




becoming more sensitive to their price structures, which appears to increase distributors 
incentives to change their pricing structures if the WAPC were to continue. 

To what extent does the prospect of emerging technologies influence distributors' pricing 
decisions? How is this influence developing over time? 

Potential disincentive to pursue tariff restructuring caused by compliance with the WAPC 

In its Emerging Views paper, the Commission noted that the current WAPC regime, in 
combination with the tariff restructuring rules for the Default Price Path for distributors, may 
create a disincentive for distributors to restructure their tariffs. As the Commission explains, 
barriers to tariff restructuring under a WAPC are created because the Default Price Path 
requires the distributor to use lagged volumes and suppliers cannot account for customers' 
behavioural responses. 

We would like to understand whether it is possible for this problem to be addressed by making 
changes to the way the WAPC and the Default Price Path are administered. As noted in the 
Emerging Views paper, Unison has identified a possible solution to this problem; developing a 
mechanism within the WAPC arrangements to allow distributors, in restructuring their tariffs, to 
take into account behavioural responses. The Commission's Emerging Views paper appears to 
accept that in principle there could be an alternative solution, which is identified as "Maintain the 
WAPC and introduce other mechanisms to improve how it works in practice". We would like to 
understand what mechanisms could be developed in this regard. 

Could the WAPC be administered in such a way as to reduce barriers to changing price 
structures resulting from compliance requirements (eg, considering rules around use of 
lagged volumes / allowing distributors to take customer response into account)? 

Are there any other impediments to the introduction of more efficient pricing under a 
WAPC? How could these impediments be addressed? 

Quantity forecasting risk 

In its Emerging Views paper, the Commission noted stakeholders' view that a key problem with 
the WAPC is that suppliers are exposed to the quantity forecasting risk, which they have said is 
unmanageable, particularly given there is uncertainty regarding the uptake of emerging 
technologies. Forecasting sales is a risk that nearly every business faces, and businesses seem 
able to thrive in spite of it. In part they cope by creating natural hedges against such risks. We 
would like to better understand whether quantity forecasting risk is unmanageable, or whether 
distributors can take steps to better manage this risk. 

Quantity forecasting risk may arise because distributors' revenues are dependent on volumes. 
The volume of energy demanded by consumers may be difficult to predict. The average share 
of revenue recovered from volume or consumption charges is around 78%. Errors in quantity 
forecasts can have large effects on distributors' profits because this share is so high. 
Conversely, it appears likely that other measures, such as consumers' capacity requirements, 
would be more predictable than the volume of energy demanded. So errors in quantity forecasts 
might not have such a large effect on distributors' profits if their price structures were different. 

Distributors determine their own price structures. As a result, the solution to the quantity 
forecasting risk may be within their own control. It appears possible that a distributor could 
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choose to reduce its quantity forecasting risk by making greater use of charges that are not 
linked to volume (eg, by introducing capacity charges).5 To the extent there are other risks or 
costs involved in changing price structures, distributors appear likely to be well placed to weigh 
these against the risks of retaining pricing structures based on volume. 

To what extent could distributors reduce the quantity forecasting risk they are exposed to 
through their choice of pricing structure? 

Finally, it may be in consumers' interests that suppliers are exposed to the quantity forecasting 
risk. As discussed above, the increasing penetration of emerging technologies could provide 
distributors with incentives to make their pricing structures more efficient, if the WAPC were to 
continue. This is because distributors may have incentives to mitigate the demand risk that they 
are exposed to under a WAPC by setting prices that reflect cost and promote efficiency. A 
distributor that faces a high degree of risk around forecast quantities under a WAPC may have 
a strong incentive to set prices more efficiently—to mitigate the risk that their forecasts are 
wrong. For example, they may choose to follow the inverse elasticity rule, and reduce the price 
for those services (or customers) that have high price elasticity, and increase the price for those 
services (or customers) that have low price elasticity. Such a change could reduce demand risk 
and also promote efficiency, which would benefit consumers. 

We would like to understand whether the potential benefits of more efficient distribution pricing 
(such as the more efficient investment and consumption decisions identified in the DPR 
consultation paper) could outweigh the potential costs of having suppliers bear quantity 
forecasting risk. 

What is the likelihood that bearing quantity forecasting risk could provide distributors with 
incentives to price more efficiently? 

Conclusion 

The Authority would like to better understand the materiality of the effects of a revenue cap form 
of control on distributors' incentives to adopt efficient prices. We think this is an important 
question, given that the net economic benefits of efficient distribution pricing will be very 
significant for consumers. 

The Authority prefers an industry-led approach to the development of efficient distribution 
pricing structures. However, in determining its approach to the DPR project the Authority will 
need to form a view of distributors' incentives to set efficient prices. The potential introduction of 
a revenue cap is one of a number of factors that are likely to affect those incentives. Therefore, 
if a revenue cap is introduced, we will need to take that into account in deciding what further 
development, if any, to the existing distribution pricing arrangements would be appropriate. 

Our common concern is to determine regulatory settings for electricity distributors that will best 
promote the long-term benefit of consumers. Given that the regulatory arrangements 
administered by each organisation are likely to influence the decisions of the other, we see 
benefit in working together to identify the best way forward. We would like to continue to discuss 

A shift away from a volume-based price structure would also reduce the significant inefficiencies such a structure 
creates, which the Authority identified in its DPR consultation paper. 
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with you how we might work through the areas of mutual interest in order to develop a joint view 
of the optimal regulatory settings to achieve the greatest benefit for consumers. 

As discussed, we would be happy for you to publish this letter so that it can form part of your 
consultation process and assist in reaching a final view on the form of control. We will also 
publish the letter at the same time on the web-page for our DPR project. 

If you wish to discuss our comments, please contact me or John Rampton at 
iohn.rampton(a)ea.qovt.nz or 471 8630. 

Yours sincerely 

Carl Hansen 
Chief Executive 

David Ruck 
Diego Villalobos Alberu 

cc: 
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