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1. Executive Summary
Background

1.1 In October 2021 the Electricity Authority (Authority) released the Inefficient Price
Discrimination in the Wholesale Electricity Market — Issues and Options paper (Issues
Paper). The Issues Paper was the Authority’s immediate response to a significant
observation from its review of competition in the wholesale electricity market, Market
monitoring review of structure, conduct and performance in the electricity market.

1.2 The primary intent of the Issues Paper was to draw attention to the incentives on
generators, which in combination with current market design and regulation, can
potentially lead to arrangements which at the system level are wealth destroying and
reduce benefits to consumers, using the Tiwai contracts to illustrate this potential. The
Authority did not make any determination that the current Tiwai contracts were
definitively inefficient — it was recognised “that alternative calibrations [of assumptions]
can suggest that the arrangements are wealth-enhancing”.! However, future contracts
with similar features to the Tiwai arrangements have the potential to be inefficient and
cause significant harm to consumers. The Issues Paper illustrated the mechanism and
incentive for inefficient outcomes, and the magnitude of the inefficiency and resulting
wealth transfer if such contracts were indeed inefficient.

1.3 The Authority received submissions on the Issues Paper from interested parties in
December 2021, and having duly considered these submissions, is now seeking
stakeholder views on a proposed amendment to the Code to address generators’
incentives to maintain national prices through inefficient price discrimination.

1.4 The Authority recognises that inefficient price discrimination depends on generators’
ability and incentives, and that these may change over time. With the anticipation of
more large contracts in the near future, it is important to implement a timely response to
ensure the industry is operating in the long-term interests of consumers. Relative to
other solutions that may address generators’ ability and incentives to undertake
inefficient price discrimination such as structural changes of large generators, the
Authority considers a Code amendment is proportionate, targeted and timely. The
proposed Code amendment has been designed to target only contracts at risk of
inefficient price discrimination. This approach reduces the risk of unintended
consequences, is cost effective and is relatively quick to implement.

15 Later this year the Authority will publish a consultation paper with respect to the wider
Wholesale Market Review on whether and how current settings may be improved to
strengthen competition in the wholesale market, given findings from the 2021 review of
competition in the wholesale market and the implications of the transition to 100%
renewable electricity. This analysis will be informed by the relative arguments for
possible changes to the wholesale market through structure, and conduct type
regulation, as well as potential factors that may hinder or delay investment.

! Page vi, Issues Paper



Nature of the problem

1.6 The ‘Tiwai Contracts’ between Meridian Energy, Contact Energy and the New Zealand
Aluminium Smelter (NZAS) highlighted the incentives generators may have to subsidise
extremely large load customers that could otherwise credibly exit, reduce consumption,
not expand or not enter the domestic market. This incentive arises from the increase in
aggregate demand, arising from the large user’s consumption, inflating electricity prices
nationally to such an extent that the higher revenues generators earn from all other
(inframarginal) consumers greatly exceeds the cost of the subsidy required to retain the
large load user.? Such arrangements can be characterised as rent seeking — a situation
where an entity seeks to capture more wealth for itself without adding to, and potentially
destroying, wealth to society - by way of a sophisticated form of economic withholding.
Generators effectively withhold supply to consumers by supplying electricity to a large
load user that would otherwise have exited (or not entered the market) if they faced the
true direct value of that electricity.

1.7 The Authority’s concern is not per se with prices rising due to a large load user’'s
consumption decisions. Price responses to legitimate changes in supply and demand
conditions and expectations is the underpinning of an efficient market system, with
prices serving as a credible signal to inform consumption, dispatch and investment
decisions. Nor does the Authority object to price discrimination per se - selling at
different prices to different consumers can increase wealth to society through expanding
the number of consumers served.

1.8 The focus should be on facilitating price discrimination, which is efficient, and deterring
price discrimination which is not in the long-term interests of consumers. Moreover, the
Authority’s concern is specific to the case where prices rise for other consumers
because of a large load user’s decision to consume more than they otherwise would due
to generators’ incentives to offer them access to electricity at a subsidised rate.
Subsidising large load customers in this way creates the possibility that electricity is not
being allocated efficiently. If the resulting increases in spot and forward prices can be
sustained due to generators exercising market power without inducing entry, this distorts
investment and electrification signals, and enables a wealth transfer from all other
consumers to generators. This is unlikely to be in the long-term interests of consumers.

Scope limited to price discrimination with respect to assuring the efficiency of very large
contracts that have the effect of increasing prices for other consumers

1.9 The Authority also sought feedback and evidence from interested parties on other forms
of price discrimination that might warrant further consideration by the Authority. Some
submitters suggested there were issues with access and pricing of wholesale electricity
Contracts For Differences (CFDs) hedges for the independent retailers in the Over The
Counter (OTC) market. The Authority was not presented with sufficient evidence of this
being a problem such that it warrants further attention at this time. However, the
Authority has recently partially addressed these issues through its recent Code changes
with respect to improved transparency of internal transfer pricing. The Authority will
continue to be mindful of the views expressed by submitters in its monitoring and when
further developing and prioritising its future work programme for market design, including
market making.

2 A competitive response would ultimately be expected to put downwards pressure on prices as new generation
enters the market which would reduce the profitability of the strategy to the generators. However, the quantum of
electricity required to enable such a competitive response coupled with the relatively short term of the recent
contracts may, along with other potential barriers to new investment (eg, Resource Management Act), dampen a
competitive response and the profitability of the rent seeking strategy could persist for decades.



Problem definition indicates need for very targeted and timely intervention
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Having considered the submissions the Authority considers that a significant issue
exists. The particular concern is that in the absence of an expectation of a timely and
competitive response, generators have incentives to enter, modify, or extend inefficient
arrangements with respect to contracts:

(@) which involve a ‘credible threat to consumption’ — that is, they relate to a customer
likely to otherwise exit or not enter the market (ie, not be attracted to locate
domestically) or a customer who otherwise would reduce or not expand
consumption,

(b)  where the contract price is conditional on the consumption of a quantum of
electricity by the designated large load user; and

(c) where the quantum of electricity involved is sufficiently large to materially increase
prices being faced by other consumers (ie, that are not party to the arrangement).

Contracts with the potential to satisfy these conditions are very low in number — perhaps
no more than two or three contracts each decade. However, they each are significant in
terms of the share of national generation they are allocated and the potential for severe
adverse impacts on consumer outcomes where they are inefficient. There are indications
that a number of negotiations over consumption arrangements which meet these
conditions will occur in the near to medium term. Examples include a possible new,
modified or extended electricity contract for NZAS in advance of the conclusion of the
current contract in 2024, and negotiations arising through the market development
efforts of generators, most notably Meridian and Contact, to attract large load users such
as a hydrogen plant and data centres to the lower South Island.

It is imperative that the appropriate solution to align generators’ incentives with wider
society’s interests are in place as soon as possible to ensure market participants are
confident that any future arrangements are efficient and in the long-term interests of all
consumers. Contracts of this scale and upon which investment is contingent would likely
be negotiated well in advance of the termination of any existing contract or breaking of
ground on new investments. It is possible that any new contracts could have terms
extending into decades. The adverse efficiency and wealth consequences of these
contracts could be experienced for many years depending on the speed of the
competitive response to provide sufficient net new investment in generation to replace
the capacity committed the large load user. The Authority is of the opinion that the
efficiency costs and wealth transfers associated with these arrangements are of a scale,
even in the short term alone, to warrant interventions when they can be shown to be cost
effective.

The Authority recognises that the generators’ efforts to develop alternative large load
users in the lower South Island will strengthen generators’ negotiating positions and
thereby mitigate the risk somewhat of inefficient contracts being entered into. However,
the possibility remains that the generators may be unsuccessful in developing new
demand from load users with sufficient willingness-to-pay to mitigate concerns with
inefficient consumption.



Interventions under consideration

1.14 The Issues Paper identified a number of possible interventions which could be
contemplated, subject to agreeing the nature, breadth and size of any problem. The
inclusion of a possible intervention on that list did not mean the Authority was actively
considering or favouring that option. Rather the purpose of the list was to provide a wide
range of options for interested parties to consider, and to provide submissions on which
options they thought were most appropriate or problematic for addressing the problem at
hand (if one was deemed to exist), how any favoured options might be operationalised,
and draw out alternative solutions.

1.15 Having considered the points raised in the submissions and further developed the
problem definition, the Authority does not consider that the options as set out in the
Issues Paper are optimal. The options in the form set out in the Issues Paper are not
being advanced for a range of reasons including that they poorly target the problem
(raising the possibility of unintended consequences), are too inflexible (raising the
possibility of unduly restricting legitimate commerce) or are disproportionate (and a more
cost-effective solution could be available).

1.16 Rather, the Authority’s proposal builds on some elements of the options in the Issues
Paper. The Authority considers that the most efficient intervention will be one which
precisely targets inefficient price discrimination of the form raised by the Tiwai contracts -
the size of the load must be of a scale that the entry, expansion, reduction in
consumption or exit decision by the load user would materially shift prices, and the
contract must specify that the load user consumes the electricity. Moreover, the
intervention should target the enablers of inefficient price discrimination:

(a) situations where the value of the contract to the generator® is below the generator’s
best alternative value (ie, what the generator, acting rationally, could reasonably
expect to earn over the duration of the contract, for the volume of electricity in the
contract and other resources allocated to support the contract, in the absence of
the contract and taking into account any credible threat to consumption); and

(b)  contracts which prohibit or introduce barriers on the load user’s ability to reduce
consumption and resell the electricity, as these restrictions prevent reallocation of
electricity to its highest valued use.

Such an approach would be effective at prohibiting inefficient contracts yet still enable
efficient ones, preserve flexibility in contractual arrangements, reduce compliance costs
for generators and the Authority’s administration costs, and avoid unintended
consequences.

3 Taking into account the contract price but also any other relevant value features of the contract such as location,
load profile, demand response and price separation provisions, clauses ‘pegging’ the electricity price to the trading
conditions facing the large load user eg, electricity price is linked to the price of aluminium, counterparty credit risk,
value of maintaining an uninterrupted commercial relationship and any forms of financial support provided by the
generator.
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The Authority also considered the challenges of an intervention which relies upon
deriving a load user’s willingness to pay. Other than in the event that a load user rejects
an offer price and consequently exits or does not enter the market, the ceiling on a load
user’s willingness to pay is generally not observable in a credible form. Therefore, the
Authority is instead focusing on whether generator’s have sold electricity for less value
than the best alternative value they would earn, in the event of the load user making a
credible threat to consumption. Where a rational generator sells electricity for less than
what they could reasonably expect to earn by putting it to some other use, then the
question is why? The financial incentives of large generators in New Zealand are such
that — in the case of very large contracts, where the price is tied to physical consumption
by a designated large load user, and there is a credible threat to consumption — they
may sell electricity to the large load user at a subsidy to achieve higher prices on their
other generation.

Proposed interventions should not create disproportionate barriers or uncertainty for
investment in new generation

The Authority is mindful that an intervention should not create unnecessary and
disproportionate barriers or uncertainty for very large contracts linked to investment in
new generation. In upcoming years, a significant amount of investment is needed to
transition to 100% renewables. The Authority considers it would be inappropriate for the
proposed interventions to apply to contracts such as PPAs which support the transition,
to the extent that they result in improved supply of renewable generation, and do not
lead to material increases in prices paid by other consumers. The proposed interventions
should only apply to generation used to supply a large load user which would otherwise
be used to supply the rest of New Zealand in the absence of the contract.

The proposed Code amendment the Authority is consulting on

Subiject to consultation, the Authority considers that a Code amendment is required to
prohibit very large contracts that contain inefficient price discrimination and to provide
the Authority with greater visibility of these contracts for monitoring and compliance
purposes.

In addition, the Authority is consulting on a voluntary clearance process which would
give generators the option to gain assurance that the Authority would not investigate a
proposed contract with the respect to the prohibition clause at a later date. “Cleared”
contracts would be specifically exempted from the prohibition. Therefore, once a contract
is cleared, the Authority could not pursue it for being in breach of the prohibition clause.
This voluntary process would provide generators with the opportunity to assess and
balance the risks of entering a contract which may subsequently be undone if it is in
breach against any additional costs of the clearance process.

The Authority is consulting on a proposed Code amendment that would:

(@) apply to ‘materially large contracts’ (MLCs), being contracts (or combinations of
contracts) relating to physical consumption of a quantity of electricity of net 150MW
or more

(b) prohibit generators from giving effect to MLCs unless:

() the contract allows the large load user (buyer) to on-sell any un-used
electricity under the contract without the load user being subject to any worse
terms than if it had consumed the relevant quantity itself, or

(i)  the net value of the MLC is positive — ie, the direct value to the generator of
the contract exceeds the value of the generator’s best alternative, or

(i)  the Authority has provided clearance of the MLC (see below).



1.22

1.23

1.24

1.25

(c) require generators to disclose their MLCs to the Authority as well as supporting
information explaining the rationale underpinning pricing, the implications of resale
conditions and forecast impacts of the contract on a generator’s group-level
financial performance

(d) introduce a voluntary clearance regime which gives generators the option to de-
risk contracts by obtaining clearance of draft contracts, or signed contracts that are
conditional on clearance. If a contract is cleared (and that clearance remains
effective and applicable), then the MLC is exempt from the prohibition at (b) above

If a generator opts for voluntary clearance, it must provide the Authority with the
proposed contract and the same supporting information as required under the disclosure
regime (under (c) above) to allow the Authority to determine whether it is eligible for
clearance (based on the Authority being satisfied as to either (b)(i) or (ii) above). The
Authority would generally have 45 business days to make its decision, and a generator
would need to enter the contract within 20 business days of clearance, otherwise
clearance lapses. The clearance would remain effective and applicable unless key
aspects of the contract are changed post-clearance or the information provided by the
generator in support of the clearance is later shown to be incomplete or inaccurate.

Next steps

The Authority recognises the costs and benefits of the proposed amendment but
considers the benefits outweigh the costs and are in the long-term interest of consumers.
The proposed amendments are in compliance with the Code amendment principles.

The Authority welcomes feedback on the problem definition and proposed amendments
outlined in this paper.

Submissions are due by 29 September 2022. Subject to submissions, the Authority is
aiming to make a decision by March 2023 at the latest whether or not to proceed with the
proposed Code amendments, including any enhancements identified through the
consultation process.
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What you need to know to make a submission

What this consultation paper is about

The purpose of this paper is to consult with interested parties on the Authority’s proposal
to implement a proposed Code amendment to address the prospect of inefficient price
discrimination. The amendment would prohibit certain large contracts unless either the
value of the contract to the generator is equal to or exceeds the value of the generator’s
best alternative or the contact allows the load user to reduce consumption and on-sell
the electricity at no worse terms than if it had consumed the electricity itself, and would
require generators to disclose large contracts and supporting information to support the
Authority’s monitoring and compliance. The Authority also proposes a Code amendment
to give generators the option of obtaining clearance from the Authority prior to signing or
after signing where the contract is conditional on clearance. This Code amendment
consultation provides interested parties with the opportunity to provide feedback to
inform the Authority’s decision to amend and/or proceed with its proposal.

How to make a submission

The Authority’s preference is to receive submissions in electronic format. Submissions in
electronic form should be emailed to inefficientpricediscrimination@ea.govt.nz with
‘Inefficient price discrimination in very large contracts — consultation paper’ in the subject
line.

Please note the Authority intends to publish all submissions it receives. If you consider
that we should not publish any part of your submission, please:

(a) indicate in a cover note which part/s should not be published;
(b)  explain why you consider we should not publish that part; and

(c) provide a version of your submission that we can publish (if we agree not to
publish your full submission).

If you indicate there is part of your submission that should not be published, the
Authority will discuss with you before deciding whether to not publish that part of your
submission. However, please note that all submissions we receive, including any parts
that we do not publish, can be requested under the Official Information Act 1982. This
means we would be required to release material that we did not publish unless good
reason existed under the Official Information Act to withhold it. The Authority will consult
with you before releasing any material that you have said should not be published.

When to make a submission
Please deliver your submissions by 5pm on 29 September 2022.

This deadline allows six weeks for submissions. The Authority will acknowledge receipt
of all submissions electronically. Please contact
inefficientpricediscrimination@ea.govt.nz if you do not receive electronic
acknowledgement of your submission within two business days.

Further information

The Authority’s website contains useful background material about the Authority’s
previous work relating to inefficient price discrimination.*

4 Available at: Wholesale market competition review — Electricity Authority (ea.govt.nz)
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3.2.

3.3.

3.4.

3.5.

Please direct any specific questions or queries to:
inefficientpricediscrimination@ea.govt.nz.

Issue the Authority would like to address

The purpose of this paper is to consult with interested parties on the Authority’s proposal
to amend the Code to:

(&) prohibit generators from giving effect to very large contracts that raise the prospect
of inefficient price discrimination unless:

()  the contract allows the large load user (buyer) to on-sell any un-used
electricity under the contract without the load user being subject to any worse
terms than if it had consumed the relevant quantity itself, or

(i)  the net value of MLC is positive — ie, the direct value to the generator of the
contract exceeds the value of the generator’s best alternative, or

(i)  the Authority has provided clearance of the MLC
(b) require disclosure to the Authority of very large contracts
(c) provide for a voluntary clearance regime.

This Code amendment consultation provides a formal process through which the benefits
and costs of the various elements can be identified and scrutinised, to inform the
Authority’s decision making.

The Authority has received submissions from interested parties on its Issues Paper
‘Inefficient Price Discrimination in the Wholesale Electricity Market — Issues and
Options’.® In this section we identify and address any material issues raised in the
submissions, further demonstrate the rationale with respect to the problem definition, and
explain the existing arrangements and potential problems with them.

The Authority’s focus is on the potential for future inefficient price
discrimination and not whether the Tiwai arrangements were inefficient
The Authority’s focus is not whether the most recent iterations of the Tiwai contracts
were in fact inefficient. Rather, the Authority is concerned with generators’ ongoing
incentives to enter into inefficient arrangements in future, as a means of capturing a
greater share of the gains from trade, but in so doing reducing total efficiency and
therefore welfare ie, rent seeking.® The January 2021 Tiwai contracts (and, as
importantly, the offers made to NZAS by generators throughout 2020) highlighted a
potential concern to the Authority. These contracts were used in the Issues Paper to
highlight the nature of the potential problem, the conditions that may enable inefficient
price discrimination, and the potential scale of the efficiency costs and wealth transfers
from consumers to generators that the Authority considers incentivised this arrangement.

A number of the submissions received, most notably from the major generator-retailers,
were focused on whether the Tiwai contract price was below the best alternative price in
the event of an exit, and sought to demonstrate that the contracts were efficient and
welfare enhancing. The Authority has considered the major objections raised in
submissions with respect to the Authority’s analysis of the efficiency of the Tiwai

5 See Inefficient price discrimination in the wholesale electricity market — issues and options, an initial response to the
wholesale market review. https://www.ea.govt.nz/assets/dms-assets/29/Inefficient-Price-Discrimination-in-the-
Wholesale-Electricity-Market-Issues-and-Options-Discussion-Paper.pdf

6 Rent seeking is the practise of investing resources to capture a greater share of the economic wealth created
through trade, without a reciprocal contribution to productivity from activity by the entity seeking to capture more
wealth. In colloquial speak, rent seeking is investing scarce resources to increase a party’s share of the pie (wealth
transfer) without growing the pie (wealth destruction).
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3.6.

3.7.

contract, as set out in the Issues Paper, despite this line of inquiry not being critical to the
Authority’s preliminary analysis.

Having considered the arguments made by submitters, and for the purposes of
responding to those submissions, the Authority observes that the Tiwai contracts have
significant potential to be inefficient, and may be an example of the exercising of market
power by generators. Generators had the capacity to maintain wholesale spot and future
prices paid by consumers not party to the Tiwai contract, and, as such, had incentives to
retain NZAS in the New Zealand market other than the expected direct revenues of
maintaining a commercial relationship with NZAS.

This observation is made having regard to a number of considerations, including:

(a) The estimation of the best alternative value of the electricity supplied relative to the
contract price and other direct value adjustments in the contract (demand
response provisions, transmission constraints, contract price pegged to commodity
price, financial subsidies and the value of waiting given the irreversible nature of
an exit etc.) The Authority is currently of the view that the generators had the
incentives to sell below the best alternative value in the event of an exit. The
guestion needs to be asked why a commercial party would forgo value on such a
large volume of generation, if not to extract higher prices from other consumers?

(b) As part of an offer tabled by Meridian in early 2020, some generators other than
Meridian and Contact offered to provide a “transmission underwrite”, despite these
generators not having a direct commercial arrangement with NZAS.” A possible,
and in this context likely, explanation is that these generators anticipated financial
benefits from higher prices for other consumers due to NZAS remaining, because
these generators’ transmission underwrite was not backed by any apparent direct
revenue generating contracts with NZAS. Participation by these generators in the
offer strengthens the proposition that the arrangement was motivated by
preserving NZAS’s consumption, even if it meant some generators providing
significant subsidies. Presumably generators anticipated these costs would be
more than offset by the higher spot and forward revenues they would enjoy from
other customers over the life of the contract. This implies that the generators may
not have expected a competitive response which was fast enough or of the
required scale to undermine the potential returns from this strategy.

(c) Retaining NZAS improves revenues across generating assets as a consequence
of the resulting higher average national prices. The ability to influence prices is a
measure of market power. The generators’ focus on maintaining the prices facing
other consumers, through retaining NZAS, is evidence of both the potential for and
the incentive to exercise market power.

Q1

Are there plausible reasons for why major generators with no commercial contract
with NZAS would be willing to subsidise them staying, other than because of the
impact NZAS’s exit would have on aggregate prices facing all generators?

7 Meridian-Investor-Briefing-10-July-2020-Live-Transcript.pdf (meridianenergy.co.nz)
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3.10.

The focus at this time is on a conduct response to address inefficient price
discrimination in very large contracts

The risk of inefficient price discrimination occurring arises from both the generators’
ability to subsidise a contract and recover that subsidy from higher prices from other
consumers, and their incentives to do this. The remainder of this paper seeks to address
generators’ incentives to undertake inefficient price discrimination, employing a conduct
response to the problem.

There is a need to have an effective solution in place prior to any new or
amended/extended contracts, which might raise inefficient price discrimination concerns
and with possible tenures reaching into decades, to provide assurance that these
contracts are efficient and in the long-term interests of consumers overall. Relative to
other solutions that may address generators’ ability and incentive to undertake inefficient
price discrimination such as structural changes of large generators, the Authority
considers a Code amendment is proportionate, targeted and timely. The proposed Code
amendment has been designed to only target contracts at risk of inefficient price
discrimination which reduces the risk of unintended consequences, is cost effective and
relatively quick to implement.

The ability for generators to implement inefficient price discrimination strategies relies on
a number of factors:

(@) The more upward sloping the supply curve the greater the returns to generators
from stimulating a marginal increase in demand — relatively small changes in
supply significantly affect prices. This feature provides the possibility generators
may be able to recover any subsidy required to attract or retain a large load user’s
marginal consumption. The steepness of the supply curve is driven by the national
generation supply function, and potentially the exercising of market power.

(b) Generators’ ability to maintain a positive spread between the cost of the support
being provided to the large user and the marginal increase in the returns from their
other generating assets due to the large load user staying or entering the market.

i.  The cost of providing the support to a specific load user can be expected
to vary across individual and consortiums of generators, due to location
of generation assets, transmission constraints, size of the load, and the
degree of reliance on internal generation rather than having to purchase
generation. In the case of NZAS, Meridian and Contact are the two most
obvious generators to provide this support.

ii.  The returns from other generation, to cover any support, will be a
function of the size and geographical spread of these generating assets®.
Individual generators have greater incentives to support these
arrangements the larger their generation base. Reducing the scale of
generators may better align their individual incentives with the interests of
consumers - smaller generators experience less revenue uplift from
inefficient price discrimination due to their smaller generation base.
Moreover, the transaction costs between generators seeking to
coordinate an inefficient price discrimination strategy will be higher,
making such arrangements less likely by reducing the scale of
generators.

8 Where other generators believe that Meridian and Contact together may not have sufficient financial incentive to
retain NZAS, they may elect to provide additional support, because retaining the large user avoids depressing
revenues on their unhedged generation. However, this support may not be by way of a subsidised price, because
these generators may not be the least cost means of supplying the customer.

12



3.11.

4.1.

4.2.

4.3.

4.4,

(c) The potential absence of a sufficiently large and timely competitive response to
drive down market prices. For example, net new generation investment in lower
cost plant would be expected to drive down incumbent generators’ returns on their
other assets. Barriers to investment in new generation from new entrants will slow
this competitive response. Moreover, the quantum of energy required to replace
these loads (net new 13% of national generation in the case of the NZAS) plus the
lead times for new investment coming online means that these competitive
responses might take years, if not decades, to respond. Finally, it might be argued
that inefficient price discrimination that increases prices overall should attract
greater new investment. However, a contract with relatively short duration (4 years
in the current case) over such a large quantum of demand could serve to deter
new investment, as there is the risk that prices will fall significantly in the event of
an exit. This means that generators who have some ability to determine whether
similar contracts proceed in future, have some leverage over the degree of
success and payoffs from new entry.

Any structural response would seek to address the factors which enable generators to
successfully implement inefficient price discrimination strategies. At this time, the
Authority considers that a structural response would be disproportionate. It is also
unlikely that structural changes could be implemented in advance of contracts with the
potential for inefficient price discrimination being entered into in the near future.

Problem definition

Tiwai contract price raised questions

Upon learning about the pricing of the Tiwai contracts, negotiated at a ‘headline’ price
(before rebates) significantly below forward prices for the term of the contract, the
Authority became concerned with the generators’ motivations to enter these contracts
and whether the contracts were consistent with the efficient allocation of electricity, the
integrity of pricing signals, and the long-term interest of consumers.

The Review highlighted the impact of NZAS’s stay/go decisions on future prices of
electricity, and raised the possibility of material adverse consequences for all other
consumers in the event that NZAS’s decision to stay was conditional on receiving
subsidised supply. This strategy was enabled through price discrimination.

The Issues Paper used these contracts to provide an illustration of how price
discrimination may, in some cases, be neither efficient nor in the long-term interests of
consumers. The Authority estimated the potential efficiency costs to be in the order of
$57 million to $117 million per annum. Generators may be willing to subsidise NZAS
because NZAS had a credible threat of exiting, and the reduction in national demand if
NZAS exited would reduce generators’ collective spot market revenues by as much as
$850 million per year®, more than offsetting any subsidy.

The intention of the Issues Paper was to raise the issue of how generators may be
incentivised to employ price discrimination as a rent-seeking device and to seek
feedback on the potential issue. Rent seeking is situation where an entity seeks to
capture more wealth for itself without adding to, and potentially destroying, wealth to
society - by way of a sophisticated form of economic withholding. Generators effectively
withhold supply to consumers by supplying electricity to a large load user that would
otherwise have exited (or not entered the market) if they faced the true direct value of
that electricity.

9 page iii, Long-form report (ea.govt.nz)
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4.5. The underlying rationale considered in the Issues Paper for such behaviour by
generators is the scope to increase the share of producer surplus, which would be at the
expense of consumer surplus. The generator’s forgone revenues from supplying the
large user at below the best alternative price, arising in the case of inefficient price
discrimination, can be thought of as the ‘real cost’ that a producer is prepared to pay or
expend to increase its overall return.?

4.6. Further investigation of the Tiwai arrangement highlighted to the Authority a number of
broader concerns beyond just the contract price:

(a) All generators, not just those in a direct commercial relationship with NZAS, have
financial incentives to retain or attract very large load users with potentially low
willingness-to-pay. This suggests that the direct contract revenues generators earn
from that large customer are not the only incentive to subsidise a large load user.
Rather, it could be said that generators are willing to subsidise large users directly,
in exchange for a commitment to consume some minimum load, because the
resulting increase in aggregate demand raises price for inframarginal consumers
as a result of more expensive generation being required to satisfy the additional
demand.

(b) The contract had restrictions on the large load user’s ability to on-sell the electricity
which adds weight to the possibility that the direct value of the contract to the
generators is less than the best alternative price of the electricity in the event of the
load user exiting.!t

Q2 Do you agree that where there are restrictions on reselling by large users who are
in a position to threaten exit, the Authority should have a concern to examine
whether the expected overall value of the contract to the generator is less than the
best alternative value in the absence of the contract?

Problem definition

4.7. The Authority’s concern is that the preferential terms (most notably the lower cost of
electricity'?) could constitute a subsidy designed to bias extremely large load users’,
notably NZAS’s, decision to ‘stay’, as a means for the generators to retain load and
thereby elevate prices for other consumers. The ability to influence price is evidence of
market power, and the Authority wishes to satisfy itself that this potential is not being
used by generators to compromise overall consumer benefits.

10 See Motta, 2004, pp 44-45.

111t is recognised that restrictions on reselling are necessary to enable efficient (and inefficient) price discrimination
strategies (see Varian (1989). However, the expected value of restrictions on resale is only positive to the
generator, at the time the contract is agreed, where the contract price is less than the opportunity cost of the bundle
of electricity in the event of exit or non-entry. Assume the price the electricity is contracted to the large load user is
at or above the expected price of that electricity in the event of that large user leaving. In this situation the
generators are better off allowing reselling in the event of exit — they would expect the contract price they have with
the large load user to be higher than what they expect to be able to sell it for in the event of exit. The restriction on
reselling only protects generators’ interests where the contract price is below the expected price of the said
electricity in the event of an exit. This example is binary in its treatment of stay/go decisions. A large load user might
reduce operations and on-sell the surplus energy covered by the agreement, and this could be disadvantageous to
the generators. However, the interests of generators could be protected from this eventuality by having different
prices for various tranches of consumption. The current Tiwai arrangements has two levels of consumption
provided for.

12 |n addition to preferential price, in one offer made to NZAS, a number of generators each offered NZAS a
“transmission underwrite” to induce them to stay in New Zealand. This offer was referenced by Neil Barclay in a
briefing to investors in July 2020. Meridian-Investor-Briefing-10-July-2020-Live-Transcript.pdf
(meridianenergy.co.nz)
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4.8.

4.9.

4.10.

4.11.

Generators may have incentives to supply large load users, such as NZAS, at prices
below the ‘the best alternative value’ (ie, what the generator, acting rationally, could
reasonably expect to earn over the duration of the contract, for the volume of electricity in
the contract and other resources allocated to support the contract, in the absence of the
contract and taking into account any credible threat to consumption) where:

(a) An extant user can make a credible threat to consumption*?, and

(b) because of the sheer scale of their load demand, the user’s decision to make a
credible threat to consumption would have the effect of materially changing
national supply and demand conditions and would therefore impact the prices paid
by all other (unhedged) consumers and the revenues received by generators.

The Authority is seeking to gain assurance that in future generators will not employ price
discrimination as a rent-seeking device when negotiating large contracts with load users.
The specific concern is future contracts could be used by generators to provide subsidies
to influence exit, non-entry, reduction in consumption, or non-expansion decisions by
very large energy consumers, so as to enable generators to increase their profits from
other consumers.

The subsidy in this case is from generators offering electricity at a price below what they
would otherwise reasonably expect to earn from it, taking into account any other relevant
direct value components of the contract (eg, location and load profile, transmission
constraints, demand response,). The mechanism and generators’ motivations are not
dissimilar to physical withholding, but instead of spilling water, the electricity is sold at a
subsidised price to a large load user that would otherwise exit (or not enter) the market*“.

Inefficient price discrimination enabling this form of rent-seeking behaviour will
compromise efficient outcomes in at least three ways:

(@) some consumers may consume less electricity than they otherwise would because
they face inefficiently high prices. (Moreover, all consumers will pay more than
they otherwise would, reducing their ability to save or consume more of other
goods and services.)

(b) the large load user may wastefully consume too much electricity, because they
face inefficiently low prices that are not reflective of the costs of production.

(c) The resultant market prices may distort signals for investment in generation and
electrification, thereby compromising the efficient transition to a low emissions
economy.

Q3

Do you agree with the problem definition? If not, why not?

13 See para 1.16(a)

14 Generators’ may be incentivised to intentionally spill so as to withhold supply and increase net revenues. A similar
outcome can be achieved through supplying a large load user at a price which induces the load user to stay (or
enter), and is below the opportunity cost. Generators may be incentivised to subsidise the cost of electricity for
these large users when the cost of the support necessary to ensure the load users stays (or enters the market) is
more than offset by the higher prices paid by other consumers.
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Other forms of possible price discrimination outside of scope

4.12. Due to the Issue Paper’s discussion document status, the Authority took the opportunity
to invite market participants to comment on other forms of inefficient price discrimination
that might be occurring elsewhere in wholesale electricity markets. Section 6.10 of
Issues Paper, for example, notes that the problem identification in the Issues Paper is
focused on the Tiwai contracts. It goes on to acknowledge the possibility of Inefficient
Price Discrimination happening elsewhere in the sector; including Over The Counter
(OTC) derivative agreements between independent retailers and large generator-
retailers, and Power Purchase Agreements (PPAs) between independent generators and
large purchasers.

4.13. Some submitters, most notably independent retailers, claimed that OTC hedges were
either unavailable to them or more costly than can be justified. However, the submitters
did not provide sufficient new evidence in support of these claims to justify expanding the
scope of this investigation to include OTC contracting between generator-retailers and
independent retailers. However, the efficiency of OTC markets will continue to be
monitored a part of the Authority’s on-going hedge market development programme.

A very limited number of contracts have potential to increase market prices
by means of inefficient price discrimination

4.14. At this time the Authority’s concern with inefficient price discrimination is limited to very
large contracts which, while low in number, due to their size, have a significant impact on
national prices, and the consequences for allocative efficiency and consumer outcomes
could be severe. Specifically, the Authority’s concerns only arise for contracts (or a
series of contracts) that influence consumption decisions because they are sufficiently
large to materially increase spot and forward prices faced by other consumers.*®

4.15. At the time of writing the Authority is aware of a number of large contracts which are
being contemplated, which are of a sufficient scale to potentially raise inefficient price
discrimination concerns. It therefore considers it necessary to address this problem
immediately.

4.16. Participants who have evidence of other forms of price discrimination which may not be
efficient or in the long-term interests of electricity consumers should not hesitate to
contact the Authority.

Means of mitigating the Authority’s concerns that such contracts are
inefficient

4.17. The Authority’s concerns are that the types of contracts being discussed in this paper
may be inefficient, unless:

(@) the value of the contract to the generator is at or above the generator’s best
alternative value taking into account any credible threat to consumption and the
relevant value components of each option (such as location, load profile, demand
response, price separation, price pegged to profitability, other forms of financial
support provided by the generator); or

(b) The large load user to the contract can reduce its consumption under the contract
and resell that unused electricity in the wholesale market without being subject to
any worse terms than if it had consumed the quantity of electricity itself. That is,
there are no restrictions in the contract which make the contract price for any
volume contingent on the large user consuming the electricity itself.

15 New Zealand consumption less NZAS consumption was in the order of 36,800,000 MWh for 2019. On this basis
every $1/MWh increase in spot prices will increase generators’ spot revenues by approximately $36M per annum.

16 varian (1989) demonstrates that preventing resale is a necessary condition for enabling a price discrimination
strategy.
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4.18. Demonstrating to the Authority that the value of the contract to the generator is above the
best alternative value for that quantity of electricity, in the event of a credible threat to
consumption (conditions (a)) would satisfy the Authority of no subsidy and that the
electricity is being allocated efficiently. Demonstrating that the large load user can trade
the electricity, and not be required to consume it to receive the contract price (condition
(b)), would give the Authority assurance that, even in the event of a subsidy in the
contract, there were no anti-competitive barriers to the efficient allocation of electricity.

Q4 Do you agree that for the types of contracts the Authority is interested in ensuring
the efficiency of (very large contracts which have the potential to shift market prices for
other consumers), they will prima facie be inefficient if:

a) the value of the contract to the generator is below the generator’s best alternative
value taking into account any credible threat to consumption and

b) the large load user is not able to on-sell any consumption under the contract it
forgoes and remain subject to the same terms as if it consumed the electricity
itself?

Best alternative value is the relevant hurdle for demonstrating an
arrangement is efficient

4.19. The ‘best alternative value’ (ie, what the generator, acting rationally, could reasonably
expect to earn over the duration of the contract, for the volume of electricity in the
contract and other resources allocated to support the contract, in the absence of the
contract and taking into account any credible threat to consumption) — is the appropriate
benchmark against which to measure the allocative efficiency of a trade. Resources
allocated in this way will tend to go to their highest valued use, which is consistent with
maximising society’s welfare— otherwise resources could be re-allocated to increase the
gains from trade.!’

4.20. The reliance on best alternative value, is a measure of opportunity cost and an indicator
of the efficient allocation in other contexts across the electricity sector. For example, to
be efficient, dispatch offers by generators ought to include an opportunity cost for the
fuel, not simply the marginal, incurred cost. Internal transfer pricing methodologies used
by generator-retailers are tied to forward prices, which serve as a proxy for the
opportunity cost as they are a measure of the price at which the electricity could have
been sold to a third party. Incorporating opportunity cost (best alternative value) in this
manner ensures that generators’ offers are efficient through time, and competition is
promoted between vertically integrated and independent retail businesses.

4.21. Using the Tiwai arrangement as an example, a further and material consideration in that
case was whether the relevant alternative prices should be those for when NZAS has
exited or those embodied in prices when NZAS is understood to be ‘staying’ in the
market. The latter being more reflective of the costs of having NZAS and all other
demand in the market, with a greater reliance on higher-priced thermal generation.
However, the prices on exit are more reflective of the best alternative value for the
generators. In principle the latter should incorporate expectations regarding generators’
ability to develop additional load over the lifetime of the contract.

4.22. In making a determination of the delta between the contract value and the best
alternative value on exit, regard must be had to relevant value components such as
location, the realised price of the entire volume of electricity - the value of the specific
volume of generation — and any other distinctive values of the contract or relationship.

17 See page 6, Bidding in Energy-only Wholesale Electricity Markets, Yarrow and Decker 2014.
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4.23.

4.24.

4.25.

Direct value components need to be recognised

Taking into account direct value components including the contract price and additional
value components is appropriate when assessing the value of the contract to the
generator. For example, where the best alternative value is assumed to be selling the
electricity on the ASX futures, it is legitimate to make allowance for direct value
components in the contract including, but not limited to:

(a) prices for baseload futures contracts over the period covered by the contract
(b) node location

(c) load profile differing from base load

(d) demand response provisions

(e) price separation provisions

()  clauses ‘pegging’ the electricity price to the trading conditions facing the large load
user (eg, electricity price is linked to the price of aluminium)

(g) value of maintaining an uninterrupted commercial relationship with the load user
(h) relative differences in counterparty risk

(i)  any other form of financial inducements or benefits associated with the materially
large contact.

When assessing the value of the contract to the generator and the generator’s best
alternative value, in both cases the scope for the benefits should be limited to the direct
benefits the generator might reasonably expect. Importantly, these calculations should
expressly exclude any financial benefits the generator might expect to enjoy across their
wider business as a consequence of the contract eg, higher prices from other
consumers. The justification for excluding these “portfolio” benefits is because in a
competitive market a generator cannot influence prices. However, transactions of the
size being contemplated will, by definition, impact regional and national prices.

A key principle in this regard is that the analysis should focus on the direct value of these
contracts at the time of negotiation and not what they proved to be worth given
subsequent events. For example, the Authority disagrees with the argument made in
some submissions that the Tiwai contractual arrangements are efficient because of the
subsequent increase in global aluminium prices and therefore NZAS’s willingness to pay
will have increased since the contract was signed. Such an approach would introduce
hindsight into the evaluation of decisions. Rather, the Authority considers it is more
appropriate to recognise and explicitly price the option value to generators of providing
short term support during a downturn in the commadity cycle in exchange for the
potential for higher prices from the load user when trading conditions improve.

b)

Q5.

Do you agree with the principles:

the relevant counterfactual against which to assess the value of the contract to the
generator is the best alternative value taking into account any credible threat to
consumption?

direct value components of the contract including and in addition to the contract
price should be recognised and taken into account when assessing the value of the
contract to the generator, so long as the generator can value them in a transparent
and credible manner?

the value to the generator from increases in prices to other consumers as a
consequence of the contract should be excluded from the assessments of the
value of the contract to the generator?
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d)

the assessment should be made at the time the offer was made (or extended or
renegotiated by the generator) on the basis of information in the immediate lead up
to the generator signing the offer or contract?

4.26.

4.27.

4.28.

4.29.

4.30.

The Authority’s view on price discrimination

Price discrimination can be a legitimate practise for increasing society’s wealth. Price
discrimination enables producers to capture a greater surplus through trade, so that they
can recover fixed costs in capital intensive industries and are incentivised to increase
welfare-enhancing production for the long-term benefit of consumers. However, price
discrimination can also enable rent seeking by producers which destroys welfare — the
Authority refers to this as “inefficient price discrimination”.

The specific concern, which the Tiwai contracts raise, is the prospect that contracts could
provide financial incentives which influence the exit (or entry) decisions of very large
electricity consumers on uneconomic terms, and in doing so, enable generators to
increase their profits from other consumers.

Background

Price discrimination is typically understood as a mechanism by which producers obtain
greater producer surplus by charging different consumers (or consumer groups) different
prices.'® The option to employ price discrimination will always improve producer welfare
because it expands the choice set for producers, as a single uniform price is a subset of
multiple prices eg, multiple prices charged to different consumers or consumer groups
could all be set to the same single value. The implications of price discrimination for
consumer surplus are more ambiguous.

As noted by submitters, price discrimination is generally understood to be of one of three
forms:

(a) First degree (‘perfect’) price discrimination — each consumer is charged exactly
their willingness to pay (WTP) for a good or service, making the consumer
indifferent between consuming and not consuming the good or service and
simultaneously maximizing producer surplus from each sale;

(b) Second degree price discrimination - rather than specifying a different price for
consumers of a given type the producer specifies a family of prices that varies with
some attribute (or attributes) of the product being sold. Consumers then self-select
which price to pay by selecting a product with given attributes. For example,
different prices may be applied when consumers buy different quantities of a good
or service, or a consumer purchasing airline services may opt for first class,
business class or economy (coach) class travel;

(c) Third degree price discrimination - consumers are partitioned into different ‘types’
using some observed characteristic and each type is charged different prices. The
Tiwai contracts are a form of third degree price discrimination.

Price discrimination is typically considered in contexts where a firm has a degree of
market power and can set prices for the different consumers or different ‘bundles’ of
goods, and consumers are price-takers. (Conversely, one could consider a situation
where a producer provides a given gquantity to each sub-market and the prices are then
determined by some bidding mechanism.)

18 See for example Nicholson (1985), Tirole (1988), Varian (1989), Motta (2004), and Fumagalli, Motta, and Calcagno

(2018)
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4.31.

4.32.

4.33.

4.34.

4.35.

4.36.

4.37.

The exact mechanism by which prices are determined is an important concern in
discussing how generators use price discrimination as a rent-seeking device. A key point
is that in standard price discrimination analyses firms have considerable latitude over
how to price for the sub-markets or for the distinct groups of consumers. We will return to
this point when we discuss price discrimination in the New Zealand wholesale market.

In conventional economic analysis of price discrimination® the marginal revenue from
the last unit sold in each market will equal the marginal cost of producing that unit.20
Following on from insights first provided by Ramsey (1928) the optimal mark-up of price
over marginal cost for sub-market i will vary depending on the demand elasticity of the
sub-market. Although marginal cost equals marginal revenue for each sub-market, the
resultant prices that optimise profit will differ across markets when the demand
elasticities for the sub-markets differ.

When perfect (‘first degree’) price discrimination is possible, consumers will consume
exactly the amount that they would if a benevolent central planner was allocating goods
and services — though each consumer would pay the equivalent of their upper bound
willingness-to-pay and there would be zero consumer surplus. In ‘the real world’
consumers’ willingness to pay are unobserved and can only be inferred imperfectly, thus
it is a priori unlikely that price discrimination will replicate a perfectly ‘efficient’ outcome —
perfect price discrimination is a useful theoretical benchmark, but is not generally
feasible in practice.

It is theoretically possible for price discrimination to enhance overall welfare by
expanding the array of consumers that are served. For example, under ‘first degree’
(perfect) price discrimination, consumers that would be priced out of the market (if there
were a single market price) would now be able to purchase the good at a price tailored to
their specific willingness to pay, which is above the supplier’s best alternative value.
However, price discrimination can also be used for rent seeking by suppliers.

Varian (1989) notes three conditions required to successfully implement price
discrimination: i) market power so that the seller can set prices in some fashion; ii) the
ability to sort consumers; and iii) the ability to prevent resale. Restrictions on resale are
essential for executing a price discrimination strategy, otherwise customers with access
to lower prices could on-sell to those that face higher prices.

Varian (p. 599) notes that central questions for microeconomists and regulators are “To
what degree does price discrimination of various types promote economic welfare?” and
“What types of price discrimination should be encouraged and what types discouraged?”

Price discrimination mechanisms in the electricity wholesale market

Prices for electricity in the New Zealand wholesale market are determined through a
number of mechanisms. Spot prices for 30-minute trading periods are determined
through the offer behaviour of generators in tandem with the load demanded by
consumers, with prices mediated by the system operator dispatching generators to meet
said load at lowest possible cost. Generators, retailers, consumers and others can
bilaterally agree forward prices in physical supply contracts and contracts-for-difference
(CFDs), such as futures traded on the ASX or more bespoke contracts traded through
over-the-counter markets. These forward contracts in effect overlay the incentives
(revenue and costs) of electricity provided by the spot market at different frequencies and
time horizons.

19 For example, production sets are assumed to be convex, with no indivisibilities.

20 |f marginal revenue (MR) does not equal marginal cost (MC) in a given market (MR#MC) then profits can be
increased by reducing output if MC>MR and by increasing output if MC<MR. If MR(i)#MR(j) for sub-markets i,j then
profit could be increased by reallocating sales between the two markets.
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4.38.

4.39.

4.40.

4.41.

4.42.

4.43.

As noted earlier, price discrimination usually reflects firms with a degree of market power
setting various prices for different consumers. In the New Zealand electricity market,
generators have the ability to offer derivative prices at which they are prepared to
transact, while spot prices are determined by the mix of offer prices and offer quantities
from generators and load demanded by consumers. Given standard assumptions about
the efficiency of financial markets, derivative prices should reflect expectations about the
evolution of spot prices over the horizon relevant for the derivatives, with appropriate
adjustments for risk.

Price discrimination for extant consumers that are not entering or exiting the market does
not influence the returns from inframarginal consumers. It is consumers that are
considering exiting the market and prospective consumers that influence aggregate load.
As NZAS is such a large consumer of electricity it has a material impact on load and
hence on pricing in the spot and forward market.

As mentioned above, most price discrimination analyses implicitly assume that the seller
can optimise the price set in each of the sub-markets. In the wholesale electricity market
spot prices are not determined directly, but are the result of the complicated interplay
between load (demand) and offer pricing (supply). In the Tiwai context, the contract-for-
differences negotiated between Meridian and the NZAS (and implicitly supported by the
contract between Contact and Meridian) may have changed the financial incentives of
NZAS and facilitated NZAS remaining in the market for longer than might otherwise have
occurred. The ability to influence aggregate load provides the generators with the
mechanism to affect prices for all consumers?:,

Difficulties in measuring willingness to pay

NZAS’s decision to remain in the market — as made at the time of the contract with the
information then available — would have been inefficient if the expected returns to NZAS
(as represented by their average, discounted willingness-to-pay for the contract) may
have fallen below the cost of meeting that supply. Potentially, NZAS may not have paid
enough for the electricity being consumed to compensate for the system costs of
generation. Determining whether the negotiated price falls below an appropriate estimate
of the system cost is difficult because the negotiated price should be some average of
discounted future prices as modified by risk and dependent on the information set
available at the point at which the contract was made.

The appropriate sequence of expected spot prices also needs to take into account
locational factors that influence pricing. A natural way to consider these adjustments is to
use financial prices to estimate these quantities, eg, using futures prices (such as those
priced at Benmore) together with financial transmission rights (FTRs) between
Invercargill (INV) and Benmore (BEN).2

Given the upper bound on a user’s willingness to pay is only observable if they exit, it is
difficult to determine whether a contract price (adjusted for distinctive features of value to
the generator) that is below the best alternative price of the electricity is inefficient, as all
we can imply is the upper bound of the user’s willingness to pay is above the contract
price but not necessarily the best alternative price.

An alternative approach is to focus on generators’ incentives

21 Generators can also influence aggregate supply through their offer behaviour including through consideration of
opportunity cost of supplying today versus the future, or through economic withholding. The interplay between
economic withholding and opportunity cost is opaque due to the varying assessments of opportunity cost.

22 FTRs are not widely traded and so the extent that they properly reflect assessments of location price differences
might be questioned. Nevertheless, these are the financial prices that are readily available to estimate locational
price separation.
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4.44.

4.45.

4.46.

4.47.

4.48.

5.2.

An alternative approach, and the one proposed in the Code amendment, to test the
efficiency of a contract is to consider generators’ incentives, and ask why they would be
willing to supply (or insure, in the case of a CFD) electricity below the value of the
generator’s best alternative. If the value of the contract to the generator is below the
value of the generator’s best alternative, it is reasonable to assume that the generator’s
decision to supply is motivated by rent seeking of the type being discussed here.

The Authority’s analysis of the Tiwai offers and the resulting contract, is that the contract
has the potential to be inefficient. More importantly, the generators had incentives to offer
far lower prices than was agreed and could in fact have done so if they had not agreed
on the price as it currently stands. These lower offers have the potential to be well below
the best alternative price of the electricity in the event of exit, and there is the possibility
that offers at this level could be considered in future. The incentive amongst all
generators to preserve revenues from inframarginal customers through subsidizing a
large load user is further evidenced by other major generators, none of which were
parties to the latest Tiwai contracts and therefore had no direct revenue relationship with
NZAS, contributing transmission underwrites in an offer made to NZAS in early 2020.23

Disposal costs

A key observation is that generators would never subsidise a load with prices falling
below marginal cost if free disposal was possible — that is, if a generator could spill water
at zero cost, they would never choose to incur the cost of using that water to supply
electricity to a very large load user at a price below cost. However, if free disposal is not
possible (or is limited in scope), then the producer may countenance selling at a loss to
avoid the disposal cost.

Since the Electricity Authority’s decision about the 2019 undesirable trading situation
(UTS), it is apparent that there are constraints on generators ability to freely dispose of
water, ie, at least some limits on economic withholding. Selling electricity below cost to a
large industrial user may be a more sophisticated and lower cost way of implementing
economic withholding, with the intention of bolstering aggregate prices. However, the
economic efficiency and wealth transfer considerations are common in both cases.

In contrast with physical spilling, the withholding of electricity in this way generates
revenues from sales to the large user (though less than the best alternative price). But,
similarly to physical spilling, disposing of water in this way creates potentially significant
costs to the generators in the form of breaches of existing (and future) Code and
(perhaps more importantly) the threat to generators’ social license, and consumers’ and
investors’ confidence in the design and structure of electricity markets.

Problems with the existing arrangements

Under the current Code, there is no obligation on generators to disclose to the Authority
large contracts or any associated information supporting their pricing and structure. If it
wanted to learn more about these contracts, the Authority would need to rely on its
powers under section 46 of the Electricity Industry Act 2010 (which can only be exercised
for one of the purposes set out in section 45 of the Act) to require information from a
generator to gain visibility of all of the contractual terms and rationale.

In the event of the Authority discovering a potential case of inefficient price
discrimination, it is not obvious that there is any means of correcting or penalising
generators and therefore disincentivising this form of rent seeking:

(a) there are no provisions in the Code which prohibit contracts that result in inefficient
price discrimination;

23 Meridian-Investor-Briefing-10-July-2020-Live-Transcript.pdf (meridianenergy.co.nz)
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6.2.

(b) the trading conduct rules do not apply as they only apply to the spot market; and

(c) compared to the proposed Code amendment below, the UTS provisions are
reactive so may not be as practical to address and disincentivise inefficient price
discrimination.

Issues raised in submissions

The focus in this section is on the key issues raised during the consultation process.
Having considered the arguments, the Authority considers that inefficient price
discrimination, of the type raised by the most recent Tiwai arrangements, is a pressing
issue which may justify intervention.

The following provides a brief summary of the major issues raised by submitters, and the
Authority’s response.

Issue raised by submitters
Any competition and efficiency concerns raised by the Tiwai contracts are a symptom of
a more fundamental problem with market structure and power.

Authority’s response

Inefficient price discrimination in the wholesale market is the “first cab off the rank” in
response to the observations made in the Wholesale Market Review. The response to
inefficient price discrimination will form part of a wider work programme which will be
reflective of other observations made in the Review, as well as supporting the transition
to a low emissions energy system.

The Authority is of the view that progressing its response to inefficient price
discrimination, as quickly as feasible, and ahead of the wider response to the Wholesale
Market Review is a priority. Our analysis suggests the inefficiency could be very large,
the arrangements have material implications for consumer outcomes, and there is a risk
of similar arrangements being negotiated in the near term and which could further embed
these consequences for decades.

Issue raised by submitters
Inefficient price discrimination is happening elsewhere in the sector.

Authority’s response

Some submitters, most notably independent retailers, claimed that OTC hedges were
either unavailable to them or more costly than can be justified. However, these
submitters did not provide sufficient evidence in support of these claims to justify
expanding the scope of this investigation to include OTC contracting between generator-
retailers and independent retailers. The efficiency of OTC markets will continue to be
monitored as part of the Authority’s on-going hedge market development programme.

Issue raised by submitters

The Tiwai contracts have distinctive features and occurred at a unique point in time.
Therefore, no enduring intervention is required and the work stream should not be a
priority for the Authority.

Authority’s response

The Authority acknowledges the unique circumstances contributing to the current terms
and conditions pertaining to the current Tiwai contracts. However, the Authority is of the
view that the broader issue highlighted by the Tiwai contracts will persist into the future.
Market confidence and the long-term interests of consumers are best served by
addressing this issue now:
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e Generators continue to have a commercial incentive to price electricity on very
large contracts tied to consumption at below opportunity cost, rather than risk
losing the demand

e Contracts of sufficient size to be of a possible concern are currently being
contemplated

e The resolution of transmission constraints won’t mitigate the risk of inefficient
outcomes fully.

That said, the low incidence of these arrangements ought to be recognised in formulating
an appropriate Code response. Any response needs to be targeted at the specific
circumstances in which the problem can arise, notably very large contracts with the
potential to materially impact generators’ revenues from spot markets and other
consumers. This targeted approach to assessing interventions will minimise uncertainty,
economise both compliance costs facing industry and administration costs incurred by
the Authority, and mitigate the potential for unintended consequences.

Issue raised by submitters
Problem not defined precisely or consistently.

Authority’s response

The Authority’s paper on Inefficient Price Discrimination was an Issues Paper and not a
consultation paper proposing a specific Code change. Issues papers and the resulting
submissions are intended to assist the Authority in determining whether there is a
problem worth pursuing; shaping and more precisely defining that problem; short listing
and refining possible interventions; and determining whether a cost-effective intervention
exists. The articulation of a precise problem definition is not critical at the Issues Paper
stage.

That said, the Authority is of the opinion that the problem definition was sufficiently
precise for the purposes of an issues paper - that generators have rent seeking
incentives to provide electricity to very large load users at prices below the opportunity
cost?* of that electricity, because the revenues they earn from higher spot and forward
prices as a result of the contract exceed the subsidy. See the Problem Definition section
of this paper for a more fulsome discussion.

The Authority does not agree with Meridian’s suggestion that the Authority and its two
independent reviewers have inconsistent opinions on the nature of the problem?.

Issue raised by submitters
Analysis not grounded in the extensive economic literature.

Authority’s response

The Authority does not agree with Meridian’s suggestion that the test of whether price
discrimination is efficient is simply an increase in the consumption of the output being
produced (electricity). Rather, the economics literature suggests that it is necessary to
show:

e anincrease in output, and

24 Opportunity cost is the value of the next-best alternative when a decision is made. In the Tiwai context it is the value
the generators would have ear