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Foreword

Our focus during the EDB DPP3 reset has been on providing a stable regulatory platform
that makes incremental improvements, drawing on what we have learned across the Part 4
portfolio and on the expertise of stakeholders. At the same time, we have aimed to provide
sufficient flexibility to accommodate increasing uncertainty and change across the
distribution sector.

As we said at the outset of this process, our view was that we were setting DPP3 within the
context of a maturing regulatory regime.

The 2020 reset is the third time we have reset prices and quality standards for the
distribution sector, and the eighth price-quality path reset overall. The 2016 and 2017
review of the Input Methodologies had given us the opportunity to reconsider whether the
fundamentals of economic regulation for the distribution sector remained fit for purpose.
This process served to promote greater certainty for distributors and customers over the
medium and long term, albeit at the cost of some short-term flexibility.

Over the reset process, our engagement with stakeholders and other factors confirmed for
us that we were also setting DPP3 within a context of change.

The Electricity Price Review process gave all sector participants an opportunity to reflect on
the performance of the sector as a whole. From the findings of the Review, and from the
DPP consultation process, we came to see that the DPP3 period will likely involve significant
change and heightened uncertainty.

Changes in the way consumers and other industry participants make use of distribution
networks, innovations in the way distributors deliver services, electrification driven by
decarbonisation, and the risk of increasingly severe weather events all have the potential to
reshape investment needs and quality expectations in unpredictable ways.

Part of our response to this has involved ensuring the DPP does not impose barriers to
positive changes for consumers. Implementing a revenue cap (as opposed to the previous
price cap) will give distributors the flexibility to price in ways that offer more choice to
consumers and that enhance incentives for energy efficiency and demand-side
management. At the same time, the revenue cap will give distributors greater certainty
about revenue recovery.

Introducing reopeners for significant unforeseen or uncertain capital expenditure projects
will allow distributors to undertake investments in response to changing conditions without
risking capital under-recovery.

Ultimately, it is distributors who will have to respond to these changes while delivering
outcomes for their consumers. Our role is to create incentives for them to do so in a way
that promotes the long-term benefit of those consumers.

Equalising the retention factors for operating and capital expenditure — while seemingly a
detailed technical change — gives distributors an better incentive to find the most efficient
solution to meet their customers’ needs, regardless of the form it takes.
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While the regime already provided incentives for innovations that improve the efficiency
and the quality of distribution services, and distributors are already delivering a range of
innovations, we have bolstered these incentives for DPP3. We anticipate that the innovation
project allowance will encourage distributors to try new ways of doing business where they
might not otherwise have done so.

Quality of service incentives have also been a major focus for us. Based on the evidence we
have, we concluded that a ‘no material deterioration’ approach remained the right one.
Aligning reliability incentives to the value consumers place on reliability frees distributors
(within certain bounds) to target the level of reliability and of price that best meets the
expectations of their consumers. Additionally, our new approach to normalisation is
intended to prevent the effects of severe storms being mistaken for signs of deterioration.

The most obvious change for DPP3, the reduction in the weighted-average cost of capital, is
not one that results from our DPP3 decisions, but instead reflects the current state of the
broader economy. Record low global interest rates have led to lowered profitability
expectations across many sectors. Given the purpose of our regime is to promote outcomes
that are consistent with competitive markets, it is appropriate that distribution consumers
market share in the benefits of a lower cost of capital through lower prices.

As we look forward, it is worth remembering that the DPP is only one of the tools we have
to influence the performance of the distribution sector. At its core, the DPP provides a ‘one-
size-fits most’ approach, based on historic levels of price and quality.

Where distributors either want to make substantial changes to the quality of the services
they deliver (including the way they deliver them) or need to make substantial investments
to maintain quality over and above ‘business as usual’, customised paths provide a key
opportunity for individual distributors to have alternative price-quality paths that better
meet their particular circumstances.

Finally, we would like to thank all stakeholders for the constructive ways they have engaged
in the reset process. Through workshops, working groups, and targeted consultation
processes, the decisions we present here are all the better for your involvement.

Kind regards

Sue Begg John Crawford
Deputy Chair Associate Commissioner
7 ‘lff. 6
N - "é/%
Stephen Gale Elisabeth Welson
Commissioner Commissioner
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EDB DPP3 at a glance

Change relative to draft decision -
New measure

# Policy measure

Price path
P1
P2
P3
P4
P5

Set starting prices based on the current and projected profitability of each supplier using a BBAR model.
Set a default rate of change (X-factor) of CPI-0%.

Do not set an alternate X-factor for Aurora Energy.

Do not set starting prices for suppliers currently on CPPs (Powerco, Wellington Electricity).

Set a single CPP application date in June of each year, except 2024 (29 March).

Operating expenditure

o1
02
o3
o4
05
06
o7
08
09

010 .

Retain the base, step, and trend approach to opex.

Use actual opex from year 4 of the current DPP period (2019) as the base year.

Treat Fire and Emergency New Zealand levies as a recoverable cost.

Forecast scale growth for network opex using line length (with an elasticity of 0.4470) and ICP growth (0.4886).
Forecast scale growth for non-network opex using line length growth (0.2185) and ICP growth (0.6525).
Forecast line length growth using an extrapolation of historical growth.

Forecast ICP growth using StatsNZ forecasts of household growth.

Inflate opex using a weighted average of the all-industries LCI (60%) and PPI (40%).

Apply an opex partial productivity factor of 0%.

Apply a negative step changes to reflect IM decisions regarding pecuniary penalties and operating leases.

Capital expenditure

C1
Cc2
c3
c4
Cc5
C6
Cc7
c8
Cc9
C10
Ci1
C12
C13
C14
C15
C16
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Forecast capex using distributor 2019 AMP forecasts.

Forecast capex at a category level.

Apply scrutiny checks to major categories of capex (consumer connection, system growth, asset renewal, RS&E).
Cap non-network and asset relocations capex at the higher of a 120-200% 'sliding scale' cap and $1 million.
Cap aggregate capex at 120% of historical level.

Use 2013-2019 as the historical reference period for assessment.

Do not apply a test of distributors’ historical accuracy in forecasting expenditure on assets.

Assess system growth capex in combination with consumer connection capex.

Assess connection and growth capex against household growth and historical ICP growth.

Assess per-ICP connection and growth capex against historical levels.

Assess replacement and renewal capex against forecast depreciation.

Inflate capex using the all-industries CGPI.

Exclude forecast capital contributions from forecast capex.

Include an allowance for cost of financing, scaled based on proportion of accepted capex.

Include AMP forecasts of the value of vested assets.

Exclude operating leases when scrutinising AMP forecasts, consistent with IM decisions



Change relative to draft decision -
New measure

# Policy measure

Other inputs to the financial model

M1 Weighted average cost of capital (WACC) of 4.57%.

M2 Include an allowance for disposed assets, based on historical levels.
M3 Do not forecast constant-price revenue growth.

M4 Do not forecast other regulated income.

Accelerated depreciation
Al Assess distributor applications for accelerated depreciation against the IMs and Part 4 purpose.
A2 Decline Vector's application.

Efficiency incentives

11 Set the capex retention factor equal to the opex retention factor (~23.5%).

12 Amend the opex IRIS IMs to correct for calculation errors.

13 Do not amend DPP2 IRIS incentives to account for undercharging.

14 Do not amend DPP2 IRIS opex incentives to account for spur asset expenditure.
15 Do not amend DPP2 IRIS opex incentives to account for pecuniary penalties.

Innovation and uncertainty

Ul Introduce major capex project reopeners for connections, asset relocations, and system growth.

u2 Introduce an innovation allowance recoverable cost, capped at the higher of 0.1% of revenue and $150,000.
u3 Remove the Energy Efficiency and Demand-side management incentive (D-Factor).

va Do not introduce a reduction of losses incentive.

Revenue path

R1 Apply a revenue cap with wash-up as the form of control.

R2 Apply an NPV neutral 10% limit on the annual increase in forecast revenue from prices.

R3 Apply a 90% "voluntary undercharging" limit (or an alternative limit in some cases).

R4 Allow distributors to agree a reasonable reallocation of revenue following an asset transfer.

Quality standards

Qs1 Separate standards for planned and unplanned SAIDI and SAIFI.

Qs2 Annual unplanned reliability standards for SAIDI and SAIFI.

Qs3 Set unplanned reliability standard at 2.0 standard deviations higher than the historical average.

Qs4 Remove the 2-out-of-3 rule for planned and unplanned standards.

Qs5 Regulatory period length standard for planned SAIDI and SAIFI.

Qs6 Planned outage standard at three times the historical average.

Qs7 Introduce SAIDI extreme event standard set at 120 SAIDI minutes or 6,000,000 customer minutes where specified.
Qss8 Introduce enhanced automatic reporting following a breach of a quality standard.

Qs9 Add a new “notified planned interruption” with further de-weighting in the incentive scheme (revised criteria).
QS10 Set quality standards and incentives for distributors on CPPs (Powerco and Wellington Electricity).

Qsi1 Allow distributors to agree a reasonable reallocation of SAIDI and SAIFI parameters following an asset transfer.
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Change relative to draft decision Unchanged
m draft

# Policy measure

Quality incentives

New measure

Qi1 Retain the revenue-linked quality incentive scheme for SAIDI.

Ql2 I Remove the revenue-linked quality incentive scheme for SAIFI.

Qi3 Incentive rate based on VoLL ($25000/MWh), discounted for IRIS and effect of quality standards (to $5288/MWh).
Qla Further discount the incentive rate for planned interruptions by 50% (to $2644/MWh).

Ql5 Set the SAIDI target for the incentive scheme at the historical average.

Qlé Set the SAIDI cap for the incentive scheme at the compliance standard.

Q7 Set the SAIDI collar for the incentive scheme at zero.

Ql8 Determine revenue at risk endogenously, but set a combined planned-unplanned cap of 2% of total revenue.

Reliability reference period

RP1 For planned interruptions, use a 10-year reference period from 2009-2018.

RP2 For unplanned interruptions, use a 10-year reference period from 2009-2018.

RP3 Cap the inter-period movement in unplanned reliability targets and limits at +5%.

RP4 Make no explicit step changes to reliability targets or incentives.

RP5 No disaggregation of reliability by region or customer type.

RP6 Defer any change to reliability information disclosures.

RP7 Require distributors to report SAIDI and SAIFI treating successive interruptions as they did for 2019 in the 53ZD

Reliability normalisation

N1 . Only normalise unplanned interruptions.

N2 Define a major event as 24-hour rolling periods (assessed in 30-minute blocks).

N3 Set the major event boundary as the 1104th highest 24-hour rolling period in the reference dataset.

N4 Replace the SAIDI/SAIFI value for half hours outside 1/48%" of the event boundary with the 1/48™ boundary value.
N5 SAIDI and SAIFI major events are triggered independently.

N6 Set a higher boundary for very small distributors.

N7 Introduce enhanced major event reporting requirements.

Other measures of quality of service
oQ1i
0Q2
oaQ3
0Q4

Do not introduce new compliance measures for quality of service.
Do not introduce new revenue-linked incentives for quality of service.
Explore options during DPP3 for introducing customer-facing measures in DPP4.

Consider changes to Information Disclosure (separate workstream to the DPP).

3605676.11



Executive Summary

Purpose of this paper

X1 This paper sets out the default price-quality paths (DPP) for non-exempt electricity
distribution businesses (distributors) from 1 April 2020 (DPP3). It also explains the
changes we have made to these decisions since the draft in response to the
submissions we have received throughout the consultation process.

X2 This summary sets out:
X2.1 the key decisions we have made on prices and on quality;
X2.2 the purpose and context that help explain these decisions; and
X2.3 our high-level approaches to the main components of the DPP:

X2.3.1  starting prices,! including forecasts of operating (opex) and capital
expenditure (capex);

X2.3.2  the revenue path and incentives during the DPP3 period; and
X2.3.3  quality standards and incentives.

X3 In summarising these decisions, it also highlights areas of significant change relative
to the draft decision.

Key decisions

X4 When setting a DPP, we must determine:
X4.1 the ‘price path’ (shown in Table X1) composed of:

X4.1.1  ‘starting prices’ —the net allowable revenues each distributor can
earn in the first year of the period; and

X4.1.2  the rate of change in revenues each distributor can charge over
the DPP period; an

X4.2 the quality standards each distributor must meet (shown in Table X2).

1 While the term used in section 53M of the Act is “prices”, the Act defines ‘prices’ as including revenues, and
allows us to set a revenue cap. In DPP3, distributors will be subject to a revenue cap, so we will generally
refer to “revenues” in this document for the sake of clarity.
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X5 We may also determine incentives for distributors to maintain or improve the quality
of service they deliver, and the ways in which distributors must demonstrate
compliance with the price-quality path.

X6 Across the 15 distributors currently subject to the DPP, we have set a net revenue
allowance of $1.01 billion in the first year of the DPP3 period. This is an overall
decrease of 6.7% relative to allowances in the final year of DPP2.

Table X1 Starting prices and rate of change for DPP3

Distributor Allowable revenue in Rate of change

2020/21 (Sm) (relative to CPI)
Alpine Energy 42.65 0.00%
Aurora Energy 87.33 0.00%
Centralines 9.37 0.00%
EA Networks 33.26 0.00%
Eastland Network 24.03 0.00%
Electricity Invercargill 12.26 0.00%
Horizon Energy 23.91 0.00%
Nelson Electricity 5.50 0.00%
Network Tasman 26.45 0.00%
Orion NZ 158.50 0.00%
OtagoNet 25.78 0.00%
The Lines Company 34.71 0.00%
Top Energy 38.01 0.00%
Unison Networks 100.02 0.00%
Vector Lines 388.71 0.00%

X7 Over the DPP3 period, this equates to total revenue allowances of $5.2 billion in

nominal terms. This is an increase in nominal terms of 2% above DPP2 revenue
allowances. The allowance for DPP3 incorporates opex allowances of $2.1 billion
over the period, and capex allowances of $2.5 billion.
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Table X2 Quality standards for DPP3

Distributor Unplanned Unplanned Planned Planned Extreme
SAIDI SAIFI SAIDI SAIFI event?

(1-year) (1-year) (5-year) (5-year) (per event)

Alpine Energy 124.71 1.1970 824.87 3.4930 120 SAIDI
Aurora Energy 81.89 1.4687 979.80 5.5385 6 mil CIM
Centralines 83.61 3.1616 1064.46 5.8573 120 SAIDI
EA Networks 91.98 1.2826 1376.08 4.8939 120 SAIDI
Eastland Network 219.46 3.1525 1290.68 7.4745 120 SAIDI
Electricity Invercargill 25.86 0.6956 114.49 0.5183 120 SAIDI
Horizon Energy 194.53 2.3904 858.63 5.4415 120 SAIDI
Nelson Electricity 19.60 0.4277 180.11 2.3663 120 SAIDI
Network Tasman 101.03 1.1956 1129.14 49021 120 SAIDI
Orion NZ 84.71 1.0336 198.40 0.7481 6 mil CIM
OtagoNet 160.35 2.4172 2114.43 9.6212 120 SAIDI
Powerco 180.25 2.2684 772.50 3.5113 6 mil CIM
The Lines Company 181.48 3.2715 1331.68 8.7527 120 SAIDI
Top Energy 380.24 5.0732 1905.36 7.7526 120 SAIDI
Unison Networks 82.34 1.8152 625.79 4.4649 6 mil CIM
Vector Lines 104.83 1.3366 585.38 2.8783 6 mil CIM
Wellington Electricity 39.81 0.6135 69.70 0.5536 6 mil CIM

How we regulate price and quality under Part 4

X8 We must reset the current DPP for distributors that are subject to price-quality
regulation under Part 4 of the Commerce Act 1986 (the Act) four months before the
end of the current DPP period. Part 4 provides for regulation in markets in which
there is little or no competition, and little or no likelihood of a substantial increase in
competition.

X9 We last reset the current EDB DPP in November 2014. The current DPP specifies the
price path and quality standards that distributors must comply with during the
regulatory period from 1 April 2015 to 31 March 2020 (DPP2).

X10  From 1 April 2020, distributors will be subject to new requirements set out in the
DPP determination. The distributors we regulate using price-quality regulation, both
DPPs and customised price-quality paths (CPPs), are set out in Table X3 below.

2 These figures are indicative only. The extreme event standard is specified in either SAIDI minute and

customer interruption minute (CIM) terms. Distributors for which the customer interruption minutes is
applicable we have converted to a SAIDI equivalent. This is discussed in more detail in Attachment L.
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Table X3 Distribution businesses subject to price-quality regulation
Alpine Energy Aurora Energy? Centralines Eastland Network
EA Networks Electricity Invercargill Horizon Energy The Lines Company
Network Tasman Nelson Electricity Orion NZ OtagoNet JV
Top Energy Unison Networks Vector Lines
Powerco (ends 2023) Wellington Electricity (ends 2021)

We must promote the purpose of Part 4 when regulating price and quality

X11

X12

X13

Through regulating price and quality, our purpose is to promote the long-term
benefit of consumers of electricity distribution services. To do this, we focus on
promoting outcomes that are consistent with outcomes produced in competitive
markets, such that distributors have incentives to innovate, invest, improve
efficiency, and to provide services at a quality that reflects consumer demands.*

We also aim to ensure the benefits of efficiency gains are shared with consumers
(including through lower prices) and to limit the ability of distributors to earn
excessive profits.

The statutory framework we must apply, and the other principles we use when
setting a DPP are discussed in more detail in Chapter 3.

We are setting DPP3 in an evolving industry context

X14

X15

X16

A key goal of our DPP3 reset is to provide a stable regulatory platform within a
changing industry context, while making incremental improvements to the way we
regulate price and quality.

On the one hand, to promote the stability of the Part 4 regime, we have generally
retained approaches from DPP2 where they remain fit for purpose. This includes
setting revenue allowances based on current and projected profitability and setting
quality standards with reference to historical levels of performance.

On the other hand, we recognise that substantial changes are occurring in the
electricity sector. In part, this is driven by an increasing focus on decarbonisation and
by the increasing affordability of technologies that provide both distributors and
consumers with new opportunities. However, we recognise that there is uncertainty
as to the extent, timing, and impact of these changes.

3 Aurora Energy have indicated that it will apply for a CPP that is intended to begin 1 April 2021. Aurora will
remain on the DPP until that point.

, section 52A.
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As such, we have made changes to the DPP3 settings where we consider that change
will better promote the long-term benefit of consumers, consistent with the purpose
of Part 4.

Examples of such changes include:

X18.1 allowing reopeners for some major capex projects (such as new sources of
demand or generation, or relocation of distribution assets to respond to
other infrastructure projects) as it will create better incentives for
distributors to make these investments;

X18.2 equalising the incremental rolling incentive scheme (IRIS) incentive rates for
opex and capex, to reduce or remove barriers to innovation;

X18.3 introducing a targeted innovation project allowance, to improve the
incentives distributors have to innovate; and

X18.4 refining our approach to normalising major interruptions, to reduce the
impact on reliability incentives due to the frequency of major events, and
creating clearer incentives for distributors to manage the underlying quality
they deliver.

We discuss our view of changes in the electricity sector, and our responses to them,
in Chapter 4.

Starting prices

X20

X21

X22

This section explains:
X20.1 our high-level approach to setting starting prices;

X20.2 thedrivers of change in net allowable revenue, relative to net allowable
revenue in DPP2; and

X20.3 the key decisions (on expenditure and accelerated depreciation) that inform
them.

It also sets out significant changes relative to our draft DPP3 decision, and the
impacts these have on allowable revenue.

Our approach to starting prices is discussed in more detail in Chapter 5.

How we approach setting starting prices

X23

‘Starting prices’ refer to the revenue distributors can earn in the first year of a
regulatory period. The starting prices for each distributor are set out in Table X1
above.
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We have set allowable revenues based on the current and projected profitability of
each distributor. To do this, we add together forecasts of each distributor’s over the
DPP3 period (‘building blocks allowable revenue’ or ‘BBAR’). We then spread this
revenue out over the period such that they increase at a consistent rate of forecast
CPI-X, resulting in the ‘maximum allowable revenue’ (MAR).

The maximum gross revenue each distributor can recover in each year is: MAR for
each year, plus an allowance for any pass-through and recoverable costs. References
in this decision paper to ‘allowable revenues’ and ‘net allowable revenues’ are to
annual maximum revenues net of pass-through and recoverable costs. References to
‘gross allowable revenues’ include pass-through and recoverable costs.

Setting revenue limits means that profitability depends on the extent to which
distributors control costs. Actual costs may differ from allowances for a variety of
reasons, but in any case, the incentive to increase profits creates an incentive for
distributors to improve efficiency, consistent with section 52A(1)(b) of the Act.

The net allowable revenues for DPP3 are different from DPP2 allowable revenues

X27

X28

X29

X30

Over time, the revenue allowance we set at the start of a regulatory period may
cease to reflect a distributors’ costs and the level of demand on its network.

Were we to roll over current revenue allowances, distributors’ revenues for the
DPP3 period may not reflect their costs. In some cases, this would result in
distributors earning excessive profits, contrary to section 52(A)(1)(d). In other cases,
it may hinder their ability to invest in their networks to provide services at a level
which reflects consumer demand, contrary to sections 52(A)(1)(a) and (b).

Changes in the revenue allowances may have been caused by changesin a
distributor’s costs (including its cost of capital), or, under the price cap that applied
during DPP2 changes in demand on the distributor’s network.

The influence of these factors at an industry-wide level is illustrated in Figure X1. This
analysis is presented for each distributor on both DPP2 and DPP3 in Attachment O.
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DPP3 first year MAR, relative to DPP2 value
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X32

X33
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Figure X1 Drivers of change in net allowable revenue for DPP distributors®
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The figure reconciles in nominal terms allowable revenue in the first year of DPP2
(2015/2016) to allowable revenue in the first year of DPP3 (2020/2021), shown by
the tan bars at either end.

The impact of changes related to distributors’ forecast costs relative to the start of
DPP2 are illustrated in the waterfall bars in between.

The changes caused by differences in net allowable revenue over the period
(demand growth, Consumer Price Index (CPIl), and X-factors) are illustrated by the
orange marker at the right-hand end of the figure.

The influence that our decisions on opex, capex, and accelerated depreciation have
on starting prices are discussed in paragraphs X41 to X66 below. Significant changes
due to other factors are discussed in paragraphs X35 to X40.

5 Industry total excludes Orion, Powerco, and Wellington Electricity. The comparison is made between
allowable revenue in the first year of each period (starting prices). Note the truncated Y-axis. Allowable
revenue changes for individual distributors and the factors that explain them differ widely, and are set out
in Attachment O.
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The cost of capital estimate we use has changed since 2014

X35  The most significant driver of changing revenue allowances is the change in the
weighted average cost of capital (WACC) between DPP2 and DPP3. This change has
principally been driven by changes in the risk-free rate, as illustrated in Figure X2.

Figure X2 Changes in WACC since DPP2
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X36 The WACC is determined by applying the method set out in the cost of capital IMs.
While WACC has a material influence on our DPP3 decision, we have not made any
changes to the underlying cost of capital IMs.®

Distributor asset bases have increased as they invest

X37  The second main factor driving changes in net allowable revenues is growing
regulatory asset bases (RAB) over the DPP2 period. We use the closing RAB for each
distributor from the penultimate year of the DPP2 period (2018/19) as one of the
‘initial conditions’ for ‘rolling forward’ the RABs over the DPP3 period.

& Our reasons for not making this change are discussed in

pp. 53-57.
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This RAB growth is primarily caused by distributors commissioning new assets, added
together with revaluation of assets (at CPl), and partially offset by depreciation over
the period. This cumulative change is shown in Figure X3.

Figure X3 DPP distributors roll-forward of RAB from 2014/15 to 2019/20 7
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Quantity growth has influenced allowable revenue during DPP2

X39

Finally, there are factors that lead to allowable revenue in the final year of the DPP2
period being different from the allowable revenue we forecast at the start of the
DPP2 period. These are:

X39.1 differences between forecast and actual CPI since 2015/2016;

X39.2 differences between the quantity growth we forecast at the start of DPP2
and actual quantity growth during DPP2; and

X39.3 for some businesses, the alternate X-factor we applied to smooth price
increases over the DPP2 period.?

7 Excludes Orion NZ , Powerco, and Wellington Electricity. Opening RAB 2014/15 to closing RAB 2018/19.

8

Alpine Energy, Centralines, Eastland Network, and Top Energy.
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X40  Of these, at an industry-wide level, the difference in quantity growth is the most
significant. Under a price cap, distributors were exposed to quantity growth risk.
Where demand growth was higher than forecast, allowable revenue was higher, and
where demand growth was lower than forecast, allowable revenue was lower. Our
estimate of these changes is set out in Figure X4.

Figure X4 Average annual constant-price revenue growth over the DPP2 period?®
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How we have approached forecasting opex
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X41 To forecast opex for each distributor, we have retained at a high-level the base, step,
and trend methodology from the DPP2 reset. The opex allowances that result from
our decision are set out in Table X4 below. Changes in opex over time, at an industry-

wide level, are illustrated in Table X5.

X42  Our decisions on opex are briefly summarised below, and are set out in detail in
Attachment A.1°

9 Estimated annual constant-price revenue growth over the DPP2 period, based on DPP compliance

statements.

10 We have included indicative forecasts for Wellington Electricity for the four years it will be on the DPP,
consistent with the approach discussed in Attachment I.
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Table X4 Opex allowances for DPP3 ($m)

2020/21 2021/22 2022/23 2023/24 2024/25

Alpine Energy 19.42 20.01 20.63 21.24 21.82
Aurora Energy 44.72 46.25 48.13 50.19 51.96
Centralines 4.23 4.33 4.45 4.56 4.66
EA Networks 11.82 12.22 12.63 13.06 13.49
Eastland Network 10.62 10.90 11.19 11.50 11.78
Electricity Invercargill 5.18 5.31 5.45 5.59 5.72
Horizon Energy 9.89 10.17 10.49 10.83 11.11
Nelson Electricity 2.25 2.32 2.39 2.46 2.54
Network Tasman 11.16 11.51 11.88 12.25 12.61
Orion NZ 64.15 66.49 68.93 71.32 73.63
OtagoNet 9.16 9.43 9.70 9.96 10.20
The Lines Company 1491 15.30 15.71 16.11 16.48
Top Energy 16.02 16.54 17.05 17.57 18.06
Unison Networks 41.58 42.90 44.33 45.72 47.03
Vector Lines 127.35 132.45 137.80 142.97 148.02
Wellington Electricity!! n/a 36.79 37.97 39.17 40.32

11 The values included for Wellington Electricity are indicative only, and are subject to change as part of our
decision on transitioning Wellington Electricity back to the DPP at the end of its CPP in 2021.
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Figure X5 Opex time series (constant 2019 prices)
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Key decisions for opex

X43  In applying the base, step, and trend methodology, we have:
X43.1 used 2018/2019 as the base year;!?
X43.2 included step changes to remove:

X43.2.1 Fire and Emergency Management New Zealand (FENZ) levies (now
a recoverable cost);

X43.2.2 pecuniary penalties (excluded from opex during DPP3); and

X43.2.3 costs related to operating leases (now treated as capex, consistent
with IFRS 16);

X43.3 forecast growth due to changes in network scale using Statistics New
Zealand household forecasts and projections of circuit length growth;

X43.4 inflated opex using a weighted average of the all-industries labour cost
index (LCI) and producers price index (PPI); and

12 As signalled in our draft decision, we have updated base-year now that it has been disclosed.
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X43.5 applied a partial productivity factor of 0%.

We have taken this approach because we consider that, when combined with the
IRIS incentive scheme, it creates the right incentives for distributors to improve
efficiency while at the same time providing an ex-ante expectation of a normal
return.

By linking future opex allowances to distributors’ current revealed level of costs and
predictable future changes, distributors should expect a normal return ex-ante,
incentivising investment. By allowing distributors to keep a portion of any savings,
they have an incentive to improve efficiency.

Changes to opex forecasts since our draft decision

X46

Xa7

X48

X49

X50

The majority of the changes to opex allowances since the draft decision relate to the
updated input data we have used. Specifically, we have used updated data from
2019 Information Disclosure (ID) and updated forecasts of input price inflation.

To forecast Installation Control Point (ICP) growth, we have used forecasts of
household growth, rather than population growth. This is because our analysis
suggests it is a better predictor of ICP growth, and because submissions resolved our
concerns about data availability.

We have not accepted any step changes proposed by stakeholders. In general, this is
because we have not been able to verify the quantities involved, or because other
DPP tools (such as reopeners or recoverable costs) are better at managing any
potential increases or decreases in expenditure.

We have retained a partial productivity factor of 0%. This is because on balance,
between the evidence of historical productivity in the electricity sector in New
Zealand, comparable overseas jurisdictions, and other industries in New Zealand, we
consider a neutral setting is appropriate for DPP3. We remain unconvinced that
declining productivity in the past is predictive of future declines.

Combined, these changes have led to different opex allowances for each distributor
compared to the draft decision. These changes are set out in Table X5.
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Table X5 Changes in opex allowances relative to draft decision
(Sm) allowance ($m)
Alpine Energy 103.11 100.51 2.61 2.60%
Aurora Energy 241.25 216.50 24.75 11.43%
Centralines 22.22 19.67 2.55 12.99%
EA Networks 63.21 72.29 -9.07 -12.55%
Eastland Network 55.99 57.14 -1.16 -2.03%
Electricity Invercargill 27.24 26.22 1.02 3.87%
Horizon Energy 52.49 59.44 -6.95 -11.70%
Nelson Electricity 11.96 11.27 0.68 6.05%
Network Tasman 59.41 64.16 -4.74 -7.39%
Orion NZ 344.53 327.43 17.10 5.22%
OtagoNet 48.45 42.19 6.26 14.83%
The Lines Company 78.52 70.37 8.15 11.57%
Top Energy 85.24 93.52 -8.27 -8.85%
Unison Networks 221.56 225.81 -4.25 -1.88%
Vector Lines 688.59 693.18 -4.59 -0.66%
Wellington Electricity 189.91 195.31 -5.39 -2.76%
Total 2,293.68 2,275.01 18.67 0.82%

How we have approached forecasting capex

X51  We have used distributors’ 2019 asset management plans (AMPs) as the starting
point for our capex allowances. However, we have made changes to the way we
assess distributors’ AMP capex for DPP3 compared to DPP2.

X52  Unlike DPP2, where we capped each distributors’ AMP forecasts based on historical
levels of expenditure, we have instead applied a series of tests of the reliability of
AMP forecasts.

X53  We have made these changes because:

X53.1  we consider this kind of scrutiny of AMPs creates better incentives for
distributors to invest, through allowing expenditure where it appears
reasonable and deliverable, but not where it does not;

X53.2 it strikes the right balance between the low-cost scrutiny of a DPP, and the
need to limit significant expenditure increase absent the proportionately
higher scrutiny of a CPP; and
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X53.3 the other changes we have made (the introduction of the capex reopener
and the increase in the capex IRIS retention factor) mean distributors will
still have incentives to invest efficiently.

X54  The resulting capex forecasts for each supplier are set out in Table X6. Our decisions
on capex are discussed in detail in Attachment B.

Table X6 Capex allowances for each distributor
Alpine Energy 16.66 16.98 15.38 14.67 14.15
Aurora Energy 50.95 50.75 48.25 38.77 43.21
Centralines 6.06 2.77 3.97 2.84 2.96
EA Networks 18.05 17.94 17.80 15.71 14.72
Eastland Network 9.68 10.14 8.98 9.38 10.05
Electricity Invercargill 4.66 5.05 5.57 5.58 5.13
Horizon Energy 8.32 6.72 8.08 8.52 8.57
Nelson Electricity 1.63 1.71 1.66 1.67 1.67
Network Tasman 10.29 12.26 9.04 10.07 8.47
Orion NZ 72.17 63.78 89.62 79.93 84.44
OtagoNet 13.99 13.50 18.00 23.07 13.93
The Lines Company 18.32 16.92 15.87 16.56 15.25
Top Energy 14.59 15.13 16.51 16.26 16.60
Unison Networks 46.75 52.52 50.53 46.85 48.04
Vector Lines 211.12 209.60 213.42 209.52 197.13
Wellington Electricity*3 n/a 35.51 37.68 39.91 42.08

Key decisions for capex

X55  To forecast capex allowances for each distributor, we have used an amended version
of the approach we took in DPP2 — using each distributor’s 2019 AMP as the starting
point for our forecasts, but applying a series of caps or tests to assess whether the
forecast expenditure is likely to be required and deliverable.

X56  In particular, the approach seeks to determine whether the AMP forecasts:

X56.1 areinternally consistent — for example, that a forecast increase in
expenditure is supported by a corresponding increase in activity, and/or a
realistic increase in costs; and

13 The values included for Wellington Electricity are indicative only, and are subject to change as part of our
decision on transitioning Wellington Electricity back to the DPP at the end of its CPP in 2021.
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X56.2 identify large step changes in the planned level of investment, which may be
more appropriate for us to consider under a CPP application.

X57  How we have done this is illustrated in Figure X6, and the tests we have applied are
set out in Table X7. The results of this process (presented as our capex allowances as
a percentage of AMP forecasts) are shown in Figure X7.

X58  Finally, the changes in capex over time, at an industry-wide level, are illustrated in
Figure X8.

Figure X6 Capex assessment process

Scrutinise forecast

Major categories expenditure

All categories

Apply

Minor categories Applv caps

Table X7 Capex analysis tests
1: Residential Consumer connection and system Is the distributor forecasting growth in
connections growth residential connections greater than both:

20% over their historical ICP growth, and
forecasts of household growth for their area?

2: Per-connection Consumer connection and system Is the distributors’ forecast per-connection
expenditure growth spend increasing by more than 50%?

3: Renewal- Asset replacement and renewal Is the distributor’s combined ARR and RS&E
depreciation Reliability, safety, and environment expenditure more than 20% greater than

their implied forecast depreciation?

4: Non-network cap Expenditure on non-network assets Is forecast expenditure on non-network
assets greater than $1 million per year on
average over the DPP3 period, or their
historical expenditure, on a sliding scale from
120% to 200%, depending on historical
proportions of expenditure on non-network

assets?
5: Asset relocation Asset relocation Is forecast expenditure on asset relocations
cap greater than $1 million per year on average

over the DPP3 period, or their historical
expenditure, on a sliding scale from 120% to
200%, depending on historical proportions of
expenditure on asset relocations?
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Figure X7 Capex forecast acceptance rates
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Some distributors have seen significant amounts of capex declined

X59  Aurora Energy, in response to the issues identified with its network following its
quality standard contraventions, is forecasting a substantial increase in asset
replacement and renewal expenditure, well in excess of the levels we could
scrutinise under a DPP. We note that Aurora has signalled its intention to apply for a
customised price-quality path (CPP) in 2020, that would apply from 1 April 2021.

X60 Network Tasman and OtagoNet are forecasting significant expenditure increases.
However, these distributors are forecasting large growth projects or programmes
that have uncertain timing, and as such, we consider that the new capex reopener is
a better mechanism for dealing with these projects.
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Figure X8 Capex time series (constant 2019 prices)

700000

600000
"
8

S 500000
el
(<]
i

S 400000
-
&

% 300000
c
8

S 200000
o
>

100000

0

> > \) © ¢} () ) O Y 9% > ™ N2
% 4 N > > > N % % V Vv vV v
DX S S OO S S S O S
Year-ending 31 March
[ Historical actual capex [ EDB AMP 2019 forecast capex

DPP2 capex allowance DPP3 capex allowance

= == Draft decision DPP3 capex allowance

Changes to capex forecasts since our draft decision

X61  The most significant changes in capex forecasts since the draft decision are caused
by our use of 2019 actual ID data and 2019 AMP forecasts, which showed increases
in recent historical and forecast capex for almost all distributors. We consider it
appropriate to use the most recent AMPs as the basis of our forecasts, as they
represent distributors’ most up-to-date view of the future needs of their networks.

X62 Interms of policy changes, in response to submissions we have:
X62.1 removed the assessment of historical forecast accuracy;

X62.2 changed our method for assessing system growth capex (as proposed in our
updated draft decision);

X62.3 changed the ‘fall-back’ forecasts we use where a distributor’s expenditure
exceeds the limits we allow, from the historic average to the forecasts
implied by our assessments of cost drivers; and

X62.4 introduced dollar-value caps to our tests for minor capex categories.

X63  Combined, these policy changes and the use of updated data have led to different
capex allowances for each distributor compared to the draft decision. The changes in
allowances are set out in Table X8.
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X64  Some distributors have seen significant changes. Increases for three distributors

contribute to most of the total change in forecasts, largely reflecting increases in
their AMP forecast capex.'*

Table X8 Changes in capex allowances
Distributor Capex allowance Draft capex Change ($m) Change (%)
(Sm) allowance ($m)
Alpine Energy 77.84 71.70 6.14 8.56%
Aurora Energy 231.93 147.99 83.93 56.71%
Centralines 18.61 14.76 3.84 26.02%
EA Networks 84.22 88.48 -4.26 -4.82%
Eastland Network 48.24 40.90 7.34 17.94%
Electricity Invercargill 25.98 20.80 5.18 24.88%
Horizon Energy 40.21 36.84 3.37 9.14%
Nelson Electricity 8.34 8.27 0.06 0.78%
Network Tasman 50.14 27.68 22.46 81.12%
Orion NZ 389.95 340.15 49.79 14.64%
OtagoNet 82.50 79.82 2.68 3.36%
The Lines Company 82.92 60.35 22.57 37.41%
Top Energy 79.10 90.26 -11.17 -12.37%
Unison Networks 244.69 232.94 11.75 5.04%
Vector Lines 1,040.79 953.59 87.21 9.15%
Wellington Electricity 192.92 181.52 11.40 6.28%
Total 2,698.38 2,396.08 302.30 12.62%

Accelerated depreciation

X65  As part of the Input Methodology (IM) review in 2016, we introduced the option for
distributors to apply for accelerated depreciation of their existing assets where there
is a plausible risk of network stranding due to emerging technologies.

X66  For this DPP reset, we received one application, from Vector. We have decided not
to apply an adjustment factor in response to Vector’s application, based on our
assessment of Vector’s application against the formal IM requirements, the risk of
economic stranding, section 52A of the Act and our exercise of our overall discretion.

14 Aurora Energy, Orion NZ, Vector Lines. Wellington Electricity have also seen a large dollar-value increase,
but these forecasts are only indicative, due to Wellington’s CPP transition.
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Our decisions on the price path have different effects on different distributors

X67  The combined effect of the changes (relative to DPP2) and decisions above result in
different changes in allowable revenue for different distributors. The change in
allowable revenue for each distributor is shown in Figure X9 below.

X68  The general pattern of decline is caused by the reduction in the WACC discussed
above. For some distributors, this is offset by either lower than forecast constant-
price revenue growth (CPRG) during DPP2, or by growth in asset bases or opex. For
others, this decline is compounded by higher than forecast CPRG or by very low
levels of asset base and opex growth.

Figure X9 Changes in net allowable revenue from 2019/2020 to 2020/2021
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X69  For distributors seeing large changes, we note:

X69.1 Aurora Energy has seen a substantial increase in opex and substantial RAB
growth during DPP2 as a result of its increased investment programme,
note that this will be offset by an IRIS incentive cost reducing its gross
revenue during DPP3 (see Figure X10 below);

X69.2 Centralines has underspent both its DPP2 opex and capex allowances, and
as such its forecasts of opex and capex are lower, also note that Centralines
has historically priced below its price cap, meaning the change in revenue
(as opposed to revenue allowance) will likely be smaller; and
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X69.3 Top Energy has been on a ‘sloped’ price path during DPP2 that deferred
revenue recovery until later in the DPP2 period, increasing the step down at
the end of DPP2, additionally, it has seen lower RAB growth than forecast,
and only modest opex growth.

X70  We also note that distributors who have underspent on opex relative to our DPP2
forecasts will generally see gains in gross revenue during DPP3, as a result of IRIS
efficiency incentives, as discussed in Attachment E. We have estimated the impact
these IRIS incentive payments on the 2020 to 2021 change in allowable revenue. This
is presented in Figure X10.

Figure X10  Change in allowable revenue accounting for IRIS incentives
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X71  For most distributors, the impact of the IRIS is modest (with the difference between
net of IRIS changes and gross of IRIS changes averaging around £5%). However, it is
significant for Aurora Energy (-28%), given a significant opex and capex overspend.

Changes in allowable revenue since the draft decision

X72  Changes in input data and in policy decisions since the draft decision have led to
changes in revenue allowance for the final DPP3 decision. These changes are set out
in Table X9 below. The factors driving this change (for distributors on the DPP as a
whole) are shown in Figure X10.
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Allowable revenue in 2020/21 relative to DPP3 draft decision

Change ($m)

Draft allowable Change (%)
revenue in

2020/21 ($m)

Table X9
Distributor Allowable
revenue in
2020/21 ($m)
Alpine Energy 42.65
Aurora Energy 87.33
Centralines 9.37
EA Networks 33.26
Eastland Network 24.03
Electricity Invercargill 12.26
Horizon Energy 23.91
Nelson Electricity 5.50
Network Tasman 26.45
Orion NZ 158.50
OtagoNet 25.78
The Lines Company 34.71
Top Energy 38.01
Unison Networks 100.02
Vector Lines 388.71
Total 1,010.49
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45.36 -2.71 -5.97%
72.03 15.30 21.25%
9.40 -0.03 -0.34%
37.70 -4.44 -11.77%
25.06 -1.03 -4.10%
12.29 -0.03 -0.28%
25.01 -1.10 -4.38%
5.59 -0.09 -1.55%
28.78 -2.33 -8.09%
161.17 -2.67 -1.66%
25.08 0.69 2.77%
33.94 0.76 2.25%
42.19 -4.17 -9.90%
102.25 -2.23 -2.18%
403.35 -14.64 -3.63%
1,029.20 -18.70 -1.82%

Drivers of change between draft and final decisions
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Revenue path

X73

In addition to allowable revenue in the first year of the period, we have also made
decisions that affect how the revenue path will operate during the period. These
decisions include:

X73.1 rates of change (relative to CPI);

X73.2 implementing the revenue cap with wash-up;
X73.3 incentives for improving efficiency and innovation;
X73.4 new recoverable costs; and

X73.5 circumstances in which the DPP can be reopened.

How allowable revenues will change over the period

X74

X75

As shown in Table X1, we have implemented a default rate of change for all suppliers
of CPI-0%. This is not a change from our draft decision for most suppliers, but is a
change for Aurora Energy. We have moved to an X-factor of 0% for Aurora because,
as Aurora identified in its submission, once IRIS incentive payments are accounted
for, any price shock to consumers in 2021 is likely to be minimal.*®

We have not set any alternate X-factors. On the one hand, most distributors will see
declines in allowable revenue, meaning there is limited risk of price shocks to
consumers. On the other hand, revenue decreases notwithstanding, we have not
identified any distributor who would face financial hardship as a result of our
decision.

We will apply a revenue cap with wash-up in DPP3

X76

X77

As part of the IM review in 2016, we changed the form of control for distributors
from a weighted average price cap to a revenue cap, including a wash-up for over-
and under-recovery of revenue.

As part of implementing the revenue cap in the DPP3 determination, we have
implemented:

X77.1 a 10% limit on the annual increase in each distributor’s ‘forecast revenue
from prices’; and

X77.2  alimit on the accrual of wash-up balances from ‘voluntary undercharging’,
which is the lesser of either:

15 Aurora have formally signalled their intention to apply for a CPP, with an intended commencement date of
1 April 2021. In this instance, the DPP would only apply to Aurora for a single year.
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X77.2.1 90% of forecast allowable revenue for the year; or
X77.2.2 110% of the previous year’s forecast revenue from prices.

The voluntary undercharging limit does not prevent distributors from charging less
than they are allowed to by the revenue cap; it merely prevents any undercharging
beyond a certain point being accrued as a wash-up balance that is then used to
increase allowable revenue in future years.

None of these decisions have changed significantly from our draft decision. Our
approach to the revenue cap, and our reasons for related policy decisions are
discussed in more detail in Attachment H.

We have updated incentives for efficiency

X80

X81

X82

For the DPP3, we have made changes to the IRIS efficiency incentives. The most
significant change is to the incentive rate for the capex IRIS. We have set a capex
retention factor equal to the opex retention factor, or 23.5%.

To ensure distributors have a consistent incentive to spend both opex and capex,
and do not favour capital solutions over operating ones, we have equalised the
capex retention factor with the opex one.

We consider that this change will reduce or remove barriers to innovation. We do
not want to disincentivise any potential emerging technologies from being used by
distributors due to a lower capex incentive rate. Equalising rates will create a more
level playing field to allow distributors to avoid spending capex through investing in
innovative solutions that may include partnering with third parties to deliver
services.

We have introduced new incentives for innovation

X83

X84

X85

In addition to equalising IRIS incentives, to further promote innovation, we have
introduced a new targeted innovation recoverable cost.

We have set the limit of the funding available for DPP3 at the greater of either 0.1%
of our forecast of allowable revenue for the period or $150,000, and a requirement
for half the funding to come from a distributor’s regular opex or capex expenditure.
In total, this would equate to $11 million of spending on innovation as part of this
scheme.

The introduction of the $150,000 limit, in addition to the 0.1% limit, is in response to
submissions that a percentage-based limit alone would mean the incentive would be
insufficient for smaller distributors to take advantage of it.
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We have set this conservatively, as there will be only limited scrutiny over how the
allowance is spent. In response to submissions, we have made changes to the criteria
that will apply, and the process for approving the relevant recoverable cost.

Circumstances where a distributor wishes to undertake substantial changes to the
way it manages its network are more appropriately considered as part of a CPP
application. A CPP allows us the ability to apply greater scrutiny, and to vary the way
the price-quality path functions to account for innovative approaches.

We have introduced new costs distributors can recover from their customers

X88

X89

X90

We have amended the IMs to introduce two new recoverable costs:
X88.1 one to implement the innovation project allowance described above; and
X88.2 oneto allow for FENZ levies to be passed through to consumers.

We have also made an amendment to clarify and extend the scope of the
recoverable cost relating to charges payable by a distributor to Transpower in
respect of a ‘new investment contract’ between those parties, or any equivalent
contract with another transmission provider. The amendment will allow a distributor
to use a third-party option to finance the new investment contract between the
distributor and Transpower (or equivalent contract with another transmission
provider). This amendment was proposed by Transpower in response to our draft
DPP decision.!®

All of these changes required amendments to the IMs, which are described in the IM
amendments reasons paper which was published on 26 November 2019.Y7

Circumstances in which the DPP can be reopened

X91

X92

Given the increasing uncertainties in the industry (as discussed above at X18), we
have reconsidered ways in which the price-quality path can be amended part way
through the regulatory period. In general, we consider the existing reopeners (and in
particular the change and catastrophic event reopeners) make adequate allowance
for most unforeseeable events beyond the reasonable control of distributors.

However, in addition to the existing reopeners, we have introduced new reopeners
for some major capex projects and programmes.*®

16

17

18 For the purposes of the reopeners “unforeseen” includes expenditure that was included in a suppliers AMP,
but not included in DPP3 capex allowances, and projects that were foreseen but whose timing or scale has
changed.
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There is potential for increases in process heat electrification, connection of new
sources of distributed generation, or relocation of assets in response to other
infrastructure investment activity. This could have a significant impact on
distributors’ investment needs. Given this, and the difficulties in predicting the
timing of these developments, we consider reopeners are the best way to enable
distributors to undertake any such investments.

In response to submissions, since the draft decision, we have expanded the scope of
these reopeners, so that now, in addition to major new connections and alterations
to existing connections, it includes:

X94.1 major relocations of assets not able to be funded through capital
contributions; and

X94.2  major system growth capex, such as network reconfiguration in response to
new connections to Transpower’s grid.

We have also changed the thresholds that apply to the reopeners in response to
submissions. In addition to the percentage threshold proposed in the draft decision,
we have implemented a dollar-value threshold and a maximum value cap.

Quality standards and incentives

X96

X97

X98

As part of the Commission’s 2018/19 priorities, we committed to focusing on quality
standards and incentives as part of the DPP3 reset. Quality was also an area of
intense interest in submissions. In particular, our decisions discussed below build on
work undertaken by the Electricity Networks Association (ENA) Quality of Service
Working Group, and on analysis undertaken by NZIER on behalf of the Major
Electricity Users Group (MEUG).

Given the statutory requirement to promote quality incentives and the areas for
improvement in quality standards and incentives that we have identified through
consultation so far, we consider that while the package of changes for DPP3 is
substantial, it is proportionate to the importance of the issue, and the scale of
change in the industry as a whole.

We have made a number of changes to the quality standards and incentives scheme,
relative to the draft decision. In part, this is in response to submissions on the draft
and updated draft decisions. However, it is also in response to data quality issues
identified through the section 53ZD information gathering process, specifically to do
with the calculation of system average interruption frequency index (SAIFI) values.

3605676.11



35

High-level approach to quality of service

X99

X100

X101

X102

X103

Consistent with our overall low-cost DPP principles, our starting point for a DPP is
that distributors should at least maintain the levels of quality that they have
provided historically, all else being equal. We refer to this principle as ‘no material
deterioration’.

The reliability standards and targets we have set are based on distributors historical
performance, and are intended to give effect to this principle. Similarly, the absence
of a historical data series for other measures of quality is part of the reason we are
considering gathering more data on these measures through ID before setting any
binding standards.

While no material deterioration is a starting point for our approach to quality, we
also acknowledge the need for distributors to make trade-offs about the level of
quality they deliver, and the cost incurred in doing so. We also note that — as with
revenue allowances — our quality standards only apply at an aggregate. We expect
individual distributors to consider the needs and expectations of difference
customers and customer groups when making trade-offs about quality on different
parts of their networks. This consideration drives many of the changes to the quality
incentive scheme.

Even in a relatively stable industry environment, it would be important for
distributors to consider price-quality trade-offs at the margins, and to have the
ability to move towards a level of quality that better reflects:

X102.1 consumers’ demands and willingness to pay; and
X102.2 the distributors cost to serve those consumer demands.

Given the inconsistencies in the way distributors have calculated SAIFI values
historically, we have changed the basis on which distributors report SAIDI and SAIFI
for compliance purposes. These changes in effect mean that distributors will
continue to report SAIDI and SAIFI in the way they did when calculating values in the
section 53ZD response for the year-ending 31 March 2019. This is to preserve the
comparability of future assessment with the historic data the standards were based
on.

We have made changes to reliability standards

X104

We have retained the quality standards based on reliability, as measured by the
system average interruption duration index (SAIDI) and SAIFl. However, we have
made the following changes (relative to DPP2):

X104.1 separating planned and unplanned reliability standards;
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setting the unplanned reliability standards at 2 standard deviations above
the normalised historical average, and defining contraventions on an annual
basis, rather than a ‘two-out-of-three’ year basis;

setting the planned reliability standard at three times the historical average,
and assessing it on a regulatory period basis;

capping the inter-period (DPP2 to DPP3) movement in unplanned standards
at +5%; and

implementing a new ‘extreme event’ SAIDI standard, set at either 120 SAIDI
minutes or 6 million customer interruption minutes, and excluding specified
events that we consider are predominantly caused by external factors.

X105 We have not set quality standards for other dimensions of service quality, or
enhanced reliability standards (such as regional disaggregation).

X106 These changes are discussed in detail in Attachment L.

We have made refinements to revenue-linked reliability incentives

X107 We have retained the revenue-linked reliability incentive scheme. However, we are
making the following changes to the scheme (relative to DPP2):

X107.1

X107.2

X107.3

X107.4

X107.5

X107.6

applying the scheme to SAIDI only, to reduce complexity and to avoid
double-counting the impact of SAIFI;

setting the incentive rates with reference to value of lost load (VolLL) using a
figure of $25,000/MWh so that consumer preferences are better reflected
in the price/quality trade-off decisions distributors make;

reducing the incentive rates by 76.5% to approximate a five-year retention
of the benefits by distributors;

reducing the incentive rate by a further 10% to account for the existing
incentives created by quality standards (to $5,288/MWh);

for planned interruptions, reducing the incentive rate a further 50% to
reflect the fact that these are generally less disruptive to consumers (to
$2,644 MWh); and

for planned interruptions where certain notification criteria are met,
reducing the incentive rate by a further 50% (to $1,322/MWh).

X108 These changes are discussed in detail in Attachment M.
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Other changes for quality standards

X109 To better manage the impact that major events can have on reliability standards and
incentives, we are proposing changes to the normalisation methodology we use:

X109.1 defining major events on a 24-hour basis, rolling in 30-minute intervals; and

X109.2 capping the assessed SAIDI or SAIFI value for any half-hour period within a
major event at 1/48™ of the boundary value.

X110 To improve our ability to assess compliance with the price-quality path, and to
reduce the cost and uncertainty involved when a distributor contravenes its quality
standards, we are proposing additional reporting requirements related to:

X110.1 major events; and

X110.2 the effects of and the circumstances which lead to a contravention of a
quality standard.

X111 Given the importance to consumers of communications around planned
interruptions, we have introduced an additional ‘notified’ level of planned
interruption, with further reductions to the incentive rate (to $1,300/MWHh) and to
the impact on quality standards where certain conditions are met. In response to
submissions, we have made significant changes to these conditions to avoid
potential perverse incentives.

We will consider changes to the information we gather on other measures of quality
during DPP3

X112 We have not implemented any new dimensions or measures of quality of service, or
any detailed expansions of reliability standards or incentives (such as regional
disaggregation or low voltage monitoring).

X113 This is not because we consider these measures unimportant. It is because we need
to develop a better understanding of distributors’ current performance before
imposing any new price-quality path obligations.

X114 As such, we intend to consider these matters as part of ID, in a project to be
undertaken in 2020, after the DPP3 setting process is complete.

X115 Our reasons for this, and the additional measures of quality we have considered are
discussed in Attachment N.
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Abbreviations used in this document

MAR
MBIE
MED
MEUG
NPV

3605676.11

Avoided cost of transmission

Annual Delivery Report

Australian Energy Regulator

Asset management plans

Asset replacement and renewal

Building blocks allowable revenue

Customer advisory board

Capital goods price index

Competition and Markets Authority
Consumer price index

Customised price-quality path

Constant-price revenue growth

Distributed energy resources

Default price-quality path

Electricity, gas, waste, and water

Electricity Networks Association

Electricity Retailers Association of New Zealand
Financial capital maintenance

Fire and Emergency Management New Zealand
Gas pipeline businesses

Guaranteed service level

Health and Safety Work Act

High voltage

Information disclosure

Institute of Electrical and Electronics Engineers
Input Methodology

Innovation and Participation Advisory Group
Individual Price-Quality Path

Incremental rolling incentive scheme

Labour cost index

Low voltage

Maximum allowable revenue

Ministry for Business, Innovation, and Employment
Major event days

Major Electricity Users Group

Net present value
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PPI Producers price index

QoS Quality of service

RAB Regulatory asset base

RBNZ Reserve Bank of New Zealand

RS&E Reliability, safety and environment

SAIDI System average interruption duration index
SAIFI System average interruption frequency index
STPIS Service target performance incentive scheme
TFP Total factor productivity

VolLL Value of lost load

WACC Weighted average cost of capital

WTA Willing to accept

WTP Willing to pay
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Chapter1 Introduction

Purpose of this paper

11

This paper sets out the final default price-quality paths (DPPs) for electricity
distribution businesses (distributors) from 1 April 2020 to 31 March 2025 (DPP3).

Resetting the current default price-quality paths

1.2

1.3

1.4

We are required to reset the DPPs for those electricity distributors that are subject
to price-quality regulation under Part 4 of the Commerce Act 1986. Part 4 provides
for regulation in markets in which there is little or no competition, and little or no
likelihood of a substantial increase in competition.

Each distributor’s DPP specifies the maximum allowable revenues and the quality
standards that these distributors must comply with during a regulatory period. The
current DPP was reset in 2015 and will expire on 31 March 2020. From 1 April 2020
the new DDP3 will come into effect until 31 March 2025.

15 distributors will be subject to these revenue and quality requirements. Two other
distributors — Wellington Electricity and Powerco — are currently subject to
customised price-quality paths (CPPs). These CPPs will end in 2021 and 2023
respectively. We have determined the quality standards that will apply to Wellington
Electricity and Powerco if they transition back on to the DPP.°

The process we have followed

1.5

This section explains the process we have followed in arriving at the final decision
and determination, and the relationship of the DPP3 setting process to the Input
Methodology (IM) amendment process we have run in parallel.

Issues paper and initial stakeholder workshops

1.6

1.7

On 15 November 2018, we published an issues paper that explained our framework
for considering changes when resetting the DPP and consulted on potential issues
we identified in advance of the DPP3 draft decision.

In early 2019, we held two workshops with stakeholders to discuss specific issues
relevant to the DPP3 reset:

1.7.1 The first workshop focused on quality of service issues and was held on 28
February 2019.

19 As discussed in Attachment |, we have the power under section 53X of the Act to determine starting prices
for distributors transitioning from a CPP to the DPP, but this does not apply to quality standards. As such,
we have determined quality standards as part of this reset.
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1.7.2 The second focused on uncertainty and innovation and was held on 8 March
2019.

Distributors were entitled to apply for a discretionary shortening of asset lives
(accelerated depreciation) before 28 February 2019. We received one application
(from Vector Lines) and accepted comments on this application up until 22 March
2019.

Draft decision and updated draft decision

1.9

1.10

1.11

1.12

1.13

The draft decision was released on 29 May 2019. Additional models to support the
draft decision were provided on 21 June 2019.

Submissions and cross-submission on the draft reasons paper and models were
sought by 18 July 2019 and 12 August 2019 respectively.

An information gathering request (section 53ZD request) for information relating to
quality of service was made on 28 June 2019. This was followed by a targeted quality
workshop on 16 August 2019.

Updated draft models and an accompanying companion paper were released on 25
September 2019. Submissions and cross-submissions on the companion paper were
sought during October 2019.

All the consultation material, along with submissions, are available on our website
at: https://comcom.govt.nz/regulated-industries/electricity-lines/electricity-lines-

price-quality-paths/electricity-lines-default-price-quality-path/2020-2025-default-

price-quality-path.

Submissions not considered

1.14

To ensure a fair process for stakeholders, and to enable us time to properly consider
matters raised in submissions, in the context of determining the DPP reset we have
not had regard to submissions received:

1.14.1 after 16 October 2019 for matters raised in the updated models companion
paper and 25 October 2019 for matters raised in the SAIFI consultation
paper; and 2°

20 These were the dates on which cross-submissions were due for the updated draft and SAIFI consultations
respectively.
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1.14.2 that was outside the ambit of consultation we had set for the updated
models and the SAIFI consultation paper, unless it addressed a material
element of our DPP reset decisions that was communicated for the first time
in those publications.??

Process for amending IMs

1.15

Alongside the DPP3 reset process, we have also consulted on a package of
amendments to the EDB IMs. These amendments fall into two broad categories:

1.15.1 changes we considered necessary to support implementation of incremental
improvements to the way the DPP is set (such as new recoverable costs or
reopeners); and

1.15.2 changes we considered to enhance certainty about the rules or correct errors
ahead of the DPP reset (for example, correcting implementation errors in the
IRIS drafting).

Process for DPP-related IM amendments

1.16

1.17

1.18

1.19

We issued notices of intention to amend the EDB IMs on 15 November 2018 and 16
May 2019, which set out the scope of the changes we were considering, and the
indicative process we intended to follow.

Alongside the DPP3 draft decision, on 29 May 2019, we published a draft IM
amendment decision, and a reasons paper setting out the reasons for our proposed
changes. Submissions and cross-submissions on IM amendments were sought by 5
July 2019 and 19 July 2019 respectively.

In response to additional correspondence from the Electricity Networks Association
(ENA) received on 5 September 2019, on 18 October 2019 the Commission published
an open letter regarding our decision not to amend the IMs for cost of capital or
asset valuation.

A final decision on the IM amendments necessary to implement the DPP was
published on 26 November 2019.%2

21 The scope of the consultation on the Updated Models Companion Paper was set out in:

, para 1.3. The scope of the SAIFI consultation was

set out in:

22

, para 3.
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All the consultation material for the IM amendments, along with submissions, are
available on our website at:

Process for operating leases IM

1.21

As part of a separate but related process, we have made amendments to the EDB
IMs to respond to changes in the accounting treatment of operating leases. We
published a final decision on these changes on 13 November 2019. The relevant
consultation material and submissions are available on our website at:

What we have published alongside this paper

1.22

1.23

1.24

Alongside this paper we have published:

1.22.1 the suite of final financial and other models used to either determine final
starting prices and quality standards or to inform the analysis in this paper;
and

1.22.2 afinal version of the EDB DPP determination.
Immediately prior to the publication of this paper, we have published:

1.23.1 final amendments to the EDB IMs necessary to implement our draft DPP3
decisions; and

1.23.2 areasons paper explaining changes to the EDB IMs.

Finally, at the same time but as part of a separate consultation process, we have
published a final decision on resetting Transpower’s Individual Price-Quality Path
(IpP).23

How we have structured this paper

1.25

The chapters of this paper:
1.25.1 summarise our decision;

1.25.2 explain the framework we have applied to reach these decisions and the
context in which we are making them; and

2 This material can be found on our website at:
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1.25.3 explain each of the key components that affect starting prices, revenue
during the period, and quality standards.

1.26 The attachments to this paper explain our final decisions in detail and respond to
submissions stakeholders have made throughout the consultation process and in our
stakeholder workshops. We have structured the attachments into three parts:

1.26.1 Part 1 deals with decisions affecting starting prices for each distributor;
1.26.2 Part 2 deals with decisions affecting the revenue path during DPP3; and

1.26.3 Part 3 deals with decisions affecting quality standards and incentives.

Further inquiries and feedback on process
1.27 Inquiries on the final determination and its associated published documents should

be addressed to:

Dane Gunnell (Manager, Price-Quality regulation)
c/o

Feedback on process for setting DPP3

1.28 In early 2020, we will invite feedback on the process we have followed to set DPP3,
and on ways this process could be improved in future.
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Chapter 2 Impact on allowable revenue

Purpose of this chapter

2.1

2.2

This chapter sets out the key decisions we have made and estimates their potential
impact on distributors’ allowable revenue and customers’ lines charges.

It starts by briefly explaining the regulatory framework under Part 4 of the
Commerce Act, and the role of price-quality regulation. It then explains the key
decisions we have made as they relate to the price path.

Regulation of price and quality under Part 4

2.3

2.4

2.5

Part 4 of the Commerce Act provides for the regulation of the price and quality of
goods or services in markets where there is little or no competition, and little or no
likelihood of a substantial increase in competition.?* For distributors, it sets out two
forms of regulation:

2.3.1 Information disclosure (ID) regulation, under which regulated suppliers are
required to publicly disclose information relevant to their performance.?®

2.3.2 Default/customised price-quality regulation, under which price-quality paths
set the maximum average price or total allowable revenue that the regulated
supplier can charge. They also set standards for the quality of the services
that each regulated supplier must meet. This ensures that businesses do not
have incentives to reduce quality to maximise profits under their price-
quality path.?®

All businesses which provide electricity distribution services are regulated under
Part 4 of the Commerce Act.?’ Of the 29 distributors, 12 are exempt from price-
quality regulation because they are consumer-owned.?®

The “non-exempt” distributors which are subject to either a DPP or a CPP are set out
in the table and map below.

24

25

, section 52.

, section 52B and 54F. As per section 54, information disclosure applies to all EDBs

subject to Part 4.

26

, sections 52B and 54G. As per section 54G, default/customised price-quality regulation

applies only to EDBs who do not meet the consumer-owned criteria set out in section 54D. EDBs subject to
a default price-quality path have the option of applying for a customised price-quality path to better meet
their particular circumstances (section 53Q).

27

, section 54E.

28 ‘Consumer-owned’ is defined in , section 54D.

3605676.11


http://legislation.govt.nz/act/public/1986/0005/latest/DLM87623.html
http://legislation.govt.nz/act/public/1986/0005/latest/DLM87623.html
http://legislation.govt.nz/act/public/1986/0005/latest/DLM87623.html
http://legislation.govt.nz/act/public/1986/0005/latest/DLM87623.html
http://legislation.govt.nz/act/public/1986/0005/latest/DLM87623.html

Figure 2.1

46

Map of distributors subject to price-quality regulation

Top Energy

Vector Lines oo

e

The Lines Co.
Powerco (West)

Network Tasman

Powerco (East)

Horizon
Energy

Eastland
Network

Unison Networks

"jentralines

Nelson
Electricity

A4

Wellington
Electricity

‘ Orion NZ
EA Networks
Alpine Energy

' Aurora Energy (Dunedin)

Electricity
Invercargill

3605676.11



47

Table 2.1 Distributors subject to price-quality regulation
Alpine Energy Aurora Energy Centralines Eastland Network
EA Networks Electricity Invercargill Horizon Energy The Lines Company
Network Tasman Nelson Electricity Orion NZ% OtagoNet JV
Top Energy Unison Networks Vector Lines

Powerco (ends 2023) Wellington Electricity (ends 2021)

Decisions affecting the price paths

2.6

2.7

This section explains the key decisions we have made for distributors’ price paths.

First, it briefly explains the terms we use to describe prices and revenues. Second, it
sets out the starting prices we have set, and how these will change relative to
current prices. Finally, it discusses some of the factors that are driving these changes
— both the decisions we have made, and other factors.

‘Prices’ versus revenues—our terminology

2.8

2.9

2.10

The price path for DPP3 will apply to distributors as a ‘revenue cap’. A revenue cap
limits the maximum revenues a distributor can earn, rather than the maximum
prices that it can charge.3° For this reason, while the terminology in the Act refers to
‘starting prices’, in this paper we will generally refer to the ‘allowable revenues’ a
distributor can earn.3!

Allowable revenue may mean either:
2.9.1 ‘gross’ allowable revenue, including pass-through and recoverable costs; or
2.9.2 ‘net’ allowable revenue, excluding pass-through and recoverable costs.

Unless specified otherwise, references to 'allowable revenue' or 'revenue
allowances’ in this paper refer to net allowable revenue.

2% Orion NZ was subject to a CPP until 31 March 2019.

30

The decision to move distributors from a price cap to a revenue cap was made as part of the IM review in
2016.

. The implications of this decision are

discussed in more detail in Attachment H.

31

The definition of “price” for the purposes of Part 4 means one or more of individual prices, aggregate

prices, or revenues. When setting a price-quality path, we must specify prices as either one or both of
prices or total revenues; , sections 52C and 53M.
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Price path

2.11

2.12

2.13

The price path is composed of three elements:

2.11.1 starting prices, expressed as maximum allowable revenue (MAR) for the first
year of the period (2020/21);

2.11.2 the annual rate of change in revenues (CPI, plus or minus an ‘X-factor’); and
2.11.3 pass-through and recoverable costs.

Our decision to set starting prices on the basis of current and projected profitability
(discussed more in Chapter 5) will lead to a change in the net revenue each
distributor can recover.

On top of this our decision on Transpower’s IPP, the results of the incremental rolling
incentive scheme (IRIS) efficiency incentives during DPP2, and other changes in pass-
through and recoverable costs will affect the gross revenue distributors may recover
from their customers.

Starting prices

2.14

Starting prices determine distributors’ net allowable revenue in the first year of the
DPP3 regulatory period. When combined with the rate of change, they also
determine revenues in each subsequent year. Allowable revenues for the first year
of the DPP3 period are set out in Table 2.2 below, and are discussed in more detail in
Chapter 5.

Rate of change (CPI-X)

2.15

The rate of change in revenues (relative to CPI) for each subsequent year is also set
out below, and is discussed in more detail in Chapter 6.
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Table 2.2 Starting prices and rates of change

(relative to CPI)
Alpine Energy 42.65 0.00%
Aurora Energy 87.33 0.00%
Centralines 9.37 0.00%
EA Networks 33.26 0.00%
Eastland Network 24.03 0.00%
Electricity Invercargill 12.26 0.00%
Horizon Energy 23.91 0.00%
Nelson Electricity 5.50 0.00%
Network Tasman 26.45 0.00%
Orion NZ 158.50 0.00%
OtagoNet 25.78 0.00%
The Lines Company 34.71 0.00%
Top Energy 38.01 0.00%
Unison Networks 100.02 0.00%
Vector Lines 388.71 0.00%
Total 1,010.49 -

Allowance for pass-through and recoverable costs

2.16 In addition to the revenues we allow distributors to charge for electricity distribution
services (expressed through starting prices and the rate of change) there are also a
range of costs which we allow distributors to pass-through to their consumers. These
are called ‘pass-through costs’ or ‘recoverable costs’ and are specified in the EDB
IMs.32

2.17 These costs can have a material impact on changes in the total or ‘gross’ revenue
distributors collect. Significant recoverable costs include:

2.17.1 Transpower’s transmission charges;
2.17.2 efficiency incentive payments under IRIS; and

2.17.3 quality of service incentive payments under the revenue-linked quality
incentive scheme.

32 pass-through costs are costs that distributors have almost no ability to control. Recoverable costs are costs
which distributors may have some limited ability to control. Under the current IMs, the revenue path treats
both types of cost the same. Commerce Commission “Input methodologies (Electricity Distribution and Gas
Pipeline Services) Reasons Paper” (22 December 2010), pp. 195 to 197.
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Drivers of net allowable revenue changes between DPP2 and DPP3

2.18 This section discusses changes in allowable revenue between the current DPP period
(DPP2) and the next DPP period (DPP3). Changes between the draft DPP3 decision
and the final DPP3 decision are discussed in the next section.

2.19 Changes in net allowable revenue are the result of:
2.19.1 decisions we have made (principally on opex and capex forecasts);

2.19.2 changes in other parameters we use in assessing current and projected
profitability, but which are not part of our decision (principally in the
weighted average cost of capital (WACC)) and the ‘initial conditions’ for each
distributor; and

2.19.3 changes that have applied to allowable revenues during the DPP2 period (CPI,
alternate X-factors, and changes in quantities).

2.20 Figure 2.2 below shows the drivers of changes in net allowable revenues for all
distributors on the DPP between the DPP2 and DPP3 periods, in nominal terms.33
This analysis is presented on a distributor-specific basis in Attachment O.

2.21 The figure begins with MAR in the first year of the DPP2 period (2015/16), and shows
the progressive impact of changes in each variable used in our current and projected
profitability modelling (the “financial model” that we have published alongside this
paper), ending with MAR in the first year of the DPP3 period (2020/21).

33 This excludes Powerco and Wellington Electricity, who are currently on CPPs, and Orion who was on a CPP
until 2019/20, and for who we have no comparable DPP2 values.
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Figure 2.2 Drivers of nominal change in net allowable revenues for DPP distributors 3¢
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2.22 The orange marker at the end of the chart is our estimate of allowable revenues in
the final year of the DPP2 period. This differs from allowable revenue at the start of
the period because of:

2.22.1 changes in CPI since 2015/16;

2.22.2 differences between the quantity growth we forecast at the start of DPP2
and actual quantity growth during DPP2;3> and

2.22.3 for some businesses, the alternate X-factor we applied to spread large
allowable revenue increases over the DPP2 period to avoid price shocks.3®

34 Total revenue across the 14 businesses subject to both DPP2 and DPP3, relative to 2015/16 allowable
revenue.

35 During DPP2, we limited the weighted-average prices distributors could charge (a price-cap). This exposed
distributors to quantity growth risk, and required us to forecast revenue growth in constant prices (CPRG).
Distributors who experienced higher than forecast CPRG were allowed to earn higher revenue than we
forecast, and vice versa. Under a revenue cap, this will no longer apply.

36 Alpine Energy, Centralines, Eastland Network, and Top Energy.
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The cumulative effect of these changes is that total estimated net allowable
revenues (for the 14 businesses analysed) in the final year of the DPP2 period
(2019/20) are 5% higher than they were at the start of the DPP2 period. As a result,
the estimated change in net allowable revenue between 2019/2020 and 2020/21 is a
decrease of -7%.

Effect of our decisions

2.24

2.25

The change in our opex forecasts relative to our DPP2 forecasts directly impacts
allowable revenues, as all opex is recovered in the year it is forecast to occur.?’
These changes account for a +9% change in overall revenue.

Changes in our capex forecasts, again relative to our forecasts for DPP2, have a
lesser impact on starting prices than opex does.3® This is because capex does not
directly impact revenue, but rather impacts each distributors’ forecast RAB, and is
recovered over multiple regulatory periods. These changes account for a +4% change
in overall revenue.

Effect of changes in other parameters

2.26

2.27

Changes in the WACC are the largest driver of changes in distributor revenue,
accounting for a -23% overall change. The WACC value used to set starting prices for
DPP2 was 7.19%. The estimate we have used for this decision is 4.57%.3°

The financial model for the DPP depends on a set of initial conditions for each
distributor. These initial conditions are sourced from each distributor’s ID data, and
reflect accumulated changes since the DPP was last reset in 2014. Changes in these
initial conditions account for +14% of the overall change, with the majority explained
by RAB growth over the DPP2 period.*°

37

Changes in actual opex relative to our DPP2 forecasts also have an impact on future gross revenues,

however this is delivered through the opex IRIS mechanism. These effects are discussed in Attachment E.

38

Changes in actual capex relative to our DPP2 forecasts also have an impact on future revenues, however

this is delivered through the capex IRIS mechanism. These effects are discussed in Attachment E.

39

40

This increase includes spur assets purchased by some distributors from Transpower. These purchases have

contributed approximately 2% of total commissioned assets for the period.
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Figure 2.3 DPP distributors roll-forward of RAB from 2014/15 to 2019/20 !
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2.28 This RAB growth is primarily caused by distributors commissioning new assets over

2.29

the DPP2 period, added together with revaluation of assets, and partially offset by
depreciation over the period.

Finally, there are factors that lead to allowable revenue in the final year of the DPP2
period being different from the allowable revenue we forecast at the start of the
DPP2 period. These are:

2.29.1 changes in CPI since 2015/2016;

2.29.2 differences between the quantity growth we forecast at the start of DPP2
and actual quantity growth during DPP2;*? and

2.29.3 for some businesses, the alternate X-factor we applied to smooth price
increases over the DPP2 period.*?

41 Excludes Orion NZ , Powerco, and Wellington Electricity. Opening RAB 2015 to closing RAB 2019.

42

During DPP2, we limited the weighted-average prices distributors could charge (a price-cap). This exposed

distributors to quantity growth risk, and required us to forecast revenue growth in constant prices (CPRG).
Distributors who experienced higher than forecast CPRG were allowed to earn higher revenue than we
forecast, and vice versa. Under a revenue cap, this will no longer apply.

43

Alpine Energy, Centralines, Eastland Network, and Top Energy.
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2.30 Of these, at an industry-wide level, difference in quantity growth is the most
significant. Under a price cap, distributors are exposed to quantity growth risk, and
receive the benefit (or face the disadvantage) of any difference in demand being
higher than forecast. Our estimate of these changes is set out in Figure 2.4.

Figure 2.4  Changes in quantity growth (CPRG) over the DPP3 period #*

Aurora Energy 2.15%
The Lines Company 1.70%
Unison Networks 1.58%
EA Networks 1.27%
OtagoNet 0.87%
Vector Lines 0.74%
Orion NZ 0.60%
Eastland Network 0.59%
Horizon Energy 0.55%
Centralines 0.41%
Nelson Electricity -0.24%
Electricity Invercargill -0.35%
Alpine Energy -0.71%
Top Energy -0.91%

Network Tasman -2.33%

-3% -2% -1% 0% 1% 2% 3%

Changes since the draft decision

2.31 The allowable revenue allowances we have set in this final decision differ from the
allowances proposed in our draft decision; this section explains these differences,
and the factors driving them, specifically:

2.31.1 changes to input data since our draft decision; and
2.31.2 changes in DPP3 policy decisions made in response to submissions.

2.32 Table 2.3 compares net allowable revenue in the first year of the DPP3 period (2021)
from the draft and final decisions for each distributor. Figure 2.5 quantifies the
impact of these changes at an industry-wide level.

4 Estimated annual constant-price revenue growth over the DPP2 period, based on DPP compliance
statements.
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Distributor
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Comparison between draft and final allowable revenue

Alpine Energy
Aurora Energy
Centralines

EA Networks
Eastland Network
Electricity Invercargill
Horizon Energy
Nelson Electricity
Network Tasman
Orion NZ
OtagoNet

The Lines Company
Top Energy

Unison Networks
Vector Lines

Total

3605676.11

Allowable Draft allowable Change from Change from
revenue in revenue draft decision draft decision
2020/21 ($m) 2020/21 ($m) ($m) (%)
42.65 45.36 -2.71 -5.97%
87.33 72.03 15.30 21.25%

9.37 9.40 -0.03 -0.34%

33.26 37.70 -4.44 -11.77%
24.03 25.06 -1.03 -4.10%
12.26 12.29 -0.03 -0.28%
23.91 25.01 -1.10 -4.38%

5.50 5.59 -0.09 -1.55%

26.45 28.78 -2.33 -8.09%
158.50 161.17 -2.67 -1.66%
25.78 25.08 0.69 2.77%
34.71 33.94 0.76 2.25%
38.01 42.19 -4.17 -9.90%
100.02 102.25 -2.23 -2.18%
388.71 403.35 -14.64 -3.63%
1,010.49 1,029.20 -18.70 -1.82%
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Figure 2.5 Drivers of change in allowable revenue between draft and final decisions
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Changes in input data

2.33  Because of changes in input data, in total for distributors on the DPP, allowable
revenues are lower overall than in our draft decision.* These updated revenue
allowances were first published in our updated draft decision on 25 September
2019.%6

2.34 In the first year of the DPP3 regulatory period (2020/21), revenues are $18m or
1.75% lower because of these input data changes.

2.35 The main influences driving this change are:
2.35.1 alower WACC estimate (resulting in a -4.64% change in allowable revenue);

2.35.2 alower opening regulatory asset base (RAB) for the 2019/20 year than was
forecast in our draft decision (-1.76%);

4 Values calculated at “an industry-wide level” are from the summation of the values for 15 EDBs that will be
subject to the DPP3 determination. These EDBs exclude Powerco and Wellington Electricity which will
continue to be subject to their CPP determinations.

46 Commerce Commission, “Default price-quality paths for electricity distribution businesses from 1 April 2020
— Updated draft models — Companion Paper” (25 September 2019)
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2.35.3 for capex, the use of 2019 AMP forecasts and 2019 actual data (+1.47%); and
2.35.4 for opex, use of updated cost escalator and base year data (+0.37%).

2.36 Input data changes since the draft decision are not uniform across all distributors. In
particular, changes that affect opex and capex allowances, and changes in the
opening RAB for each distributor result in significant differences.

Changes to DPP3 policy decisions

2.37 In addition to the changes in input data, changes in policy decisions since the draft
have also affected revenue allowances. These changes relate to forecasts of opex
and capex, and in one case, the X-factor we have applied.

2.38 For opex forecasts, the principle changes affecting revenue allowances are:

2.38.1 the removal of FENZ levies, pecuniary penalties and operating leases from
forecast opex;

2.38.2 use of household growth forecasts, rather than population growth forecasts;
and

2.38.3 updates to the elasticities for network and non-network opex.

2.39  For capital expenditure, the most material change is to how we calculate the ‘“fall-
back’ for suppliers where their AMP forecasts do not pass a gating test. Beyond that,
our updated approach to system growth, and the introduction of dollar-amount caps
on non-network and asset relocation capex affect certain suppliers’ allowances.

Impact on consumer bills

2.40 Our decision is likely to impact the prices that end-consumers will pay because of the
effects on the revenues that distributors can recover. Electricity distribution charges
compose 27% of an average consumer’s bill, and electricity transmission charges
compose a further 11%.%” The combined effect on consumer bills of changes to
distributor and Transpower allowed charges is estimated in Figure 2.6 below.

2.41 Note that this presents the change based on distributors’ revenue allowances, not
on the actual revenue they have been recovering. Where a distributor is pricing
below its revenue cap, the change will be less significant.

47 (as of 15 November 2019).
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2.42  Finally, note that it is generally retailers who pass on distribution charges to
consumers. As businesses operating in a competitive market, we would expect
retailers to eventually pass on the lower cost of distribution and transmission
charges. However, the Commission does not regulate the prices retailers can charge,
and other factors influencing retail pricing may offset (or exacerbate) the indicative
numbers below.

Figure 2.6 Indicative impact of the DPP and IPP resets on consumer bills ($/month)*®

Aurora Energy I S1
Electricity Invercargill -$3 -
Horizon Energy -$3 -
Orion NZ 53
Network Tasman -s4 1
Vector Lines -$4 -
Nelson Electricity -$6 -
EA Networks <7
OtagoNet -$9 _
Unison Networks -$9 _
Alpine Energy -s16 [N
Eastland Network s17
The Lines Company -$21 _
Centralines -s34 ——
Top Energy 3¢ [——

-50 -40 -30 -20 -10 0 10

4 Estimated change in consumer bills, incorporating distributor and Transpower net revenue change, and the
impact of the DPP IRIS.
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Chapter3 Framework

Purpose of this chapter

3.1 This chapter describes the high-level framework we have applied in making our DPP3
decisions. To do this, this chapter explains:
3.1.1 therequirements for setting DPPs under Part 4 of the Act;
3.1.2 the economic principles we have developed to aid in applying Part 4;
3.1.3 theincentives that give effect to these;
3.1.4 the low-cost DPP principles we use to help define the balance between DPP
and CPP regulation; and
3.1.5 our framework for making decisions on DPP3.
3.2 It also summarises submissions on our draft decisions that were relevant to our
regulatory framework, and responds to them.
Statutory purpose
33 Part 4 provides for the regulation of the price and quality of goods or services in

markets where there is little or no competition, and little or no likelihood of a
substantial increase in competition.*® For electricity distributors, it sets out that
regulation should apply in two forms:

3.3.1 ID regulation, under which regulated suppliers are required to publicly
disclose information relevant to their performance.>®

3.3.2 Default/customised price-quality regulation, under which price-quality paths
set the maximum average price or total allowable revenue that the regulated
supplier can charge. They also set standards for the quality of the services
that each regulated supplier must meet. This ensures that businesses do not
have incentives to reduce quality to maximise profits under their price-
quality path.>!

49

50

, section 52.

, sections 52B and 54F. As per section 54, information disclosure applies to all EDBs

subject to Part 4.

51

, sections 52B and 54G. As per section 54F, default/customised price-quality regulation

applies only to EDBs who do not meet the consumer-owned criteria set out in section 54D. EDBs subject to
a default price-quality path have the option of applying for a customised price-quality path to better meet
their particular circumstances (section 53Q).
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3.4 To set a DPP, Part 4 specifies a number of requirements and limitations which we
must follow:
3.4.1 the scope and application of the regulatory rules and processes, referred to
as IMs, which we are required to set for Part 4 regulation;>?
3.4.2 the content and timing of price-quality paths;>3
3.4.3 what the determinations used to set DPPs must specify;>*
3.4.4 requirements when resetting DPPs;>® and
3.4.5 how we consider incentives and the avoidance of disincentives for energy
efficiency, demand-side management, and the reduction of losses.>®
35 We must also consider the Part 4 purpose and what default/customised price-quality
regulation is intended to achieve when making our decisions.
Purpose of Part 4
3.6 Section 52A of the Act sets out the purpose of Part 4 regulation:

(1) 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.

3.7 The key component of this statement is that we are to promote the long-term

benefit of consumers, and this is our primary concern in achieving the purpose of
Part 4. Section 52A guides us that this is to be achieved by promoting outcomes that
are consistent with outcomes produced by competitive markets, and gives us four
objectives to pursue that are considered consistent with those of competitive
markets.

52

53

54

55

56

, section 52P(3).
, section 53M.

, section 530.

, section 53P.

, section 54Q.
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3.8 In practice, when setting a DPP, it is important to note:

3.8.1 We do not focus on replicating all the potential outcomes or mechanisms of
workably competitive markets; we focus on promoting the section 52A
outcomes.

3.8.2 None of the objectives listed in section 52A(a) to (d) are more important than
the others, and they are not separate and distinct from each other, nor from
section 52A(1) as a whole. Rather, we must balance the section
52A(1)(a) to (d) outcomes, and exercise judgement in doing so.”’

3.8.3 When exercising this judgement we are guided by what best promotes the
long-term benefit of consumers.>®

3.9 In submitting on our issues paper, Meridian raised concerns that:

the Issues Paper does not place sufficient emphasis on alignment of distribution sector
outcomes with those occurring in competitive markets. The Issues Paper states the
Commission will balance the section 52A(1)(a) to (d) outcomes and exercise judgment in
doing so, but does not appear to acknowledge that each of those outcomes needs to be
pursued to a degree consistent with that which occurs in competitive markets...

... it is not enough, for example, that distribution businesses have some degree of incentive
to pursue efficiency, or that they have some incentive to share efficiencies, or that they face
some limitations in their ability to make excessive profits. >°

3.10 In general, we agree with Meridian that it is important to highlight the importance of
outcomes in workable competitive markets as a benchmark against which to
measure the incentives we create for suppliers. However, we caution that this
comparison cannot be done with precision in all cases, and that we must weigh the
relative risks to the long-term benefit of consumers when faced with this uncertainty
(for example, when considering the risk of under-investment — below a level which
would be expected in a competitive market — and over-investment).

57 [2013] NZHC 3289, paras 684.

58 See the discussion of our decision to adopt the 75th percentile for WACC in
[2013] NZHC 3289, paras 1391-1492.
59

p. 2.
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In its submission on the draft decision, Entrust focused on the investment limb of the
purpose, saying:

Care is needed to ensure Part 4 regulation does not inhibit needed investment: The
Commission faces a difficult balancing act between operating Default Price-Quality Path
(DPP) regulation in a low-cost manner, while recognising ‘one size does not fit all’. Particular
care is needed around elements of price-quality regulation which impact the extent lines
companies can invest and maintain or improve network resilience and reliability.5°

We share Entrust’s view that promoting incentives for distributors to invest is
important, and several of the decisions discussed later in this paper (such as
provision for reopeners, our approach to capex forecasting, and quality incentives)
have been made with this in mind. However, while the approach we take to setting
the DPP should not be characterised as ‘one-size-fits-all’, there is a limit to the extent
and materiality of distributor-specific circumstances we can account for under a DPP.

Purpose of DPP/CPP regulation

3.13

3.14

3.15

3.16

Section 53K of the Act 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.

We have taken this purpose to mean that:

3.14.1 DPPs are to be set in a relatively low-cost way, and are not intended to meet
all the circumstances that a distributor may face; and

3.14.2 CPPs are intended to be tailored to meet the particular circumstances of an
individual distributor.

To meet the relatively low-cost purpose of DPP regulation, we must take into
account the efficiency, complexity, and costs of the price-quality regime as a whole
when resetting the DPP. What this means in practice will vary over time and
between sectors.

In the DPPs we have set since we determined the IMs, we have developed a
combination of low-cost principles:

3.16.1 applying the same or substantially similar treatment to all suppliers on a DPP;
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3.16.2 setting starting prices and quality standards or incentives with reference to
historical levels of expenditure and performance;

3.16.3 where possible, using existing information disclosed under ID regulation,
including suppliers’ own AMP forecasts; and

3.16.4 limiting the circumstances in which we will reopen or amend a DPP during
the regulatory period.

3.17 Inits submission on our issues paper, when discussing the relationship between
DPPs and CPPs, Mercury Energy noted that “distributors are increasingly applying for
CPPs which calls into question the effectiveness of the DPP regime” %!

3.18 We do not agree with this framing of CPP applications. In some cases, distributors
will face unique circumstances which require changes to the prices they charge their
consumers, the quality they deliver (including how this is measured), or the
incentives they face which we cannot properly assess under the DPP. In these cases,
a CPP is the right outcome, and should not be considered a sign of regulatory failure.

3.19 Thisis demonstrated in the CPP applications we have received to date.

3.19.1 The CPP that applied to Orion was in direct response to the Canterbury
earthquakes that had a catastrophic effect on its network in particular.

3.19.2 Inthe case of Wellington Electricity its CPP was to cater specifically for
resilience preparedness, the timing and extent of which had a particular
impact on the Wellington region, and for which we were able to implement
specific mechanisms to incentivise the delivery of the programme of work.

3.19.3 Powerco’s CPP application was to deal with a specific need to renew ageing
assets while at the same time addressing specific rapid growth across its
Eastern network, which involved a level of expenditure and price increase not
proportionate to the scrutiny we can apply under a DPP.2

3.20 However, we agree that it is important to avoid unnecessary CPP applications which
address issues that could be accommodated for under a DPP.
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3.21 The ENA and its members, in their submissions on the draft decision, pointed to the
balance between CPPs and DPPs when considering solutions to particular issues
facing the sector:®?

ENA members have been considering there may be an intermediate way (between the DPP
and a CPP) of bringing medium sized investment projects into the regulatory process without
the expense and time involved in a CPP. Wellington Electricity showed the way with its
earthquake readiness CPP, founded on a government policy statement. Responding to the
government ICCC electrification policy seems like a similar situation, where an ‘in-between’
business case/project regulatory structure is established to leverage off the low-cost DPP
process but avoid the expensive CPP process.

The solution may fall under the existing DPP process, but the business case evaluation could
take place at any time within a DPP timeline (not just at reset dates) providing the flexibility
to EDBs to respond to government/NZ Inc policy objectives.

3.22 Vector noted:

Equating the low-cost principle underpinning the DPP framework with applying a ‘one-size-
fits-all’ approach to setting allowances — as the draft DPP3 decision appears to do — unfairly
penalises EDBs that are facing circumstances like we are and have put significant effort into
preparing their AMPs.%*

3.23  Wellington Electricity expressed support for the decision-making framework (while
at the same time noting instances where it thought the decisions could be
improved):

WELL supports the Commission’s key goal of the Default Price/Quality Path (DPP) framework
of providing a stable (consistent and predictable) regulatory platform by retaining the low
cost approach by making incremental improvements to the DPP2 model.%

3.24 We have considered the ways the DPP can be improved to respond to these kinds of
challenges. Examples of this include an expanded capex reopener, and the approach
we have taken to assessing AMP capex, taking more account of distributor
circumstances than in DPP2. However, there is a limit to our ability to do this without
deeper scrutiny.

3.25 We do not agree with Vector’s assertion that the DPP framework unfairly penalises
distributors facing specific circumstances. Our consistent approach to DPP/CPP
regulation — based on section 53K of the Act —is that CPPs are the appropriate tool
for responding to circumstances that are specific to an individual distributor and that
cannot be accommodated in a low-cost way. DPPs by contrast deal with issues facing
distributors generally, in a relatively low-cost way and applying a generic approach.

63 , p- 39.
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A DPP is not intended to deal with circumstances that require significant scrutiny of
costs and/or quality targets of a particular distributor. Where a DPP cannot be
sufficiently tailored to meet specific distributor circumstances, two additional
options already exist within the existing Part 4 regulatory framework to
appropriately cater for these.

The first of these is a DPP quality reopener where a distributor believes it may not be
able to meet the quality standards set under a DPP. The precise requirements for
seeking a quality standard variation are set out in the existing regulatory
framework.%®

The second option is for a distributor to consider applying for a CPP. A CPP can be
tailored to meet the specific needs of a distributor’s customers, and also provides
the flexibility to generally deal with uncertainties that an individual distributor may
encounter.®’

Our framework for making decisions on DPP3

3.29

In addition to the section 52A and 53K purpose statements, we use a decision-
making framework and set of economic principles that we have developed over time
to support our decision-making under Part 4. These have been consulted on and
used as part of prior processes, and help provide consistency and transparency to
support our decision making in giving effect to the statutory purpose.

Decision-making framework for DPP3

3.30

For this decision, we have in general retained approaches from the second EDB DPP
(DPP2) where they remain fit for purpose.®® We have made changes to the DPP2
approaches where those changes would:

3.30.1 better promote the purpose of Part 4;%°

3.30.2 better promote the purpose of default/customised price-quality path
regulation;”°
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%8 These DPP2 approaches are discussed in the relevant attachments to this paper. However, a full discussion
of the DPP2 decision can be found in:
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3.30.3 better promote incentives for suppliers of electricity lines services to invest in
energy efficiency and demand-side management, and to reduce energy
losses (or better avoid disincentives for the same);’* and

3.30.4 reduce unnecessary complexity and compliance costs.

This approach has been adapted from the 2016 IM review framework, and a similar
framework was applied when resetting the DPP for gas pipeline businesses in 2017.
We consider it will help ensure consistency with the low-cost purpose of the DPP.”2

Submitters were generally supportive of this framework, and in particular the
benefits it creates in terms of regulatory certainty.”?

The ENA, while supportive of the framework overall, cautioned that we must not
impose changes to quality standards without considering the impact on costs (and
therefore revenues).”

Unison in its submission highlighted the importance of not only consistency, but of
change in response to future circumstances:

In general, we support the incremental approach being adopted — building on DPP2, and also
note the constraints on the Commission looking at the detailed circumstances of each
business under DPP Regulation...

Overall, we think it is important that the reset is not just a mechanical application of models,
but that where necessary adjustments are made to accommodate a reasonable forecast of

the likely operating environment for EDBs in the 2020 to 2025 period and beyond.”®

We agree with this sentiment, and as discussed in Chapter 4 below, our decisions
have been made in many cases to respond to a changing industry context.

In addition to the above, we have also made changes that:

3.36.1 implement any required changes as a result of the 2016 IM review; and
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3.36.2 where appropriate, carry across new approaches developed during the DPP
we set in 2017 for gas pipeline businesses and for recent CPPs.”®

Our goal when applying this framework to DPP3 has been to provide a stable
regulatory platform within a changing industry context, while making incremental
improvements to the way we regulate price and quality.

This includes revenue allowances set based on current and projected profitability
and setting quality standards with reference to historical levels of performance.

In its submission on the draft decision, the ENA did not believe the decisions as
presented in the draft “struck the right balance in the draft decision for this goal”.”’

We have recognised that substantial changes are occurring in the electricity sector.
In part, this is driven by an increasing focus on decarbonisation and by the increasing
affordability of technologies that provide both distributors and consumers with new
opportunities. However, we recognise that there is uncertainty as to the extent,
timing, and impact of these changes.

We have endeavoured to improve the balance between consistency and incremental
improvement from the draft decision. Specific changes we have made are discussed
in the relevant chapters and attachments of this paper.

Economic principles

3.42

We also have three key economic principles that we have regard to in setting the
DPP. These are useful analytical tools when determining how we might best promote
the Part 4 purpose.

3.42.1 Real financial capital maintenance (FCM): we provide regulated suppliers the
ex-ante expectation of earning their risk-adjusted cost of capital (a ‘normal
return’). This provides suppliers with the opportunity to maintain their
financial capital in real terms over timeframes longer than a single regulatory
period. However, price-quality regulation does not guarantee a normal return
over the lifetime of a regulated supplier’s assets.

3.42.2 Allocation of risk: ideally, we allocate particular risks to suppliers or
consumers depending on who is best placed to manage the risk, unless doing
so would be inconsistent with section 52A.
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3.42.3 Asymmetric consequences of over- and under-investment: we apply FCM
recognising the asymmetric consequences to consumers of regulated energy
services, over the long-term, of under-investment (versus over-investment).

3.43 We elaborated on each of these principles and how they should be applied in the
context of price-quality regulation in our 2016 IM review framework paper.”®

Incentives framework

3.44 When seeking to promote the statutory purposes and apply the DPP and economic
principles above, the tools we have are the incentives the Part 4 regime directs us to
create. These are set out in Table 3.1 below.
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Table 3.1

Opex forecasts and IRIS

Capex forecasts and IRIS

WACC uplift

Quality standards

Quality incentive scheme

Innovation allowance

Reopeners

Revenue cap
(new in DPP3)

Reporting requirements (ID)
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Incentive drivers for electricity distribution businesses

Provide a constant incentive for distributors to achieve operating cost
efficiencies over a regulatory period. This is in the interests of consumers,
as efficiency savings are shared with consumers. However, the revenue
path may encourage over-forecasting and under-spending.

Provides a constant incentive for distributors to achieve capital cost
efficiencies over a regulatory period. This is in the interests of consumers,
as efficiency savings are shared with consumers. DPP3 incentive rate is
equal to opex IRIS, which should reduce incentive for distributors to favour
capex solutions to investment needs.

Mitigates the risk of under-investment due to any mis-estimation of the
WACC. Our expectation is that this uplift may provide distributors with
incentives to invest in assets and earn a higher than midpoint return,
although because we cannot observe the actual WACC this incentive effect
is unknown.

Encourages investment in, and maintenance of, the network to not let
quality degrade below a certain level. Gives an incentive to provide a
minimum standard of quality. The standard mitigates the broad
expenditure incentives to let quality deteriorate over time.

Defines the range within which distributors can make marginal trade-offs
between the quality and price of the services they provide. DPP3 standard
is linked to VoLL, to approximate the value customers place on reliability,
and a sharing factor that matches the IRIS retention factor, so benefits are
shared between consumers and distributors.

Additional allowance that effectively reduces the incentive rate for
innovative projects (passes some costs on to consumers, who we consider
are more likely to benefit from certain kinds of innovation).

New measure to mitigate disincentive (created by IRIS) for distributors to
undertake investment in response to new sources of demand and
generation on their networks.

Distributors have a revenue allowance over a DPP/CPP period that does
not vary based on volume. This incentivises distributors to find solutions
which reduce demand (and therefore capex) without putting revenue
recovery at risk. Additionally, unlike a price cap, the compliance difficulties
of introducing new tariff structures are lower.

Provides transparency to stakeholders on how the distributor operates its
network and its performance. Encourages distributors to act as a prudent
network operator.
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Chapter4 Responding to changes in the electricity sector

Purpose of this chapter

We recognise that substantial changes are occurring in the electricity sector, driven
by an increasing focus on decarbonisation as well as increasing affordability of
certain technologies that provide new opportunities to distributors and consumers.
However, there is uncertainty as to the extent, timing, and impact of these changes.
This was highlighted in a number of submissions on the issues paper, such as those

This chapter outlines our consideration of these changes and the potential effects on
distributors and our regulatory settings during the DPP3 period. Specifically, this

4.2.1 ourview of electricity sector changes;
4.2.2 views from submissions on the issues paper;
4.2.3 consumer engagement in the changing electricity sector;

4.2.4 our response to the changing electricity sector, in terms of: uncertainty,
innovation, and responses outside the DPP.

More detail on the relevant new mechanisms of the DPP reset are provided in the

The changes to the sector are also receiving focus from us outside of DPP resets,
including our cooperation and collaboration with other agencies, such as the
Ministry for Business, Innovation, and Employment and the Electricity Authority. This
collaborative work is particularly focused on issues relating to distributors’
involvement in contestable markets, and in better understanding the likely impacts

The government has also noted in its response thus far to the Electricity Price Review
that innovation in the electricity sector should be prioritised.8°

4.1

from the ENA and Unison.”®
4.2

chapter includes:
4.3

attachments to this paper.
4.4

of future industry changes.
4.5
79
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Our view of electricity sector changes

4.6

4.7

An increasing focus on decarbonisation will likely lead to an increase in the
electrification of the transport and industrial sectors because of the low carbon
intensity of electricity compared to fossil fuels. This change will be furthered by the
increasing availability and affordability of relevant technologies, like electric vehicles.

The changes in demand patterns and potential increase in demand may require
additional traditional investment in the networks. However, networks may also be
able to meet some of these changes through more flexible solutions offered by
smart grid technologies.

Submissions on the issues paper and draft decision

4.8

4.9

4.10

Many of the submissions on the issues paper and draft decision reasons paper
discussed emerging technologies, such as electric vehicles, and some linked these
changes to decarbonisation. Submissions raised emerging technology as both an
opportunity (particularly for consumers) and a challenge (particularly for
distributors). The main challenge raised from emerging technology was uncertainty,
particularly uncertainty in demand forecasts.

For example, the ENA said:

Emerging technology presents both uncertainty and opportunity for asset management and
investment decisions by EDBs. The Commission should work in partnership with EDBs by
providing incentives that support innovative and efficient approaches to asset management,
system management and customer interfaces.®!

Electricity Retailers Association of New Zealand (ERANZ) recognises the possibility of
similar issues, saying:

Some of this investment assumes that emerging technologies (distributed generation
technologies such as solar PV systems and batteries, and electric vehicles) will be adopted en
masse by consumers. Rapid adoption at scale - coupled with the uptake of applications
enabled by emergent technology such as peer- to-peer trading, demand side response, and
home energy management systems - would change traditional network demand patterns.®?
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However, ERANZ also submitted that:

Most businesses facing the risk of disruptive technology change operate in a competitive
market and therefore bear the risks — both positive and negative - of investing for a future
that may or may not eventuate. This is not the case for lines monopolies. Consumers will pay
for network upgrades regardless of whether the demand forecasts underpinning those
investments eventuate.??

Many submissions also addressed the new reopener and innovation incentive
mechanisms that we proposed in the draft decision. Submissions generally
supported the introduction of an innovation incentive mechanism but submitted
that it needed to be scaled up to be effective. Submissions were also supportive of
the new reopeners, but proposed increasing their scope.®?

Consumer engagement in the changing electricity market

4.13

4.14

4.15

4.16

As new technologies and the progress towards decarbonisation make the electricity
market more flexible and dynamic, the relationships and communication between
the different parties will become increasingly complex and important. This means
that both distributors and the Commission will need to do more work in engaging
consumers.8

Facilitating a greater consumer voice in the electricity market is also clearly
evidenced and supported in the final paper published by the Electricity Price
Review.®>

While we regularly receive useful input from some consumer parties and
representatives like ERANZ, MEUG, and retailers, we have found that the views of
end-use electricity distribution service consumers could be better represented in our
regulatory processes. In part, this may be due to the complexity of the regulatory
regime and competing priorities for consumers and their representatives. We will be
working to improve this over time outside of this reset of DPP settings.

We also consider that transparency and accountability of distributors is an important
part of our regulatory regime, that works alongside financial incentives, and supports
consumer engagement. We consider that increased focus on the delivery of network
investment and maintenance would be helpful in improving the performance of
electricity distributors. This would help make them more accountable to their
customers and better demonstrate how they are responding to changes in the
sector. This is described further in Attachment N.

83 See for example: and

84 We note that the relationship between EDBs and consumers is complicated by the lack of commercial
arrangement, with end-consumers generally only contracting to an electricity retailer.
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Our response to the changing electricity sector

4.17

4.18

4.19

4.20

421

The remainder of this chapter explains:

4.17.1 our consideration of uncertainty from the changes in the electricity sector;
4.17.2 our view of innovation by distributors; and

4.17.3 potential regulatory responses outside of the DPP settings.

In consideration of uncertainty, we are introducing new reopeners for large system
growth and new connection projects and programmes, which may increase in the
near future due to decarbonisation initiatives. We are also including asset
relocations in the reopener because asset relocations can be driven by external
circumstances and thus cause significant uncertainty to the future level of
expenditure required by distributors.

Innovation is specifically referred to in the purpose of Part 4.8 The changes
happening in the electricity sector are creating new opportunities for innovation
with new technology, as well as requiring innovative responses to the new
challenges faced by distributors. We are introducing a new recoverable cost to help
incentivise ongoing innovation.

We have made these changes primarily through amendments to the input
methodologies, so these changes are also explained in our reasons paper for the IM
amendments that we have made to enable this DPP reset.?”

Our regulatory responses outside of the DPP settings are likely to include
performance analysis, compliance, and collaboration with other organisations.

Uncertainty

4.22

We recognise there are always uncertainties about what will happen during a
regulatory period. However, changes in the electricity sector are meaning that there
is an increased uncertainty in the level of electricity demand, distributed generation,
new connections, and the way distribution networks will need to be managed.
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One of the key issues for DPP3 is how steps taken to transition to a low carbon
future will affect the networks. Distributors will need to allow for potentially large
volumes of local generation (such as battery storage, solar and wind) and low carbon
demand (such as electric vehicles and heat pumps) to connect efficiently and quickly.

Some of these may be large connection projects, such as a connection to enable
conversion of a dairy plant from coal boilers to electric boilers.

Distributors have also submitted that asset relocation projects can be the cause of
significant uncertainty.®

One of the concerns raised in submissions to our issues paper and draft decision
reasons paper was the unknown impacts of increased demand with particular focus
on the impact of electric vehicles.?’ There were a variety of suggestions and views on
the best way to address these uncertainties.

Submissions on the issues paper raised the issue of the impact of demand
uncertainty being greater because of the shift from a weighted average price cap to
a revenue cap. For example, Alpine said:*°

We support the change to a revenue cap. However, we remain concerned around the form
that the revenue cap will take. There is no mention in the issues paper of the mechanism for
new growth for example.

Our consideration of uncertainty for DPP3

4.28

4.29

Prior to the amendments to the IMs published on 26 November 2019, the IMs and
the settings for DPP2 already had a number of mechanisms to address uncertainty,
particularly areas of uncertainty that significantly impacted distributors despite
being largely outside their control.

There are reopeners available to distributors for:*!

4.29.1 catastrophic events;

4.29.2 regulatory or legislative changes not accounted for when the DPP was set;
4.29.3 errors in setting the DPP;

4.29.4 major transactions;

88 See for example:
8 See for example:

90

91

, p. 2.

, clauses 4.5.1to 4.5.7.
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4.29.5 the provision of false or misleading information; and

4.29.6 quality standard variations that better reflect the realistically achievable
performance of the distributor.

In 2016 we decided to set future EDB DPPs and CPPs as revenue caps rather than
weighted average price caps.®? Part of the rationale for this change was to reduce
the impact of uncertainty in demand growth (and thus revenue growth), which the
Commission was required to forecast under a weighted average price cap.

We note that costs treated as recoverable costs and pass-through costs are not an
issue for distributors in terms of uncertainty because the distributor can recover the
full costs without the application of IRIS, regardless of whether the costs are greater
or smaller than expected. So any uncertainty in these types of costs, which are
generally outside the control of the distributor such as levies, do not result in
uncertainty in the distributors’ profitability.

Large externally driven events

4.32

4.33

4.34

Significant, externally driven, and unforeseeable events are generally covered by the
reopeners other within our DPP framework. However, while large consumer
connections, system growth requirements, and asset relocations may also be
significant, externally driven, and unforeseeable, none of the reopeners allow for
them, prior to the IM amendments published on 26 November 2019.

Given there is limited ability for distributors to control the demand for this kind of
capex, we consider that there is little incentive benefit in exposing them to this risk.
The financial impact on distributors of these projects is potentially heightened given
our increase to the capex IRIS retention rate.®3

The impact of large individual consumer connections may also be greater in DPP3
because of the move to a revenue cap, which means that no additional revenue
(outside of capital contributions) will be made available from unforeseen increases in
demand.

92

9 Qurincrease to the IRIS incentive rate for capex is explained in Attachment E.
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We have introduced new reopeners for large new connections, system growth, and asset
relocation projects

4.35

4.36

4.37

4.38

At our DPP workshop on uncertainty and innovation, one distributor raised the
financial impact that it and other distributors face in facilitating large single
consumer connections onto its network.’* The concern is that this activity is often
unforeseen at the outset of a DPP period, and can be particularly burdensome on
smaller distributors where such costs represent a significant component of their
overall revenue allowances. It was suggested that a specific reopener be considered
to alleviate this uncertainty in DPP3.

We have introduced new reopeners in the IMs in line with the suggestion.®> The
reopeners are similar to the existing CPP ‘unforeseen projects’ reopener, but are
targeted specifically at projects or programmes which require major capex for:

4.36.1 new connection (including alterations to existing connections);
4.36.2 system growth;

4.36.3 a combination of new connections (including alterations to existing
connections) and system growth; and

4.36.4 asset relocations. %®

The aim of the reopeners is to ensure, where possible, that distributors are able and
incentivised to undertake the investment required to meet the one-off sporadic and
changing needs of external stakeholders. In particular, this will ensure that
distributors can connect and manage significant new demand and low carbon
technologies as New Zealand increases its focus on decarbonisation, while
maintaining network reliability and meeting the long-term interests of consumers.
This is consistent with the Part 4 purpose, specifically in providing incentives for
distributors to invest.%’

The new reopeners, in applying to new connections, may also reduce any current
incentive of distributors to encourage new connections to be arranged directly with
Transpower despite connection to the distributor being a potentially more efficient
option.

Commerce Commission “Notes on EDB DPP3 Workshop on innovation and dealing with uncertainty”

(8 March 2019)

95

The ‘unforeseen projects’ reopener for CPPs and its application is described in 5.6.6 and 5.6.7(6) of the

Commerce Commission

97

section 52A(1)(a).
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We do not intend for this mechanism to cover general growth in demand due to
decarbonisation, such as high uptake of electric vehicles. Introducing a reopener for
general demand growth would undermine the IMs, which require the use of a
revenue cap rather than a weighted average price cap. Furthermore, we consider
that the risk of out-turn network expenditure based on demand growth differing
from forecast can be positive or negative, whereas a reopener would be asymmetric;
the reopener would only result in a distributor potentially receiving more revenue
allowance, not less.

While not included in our draft decision, Vector and Powerco also submitted that
asset relocation projects have the same characteristics and should be added to the
scope of the reopener that we proposed in our draft decision. *® We accepted this in
our final IM amendments decision, and have included asset relocation projects and
programmes. Vector in particular sees this as a significant uncertainty and risk for
them, explaining:%°

Driven principally by third-parties, relocations appear to meet the criteria articulated by the
Commission for proposing a reopener for unforeseen major connections. Relocation activity
is hard to forecast. Third-party plans such as Auckland Transport and the New Zealand
Transport Agency tend not to coincide with AMP forecasting periods nor DPP setting. Activity
driven by traffic authorities generally requires a standard capital contribution depending on
the type of transport asset affected — however, the designation of transport assets can and
do change which affects the contribution and network capex affected.

Relocations could be significant over the upcoming DPP3 period given the volume of
transport infrastructure development forecasted to occur. For Vector, the proposed
Auckland Light Rail Transit corridor is expected to trigger a significant volume of cable
relocations from 110 kV to 11 kV.

The addition of asset relocations to the reopeners was supported by Orion in cross-
submissions on our draft decision.°

Our reopeners for large new connections, system growth requirements, and asset
relocations would apply if the project, or increase in size of the project:

4.42.1 is not catered for in our forecasts of capital expenditure used to set starting
prices;
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; and
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4.42.2 is not covered through capital contributions, the approach taken to capital
contributions is reasonable, and there is reasonable justification for the way
in which the cost is going to be allocated to consumers;

4.42.3 requires additional expenditure (net of the capital contributions) by the
distributor of at least 1% of revenue (excluding pass-through and recoverable
costs) over the regulatory period or two million dollars per project or
programme — whichever is less for the distributor; 1

4.42.4 does not exceed the reopener cap of $30 million for additional expenditure;
and

4.42.5 is evidenced as being required to a high degree of certainty.

4.43 While the new reopeners should help prevent unnecessary CPPs, we have also
included a cap on the reopeners, which is important so that proportionate scrutiny
can be given to larger changes in expenditure through the CPP process. We intend to
reject reopener applications for which the cumulative additional expenditure is
greater than the cap, even if the distributor has only applied to reopen its DPP for a
portion of that expenditure.

4.44  Further detail on the requirements of the reopeners are provided in Attachment G,
and are specified in the IM amendments determination.1%?

4.45 We note that the reopeners encompass increased capacity of existing connections.
For example, the conversion of an existing dairy plant from coal boilers to electric
boilers may be a substantial increase in capacity of the existing connection rather
than a new connection.

We have set a regulatory period of five years

4.46 For DPP3 we have also considered whether we should set the DPPs to a four-year
regulatory period because of the increased level of uncertainty, and the ability for us
to adjust our policy settings sooner in response.1%3

101 ‘pdditional’ expenditure refers to expenditure that is not required by the EDB in the absence of the
connection project.
102

, clause 4.5.5A and 4.5.5B.

103 Section 53M(4) of the states that the length of a DPP must be five years. However,
section 53M(5) provides for the Commission to set a period of between four and five years, if we consider it
would better meet the purpose of Part 4.
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4.47 In our issues paper the option was put to stakeholders of transitioning to a four-year

regulatory period. No potential compensation for impacts were raised in the paper,
but, in practice, compensation would be considered for costs of additional hedging
and swaps and we would likely include some mitigations to address stakeholder
concerns. In our draft decision, we proposed retaining a five-year regulatory period.

4.48 None of the submissions on our issues paper expressed a preference for either a
four-year or five-year regulatory period, and we received few submissions on the
topic in consultation on our draft decision.

4.49 We specifically raised this topic at our second DPP3 stakeholder workshop in March
2019.1%% Attendees expressed no interest to move to a four-year regulatory period
for the following reasons.

4.49.1

4.49.2

4.49.3

4.49.4

4.49.5

4.49.6

4.49.7

Changing the regulatory period creates increased interest rate hedging risk
which is a major concern for distributors. A longer reset period provides more
certainty for distributors in managing this risk as it is locked-in for longer. It
would also require more resource to be allocated to this activity which will be
conducted more frequently.

Distributors will find it harder to secure capital for long-term capex projects
because creditors will have less certainty as to what settings will be in four-
and ten years’ time.

There are major concerns on the implications of how IRIS adjustments would
be calculated and applied.

The WACC would need to be re-calculated, creating uncertainty.

Distributors require the certainty of a longer price control period to fully
consider investing in longer term innovation projects during the period.

More frequent DPP resets would increase compliance costs.

In combination, the above factors are likely to result in more uncertainty for
distributors and the wider electricity sector.

104
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MEUG submitted on our draft submission that a four-year regulatory period would
help support their proposal to delay the introduction of any innovation incentive
mechanism until DPP4. However, we consider that this minor potential benefit
would not justify over-riding significant concerns raised in the workshop. Further,
this benefit will not fully occur because we have introduced an innovation incentive
mechanism for DPP3.10°

Given the above reasons, we are not transitioning to a four-year regulatory period
because we consider that any potential benefits are outweighed by the
complications caused by applying a four-year regulatory period. At this stage, we do
not consider a four-year regulatory period for DPP3 would better meet the purposes
of Part 4 of the Act. In particular, our assumption is that distributors have in place
swap contracts for the next regulatory period assuming a five-year term for the
WACC, and that any change to a four-year regulatory period is likely to disrupt that
process.

Innovation

4.52

4.53

4.54

We expect there to be more scope for innovation and its potential benefits now than
in the recent past. Changes in technology have increased opportunities for electricity
distributors to innovate as well as creating challenges that distributors may address
through new practices. Innovation is an important consideration for us as it is one of
the performance areas referred to in the purpose of Part 4.196

We consider innovation to be the practice of distributors putting technologies,
processes, or approaches, which have not been used in similar circumstances in New
Zealand by distributors before, into practice for the benefit of the electricity
distribution service.

We accept there is some evidence that suggests the level of innovation is currently
insufficient to realise all of the potential benefits, although this evidence is not
completely clear and does not relate solely to electricity distributors. For example:

4.54.1 Only 7% of energy sector businesses are conducting research and
development, which is much less than other sectors.%’

4.54.2 Energy sector expenditure on research and development decreased between
2007 and 2016.1%7

105
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, p. 6.
section 52A(1).
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4.54.3 For the 2018 regulatory year, distributors reported a total of less than $10m
expenditure on research and development (compared to total lines charges
of around $2.5b).1%8

4.54.4 New Zealand businesses focused solely on domestic markets are less likely to
innovate and any innovation results in lower levels of productivity
improvement.10?

However, we also note that we have already seen several examples of beneficial
innovative practices by distributors through our programme of distributor site visits
and through the distributors’ AMPs. For example, we noted the introduction of
incipient fault waveform recognition technology as an innovative practice that could
help distributors prevent interruptions.1°

Our consideration of innovation in DPP3

4.56

4.57

While innovation can be very beneficial to consumers, it typically requires
expenditure by the distributor, and may also require additional incentives that are
ultimately paid for by consumers. It is difficult in practice to pinpoint the optimal
level of expenditure on innovative practices, weighing up the costs and possible
benefits. On balance, we consider that there is a material risk that the existing
incentives for innovation are insufficient and that more expenditure on innovative
practices would likely be in the long-term interests of consumers.

We received several submissions on innovation on our issues paper, held a workshop
on 8 March 2019 to discuss the issues of innovation and uncertainty with
stakeholders, and consulted on a proposed new innovation mechanism in our draft
decision. The main points made in submissions on the need for stronger incentives
for innovation were covered submissions from Unison, the ENA, and Vector.

108 From information disclosure, although there may be under-reporting.

109

110 This innovative practice, along with others, was noted in the report:

3605676.11


https://productivity.govt.nz/assets/Documents/nz-firms/4e29e1a294/Innovation-and-the-performance-of-New-Zealand-firms-.pdf
https://productivity.govt.nz/assets/Documents/nz-firms/4e29e1a294/Innovation-and-the-performance-of-New-Zealand-firms-.pdf
https://comcom.govt.nz/s/redirect?collection=comcom-www&url=https%3A%2F%2Fcomcom.govt.nz%2F__data%2Fassets%2Fpdf_file%2F0024%2F91239%2FObservations-from-our-review-of-Electricity-Distribution-Businesses-2016-and-2017-Asset-Management-Plans-31-July-2018.pdf&index_url=https%3A%2F%2Fcomcom.govt.nz%2F__data%2Fassets%2Fpdf_file%2F0024%2F91239%2FObservations-from-our-review-of-Electricity-Distribution-Businesses-2016-and-2017-Asset-Management-Plans-31-July-2018.pdf&auth=aj5i3VIFsCHggwhZACgD8w&profile=_default&rank=1&query=observations+from+our
https://comcom.govt.nz/s/redirect?collection=comcom-www&url=https%3A%2F%2Fcomcom.govt.nz%2F__data%2Fassets%2Fpdf_file%2F0024%2F91239%2FObservations-from-our-review-of-Electricity-Distribution-Businesses-2016-and-2017-Asset-Management-Plans-31-July-2018.pdf&index_url=https%3A%2F%2Fcomcom.govt.nz%2F__data%2Fassets%2Fpdf_file%2F0024%2F91239%2FObservations-from-our-review-of-Electricity-Distribution-Businesses-2016-and-2017-Asset-Management-Plans-31-July-2018.pdf&auth=aj5i3VIFsCHggwhZACgD8w&profile=_default&rank=1&query=observations+from+our
https://comcom.govt.nz/s/redirect?collection=comcom-www&url=https%3A%2F%2Fcomcom.govt.nz%2F__data%2Fassets%2Fpdf_file%2F0024%2F91239%2FObservations-from-our-review-of-Electricity-Distribution-Businesses-2016-and-2017-Asset-Management-Plans-31-July-2018.pdf&index_url=https%3A%2F%2Fcomcom.govt.nz%2F__data%2Fassets%2Fpdf_file%2F0024%2F91239%2FObservations-from-our-review-of-Electricity-Distribution-Businesses-2016-and-2017-Asset-Management-Plans-31-July-2018.pdf&auth=aj5i3VIFsCHggwhZACgD8w&profile=_default&rank=1&query=observations+from+our

4.58

4.59

4.60

4.61

82

Unison’s submission explained its position that the incentives through IRIS are
sometimes insufficient for innovation because the benefits may not be expected
until future regulatory periods.!!! Vector and the ENA provided reports by
consultants FTI Consulting and The Brattle Group respectively, which focused on
incentives for innovation in overseas regulatory regimes.1?

The Brattle Group report provides an overview of the relevant regulatory measures
in Great Britain, Australia, New York, Illinois, and California. It reflects on the
implications of these for the DPP reset in New Zealand. Specifically for innovation,
the report explains that the additional mechanisms (particularly the use of additional
pass-through cost mechanisms) in other jurisdictions suggests that the basic
regulatory regime is insufficient to incentivise innovation, so an additional change
should be considered. It also suggests that incentive equalisation for capital
expenditure and operating expenditure is important too.

Similarly, the FTI Consulting report suggested that additional regulatory tools are
required and provided case studies of tools used overseas. Great Britain and Norway
were included as case studies of direct mechanisms for customers to fund
innovation. In Great Britain, three pass-through cost mechanisms are in place with
greater levels of scrutiny and complexity for the greater amounts of expenditure
(including a competitive pooled fund). In Norway, a simpler limited pass-through
cost, which requires external validation by an appropriate body, is in place.'?

The FTI Consulting report concluded that we should:

Consider introducing incremental targeted innovation-focused incentives (e.g. an allowance
subject to cost-benefit analysis) in the short term, to support customer expectation of
innovation but also to improve customer experience. Reserve more complex innovation tools
(e.g. competition for funding) for the longer term, so that EDBs have time to prepare and to
avoid undue regulatory disruption in the industry.**?

111 In its submission on the Issues Paper, Unison said “there are no incentives or compensation for EDBs to
undertake research and development unless benefits can be realised within the regulatory period” —

112

113

, para 20.

, p. 11.
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Meridian stated in its cross-submission on the issues paper that it does not accept
the assertions that new innovation allowances may be needed.!'* Meridian’s
reasoning was that future needs should not distract from regulatory issues that are
more certain and more of a priority.

We also received suggestions in submissions on the issues paper and at the
workshop on 8 March 2019 that were outside the remit of the DPP reset, such as a
suggestion that section 52A (the purpose of Part 4) should be amended to take into
account issues like climate change mitigation. There was significant discussion in our
workshop about the more technical details of what innovative projects might be,
such as low voltage network monitoring.

Submitters also discussed the context giving rise to a greater need for innovation—
particularly the need for climate change mitigation, the expected steep uptake of
electric vehicles, and the increase of two-way flows on the networks from
distributed energy resources including solar photovoltaics and batteries.!?

There are several incentive mechanisms already available to promote innovation

4.65

4.66

There are several funding mechanisms already available to distributors for
innovation investment, including:

4.65.1 increased returns through the IRIS mechanism from efficiency gains;

4.65.2 non-regulated income can be generated if an innovation can be sold to other
businesses; and

4.65.3 external funds and support are also available (some would require partnering
with other organisations), such as the Endeavour Fund, Callaghan Innovation
funding and/or services, Research and Development Tax Credits, the
Provincial Growth Fund, the Energy Efficiency and Conservation Authority,
and the Green Investment Fund, and through the Energy Development
Centre.

IRIS provides an incentive for distributors to innovate where innovation reduces
capital or operating expenditure. We recognise that there are other incentives for
distributors to innovate, including some outside of the regulatory regime.

114

115 For example, in
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There may also be some incentive for research and development and innovation
from the ability for distributors to sell the intellectual property or resulting products
and services in other contestable markets. However, we expect that the cost
allocation rules will be correctly applied so that the consumers of distribution
services are not paying for these benefits that accrue to others.

We note that if the innovative practices are developed by third parties supplying the
distributor, then the income from future sales of the innovation are likely to accrue
to the third-party rather than the distributor.

We expect that the introduction of a new innovation incentive mechanism may
provide seed funding that supports innovative projects that gather finance and funds
from the other sources listed above in addition to the recoverable cost.

We also consider that the move to a revenue cap, as decided in the 2016 IMs review,
better promotes innovation for distributors. The change to a revenue cap means
that distributors are not penalised through reduced revenues by implementing
solutions that lower demand. The revenue cap will also simplify the process of tariff
reform, allowing more innovation in pricing.

We are introducing a new recoverable cost for innovative expenditure

4.71

4.72

Despite the existing funding already available to distributors for innovation, they
may be insufficient because in some instances the potential benefits of the
investment may go to third parties, be uncertain, or may not eventuate until future
regulatory periods.'® Distributors may be more likely to invest in options (like
traditional poles and wires investments) that have clearer benefits that can be more
easily quantified.

This is particularly the case for small projects where the direct benefits are

uncertain, but the greater benefit may be in the learning that can result. These
greater benefits can be from the distributor introducing the innovative practice more
extensively across its network and from other distributors introducing this practice.
In such a situation, a lot of the greater benefits may not occur until later regulatory
periods, and thus may not be recognised as greater returns for the distributors,
particularly if the savings are from capital expenditure.

118 |n its submission on the Issues Paper, Unison said “there are no incentives or compensation for EDBs to
undertake research and development unless benefits can be realised within the regulatory period —
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Distributors may be less likely to envisage commercialising any benefits of innovation
through selling to other distributors or other industries. This would result in lower
incentives to innovate than if such opportunities were pursued. We expect that cost
allocation rules would be correctly applied so that consumers only pay for the
portion of expenditure that benefits the network service.

We are seeking to promote further innovation in a relatively low-cost way by
introducing a new limited recoverable cost term as a change to the IMs. We consider
that having some of the cost of a potential innovative practice covered by a
recoverable cost will encourage greater innovation by distributors. We have decided
to introduce this for DPP3 based on the range of factors outlined above.

The new recoverable cost term will:
4.75.1 target expenditure on innovative projects;
4.75.2 require a 50% contribution from the distributor;*'’

4.75.3 be limited to the amounts specified in Figure F1 in Attachment F, which adds
up to approximately $6 million across all non-exempt distributors over the
DPP3 regulatory period, excluding those currently on CPPs; and

4.75.4 require a report from an independent engineer or suitable specialist that the
planned expenditure meets a simple list of criteria to show that the project is
expected to be innovative and potentially benefit consumers.1*®

We received a number of submissions on our draft decision that our proposed limits

on the recoverable cost were too low.'!° Vector also submitted that<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>