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Comments on QCA “Efficiency Carryover Mechanism” Issues Paper.

1.  Introduction
[n esscnce the ‘Efficiency Carryover Mechanism’ 1s a tool to gauge the effects of the efficiency gains made, by
the application of full cost pricing, over more than 1 repulatory petiod. This issue is particularly relevant at
prosent as a number of the QCA’s determinations are due for review, and an clement to be considered will be
what afficicncy gains were made, and how these gains can be sharcd between the service provider and the users.

4. Rationale for an efficiency carryover mechanism

Implicit in incentive regulation is the notion that there are gains to be made by all patties, by the introduction of
measures to increase the efficicncy and cffectiveness of their operations. This is typically donc by encouraging
the regulated business to outperform pre-determined efficiency benchmarks, and allowing the husiness to retain
all or part of the benefit over time.

A disincentive would avail, if the busincss believes it's efforts would he insufficiently rewarded.

QCA argues, that unless an efficiency carryover mechanism is implemented, any savings generaied by the
business, would be passed onto customers (in the form of Jower prices), and nor retained by the regulated
buginess, This would Jead to a disincentive (o the business to carry on with it"s e{ficiency program. Another risk
s in the absence of such a mechanism, the regulated business will target efficiency gains in the carly years, and
defer inroducing cost savings towards the end of the regulatory period, with a view to maximise the period over
which gains can be rataincd.

3, Definition of efficicncy gains

Efficicney gains arc calculated by using the efficiency benchmark sct at the begimming of a regulatory period, to
ascertain, improvements, if any over that period.
Cains can be catcgorised into the following:

s Windfall gains, which ocenr when iactors outside the entilies control lead to reductions in a regulaed
business' cost. Examples of windfall gains arc reductions in inferest rates, which would lower operating
costs, Windfull gaing are likely to be passed onto customers rapidly, as these henefits will be available
to all competitors,

s Lifficiency gains, which occur as a direct resull of 2 management induced initiative intended Lo achieve
a cost saving. An example of an efficiency gain could he a management decision to introduce now
Jabour saving methods, or improved assel management and mainlenance practices,

The difficult issue is how to separately measure the quantum of ¢ach gain. One approach put forward is to
disrcgard the source of savings, but allow a less than full carryover, acknowledging that part of the cost savings
will not be efficiency gains. '

One advantage of this methed is in it’s simplicity, but the disadvantage is that the busincss could not be
guuranteed thal it was properly rewardsd for it’s efforts. Another is that it could be easily manipulated. The cost
savings to be carried forward would fikely be arbitrary and difficull to justify.

Another approach may be the requirement for the business to establish what part of identified savings were the
result of cxplicit management decisions. The advantage of this approach is that only efficicncy gains would be
rewarded, and there would be some certainty that these benefits would be passed on. The disadvantage is that the
process wonld be introsive, insomuch as a clear case would need to be put forward, and supported by clear
gvidence,

(QCA have put forward that a possible compromisc, which would fall in belween the twa methods.




From: 6107492234867 Page: 3/5 Date: 29/10/2004 3:36:39 PM
FROM @ RTOM CITY CHL FRx MO, @ 6lE8749228467 Oczt. 29 2884 B3:48PM P3

22 Octoher 2004 -2, QcA

4. Efficiency Carryover Design

If 2 carryover mechanism were to he included, a number of pertinent matters must be raised in design this model.
Fitstly the problem of measuring the efficiency gain needs to be addressed. Two methods of measurement have
been put forward, name a cumalative ar incremental method. These methods are discussed below, with reference
to Table 1.

TABLE 1: Calculation of Operating Gains/Loss ($M)

YEAR { 2 3 4 5 TOTAL
Forecasted Bxpenditure [ 100 | 100 | 100 | 100 | 100 { 500
Actual Expenditure 10090 |95 |80 |70 | 438

Incrementa] Gain/loss | O 10 | (3 {15 10 30
Cumulative Gain/Loss | 0 10 | 5 20 |30 |68

a  The incremental method calenlates gaing on the hasis of the difference between the current and
previous years, and is clearly forward looking. It is for this reason that operating and maintenance
expenditure efficiencies are generally caicuiated using this method.

s The cumulative method is backwards looking and has no regard for the level of cfficicncy reached
at the end of the regulatory period.

Under both methods, the business will generally retain the full benefit of any savings made during the regulatory
period, while customers continue to pay prices based on the higher forecast level of expenditure,

5, Types of Carryover Mechanisms
QCA have put forward two approaches to measurc carry etficiency gains or losses, namely the plide path and
rolling carryover methods, The essential diffarence hatween the two methads is ong of timing.

s The glide path method allows for savings to be passed to consumers in a staged manner over a set
time frame. For example if it was detormined to set a time frame of 3 years, any savings would be
passed on proportionately over this period.

a  The rolling carryover method allows cfficiency gains to be retatned by the regulated business for a
set period of time, irrespective of the year in which they occwrred. Once the retention period had
expired, gains would normally be passed on to consumers in a one-off price reduction, or phased in
over a period of time. QCA have intimated that this method is their preferred method, as it
eliminates the timing issue {rom the decision making process, and alse provides a continuous
incentive for husiness to seek efficiencies throughout the regulatory pertod

-

6. Sharing Ratio
A piviiol aspect of the efticiency carryover mechanism, is the time over which the regulated business will be
able to retain the henefits it gained. The longer this period, the greater the delay before customers also enjoy the
benefit. If the period is too short, there may be insufficient incentive Lo encourage business to seck clheiency
gains, The choice of retention periods needs to be assessed in terms of this trade off, and determined 5o as to
provide sufficicn! incentive for the business to continue to pursue sensible efficiency improvements for the
business, while providing customers with reasonable access to the benefits of such activity.

Whilst there are no ideal or optimal sharing ratios, the following options have heen put forward:
s A shadng ratio of 30/70 in favour of customers, believing that this would provided adequate
incentive for further productivity improvements by the business, This ratio was put forward by the
Essential Scrvices Commission (ESC) and the Anstraltan Competition and Consumer Commission
(ACCT) :
+ A sharing ratio of 50/50 put forward a lohby group of regulated businesscs. This ratio it 1s argued,
will lead to bepefits to consumers baing maximised in (he long run,

7 Symmetrical Treatment of gain and losses
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While a business can achieve efficiency gains over the regulated period, it is atso possible for losses o oceur and
accumulate.

One 1ssue is whether it is appropriate to treat efficiency gains and losses symmetrically in one regulatory period.
The second issue is whether [t is appropriate to carryover net losses in one regulatory period 10 8 subsequent
regulatory period.

§ Service Quality
Any consideration of efficiency carryover cannot be made in isolation from any number of other aspects of the
business’ performance. Cost cutiing can have scrious consequences for costs in other areas, and the quality of
outputs.
Under the present regulatory regime, il is possible to trade off service quality in favour of shori-term
profitability. ‘
Tt is therefore necessary to balance the need for etficiency gains, with the continuance of quality service,
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The Autherity seeks comments on

Whether an elficiency carryover mechanism is scen as desirable:

An appropriate means of identify efficiency gains

The most appropriate basis for measuring efficiency gains.

The most appropriate form of efficiency carryover mechanism.

"T'he most appropriate sharing rato of efficiency gains, and retention period for distributors Lo relain the
beneiits of efficiency gains.

The most appropriate treatment of changes in service quality in the calculation of an efficiency
CAITYOVET ATount,

e

o

[.  An efficiency carryover mechanism would be seen as desirable, as Council’s efforts in applying these
reforms, would become more transparent. If appropriate and accurate figures could be produced, trends
25 to where the most considerable gains were being produced could be acted upon. Council’s offorts
could be directed to the arsas where the biggest gains were o be made,
Council feels that this parlicular area wounld be fraught with difficultics. One problem would be
identifying whether gains were as 2 result of 2 windfall, or due to the fact that efficiency methods put in
place were effective. As QCA would be aware, to ensure the validity of the quanmm of gains,
considerable resource would have to be set aside. Council feel that the cost/benefit ratio would not
warrant such measurcs. :
3. Council feels that the incremental approach be used. As the paper points out, this method takes into
account the level of efficiency that a regelating business reaches at the end of the period. Council asks
whether an amalgam of these (wo methods be nsed? Another question Council raises is if both methods
eould he used in conjunction with each other,
4. Council feels that the rolling carryover methad would he best to use, but is hesitant as to the amount of
resourees needad for accurate and timely dissemination of information
5. Council has no preference of one method over the olher, as it is Council’s opinion, that any gains will
be passed onto it’s ratepayers. This may come about by an improved bottom line, resulting in increased
community equity, or by having more available cash to repay loans, resulting in less intetest payments.
6. Council feels that there should be no decrease in service quality, hut exactly the opposite. Elficiency
gains should result, as mentioncd above in a betler bottom line, and from this an increase in community
cquity, or more available cash.

[




