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Executive Summary

Purpose of this report

X1 This report explains, and invites submissions on, our draft decision for Orion New
Zealand Limited’s transition from its 2014-2019 customised price-quality path (CPP)
to the 2015-2020 default price-quality path (DPP).

X2 Unless Orion New Zealand (Orion) seeks another CPP, it will transition from its CPP to
the 2015-2020 DPP on 1 April 2019. This means that Orion would only be subject to
the 2015-2020 DPP for one year. The 2015-2020 DPP is generally applicable to the
other 16 electricity distribution businesses (EDBs) subject to default/customised
price-quality regulation.

Setting Orion’s starting prices for when its CPP ends is the focus of our draft decision

X3 The focus of our draft decision is on setting starting prices if Orion moves onto the
2015-2020 DPP when its CPP ends. In November 2014, we specified the rate of
change and quality standards to apply to Orion when its CPP ends.!

Allowable prices at the end of CPP to apply, excluding claw-back, with a CPI adjustment

X4 Our draft decision is to set Orion’s starting prices the same as the allowable prices

that apply at the end of its CPP, excluding claw-back, with a CPI adjustment.

X5 In making our draft decision we are exercising our discretion under section 53X,
while being guided by sections 52A and 53K. In particular, we consider that our draft
decision would:

X5.1 continue to provide Orion with incentives to innovate and invest (section
52A(1)(a));

X5.2 limit Orion’s ability to extract excessive profits (section 52A(1)(d)); and
X5.3 reflect a relatively low-cost approach to the transition (section 53K).

X6 We also consider that our draft decision is consistent with section 53P because it is
based on Orion’s current and projected profitability, does not seek to recover excess
profits from the prior period, and is not derived from comparative benchmarking.

Next steps

X7 We are planning to make a final decision in October 2016.

X8 We welcome your views on our draft decision. Details on how to make submissions
and cross-submissions on our draft decision can be found in Chapter 4.

For more detail on the treatment of Orion in the 2015-2020 DPP refer to: Commerce Commission
“Default price-quality paths for electricity distributors from 1 April 2015 to 31 March 2020: Main policy
paper” 28 November 2014, Attachment A.
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1. Introduction

Purpose of this report

1.1 This report explains, and invites submissions on, our draft decision for Orion New
Zealand Limited’s transition from its 2014-2019 customised price-quality path (CPP)
to the 2015-2020 default price-quality path (DPP).

Orion New Zealand’s CPP and the 2015-2020 DPP applying to 16 electricity distributors

1.2 On 29 November 2013, we determined a CPP to apply to Orion New Zealand (Orion)
between 1 April 2014 and 31 March 2019.2

13 On 28 November 2014, we set the DPP applying to 16 electricity distribution
businesses (EDBs) for the five-year period from 1 April 2015 to 31 March 2020
(2015-2020 DPP). The 2015-2020 DPP specified a rate of change and quality
standards for Orion, but did not determine the starting prices for Orion.?

1.4 Unless Orion seeks another CPP, it will transition from its CPP to the 2015-2020 DPP
on 1 April 2019. This means that Orion would only be subject to the 2015-2020 DPP
for one year.

Current process

1.5 On 14 March 2016, we provided and invited comment on our key considerations and
possible approaches for managing Orion’s transition from its CPP to the 2015-2020
DPP.* We received a submission from Orion and a cross-submission from the Major
Electricity Users’ Group (MEUG) on this paper.”

1.6 We are planning to make a final decision in October 2016. We commenced this work
36 months before Orion’s CPP ends to assist Orion in making an informed choice
about whether to apply for another CPP from 2019. This timeline might not be
appropriate in different circumstances.

Orion New Zealand Limited Customised Price-Quality Path Determination 2013 [2013] NZCC 21, 28
November 2013.

For more detail on the treatment of Orion in the 2015-2020 DPP refer to: Commerce Commission
“Default price-quality paths for electricity distributors from 1 April 2015 to 31 March 2020: Main policy
paper” 28 November 2014, Attachment A.

Commerce Commission "Orion’s transition to the 2015-2020 default price-quality path — Key
considerations and possible approaches" 14 March 2016.

Orion New Zealand Limited (Orion) "Submission on Orion's transition to the 2015-2020 default price-
quality path - Key considerations and possible approaches" 15 April 2016; MEUG "Cross-submission on
Orion’s transition to 2015-2020 DPP — Key considerations and possible approaches" 29 April 2016.
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Structure of this paper

1.7

1.8

2540440

In this paper, we explain:

1.7.1  our key considerations for making a decision on Orion’s transition to the
2015-2020 DPP (Chapter 2); and

1.7.2  our draft decision on Orion’s starting prices if it moves to the 2015-2020 DPP
(Chapter 3); and

1.7.3  how you can provide submissions on our draft decision (Chapter 4).

We have published a draft amendment to the 2015-2020 DPP Determination
alongside this paper, which shows how we intend to implement our draft decision.
We also welcome your views on our draft amendment to the 2015-2020 DPP
Determination.



2. Key considerations

Purpose of this chapter

2.1 This chapter explains our key considerations for making a decision on Orion’s
transition to the 2015-2020 DPP. In doing so, we also address some points raised in
Orion’s submission on our ‘key considerations and possible approaches’ paper.

Summary of key considerations

2.2 In summary, we consider that:

2.2.1

2.2.1

2.2.1

2.2.2

2.2.3

section 53X provides us with discretion in setting starting prices in a way we
judge best meets the purpose of Part 4 of the Commerce Act 1986 (the
Act);®

section 53P is a relevant consideration for this process (ie, the starting prices
we are setting are ‘based on’ Orion’s current and projected profitability, do
not seek to recover excess profits from the prior period and are not derived
from comparative benchmarking);

if Orion transitions to the 2015-2020 DPP in 2019 in accordance with our
draft decision, it will become subject to the same input methodologies (IMs)
as other EDBs;

consistent with previous practice, at this stage we plan to start our process
for setting the 2020-2025 DPP approximately two years before the 2015-
2020 DPP expires (and as a consequence we are not currently in a position
to comment on whether and how we would treat Orion’s reset differently to
those other EDBs); and

the IMs should not include a price-quality path transition process.

Section 53X sets out what happens when a customised price-quality path ends: “(1) When the customised

price-quality path of a supplier of goods or services ends, the supplier is subject to the default price-
quality path that is generally applicable to other suppliers of those goods or services. (2) The starting
prices that apply at the beginning of the default price-quality path are those that applied at the end of the
customised price-quality path unless, at least 4 months before the end of the customised price-quality
path, the Commission advises the supplier that different starting prices must apply. (3) The supplier
remains subject to the default price-quality path until— (a) the end of the period for which it applies to
other suppliers; or (b) a new customised price-quality path begins to apply to the supplier. (4) To avoid
doubt, a supplier who is or was subject to a customised rice-quality path may apply in accordance in
section 53Q for another customised price-quality path.”
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2.3

Also, in terms of how the Incremental Rolling Incentive Scheme (IRIS) applies to Orion
under the 2015-2020 DPP, our draft decision is that:

2.3.1  if Orion transitions to the 2015-2020 DPP in 2019 and subsequently onto the
2020-2025 DPP, it will start calculating amounts carried forward from the
first year of the 2020-2025 DPP, which will become a recoverable cost in the
following regulatory period (ie, 2025-2030);

2.3.2  if Orion starts a new CPP in 2019, it will start calculating amounts carried
forward immediately (ie, in the first year of that new CPP), which will
become a recoverable cost following expiration of that new CPP; and

2.3.3  Finally, whether Orion transitions to the 2015-2020 DPP or starts a new CPP
from 2019, Orion is allowed to recover the IRIS costs that are applicable
under its current CPP.

Section 53X provides us with discretion in setting starting prices

2.4

2.5

2.6

Our current view is that we have discretion in setting starting prices under section
53X, and in exercising our judgement we must do so in the manner that best meets
the purposes set out in sections 52A and 53K.”  However, we consider that the
section 52A purpose provides the primary objectives and considerations that we
must give weight to when exercising our judgement. Orion agreed with this view.’

The price-quality path regime must operate in such a way as to promote outcomes
that are consistent with those produced in workably competitive markets, such that
the objectives in section 52A(1)(a) to (d) are met. In this context, a relevant
consideration is the length of the DPP regulatory period still to run when an EDB
transitions from a CPP (ie, one year in Orion’s circumstances).

We should also take into account the efficiency, complexity and costs (for the regime
as a whole and for EDBs in particular) in deciding how to approach our task under
section 53X. The price-quality path regime should work as effectively as possible so
that the costs and complexity of the process for coming off a CPP onto a DPP are no
greater than necessary.

Section 52A(1) sets out the purpose of Part 4: “The purpose of this Part is to promote the long-term
benefit of consumers in markets referred to in section 52 by promoting outcomes that are consistent with
outcomes produced in competitive markets such that suppliers of regulated goods or services— (a) have
incentives to innovate and to invest, including in replacement, upgraded, and new assets; and (b) have
incentives to improve efficiency and provide services at a quality that reflects consumer demands; and (c)
share with consumers the benefits of efficiency gains in the supply of the regulated goods or services,
including through lower prices; and (d) are limited in their ability to extract excessive profits.

Section 53K sets out the purpose of default/customised price-quality regulation: “the purpose of
default/customised price-quality regulation is to provide a relatively low-cost way of setting price-quality
paths for suppliers of regulated goods or services, while allowing the opportunity for individual regulated
suppliers to have alternative price-quality paths that better meet their particular circumstances”.

Orion “Submission on Orion’s transition to the 2015-2020 Default Price-Quality Path — Key considerations
and possible approaches” 15 April 2016, paragraphs 5.3, 11 and 12.
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2.7 Finally, it may not be appropriate for the transition back to a DPP to accommodate all
of an EDB's specific circumstances. The transition from a CPP to a DPP under section
53X reflects a move from the individually tailored approach of a CPP to a more
generic, relatively low-cost, DPP.

Section 53P is a relevant consideration for this process

2.8 Our current view is that section 53P is a relevant consideration for our
decision-making process regarding Orion’s transition to the 2015-2020 DPP. Orion
supported our view.®

2.9 Section 53P sets out the process requirements for the resetting of starting prices of a
DPP in terms of consultation, and prescribes certain limits on our approach. Under
section 53P, starting prices are:

2.9.1 either the prices that applied at the end of the preceding regulatory period
or based on the current and projected profitability of each EDB; and

2.9.2  must not seek to recover excess profits from the prior period; and are not
derived from comparative benchmarking.

2.10 Our current view is that it is appropriate for us to apply the section 53P restrictions
on setting starting prices when making decisions under section 53X. This is unless
particular circumstances lead us to consider that this would be inconsistent with
sections 52A or 53K.

Orion becomes subject to the same IMs as other EDBs

2.11 We are not directly applying any IMs in making our draft decision. Rather, as
explained in Chapter 3, we are exercising the discretion provided by section 53X in a
manner that we judge best meets the purposes set out in sections 52A and 53K.

2.12 However, in its submission on our ‘key considerations and possible approaches’
paper, Orion requested clarification on the IMs that will apply when its CPP ends.™

2.13  We consider that when an EDB returns to a DPP, it will become subject to the DPP
set previously, which may have been set under earlier IMs. The DPP does not get
updated (or reset). An EDB becomes subject to the same DPP and IMs as all the other
EDBs that are not subject to a CPP. Orion seems to support this view.'?

% Orion “Submission on Orion’s transition to the 2015-2020 Default Price-Quality Path — Key considerations

and possible approaches” 15 April 2016, paragraphs 5.4, and 11-15.

Orion “Submission on Orion’s transition to the 2015-2020 Default Price-Quality Path — Key considerations
and possible approaches” 15 April 2016, paragraph 26.

Orion “Submission on Orion’s transition to the 2015-2020 Default Price-Quality Path — Key considerations
and possible approaches” 15 April 2016, paragraph 27.

11

12
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2.14

DPP
2.15

2.16

2.17

The
2.18

2.19

However, a different interpretation applies in a situation where we set new starting
prices at the end of the CPP (eg, using a ‘building blocks’ analysis, such as the
approach used for setting the 2015-2020 DPP). In this scenario, the applicable IMs
would be those that are in force when the transition from a CPP to a DPP occurs, to
the extent they are relevant to setting starting prices.

applying to Orion for 2020-2025 regulatory period

Orion explained that an important consideration for assessing whether a further CPP
is required is how its price path is set for the 2020-2025 DPP."?

We acknowledge Orion’s views on this issue, but we have not yet begun consultation
on the setting of the 2020-2025 DPP. We generally start our DPP reset process
approximately two years before the current DPP expires. For instance, we started the
process for the 2015-2020 DPP reset in September 2013.*

The current process is focused solely on how we will set Orion’s starting prices if it
decides to move to the 2015-2020 DPP. Therefore, we are not in a position to
provide more clarity to Orion (or to any other EDBs) regarding our possible
approaches to the 2020-2025 DPP. However, our IMs review draft decisions have
noted that we are planning to continue to look for opportunities to tailor the DPP,
where it can be achieved without significantly increasing costs.*

IMs should not include a price-quality path transition process

We do not plan to include in the IMs for CPPs any prescriptive process for the
transition from CPPs to DPPs. We think that the long-term benefit of consumers is
best served by providing clarity about our process outside of the IMs, enabling
consideration of an EDB’s particular circumstances at the time.

In February 2015, we published an open letter with our proposed scope, timing and
focus for the review of the IMs.* In June 2015, we published a further paper seeking
interested parties’ input in identifying the key topics and defining the specific
problems to be addressed by our review of the IMs."” We received submissions in
August 2015, and several submissions requested us to consider developing an IM to
cover the transition from CPPs to DPPs.'

13

14
15

16

17

18

Orion “Submission on Orion’s transition to the 2015-2020 Default Price-Quality Path — Key considerations
and possible approaches” 15 April 2016, paragraphs 24-29.

Commerce Commission “Proposed process — Default price-quality paths from 2015” 6 September 2013.
Commerce Commission “Input methodologies review draft decisions - Topic paper 2: CPP requirements”
(16 June 2016), paragraphs 67-71.

Commerce Commission “Open letter on our proposed scope, timing and focus for the review of input
methodologies” 27 February 2015.

Commerce Commission “Input methodologies review: Invitation to contribute to problem definition” 16
June 2015.

Orion “Submission on the IM Review” 21 August 2015, paragraphs 35-37; PwC “Submission to the
Commerce Commission on Input methodologies review: invitation to contribute to problem definition
made on behalf of 20 Electricity Distribution Businesses” 21 August 2015, paragraphs 123-124; Electricity
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2.20

2.21

2.22

2.23

The price-quality path regime represents a balance between certainty for EDBs and
consumers, and flexibility for us to exercise our regulatory judgement in adjusting
the regulatory controls from time to time to keep them fit for purpose.

The legislation is not prescriptive on the process for transition of an EDB from the
CPP to the DPP, and the relevant considerations might vary on a case-by-case basis.
Certainty under Part 4 is provided primarily through the IMs and through fixing a
price-quality path for a set regulatory period. Flexibility is recognised in the section
53P DPP reset process, and in the CPP process.

Given the particular circumstances, we considered that it was desirable to start this
consultation process 36 months before Orion’s CPP ends. However, a similar timeline
may not necessarily be appropriate in the future for Orion or other EDBs that may
transition from a CPP to a DPP.

We rely on EDBs subject to a CPP to engage with us about when to begin
consultation on their transition to a DPP so that they can make an informed decision
about whether to apply for another CPP.

Calculation of incentive amounts for the Incremental Rolling Incentive Scheme

2.24

2.25

2.26

Orion’s CPP contains specific rules for the calculation of incentive amounts for the
IRIS.™ These provisions were not affected by the November 2015 amendments to
the IMs.”° The IRIS provides a mechanism by which EDBs that are subject to
price-quality regulation can retain the benefits of efficiency gains beyond the end of
a regulatory period.

We agree with Orion’s interpretation that if it moves to the 2015-2020 DPP, the DPP
IRIS IMs will not apply to Orion until the next regulatory period.21

The IMs establish that the IRIS incentive adjustment for EDBs (including Orion’s
future price-quality paths) is the amount determined in accordance with the
formula:*?

opex incentive amount + capex incentive amount

Networks Association “Response to the Commerce Commission’s Input Methodologies review paper” 21
August 2015, paragraphs 122-124.

19

Orion New Zealand Limited Customised Price-Quality Path Determination 2013 [2013] NZCC 21, 28

November 2013, clause 12.

20

Commerce Commission “Further amendments to input methodologies for electricity distributors subject

to price-quality regulation Incremental Rolling Incentive Scheme (IRIS)” 25 November 2015, paragraph 5.3
and footnote 61.

21

Orion “Submission on Orion’s transition to the 2015-2020 Default Price-Quality Path — Key considerations

and possible approaches” 15 April 2016, paragraph 40.2.

22

2540440
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2.27

2.28

2.29

However, the IMs also establish that Orion does not need to calculate an opex or
capex incentive amount for any year commencing on or prior to 1 April 2020.%
Therefore, Orion will not calculate an IRIS incentive adjustment for 2019 if it
transitions to the 2015-2020 DPP.**

The IMs also set out that Orion does not need to calculate an amount carried
forward for any disclosure year commencing prior to 1 April 2019. However, if Orion
starts a new CPP in 2019, then it will be required to calculate amounts carried
forward. These amounts then become an opex incentive recoverable cost in the
regulatory period commencing after that new CPP expires.>

Finally, whether Orion transitions to the 2015-2020 DPP or starts a new CPP from
2019, Orion is allowed to recover the IRIS costs that are applicable under its current
CPP.

23

Electricity Distribution Services Input Methodologies Determination 2012 [2012] NZCC 26, clauses

3.3.2(3)(a) and 3.3.10(3)(a).

24

Orion will still notionally calculate an amount carried forward in 2019, but that amount is nil. Electricity

Distribution Services Input Methodologies Determination 2012 [2012] NZCC 26, clause 3.3.3(5).

25

Electricity Distribution Services Input Methodologies Determination 2012 [2012] NZCC 26, clause

3.3.3(6)(a).
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3.

10

Draft decision

Purpose of this chapter

3.1

This chapter explains our draft decision on Orion’s starting prices if it moves to the
2015-2020 DPP.

Setting Orion’s starting prices for when its CPP ends is the focus of our draft decision

3.2

The focus of our draft decision is on setting starting prices if Orion moves onto the
2015-2020 DPP when its CPP ends. In November 2014, we specified the rate of
change and quality standards to apply to Orion when its CPP ends.”®

Allowable prices at the end of CPP to apply, excluding claw-back, with a CPI adjustment

3.3

34

3.5

Our draft decision is to set Orion’s starting prices the same as the allowable prices
that apply at the end of its CPP, excluding claw-back, with a CPI adjustment.27

Orion appeared to support this approach because:?®

It will generate allowable revenues that meet the purpose of Part 4, it is superior to the other
options in meeting this objective and it is a low-cost method to implement.

MEUG recommended that we review Orion’s forecast costs for the 2019-2020 year
to check the reasonableness of Orion’s view that this approach would be consistent
with the purpose of Part 4.%°

Reasons for our draft decision

3.6

As explained below, we are exercising our discretion under section 53X, while being
guided by sections 52A and 53K. In particular, we consider that our draft decision
would:

3.6.1 continue to provide Orion with incentives to innovate and invest (section
52A(1)(a));

3.6.2 limit Orion’s ability to extract excessive profits (section 52A(1)(d)); and

3.6.3 reflect a relatively low-cost approach to the transition (section 53K).

26

27

28

29

For more detail on the treatment of Orion in the 2015-2020 DPP refer to: Commerce Commission
“Default price-quality paths for electricity distributors from 1 April 2015 to 31 March 2020: Main policy
paper” 28 November 2014, Attachment A.

In determining Orion’s CPP, we decided that Orion should be allowed to claw-back $34.8m of additional
net costs incurred due to the Canterbury earthquakes over the five year CPP period. Refer: Commerce
Commission “Setting the customised price-quality path for Orion New Zealand Limited: Final reasons
paper” 29 November 2013, Attachment B.

Orion "Submission on Orion's transition to the 2015-2020 default price-quality path - Key considerations
and possible approaches" 15 April 2016, paragraph 5.1.

MEUG "Cross-submission on Orion’s transition to 2015-2020 DPP — Key considerations and possible
approaches" 29 April 2016, paragraph 5.
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3.7

11

As also explained below, we consider that our draft decision is consistent with
section 53P because it is based on Orion’s current and projected profitability, does
not seek to recover excess profits from the prior period, and is not derived from
comparative benchmarking.

Maintaining Orion’s incentives to innovate and invest

3.8

3.9

Orion’s CPP promotes the long-term benefit of consumers, consistent with the
purpose of Part 4 of the Act.*® By effectively extending Orion’s CPP, excluding claw-
back, our draft decision would maintain Orion’s current incentives to innovate and
invest. Making a decision now about our approach to Orion’s transition provides
Orion with certainty, which also supports a continuation of its current incentives to
invest.

Consistent with the DPP and CPP specification of prices as specified in the IMs, our
draft decision further maintains Orion’s incentives to invest by applying a CPI
adjustment, which provides an allowance for general inflationary pressure on costs.*

Limiting Orion’s ability to extract excessive profits

3.10

3.11

3.12

The information currently available indicates that the approach for our draft decision
would be consistent with section 52A(1)(d). This information includes:

3.10.1 expenditure forecasts for 2016-2019 from Orion’s latest Asset Management
Plan (AMP);*?

3.10.2 price path assessment schedules provided as part of Orion’s 2015 CPP
compliance statement;*® and

3.10.3 Orion’s information for disclosure for the year ended 31 March 2015.3*

At this time, we note that Orion’s latest forecasts show nominal expenditure
amounts for 2016-2019 are above the assumed levels of opex and capex in Orion’s
CPP.* As Orion is expecting to spend more than we have allowed for in its CPP, this
suggests that our draft decision would be consistent with section 52A(1)(d).

Our draft decision also limits Orion’s ability to extract excessive profits by removing
claw-back before Orion’s allowable prices at the end of its CPP are ‘rolled forward’ by
one year. Orion’s allowable claw-back amount was calculated to be completely
recovered over the five years of the CPP period. Therefore, it is not appropriate that
this allowance is carried forward if Orion moves to the 2015-2020 DPP.

30

31

32
33

34
35

Refer: Commerce Commission “Setting the customised price-quality path for Orion New Zealand Limited:
Final reasons paper” 29 November 2013, Attachment A.

Electricity Distribution Services Input Methodologies Determination 2012 [2012] NZCC 26, as amended,
clause 3.1.1(2).

Orion “Asset Management Plan: 1 April 2016-31 March 2026” March 2016.

Orion “Customised Price-Quality Path Determination 2013: Compliance statement for the year ending 31
March 2015” 10 June 2015.

Orion “Information for disclosure for the year ended 31 March 2015” 20 August 2015.

Refer: Orion “Asset Management Plan: 1 April 2016-31 March 2026” March 2016.
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3.13

3.14

3.15

3.16

3.17

3.18

3.19

12

Orion’s compliance statement for the year ended 31 March 2015 shows that Orion
complied with the price path in the first year of its CPP with its notional revenue (NR)
being a factor of 0.992 less than its allowable notional revenue (ANR).®

NR is calculated using current year prices and previous year quantities. Applying
current year prices and current year quantities, Orion’s information disclosure for the
year ended 31 March 2015 shows reported actual revenue of $156.4 million.?’
Dividing this figure by 0.992, we estimate ‘achievable’ revenue for Orion in 2014—
2015 of $157.6 million.*®

In comparison, the maximum allowable revenue (MAR) value for the year ended 31
March 2015 in Orion’s CPP determination is $154.8 million. The difference between
this MAR value and our estimate of Orion’s achievable revenue of $157.6 million
suggests that the revenue growth assumptions for the first and the prior year of the
CPP regulatory period may have underestimated Orion’s actual growth.*

For this decision, we are concerned about whether Orion’s price, when its CPP ends,
forms an appropriate starting point for calculating the price for 2019-2020. If the
aggregate revenue growth assumptions for the CPP period are exceeded then Orion’s
ANR will be higher than anticipated when the CPP ends. To some extent, this risk is
mitigated by the effects the excess growth may have on costs.

There remains considerable uncertainty about growth in Canterbury in the next few
years. We note that Orion’s 2016-2026 Asset Management Plan states that:*°

In general, demand growth has flattened and we expect connection growth to slow over the
next 2—3 years. The Christchurch CBD will continue to have growth replacement buildings
and developments occurring over the next 10 years.

Assuming the reasonableness of Orion’s expectations here, we consider that it is
sufficiently likely Orion’s prices for 2019-2020 will not reflect an underestimation of
revenue growth.

We recently published a report about the impact that the first periodic adjustment to
revenue limits had on the profitability of electricity distributors. Orion was excluded
from the more detailed profitability analysis contained in that paper because the
2012 adjustment to the revenue limits did not apply to Orion.

36

37

38
39

40

Refer: Orion “Customised Price-Quality Path Determination 2013: Compliance statement for the year
ending 31 March 2015” 10 June 2015. Orion published its compliance statement for the year ending 31
March 2016 on 10 June 2016 and its information disclosure for the year ended 31 March 2016 is expected
in August 2016.

We calculate actual revenue as follows: Line charge revenue — Pass-through and recoverable costs —
financial incentives — wash-up costs = Actual revenue.

This ratio is calculated by dividing Orion’s NR of $150.2 million with its ANR of $151.4 million.
Specifically, the revenue growth that would have occurred even if the nominal average price had
remained unchanged from previous years, which we have referred to in the past as ‘constant price
revenue growth’.

Orion “Asset Management Plan: 1 April 2016-31 March 2026” March 2016, p.27.
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However, our report did compare Orion’s relative profitability, expenditure, and
reliability, over time and with other EDBs.*! This work indicated that Orion’s
profitability was broadly similar to other distributors from 1 April 2012 to 31 March
2015. For other distributors, the results indicated that excessive profits were limited
by our adjustments to the revenue limits.

A relatively low-cost approach to Orion’s transition

3.21

3.22

3.23

3.24

Our draft decision is a relatively low-cost way of managing Orion’s transition to the
final year of the 2015-2020 DPP.

The DPP/CPP regime should work as effectively as possible, so we are taking into
account efficiency, complexity and cost in making our draft decision. Our view is that
part of working effectively is that the costs and complexity of the process for coming
off the CPP on to the DPP should be kept to a minimum. This applies for the regime
as a whole and for suppliers in particular.

Given that Orion would be subject to the 2015-2020 DPP for only one year, we
consider that the benefits of adopting a more detailed approach in the particular
circumstances are unlikely to outweigh the costs. Submitters supported this
approach. For example, MEUG submitted that our analysis “should not be to the

rigour of a building block’s analysis”.*?

In circumstances where an EDB transitions from a CPP to a DPP earlier in a regulatory
period, a different approach (eg, using ‘building blocks’ analysis) to set starting prices
may better promote the purpose of Part 4 and section 53K.

Draft decision is based on Orion’s current and projected profitability

3.25

We set the prices for Orion’s CPP based on its current and projected profitability. Our
draft decision is to set Orion’s starting prices the same as the allowable prices that
apply at the end of its CPP, excluding claw-back, with a CPI adjustment. Therefore,
our view is that those prices are also based on current and projected profitability. We
also consider that our draft decision is consistent with sections 52A and 53K.

41

Refer: Commerce Commission “Profitability of Electricity Distributors Following First Adjustments to

Revenue Limits: Summary and analysis” 8 June 2016. The analysis in that paper reflected the fact that the
November 2012 reset occurred midway through the regulatory period, and the focus of that reset was on
returns over a three-year period (1 April 2012 to 31 March 2015). In light of the circumstances
surrounding the Canterbury earthquakes, we excluded Orion from the scope of our November 2012
decision to minimise consultation obligations on the business. We therefore did not develop forecasts in
the same way for Orion as for other distributors.

42

MEUG “Cross-submission on Orion’s transition to 2015-2020 DPP — Key considerations and possible

approaches” 29 April 2016, paragraph 6.

2540440
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Proposed implementation

3.26

3.27

3.28

3.29

3.30

3.31

Alongside this paper, we have published a draft amendment to the 2015-2020 DPP
Determination, which shows how we propose to implement the draft decision.”

The draft amendment provides a formula in Schedule 3B for calculation of Orion’s
ANR for 2019-2020 if Orion transitions to the 2015-2020 DPP. Key points to note are
that the formula:

3.27.1 excludes claw-back; and
3.27.2 has an ‘X-factor’ of 0%.

To implement our draft decision, we do not intend to set Orion’s starting price for
2019-2020 by specifically determining a value for its MAR. Instead, our draft
amendment determination enables the allowable prices that apply at the end of
Orion’s CPP, excluding claw-back, to be ‘rolled forward’ by one year with a CPI
adjustment.

On 2 June 2016, we received a letter from Orion that provided a suggestion for
amending Schedule 3B of the 2015-2020 DPP Determination.** Orion suggested that
its ANR for the assessment period ending in 2020 should be calculated in accordance
with the following formula:

ANR2020 = (Zpi,2019 Qi2018 ~ (K2019 +V2019) + (ANR2019 ~NR2019) — Clawback ) (1+ ACPI2020 ) (1~ X)
i

Orion suggested that the amount of claw-back to be deducted from its ANR for 2020
should be one-fifth of $34.8 million ($34.8 million being the total amount of claw-
back that we determined Orion should be allowed to recover during its CPP).**

However, when Orion’s CPP was determined, claw-back was applied as part of
Orion’s MAR ($638.3 million in total). This means that the actual amount of claw-
back that Orion recovers in each year of its CPP increases each year with CPl, market
growth, and an X-factor, and can only be known at the end of an assessment period.
Our draft amendment is designed to ensure that a consistent approach is taken when
claw-back is removed from Orion’s ANR for 2020.

43

Commerce Commission “[Draft] Electricity Distribution Services Default Price-Quality Path Amendment

Determination 2016” 1 July 2016.

44

Orion “Orion’s transition to the 2015-2020 default price-quality path — suggested approaches” 2 June

2016.

45

Commerce Commission “Setting the customised price-quality path for Orion New Zealand Limited - Final

reasons paper —[2013] NZCC 21” (29 November 2013) at Attachment B.
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Therefore, as set out in the draft amendment to the 2015-2020 DPP Determination,
our view is that Orion’s ANR for 2020 should be calculated in accordance with the
following formula:*®

Ryp0 = EX [Z ! 2010Qi 2018 — K2019 Voot )+ (ANR2019 —NRygg )j X (1+ ACPI 55 )X (1_ X )

where:

638.3-34.8

E is the 2014-2019 claw-back exclusion ratio, being equal to 6363

As shown below in Figure 3.1, claw-back amounts are a fixed proportion of the price
path in Orion’s CPP. Accordingly, the estimated claw-back amount shown Figure 3.1
grows as the CPP regulatory period progresses.

Figure 3.1 — Forecast ANR and forecast claw-back for Orion’s CPP
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3.34 Therefore, rather than specify an amount to be deducted now, we consider that it is

appropriate to apply a ratio approach when removing Orion’s claw-back from a ‘roll
forward’ of prices in the last year of its CPP into 2019-2020. We consider that our
draft amendment determination achieves this.

46

2540440

Commerce Commission “[Draft] Electricity Distribution Services Default Price-Quality Path Amendment
Determination 2016” 1 July 2016.
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4. How you can provide your views

Purpose of this chapter

4.1  This chapter explains how you can provide submissions on our draft decision.

Timeframe for submissions

4.2  We invite you to provide your written submissions and on this paper and the draft
amendment determination within the following timeframes.

4.2.1  Submissions are due by 5pm, Friday 12 August 2016.
4.2.2  Cross-submissions are due by 5pm, Friday 26 August 2016.

Address and format for submissions

4.3 Submissions, labelled with the topic ‘Submission / Cross-submission on Orion’s
transition to 2015-2020 DPP — draft decision’, should be addressed to:

Matthew Lewer
Manager, Price-Quality Regulation, Regulation Branch

c/o regulation.branch@comcom.govt.nz

4.4 Please provide your submissions in MS Word format.

Requests for confidentiality

4.5 We encourage full disclosure of submissions so that all information can be tested in
an open and transparent manner. However, if it is necessary to include confidential
material in a submission, we offer the following guidance:47

4.5.1 Both confidential and public versions of the submission should be provided;
and

4.5.2  The responsibility for ensuring that confidential information is not included
in a public version of a submission rests entirely with the party making the
submission.

" You can also request that we make orders under s 100 in respect of information that should not be made

public. Any request for a s 100 order must be made when the relevant information is supplied to us, and
must identify the reasons why the relevant information should not be made public. We will provide
further information on s 100 orders if requested by parties. A benefit of such orders is to enable
confidential information to be shared with specified parties on a restricted basis for the purpose of
making submissions. Any s 100 order will apply for a limited time only as specified in the order. Once an
order expires, we will follow our usual process in response to any request for information under the
Official Information Act 1982.

2540440
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We request that you provide multiple versions of your submission if it contains
confidential information or if you wish for the published electronic copies to be
‘locked’. This is because we intend to publish all submissions and cross-submissions
on our website. Where relevant, please provide both an ‘unlocked’ electronic copy of
your submission, and a clearly labelled ‘public version’.



