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Background

• The Commerce Commission (Commission) published its Draft DPP3 Decision (draft decision) for Gas Pipeline 

Businesses (GPBs) on 10 February 2022.

• In that draft decision, the Commission proposes to address stranding risks faced by the GPBs by accelerating the 

depreciation allowances that the GPBs would receive over DPP3.

• The extent to which depreciation is accelerated for each GPB is determined by a depreciation ‘adjustment factor’ 

determined by an Asset Stranding Model developed by the Commission.

• Vector, First Gas and Powerco have asked Frontier Economics to review the Commission’s Asset Stranding Model 

and to provide advice on (a) how the adjustment factors are determined; and (b) whether there are any 

shortcomings in the Asset Stranding Model that the Commission might consider addressing.

• Our findings are presented in the remainder of this report.
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Relationship between Asset Stranding Model and 
Financial Model

• Solves for a MAR profile for each 
GPB that allows for RAB to be fully 
depreciated by an assumed 
stranding year.

• Calculates the depreciation 
allowance in each year required to 
recover that projected MAR.

• Required depreciation allowance 
depends on the adjustment factor.

Financial Model

• The adjustment factor accelerates 
the regulatory depreciation 
allowance for each GPB.

Asset Stranding Model 

Goal seek the 
adjustment factor 
that equalises the 
depreciation 
allowances over 
DPP3 in the Asset 
Stranding Model 
and Financial Model

Adjustment factor
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Overview of the steps in the Asset Stranding Model

Step 3: Solve for Depreciation Minus Revaluations in DPP3

Step 4: Set Depreciation Minus Revaluations in DPP3 equal in the 
Asset Stranding Model and Financial Model 

Step 2: Solve for MAR profile out to 2050 

Step 1: Commission chooses certain assumptions

Step 5: Solve for the DPP3 X-factor using the Financial Model



6

How the asset stranding model works

Step 1: 
Commission chooses starting 
assumptions

Commission chooses: 

• Stranding year (2050)

• The number of years from now over which MAR is allowed to ramp up (6 
years) using an annual growth rate (call this the ‘Y-factor’) calculated by the 
model

• The year the MAR starts to ramp down (2029)

• Assumed MAR in 2050 as a % of MAR in 2023

• Assumed profile for future opex (GPB forecasts to 2026; linear decline to 
30% of 2026 level by 2050)

• Assumed profile for future capex (unclear how this is determined – values 
are hardcoded in the model)
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How the asset stranding model works

Step 2: 
Solve for MAR profile out to 
2050 

• Take 2022 MAR calculated in 2017 Financial Model as given

• Solve for the annual growth in MAR between 2022 and 2028 (i.e., end of 6-
year ramp-up period) such that the RAB is depreciated completely by 2050

MAR = WACC x forecast RAB + Depreciation Minus Revaluations + Opex + Tax

• Forecast RAB in each year is determined by forecast capex and adjustment 
factor.

Step 3: 
Solve for Depreciation Minus 
Revaluations in DPP3

Depreciation Minus Revaluations = MAR – (WACC x forecast RAB + Opex + Tax)
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How the asset stranding model works

Step 4: 
Set Depreciation Minus 
Revaluations in DPP3 equal 
in the Asset Stranding Model 
and Financial Model 

• Pick an arbitrary adjustment factor and use that to set the allowance for 
Depreciation Minus Revaluations for DPP3 in the Financial Model.

• Goal seek the adjustment factor that equalises the DPP3 Depreciation Minus 
Revaluations allowance in the Asset Stranding Model and the Financial 
Model.

Step 5: 
Solve for the DPP3 X-factor 
using the Financial Model

• Find the X-factor (from 2022) that smooths the BBAR over DPP3 in an NPV-
neutral way.

• X-factor capped at 10% p.a.  
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Two main concerns with the Commission’s models

• The Commission is forcing the depreciation allowances 

in the two models to be the same over DPP3. 

• On the basis that this amount of depreciation is 

consistent with an ideal MAR profile over time

• But the MAR profile immediately diverges between the 

two models. 

• Depreciation set by the Financial Model differs from the 

depreciation in the Asset Stranding Model beyond DPP3.

Y-factor in the Asset Stranding Model is different from the 

X-factor computed in the Financial Model

01
The forecast RAB in the Asset Stranding model does 

not reflect the depreciation required to avoid asset 

stranding. 

• The depreciation allowance produced by the Asset 

Stranding Model may result in the RAB being 

depreciated more/less quickly in the Financial 

Model than is implied by the adjustment factor.

• Does not result in over/under-recovery – just affects 

the effective speed of recovery. 

02
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Impact of addressing these two issues

GPB

Adjustment 
factors in 
Draft 
Decision

Corrected 
adjustment 
factors

Difference 
in FY26 
MAR

GasNet 0.64 0.67 -2.8%

Powerco 0.87 0.85 1.5%

Vector 0.60 0.57 4.7%

First Gas (D) 0.85 0.85 0.0%

First Gas (T) 0.75 0.80 -5.4%

• The Table opposite presents the impact of addressing 

the two issues we have identified in the Commission’s 

Asset Stranding Model.

• Doing so would result in:

• Powerco and Vector receiving higher depreciation 

allowances over DPP3 (i.e., lower adjustment factor); 

and

• GasNet and First Gas (Transmission) receiving lower 

depreciation allowances over DPP3.

• First Gas (Distribution) is unaffected by the changes 

because under both scenarios the business would be 

provided the maximum allowed X-factor of 10%. 
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