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Aurora Energy - Submission in response to Commerce Commission's Draft Decisions on Aurora's

CPP proposal

Enclosed is Aurora's submission in response to the Commission's Draft Decision on Aurora's CPP

proposal. Aurora's submission comprises this letter which summarises our main concerns with the

Draft Decision, a main submission document setting out a substantive response to all aspects of the

draft decision and two separate expert reports from PwC New Zealand Limited and WSP Global Inc

(WSP). No part of our submission is confidential.

Left unchanged, the Draft Decision on Aurora's CPP proposal will have a serious impact on the

business's ability to deliver and support its essential works programme and will eliminate the possibility

of our being able to make the improvements to the company's management systems and data

quality required to achieve a modern standard of accepted asset management and operations

practice.

As the Commission has noted, our CPP proposal is not the start of our re-investment programme.

Rather, it is the latest step in a programme of transformation that the current board and

management commenced in RY2017. In fact, Commission staff have exercised targeted oversight

of the company throughout this period and have observed first-hand how the business has

developed and gradually built its current team, and the capability and maturity of the business to

the point it is at today. The Commission's Decision, if left unchanged, will essentially take the business

back to where it was at the start.

Whilst our submission provides detailed commentary on all aspects of the Draft Decision, we have

two principal areas of concern that are summarised below:

1. Proposed reductions in non-network operating expenditure are untenable, will significantly set

the company back, and are not supported by a robust analysis.

The Commission's proposed 25% reduction in non-network operating expenditure will

compromise our ability to deliver the CPP. In deviating from the conclusions of the independent

Verifier and significantly reducing our non-network operating expenditure, the Commission has

relied on analysis from Strata that is demonstrably flawed - both in principle and in its execution.

This is clear from the expert analysis undertaken by both PWC and WSP, on our behalf, which

we urge the Commission to review and consider.



The independent Verifier reviewed 92% of Aurora's total operating expenditure, over a 12-

month period, and verified 96% of this expenditure. The Draft Decision proposes to set an

allowance for total operating expenditure at 82% (non-network allowance set at 75%) of

Aurora's CPP proposal.

As is its role, the independent Verifier identified issues it considered the Commission should focus

on in carrying out its own evaluation. The Commission appointed Strata to undertake that

evaluation. However, Strata's proposed reductions in non-network opex go far beyond the

unverified expenditure identified by the independent verifier. In adopting Strata's analysis, the

Commission has effectively substituted Strata's judgement for that of the independent Verifier.

In contrast to Strata's top-down desktop analysis, which involved no engagement with Aurora,

the independent Verifier conducted a detailed ground-up review of Aurora's proposed

expenditure, supported by full engagement with the business and access to all relevant

information over a prolonged period.

In light of that, it would not be justified to essentially set aside the independent Verifier's

conclusions in reliance on Strata's report.

2. The rationale for the proposed cap on annual rate of revenue change is unclear and results in

additional revenue deferral, placing significant pressure on Aurora's balance sheet.

The Commission's Draft Decision is to impose an annual cap on annual revenue increases of

10%, in addition to its adjusted x-factor. This has the effect of deferring $40.8 million into the

next regulatory period (albeit, against the Commission's proposed lower expenditure

allowances). To justify this cap, the Commission relies on:

• the fact that Aurora proposed to defer $32 million into the next regulatory period;

• its unilateral view that Aurora has not provided any indication that smoothing will create
a financial issue or that this will manifest itself in under-investment in its network to the

detriment of its consumers"; and

• the Commission's assessment that Aurora's wash-up balance can be brought to zero
within the subsequent regulatory period, without creating a price shock when Aurora re-

joins the DPP;

While we agree that minimising price shocks is in consumers' interests, we are concerned that:

a. the Commission's approach appears to elevate the avoidance of price shocks to an

over-riding constraint on customised price-quality paths, despite the Commission's

'expenditure objective' being substantially met, and

b. the Commission has arbitrarily decided that 10% is the level beyond which revenue

increases (including pass-through and recoverable costs) will be considered to constitute

a price shock.

The Commerce Act does not elevate the avoidance of price shocks to an over-riding

consideration.

It is also not clear to us on what basis the Commission has adopted 10% as its definition of a

price shock, especially given that Aurora's average line charges, even after the investment

being proposed by the company, start from a comparatively low base and will rise to around

the average of all other electricity line companies in New Zealand by the end of the five-year

CPP period.

2 of 5



As we set out in our submission, our concerns are that:

• the revenue that Aurora itself proposed to defer in its CPP application ($32 million) was

at the limit of what we consider sustainable from a cashflow perspective;

• the Commission's 10% rate of change is inclusive of pass-through and recoverable costs,

over which Aurora has no control: and

• if the Commission accepts, as it should, that the reduction in non-network operating
expenditure proposed by Strata is not supported by the evidence, then it follows that the
Commission will need to allow for an uplift in annual price increases to ensure sufficient

cash in this regulatory period.

Putting aside the justification for the cap, applying the cap to total  revenue essentially puts the

risk of pass-through cost variation on to the EDB. This is not appropriate and would be a

treatment only applied to Aurora Energy. It is likely also to lead to some perverse outcomes

such as an incentive to defer any unforeseen projects (costs); for example, associated with

local new transmission investments and contingent projects.

More concerning is that, in seeking to defer additional revenue to outside of the five-year

regulatory period, the Commission does not appear to have undertaken any analysis of the

financeability of Aurora under its Draft Decisions. In contrast, the Commission has received a

submission from DCHL and DCTL that sets out the basis on which DCTL was able to provide

comfort regarding continued funding, and its concerns regarding the pressure on Aurora's

balance sheet if additional revenue is deferred.

DCHL/DCTL's view is that the $32 million deferral proposed by Aurora in its CPP proposal

represents the upper bound of what the business can sustain given the imperative to show a

pathway back to sustainable levels of debt.

We suggest that the need for a cap on annual revenue increases be reconsidered in light of

the above and instead the focus be placed on whether the case has been made for the

investment and the resulting revenue that is needed within the regulatory CPP period. The

independent Verifier's report is the appropriate starting point for this assessment. At the very

least, if a cap is to be applied then the threshold should be set at a higher level to reflect a

more realistic and higher operating expenditure allowance more in line with the company's

CPP proposal.

Relevant context to our submission

The purpose of a CPP application is to set a price-quality path that reflects the individual

circumstances of the EDB. We raise this because, whilst the Commission has commented on the

commercial context that underpins our proposal, its analysis of our expenditure and cashflow

requirements fails to account for our particular circumstances and the differences between Aurora's

position and that of other EDBs (including EDBs that have applied for CPPs).

For the purposes of this submission, the key points around the company's circumstances that the

Commission should bear in mind are as follows:

1. Aurora's current board and management were appointed because Aurora's shareholder

recognised the safety and reliability risks that had been allowed to accumulate over time,

and in order to address those concerns we immediately commenced a substantial

programme of re-investment. Expenditure in excess of the DPP2 allowances in RY2017 to

RY2020 totalled $188.4 million
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2. The delivery of that re-investment programme has required a substantial increase in Aurora's

internal resource and capability. The CPP implies a further, but more moderate, step-change

in delivery over the next five years, with a corresponding challenge for the business.

3. We have responded to the Commission's previous criticism of Aurora's asset management

systems and processes in the context of the Commission's investigation of Aurora's quality

contraventions. Strata and the Commission identified several areas in which Aurora's asset

management has been historically deficient. Strata's view was that this impacted reliability

and also made it difficult to assess the efficiency of Aurora's expenditure. We took that

criticism seriously and we have addressed those deficiencies through the investment we have

made, to date, in our systems, processes and personnel and the remaining 'non-network'

investment which we have clearly set out in our CPP application.

4. Our opex forecasts - and particularly non-network opex - reflect the step-change in

capability required to deliver the CPP programme of work to a standard that meets the

Commission's expectations and positions the company to achieve a modern and efficient

standard of asset management practice.

5. The additional expenditure from RY2017 to current date has been funded by our shareholder

and will not be recovered in regulated prices within the proposed 5-year period of the CPP.

Aurora's re-investment, to date, has only been possible through the extension of funding lines

by its shareholder, which are unlikely to have been made available by other lenders. That

said, there is a limit to the extent to which Aurora's balance sheet can continue to be

leveraged and a limit to DCTL's capacity to support the company's borrowing. It is important

that we can demonstrate a pathway back to a more sustainable level of debt. That is equally

relevant to the Part 4 purpose statement. Under Aurora's CPP proposal, debt will continue to

increase in each year of the 5-year CPP period. With a 10% cap on the annual rate of total

revenue change, but assuming the Commission accepts Aurora's need for additional opex,

we estimate debt will increase by an additional $35 million (from our proposal levels) during

the CPP period.

6. We have been acutely conscious of the impact of price increases on our consumers. We

consulted extensively while preparing our CPP proposal and moderated our expenditure

proposals based on that consultation. As a result of the COVID-19 pandemic we challenged

and deferred the timing of some of our growth-related projects, thereby enabling us to further

focus on essential work to deliver a safe network for our customers and the public. That is all

to say, the CPP proposal was extensively challenged by management and the board (and

the independent Verifier) prior to submission and represents only expenditure that we

consider essential to securing a safe and stabilised network.

As we understand it, the Commission does not disagree with the context set out above. But in

several crucial respects the Commission's approach to evaluating the proposal ignores that

context.

Finally, it is worth noting that the development, testing and submission of a CPP proposal is an onerous

process, more so for businesses like Aurora that are starting from a relatively low level of asset

management maturity. The process is also extremely resource intensive and costly. The cost of

verifying and assessing Aurora's CPP proposal, alone, is forecast to total $2.549 million 1, approximately

$0.663 million (35%) greater than for Powerco's 2017 CPP proposa12- reflective of both the breadth

2

Independent verification - $677,923, independent audit - $350,921, Commission application and assessment fee -
$1,520,000.

Data sourced from Powerco's price setting compliance statement and annual compliance statement for the 2019 disclosure year — refer
www.powerco.co.nz.
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of issues facing Aurora compared to Powerco, and of the more intensive assessment programme,

including wide stakeholder consultation, that has been undertaken by both Aurora and the

Commission over what has been an 18 month plus period.

We hope that the Commission finds our comments and submission on its Draft Decision helpful in
reaching its final decision.

Yours sincerely

Dr Richard Fletcher

Chief Executive - Aurora Energy
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