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Victorian Default Offer 2022-23

On the 25 November 2021, the Essential Service Commission (ESC) released its 1 January 2022
Victorian Default Offer — Final decision (Final Decision) for the Victorian Default Offer (VDO) prices
that will apply until 30 June 2022. This Final Decision also requested stakeholder submissions on any
matters the ESC may need to consider in its 2022-23 Victorian Default Offer.

AGL would like to take this opportunity to respond to the Final decision and highlight several issues
that are relevant to the determination of the VDO prices for the 2022-23 financial year. The key areas
which we have concerns with are:

. treatment of wholesale electricity costs due to the transition from a calendar year to a financial
year, and
. compression of retail costs and margin.

Wholesale electricity costs

The current VDO prices reflect the estimated total costs for a retailer averaged over the 2021
calendar year.

The regulatory transition from a calendar year determination period to a financial year period creates
several difficulties as VDO prices are required to change again on 1 July 2022. AGL supports the
ESC’s decision to, where possible, continue to use the same methodology as in previous
determinations for consistency and transparency. This methodology will generally accommodate the
period change as the annual estimates for the financial year will be reflected in the VDO prices and
aligned with the time retailers incur these costs.

However, the current methodology will not adequately reflect the wholesale energy cost for an
efficient retailer over these combined periods. AGL believes the ESC should make the necessary
adjustment to its estimate for wholesale energy cost if it is to meet its legislative objectives.
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AGL continues to generally support the market approach used by Frontier to estimate wholesale
electricity costs and believes this is the appropriate methodology to estimate the underlying wholesale
energy cost for 2022-23.

However, ASX Energy financial products are quarterly products, and the actual cost of hedging varies
considerably on a quarterly basis. This is regardless of retailers’ different hedging strategies and
stated preference to set retail prices only once a year. The cost of hedging in the first half of a
calendar year (specifically the Jan-Mar quarter or Q1) are significantly higher that the remaining
quarters. The ESC acknowledged this in its Final decision:

“We accept that wholesale costs are likely to be higher in the first half of the calendar year than
the annual average.”

Consequently, if the ESC was to only update its wholesale energy cost for the 2022-23 VDO
determination then this will result in any efficient retailer under-recovering its actual wholesale energy
cost over the 18-month period because of the period transition.

Figure 1 highlights how this under-recovery occurs using a simplistic example. Its shows the indicative
spread of quarterly wholesale electricity costs over the 2022 calendar year (Q1-Q4) and a resultant
annual average wholesale cost of $75/MWh. This aligns with the ESC’s current methodology.

Assuming the quarterly wholesale energy costs for 2022-23 are unchanged then the ESC’s underlying
methodology for estimating the wholesale energy cost will result in an annual average wholesale
energy cost of $75/MWh for the 2022-23 financial year. This suggests no change in cost.

However, in this example, an efficient retailer’'s actual cost over the entire 18-month period is not
$75/MWh but over $78/MWh as the retailer has had to spread the higher wholesale cost of the two
Q1s over 18 months, not the 2 years or 24 months assumed in the ESC’s methodology.

Figure 1: Average quarterly and annual WEC ($/MWh)
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