs of future consumersgstém users, particularly in the
light of the significant new investment being pladr

Following publication of the initial assessment®fgem of the business plans, all of
the companies undertook considerable additionadwmier engagement to refine the
plans. In RIIO T1 the two Scottish electricity teamssion companies were fast
tracked, concluding their price determinations prin2012, whereas National Grid’s
(electricity and gas) were not fast tracked ancchatied in December 2012.

%2 The CC Group has rotated this role amongst its neesn

Z Ofgem. Initial assessment of RIIO T1 business pladctober 2011. p.7
http://www.ofgem.gov.uk/Networks/Trans/PriceContfBI$O-T1/ConRes/Documentsl/busplanannex.pdf
http://www.ofgem.gov.uk/Networks/Trans/PriceContfBI$O-T1/ConRes/Documents1/busplanletter.pdf
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Examples of some issues discussed by the Consuméiallenge Group in DPCR5

Over the period of the review the CC Group providedllenge on many aspects of
the price review. Some of the issues discussedded:

* Willingness to Pay (WTP) research — some reseamtucted just prior to the
GFC suggested considerable consumer willingnepaydor network measures
that would contribute to carbon mitigation. The G&@up raised questions about
whether this would still hold true, given that Bt other parts of the electricity
value chain had risen as well as other costs traguimers were facing and with
rising levels of unemployment. The CC Group encgedaOfgem to undertake
some more up to date research. The CC Group asastied with Ofgem the
limitations of WTP research (some members of theGZ@up had particular
experience in this type of research).

» Network reliability - research undertaken by Ofgemggested that consumers did
not want any deterioration in security and avaligbof supply but they were not
willing to pay for significant improvements. CC Gimconfirmed this was likely
to be a reasonable assessment of consumers’ preésre

* Equalising treatment of capital and operating edpgere (CAPEX and OPEX), as
a means of changing incentives on the companief@pthg to encourage
demand side and non-network solutions.

» Akey issue for the CC Group was how DNOs engadle their consumers, how
company culture can become more proactive and ocoeistacing and how far
incentives and regulation can encourage this alltihange. Having met with the
DNOs, the CC Group felt that there was a lot ofkmorbe done, which the DNOs
themselves also recognised. Most consumer corstadth suppliers and DNOs
are largely invisible to consumers. The need foxd3No enhance and develop
their relationships with consumers is likely to\grim the future.

* Worst served customers — The CC Group discussgedstue at some length, as it
raises some important issues. Clearly, customeosand poorly served (many
interruptions) would wish for a much better servidewever, delivering better
service to some of the worst served could provg westly and the costs will be
borne by all customers of the network. The CC Grdispussed how much it
would be reasonable to spend to improve servitiegavorst served. Out of these
discussions (and research by Ofgem) arose theoideaap on the amount spent
per worst served customer in terms of network ugligrg to assist as many
customers as possible for a given level of res@urce

What difference did the Consumer Challenge Group miee in DPCR5?

It is important to recognise that the CC Groupas“elaiming credit” for major
changes in what Ofgem did. This was not the aith@fprocess or of the CC Group.
The CC Group was involved in an iterative procegh ®@fgem over a long period.
The value for Ofgem was in engaging with people Wwaee experience in energy and
consumer issues (and, to varying degrees, of ecenmegulation) who could bring a
different perspective from the staff team at Ofgeamd also with a different brief from
consultants engaged to advise Ofgem on particsgares. The CC Group recognised
that they were part of a process that involved @fgensulting consumer
organisations, individual consumers (householdsbasihesses), other consumers of
the DNOs (such as retailers, developers and dig&tbgeneration owners) and other
stakeholders, and the findings of market reseamubngst consumers.

15



The potential role of Customer Challenge in energpetwork regulation in
Australia. Dr Gill Owen 13 March 2013

That being said, some of the key issues where @&up made a significant input
into the development of Ofgem’s final proposals are

Clearly defined agreed outputs that Ofgem expects the DNOs to deliver in return
for the revenues they are allowed to collect framsumers. The CC Group felt
that this was important to ensure that consumessWipat they had paid for” and
that the general health of the network does narotette requiring greater
investment and higher prices for consumers indiré. In return for the
revenues they receive from consumers over DPCR®DMIl be required by
the end of 2015 to have delivered an agreed paakagaput measures. One
example is the Load Index (LI) relating to geneeahforcement. DNOs have
ranked each applicable site (e.g. substation) ftdm5 where 'LI1' represents
sites with significant spare capacity and 'LI5'tcags sites that are fully utilised
and require intervention. This Load Index thus nsakisible where it would be
expected that expenditure should be directed arad iwmipact it should achieve.
Connections — There had been many complaints from consumetalgty
developers, businesses, distributed generation)tdbe time taken to secure
connections and the costs. This was an area whergb business consumer
experts on the CC Group were particularly ablertwige evidence and comment.
As a result, Ofgem introduced measures to: sigmitiy improve the level of
service to consumers seeking a connection to stghidition network; enable
effective competition in connections. New guaradtsandards and licence
conditions entitle consumers to compensation ¥ th& not receive connection
guotes within a defined timeframe and if their cection is not energised within
the timeframe agreed with the DNO. DNOs are no¢ édokecover the cost of
making compensation payments and, if they do notesed in rapidly improving
on pre-2010 performance levels, shareholder easrdagld be reduced by up to
100 basis points (pre-tax) over the five year gerio

Targets and incentives for network reliability. Ofgem revised the interruptions
incentive scheme (IIS) to better reflect limitechsomer willingness to pay (as
evidenced by consumer surveys) for further semviggovements. Ofgem did not
give DNOs any ex-ante allowances for improvemamiaterruptions
performance.

A new incentive that rewards or penalises the DNOs according vothey fare on
abroad measure of customer satisfaction. The measure will be based on a
satisfaction survey (interruptions, connections gaderal enquiries); a
complaints metric (unresolved and repeated comiglaitecisions made by the
Ombudsman) ; and stakeholder (suppliers, IDNOss]CBcal Authorities,
developers, DG consumers, environmental organisgjtidews of the DNOs'
approach to engagement and outcomes from the emgage

The Low Carbon Networks fund aims to stimulate culture change, innovation and
trials of new technologies, commercial and opegatirrangements for the “smart
grid” future. It enables DNOs, in partnership waitiers, to help deliver a low
carbon electricity sector. The CC Group, in paticgpromoted: the idea that
DNOs should bid in competition with each other foojects to be supported
through the fund, rather than each DNO receivinghanvation allowance; that
DNOs should bid in partnership with others sucklastricity retailers so that the
projects would test not just technologies but éifocommercial arrangements
needed to make this work in a disaggregated etégtrialue chain; that a
condition of participating is that DNOs will have $hare learning (including the
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lessons learned from projects that "fail") to magenndustry benefit. The
partnership approach is considered particularlyoirtgmt as this provides the
DNOs with access to additional expertise and atbarces of finance. Ofgem
also said that if DNOs did not engage with theserested parties, it will consider
further action, including a new licence conditibattwould allow Ofgem to
require DNOs to let other parties run trials orirthetworks.

Ofgem’s view of some of the key issues on which@a=Group made a difference is
outlined in their Final Proposals for DPCR5:

“In particular they have helped us to develop afahe our proposals for:

* improving competition and service in connectionsdomestic, business and DG
consumers and those competing with DNOs to prostoiaections services,

* environmental measures, particularly the scopenamchanics of the Low Carbon
Networks fund (LCN fund) and the losses incentive,

» the three components of the broad measure of carssatisfaction: consumer
satisfaction survey, complaints metric and DNO skatder engagement,

» the"use it or lose it" allowance for improving\@ee to worst served customers, a
cap of £1,000 on the amount that can be spentymdividual worst served
customer to ensure the benefits of the fund areaspbacross a number of worst
served customers, and

» the introduction of network output measures, whHKs must commit to
achieving a defined set of outputs in return f@ money that they receive from
consumers. The [CC] Group was keen to ensure tmseners are able to
understand what they will receive in return forithigstribution charges and that
those DNOs who fail to deliver these outputs, withgood reason, are held to
account.

As we have developed Final Proposals the [CC] Gragbeen able to inform our
discussions on the overall DPCRS5 package and phatig the calibration of
incentives and how we should apply our analysRa@RE in arriving at a decision on
the cost of capital. We have also benefited froenglrspective that the business
repres,ze‘:lntatives on this panel have brought to ¢hate on the treatment of pension
Ccosts.

The CC Group also stressed throughout that Ofgeadetkto have a clear narrative in
its DPCR5 documents explaining how its thinking dagteloped over time and how

it has reached its final decisions. This includesiming the issues considered and
how Ofgem has taken account of the views raisecbbgumers and other
stakeholders.

What went well in the Consumer Challenge process

The CC Group found the experience valuable andiieelit made an important
contribution to the development of the DPCR5 P@Goatrol. Some of the key factors
that contributed to this positive view were:

* The CC Group was set up at an early stage in theRBprocess and thus had the
opportunity to contribute when its views could bken into account. For RIIO
TD1 and GD1 and for ED1, the CC Group was estaidisight at the start of the

24 A key issue in respect of pension costs was howekfudeficits in pension funds should be reduced.
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process. Being involved at this stage meant tleaCii Group could be confident
that Ofgem was open to its input and was not jeekisg ratification of decisions.

» Ofgem indicated the areas on which they wante€Ctbésroup’s views, but the
CC Group was able to determine what it most watdexbver in the Challenge
sessions. Thus whilst there was an overall plarettivas also flexibility to vary
this as new issues emerged.

» Having sufficient time in the meetings to discussuies fully.

* The time commitment of the Director of Distributibmho led the DPCR5 review)
and her senior staff to the Challenge sessionghwhieant that the CC Group
were confident that they were providing their vigdewvghe relevant people at the
right times.

» The mixture of members (household and business;agmmental as well as
consumer knowledge) meant that the Group’s memhbers also able learn from
and challenge each other. The inclusion of memb#hsenvironmental expertise
was important in the Great Britain context givea émvironmental objectives of
UK energy policy and of the regulator.

* The fact that this was not a stakeholder groupahwgxpert group, meant that
members were able to speak as individuals, rakiar lhaving to provide an
organisational policy line. It was also helpful tttfee CC Group was not expected
to reach a consensus. CC Group members did prdiffeeng views and did
disagree from time to time!

» Having meetings with the Authority Committee atigas stages in the process to
present and discuss the CC Group’s views.

» Having the opportunity to meet the Distribution Wetk Operators.

The CC Group was able to see places in the firgdgwals where Ofgem referenced
their input and that from consumer research andratbnsultation with consumer
groups. This is important as it shows that Ofgenettaken consumer input seriously
— something that the CC Group stressed to Ofgemdamiimportant.

Ofgem have also stressed that they see a key beh#ie CC Group as being the
role it has played in helping to build recognitiminthe value of consumer engagement
and capacity to undertake it, within the reguldiadinesses themselves

What could have gone better in the Consumer Challege process

There were a few areas in DPCR5 where the CC Geduthe process could have
been improved.

* An earlier and fuller briefing for stakeholdersttwe role of the CC Group and
how it fitted into Ofgem’s broader consultation asahsumer research activities
during the price review process.

» Everyone within Ofgem fully understanding the rofehe CC Group and its
terms of reference and what would be said pubbglyhe CC Group.

* A further meeting with the DNOs, particularly tesduss the Low Carbon
Networks Fund, would have been useful. The CC Gfoupd the individual
meetings with the networks business conducted urRtd€ TD1 and GD1 more
useful than the roundtable with DNOs under DPCR5.

* It would have been useful for the CC Group to haet other stakeholders — such
as suppliers and the relevant Government depart(@epartment of Energy and
Climate Change). Under RIIO TD1 and GD1 and ED&reghs an opportunity to
do this at the Price Control Review Forum sessions.
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4. Ofwat approach to customer challenge

Ofwat is the economic regulator for water in Englamd Wales. The water industry
in England Wales was privatised in 1989 and cosi®f10 large water and sewerage
companies, plus 14 water only companies. All ogeaatlocal monopolies.

At the 2004 and 2009 price reviews, Ofwat carriatljoint research with the
Consumer Council for Water (CCWater — the statutmrysumer organisation) and
other stakeholders to assess how acceptable thearoes’ proposals were likely to

be to their customers. In 2009, Ofwat also requinedcompanies to develop strategic
plans to provide a longer-term context for therefyear business plans, and to
demonstrate how these reflected customers’ views.

CCWater established discussion forums with eachpemy, the local Environment
Agency and the Drinking Water Inspectorate (DWthe Quadripartite Forums. The
Forums met at key stages throughout the proces€@ndater reported that the open
discussions between companies and other stakeblotdproved understanding.

At each price review, while Ofwat did receive conmtsefrom customers and their
representatives and other stakeholders, engagesmeed. Key factors were the
complexity of the information, the process andrlative resources and expertise
available to different stakeholders. Given the lemgles ahead and the central
importance of customers’ views, Ofwat felt theresveaneed to examine new
approaches to customer engagement that take iotwaic

» the extent of the influence that customers can have
» the needs and interests of different types of custe

* regional differences

» willingness and ability to engage.

As with Ofgem, this was very much an Ofwat rathant government initiative.
Consultation on a new approach began in Octobed,2though Ofwat had been
working internally on the issue for some monthobethat®® An independent review
of the role of Ofwat and of the arrangements farstomer representation in the sector
was commissioned by the Government and startedptegber 2010. This review
reported in July 201%° The review concluded that Ofwat needed to engage m
effectively with the full range of stakeholders.eTinal report broadly endorsed the
approach that Ofwat was in the process of devetpfaincustomer engagement.

In August 2011’ Ofwat set out that it wished to see a three-tieqguroach to
enabling customers to engage with and influence toenpanies’ business plans:

* “Through direct local engagement between each cagnpad its customers to
understand customers’ views, to inform developnaeick test acceptability of the
company’s plan.

* Through company specific customer challenge grolgswill...challenge the
shape of each company’s overall plan and the waagdimpanies meet their legal
obligations (for example, on drinking water quabtlyd the environment)...The
groups will play an important part in consideringdence of a company’s direct

% Ofwat. Involving customers in the price settinggess — a discussion paper. Ofwat, October 2010
% Gray, D. Review of Ofwat and consumer represamidti the water sector. Defra, 2011.
http://www.defra.gov.uk/publications/files/ofwatwiew-2011.pdf

27 Ofwat. Involving customers in price setting — Ofisatustomer engagement policy statement.
Ofwat, August 2011

19



The potential role of Customer Challenge in energpetwork regulation in
Australia. Dr Gill Owen 13 March 2013

customer engagement, discussing and challengingti®aompany has
responded in its business plan. The groups willssd@fwat on how well this has
been done.

* Through a sector-wide customer advisory panelftaence and inform Ofwat’s
decisions on those issues where Ofwat will apphstient policies or
assumptions across the water and sewerage sédisanel comprises
members with the expertise and experience to infmmthchallenge Ofwat on a
number of key sector-wide assumptions, such asdbieof capital, and provisions
for pensions and energy. Membership includes CCWat¢he statutory (legal)
water customer representative. It also includesratbhstomer representatives,
such as big businesses, which are also often cessooh several water
companies. The panel will not duplicate the comgsirown engagement with
business and other customers. Nor will it advis@wochallenge individual
company business plan&”

Ofwat has clarified the extent to which customeilsinfluence the process of price
determinations. “Customer engagement will be arontgmt factor when we consider
whether to accept a company’s business plan. Butlihot be the only one, as some
things cannot be determined solely by customeesisi And sometimes, we have to
consider the interests of future customers, asaghose who are able to express a
preference now. So how much weight we place orooust engagement will depend
on several factors?®

Water company customer challenge groups

The customer challenge group model builds on tleelgpartite and Wales PR09
forum discussions at the 2009 price review. Buvel as other regulators (EA, DWI
and Natural England), the statutory consumer baalysGmer Council for Water
(CCWater) and the company itself, the groups inelud

* local authorities and business representatives
» other consumer organisations — e.g. Citizens Advige UK
* environmental organisations.

Ofwat has recently (January 2013) set out moraldeténow it expects the customer
challenge groups process to opefafehis clarifies that each group will challenge:

» the quality of the company’s customer engagemertt; a
* how well the company’s proposed outcomes and outabativery incentives
reflect their customer engagement, and customesg/svand priorities.

Ofwat expects the customer challenge groups tabeplarly important following
the draft determination stage and at the stagectimmpanies are making menu
choices.

Ofwat Customer Advisory Panel

The Ofwat Customer Advisory Panel has 11 membetsnd from organisations that
focus on household customers. There are 3 witltasfon major companies; 3 from
organisations concerned with small and medium lessinisers; one from a

%8 |bid.

2 |bid.

%0Ofwat. Setting price controls for 2015-20 —framekvand approach: a consultation. January 2013.
http://www.ofwat.gov.uk/pricereview/prid/pap con301framework.pdf?download=Download#
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farming/landowners organisation; one from governinpeacurement. The members
were appointed on the basis of their expertiseimaah individual capacity and not as
a representative of any particular organisation.

The panel met four times in 2012 and its termsetdrence and minutes are published
on the Ofwat website. This panel considers sontee@fame sorts of issues as the
Ofgem CC Group and has a similar way of workingseulssing issues with various
Ofwat team members working on the price controtswelver there are some
important differences. It will not meet with thengpanies (this is the role of the
company specific customer challenge groups). Amglnbt intended that it will meet
with the Ofwat Board. The customer challenge grouiesvs “will inform the work

of the Ofwat Executive and be taken into accountexplicitly referenced in the
recommendations that the Executive puts to the OBsard when it makes decisions
on price setting methodology or determinatiotis.”

31 Ofwat. Involving customers in price setting — Ofig@ustomer engagement policy statement.
Ofwat, August 2011
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5. Australian context for introducing consumer challerge

Network costs are a more significant part of thestmner’s bill in Australia than in
the UK (45-50% compared to under 25% in the UK)erBfore the potential for
consumer engagement in the price setting processliteer outcomes that have an
impact on consumers’ bills could be much larger.

As far as the electricity networks are concernled AER operates in the context of
the National Electricity Objective (in the Natiort&ectricity Law): “to promote
efficient investment in, and efficient operatiordarse of, electricity services for the
long term interests of consumers of electricityhwitspect to —

1. price, quality, safety, reliability, and securitiysupply of electricity; and
2. the reliability, safety and security of the natibekectricity system”.

The AER must, in performing or exercising an AERremmic regulatory function or
power, “perform or exercise that function or powea manner that will or is likely to
contribute to the achievement of the national elgtt objective.”

Unlike Ofgem in Great Britain, therefore, the AEBed not have any specific duties
or powers in respect of environmental or sociat(utional) considerations.
However, the AEMC Power of Choice review and vasioutiatives by the
Commonwealth and State governments to promote grmdfigiency, renewables,
smart metering, time of use tariffs and so on nteahnetworks (and the AER as
their regulator) will be facing some similar challes to those in the UK. It is likely
therefore that a Consumer Challenge Panel appoint&dstralia would also engage
with some of these broader issues.

There has been relatively limited formal consunmgagement in the network
regulatory process in Australia to date. The AERIighes consultation papers and
holds a public forum in each network pricing reqsetcess. Engagement in these
forums has tended to be greater for business rthrrhousehold consumers and the
format is mostly a series of presentations withstjoe and answer sessions. Other
engagement is conducted on a project by projecs basappropriate. Issues papers
and forums are scheduled to coincide with key roless, such as electricity
distribution resets in specific states. Recenhig, AER endeavoured to increase the
level of consumer engagement during the prelimiistaiges of the NSW & ACT
electricity distribution determination — a rangedadcussion papers were issued and
stakeholder forums held.

On the retail side however, consumer engagemerti¢ers much greater and there
are a number of consumer and social welfare gradnesare very engaged on retail
market issues.

The National Energy Retail Law (NERL) required gstablishment of a Customer
Consultative Group (CCG) to provide advice in rielato the AER’s functions under
the energy laws affecting energy consumers acrasgipating jurisdictions. The
inaugural CCG was appointed in 2009 to enable mé&brconsultation on the
development of retail guidelines and to assistAB®& in developing an understanding
of retail issues prior to the commencement of thédwal Energy Retail Law and
Rules in some jurisdictions on 1 July 2012. The AR briefed the CCG on network
issues from time to time. In 2011 the AER recougi its CCG for a two year period
ending in late 2013. CCG meetings are held upreettimes a year.
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There are currently nine members of the CCG whassiepresentatives of their
organisations. These organisations are the leadiogl welfare and consumer
organisations in Queensland, New South Wales, ¥&t&outh Australia and
Tasmania, mostly with a particular focus on lowome and vulnerable household
consumers.

Membership provides participating organisationslite opportunity to inform the
AER about issues that impact on the groups thenesept and meet with other
consumer representatives to discuss energy consssoes. Members consult with
their constituency outside the CCG meetings andigggocomment on:

» issues and energy market developments affectingygm@ensumers that fall
within the scope of the AER's functions under tlaidhal Electricity Law, the
National Gas Law and the National Energy Retail Law

* information dissemination strategies and approprternal networks available
to enhance communication with community and consgraips and energy
consumers; and

* issues as requested by the AER.

The AER also participated in the Joint ImplemeptatGroup (JIG), established by
the Standing Council on Energy and Resources todowade jurisdictional processes
to implement the new retail market framework.

A number of the state based regulators have esleoliconsumer consultative bodies
and/or have undertaken various consultation ais:/ilThese have mostly been in
relation to retail market issues — not surprisirggythat is their main area of
jurisdiction.

Consumer engagement by energy regulators in Aisstrak therefore been mainly
focussed on retail market issues. It is also tise tlaat (as in the UK), consumer
organisations tend to be much more engaged in gmetgl market issues than in the
networks side, as it is in the retail market tihat highest profile issues affecting their
constituency have occurred to date. As far as nmé&twegulation is concerned:

“A significant challenge for consumer groups isedetining which topics (e.g.
operating expenditure or cost of capital), theylsst targeting to both benefit their
constituents and meaningfully participate in thgutatory process. This is
particularly important given the technical natuféhe regulatory environment and
their limited resources>?

Another important contextual factor to note is ttegre is no national energy
consumer body in Australia, although it is lookingreasingly likely that there will
be one, in recent proposals from COAGhus, at present, the generalist consumer
organisations who are members of the AER’s CCG ¢dher generalist consumer
organisations in Australia such as Choice), havé to their engagement in energy
issues along with that in other sectors.

A number of network businesses’ have establishets@uer Consultative
Committees that provide input into policy, plannergd decision making. There is
limited information available on the activitiestbese committees and how they
impact upon decisions made by the network busise3$e AEMC has proposed that

32 AER. Summary of consumer engagement in AustrBiEember 2012 (note provided to the author
by the AER).
%3 COAG Energy Market Reform. Implementation Planc&aber 2012.
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network businesses should in future engage inmadbconsultation process with
retailers and consumers when setting their tariffs.

IPART review of customer engagement

IPART in NSW has undertaken a review of the rolewstomer engagement in the
sectors that it regulates (water, energy retaihgport)** The review sets out
IPART'’s expectations for customer engagement byleggd water businesses.
IPART considers that this should focus “only onitipeoposals in relation to
discretionary operating and capital expenditure @rahges in price structure”.
IPART took the view that “it is not appropriate fas to consider customer
engagement in relation to all aspects of a regdilatesiness’ pricing proposal,
particularly those expenditures required to conval legislative or regulatory
requirements. However, we consider it appropridtemexpenditure is discretionary,
because the link between this proposed expendinaeustomer preferences is
required to establish the efficiency of the progbsependiture, an important task for
an economic regulator®

IPART will encourage regulated water businesses to:

» provide evidence of customer engagement for diecraty operational and
capital expenditure and for proposed changes te [structure.

» undertake best practice customer engagement, heagagd to the costs of
engagement.

» consult customers early, before price proposalsabenitted.

* Businesses must also provide a separate, shart,Extglish summary of their
price proposal in addition to their submissionRART.

IPART also considered that it must provide guidatocéne businesses before the
price review process begins; assist stakeholddrsitd their capacity to participate
effectively; and expand its suite of communicattiannels. IPART has not set up a
Customer Challenge Group within IPART.

% |PART ‘Customer engagement on prices for monopelyices’, August 2012.
www.ipart.nsw.gov.au/Home/Industries/Research/Resi€ustomer_Engagement/Customer_Engage
ment_on_Prices_for Monopoly Services _2011/10 Au220
Release Final Report/Final_Report - Customer_esmgagt on_prices for_monopoly_services -
August 2012
% IPART did not consider it appropriate to apply thestomer engagement framework to the energy
retail or public transport sectors. The reasonkided, the existence of competition in energy tetadl
lack of a legislative mandate for customer engageme a factor to consider in determining prices.
% IPART ‘Customer engagement on prices for monopelyices’, August 2012. p. 12.
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6. Potential role of Consumer Challenge in Australia

At the COAG meeting on 7 December 2012, COAG membgreed to provide the
funds to the Australian Energy Regulator (AER) ¢tablish a Consumer Challenge
Panel. This formed part of a package of electri@fprms “designed to return the
interests of consumers to the centre of Austrab#stricity markets”, in response
to major public and political concerns about engygges, the “gold plating” of
networks etc.

The Economics Editor of the Financial Review, ircBaber 2012, wrote that “The
consumer challenge panel could play a pivotal ol three big political challenges
in power reform™® He identified these as: to persuade state govertsne accept

the higher risk of blackouts in order to reduceltigplating” of the network; to
deregulate retail electricity prices and allow tiofeday pricing to reduce the peak
loads and the massive investment needed to mewt thgersuade the Coalition
governments in NSW and Queensland to privatise #taie-owned electricity
assets.” When even informed media commentatorsvdés along these lines, there is
somewhat of a risk of the Consumer Challenge Peiading with unrealistically high
expectations of what its role should be and whsiduld achieve.

A Consumer Challenge Panel is not the solutiomégaroblem of high network costs,
but it could be an important part of the processriaking network regulation and
network businesses more responsive to consumeestse so that consumers are
more likely to be paying for the level of netwokkgce that they want.

However, there is an important question as to hawhmnfluence consumers can
have on network costs through the AER price re\pevcess, which will depend upon
the extent to which the regulator is working witkemnstraints brought about by
standards and legal requirements that have alleaely determined. For example, at
present the state governments set reliability stedy] that some commentators
consider have not paid enough attention to conswntléngness to pay for those
standards. COAG has recently agreed in principkedtagpt a new best-practice
framework for reliability standards that will takensumers’ interests into account
and transfer reliability setting to the AER. A dgon on implementation will be taken
by the end of 2013 so at this stage the impadiisfriotential change is unknowhit
will also be the case that a significant proportddmetwork expenditure will be
devoted to basic maintenance of the network. Tfeeders also affect the degree of
influence consumers can have in the UK. As Ofwatehaoted “A large proportion of
consumers’ bills is spent on maintaining curremvises or meeting legal
requirements — for example, to protect the enviremtyi

Constraints on the scope for consumers to influ@nice setting are the reason that
IPART is limiting consumer engagement to discredigrelements as noted above.
Thus, for all forms of consumer engagement, itnpartant to be honest with
consumers about where there is scope for thenflteence and where there is not.

For example, in the case of reliability standaods, consumers have a say in what the
standards should be or is their scope for infludimsged to efficient ways of meeting
pre-set standards? It is likely that consumers digufact have much more to
contribute to the former (which is about choosirigwel of reliability based on the

3" COAG reaches agreement on electricity market nefdoint statement from the Prime Minister,
Deputy Prime Minister, Minister for Resources ameigy. Canberra, 07 December 2012.

3 Alan Mitchell, Australian Financial Review, 05 D2612.

39 Council of Australian Governments Meeting — Comigue Canberra, 7 December 2012
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costs of achieving it) than the latter (which Il to involve more technical
assessments of costs, benchmarking etc). As notibe iearlier section on DPCR5 in
GB, the issue of consumer willingness to pay fatipalar levels of network
reliability was an issue on which Ofgem conductethlzonsumer research and
consulted the CC Group.

Another very important consideration is that thiereo one “consumer interest” on
any issue that the regulator has to take into adc@&learly, most consumers would
prefer to pay as little as possible for their egargeds, but when it comes to what
should be done or not be done as a means of kebilimgown, there will be many
different options and consumers will have differingws on them. When choices
offer the certainty of paying more in the next fixears for the potential to reduce the
risk of much greater costs in the future, consuragponses will vary according to
their appetite for risk, discount rates etc.

It follows therefore, that it makes sense for thgulator to use a number of different
means of consumer engagement to assess the consatenest, so that it can “sense
check” specific ideas. It is not likely to be a gddea to create a monopoly provider
of the consumer view! So, for example, if the CansuChallenge Panel is giving
views that are very different from that obtaineahfrmarket research (surveys, focus
groups) and/or consumer organisations (includingva Consumer Advocacy Body if
one is established), then the regulator will warnbbk carefully at why such
differences may be occurring. There may be verydgeasons for such differences,
but this does mean that the regulator still retamesentral role of balancing different
interests and reaching judgements. Having a ConsGima&lenge Panel or most other
methods of consumer engagement (apart from negdtsattlement), does not imply
“outsourcing” the job of the regulator to judge whall best serve the interests of
consumers.

In terms of how the Panel operates, this is cldaryhe AER to determine. However,
some key issues to consider, based on the UK experiare as follows:

* It would be valuable for the Panel to have someradtion with other consumer
organisations/advisory groups. This could also kelgarify the respective roles
of different forms of consumer engagement in trecess.

» Clarity about the respective roles of the panelaneéw national energy consumer
advocacy body (if one is established) will be intpot. It could be useful for the
two bodies to agree a memorandum of understanti@j).

» ltis reasonable to expect the Panel to provideescmallenge directly to the
network businesses through one or two meetingstivéin — ideally early in the
process to allow the networks to incorporate thialenge in their proposals to
the regulator.
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7. Conclusions

Given the limited nature of consumer engagemenetwork regulation to date in
Australia, a Consumer Challenge Panel is likelgdd something of value to the
process. Key to its success will be getting pewagle have sufficient expertise and
credibility with consumers and consumer organisetioesourcing them effectively
and AER staff and Commissioners being committddstening to their advice. This
does not mean the AER has to accept all the advices still the AER that makes the
decisions — but it will need to be clear about whyas or has not taken it on board.

Equally important to recognise is that the Panehily part of a consumer
engagement strategy for the AER, that will alsdude consumer research,
consultation processes with consumer organisadodsndividual consumers. It will
also be important for the network companies to tgveffective engagement with
their consumers.
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