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Submission on Default Agreement for Distribution Services

Introduction

1. This is Vector's submission on the Electricity Authority’s (the Authority)
Consultation Paper on the Default Agreement for Distribution Services,
released on 26 January 2016.

2.  Vector's contact person for this submission is:

Richard Sharp
Head of Regulatory

Richard.Sharp@vector.co.nz

3. No part of this submission is confidential and we are happy for it to be made
publicly available.

Executive summary

4. The Authority proposes to regulate the contractual terms for distribution
services between distributors and retailers through a Default Distribution
Agreement (DDA). If implemented, the DDA will override all existing
distribution arrangements, and parties that have already signed distribution
agreements will be required to re-contract.

5.  The Authority has not satisfactorily addressed serious concerns raised in earlier
submissions on its (then) proposed model Use of System Agreement (model
UoSA)! about its mandate to impose standardised terms, or the need for them.

6. The mandating of such a high number of prescriptive contractual terms of
supply results in the Authority’s proposal extending into matters squarely
covered by the Commerce Commission’s (the Commission’s) jurisdiction for
regulation of price-quality standards under Part 4 of the Commerce Act 1986.

1 See both More standardisation of UoSAs — consultation paper, Response to legal/process issues raised
in submissions, 14 November 2014, and More Standardisation of UoSAs, Response to submissions;
Electricity Authority, 24 February 2014; page 22 ‘Assessment of core terms’



Section 32(2) of the Electricity Industry Act 2010 (the Act) prohibits the
Authority from regulating anything within the Commission’s jurisdiction under
Part 4, which means the Authority does not hold jurisdiction to impose the DDA
even if there was a reasonable case to do so.

7. In addition, as a matter of basic statutory interpretation, if there was an
intention for the Authority to be able to override commercially negotiated terms
through imposing standardised terms, the Act would need to expressly provide
for this power (as it has clearly done for equivalent transmission agreements).

8. In any event, there is no longer any clear case for regulatory intervention on
the basis of limited retail competition. The Authority appears to be continuing
to operate under a concern about retail competition held since it first
commenced the model Use of System Agreement (UoSA) work stream. What
the evidence now before the Authority reveals is a level of retail competition
that questions both the case for, and scale of, regulation now proposed by the
Authority.

9. The reality of the 2016 retail market also undermines the Authority’s
contention that the natural monopoly position of distributors is inhibiting
competition. The status quo cannot credibly be argued to result in negative
outcomes for consumers. On the contrary, we are seeing growing, and
increasingly innovative, competition in Auckland and Vector has successfully
negotiated a UoSA with 21 retailers now operating on Vector's Auckland
networks. The Authority continues to overlook evidence previously provided,
including the Sapere Research Group’s independent report on the matter?
(Sapere Report). This report and Vector's previous submissions demonstrate
that the differences Vector and retailers negotiated into their UoSAs relative to
the model UoSA do not impact on transaction costs or act as barriers to entry
or expansion in the retail electricity market. A number of these changes have
been expressly designed to enhance the security and reliability of the network
and cannot be characterised as having had any detrimental effect on retail
competition. Other changes have been included at the instigation of the retailer
to better meet that retailer’s operational requirements.

10. We do not believe that regulatory intervention will benefit consumers and in
fact think it is likely to inhibit innovation and competition - to the long-term
detriment of consumers. The robust consultation and negotiation process
Vector has had (and continues to have) with retailers has resulted in a sound
and balanced agreement. New entrants are, in effect, able to ‘free-ride’ on this

2 Economic analysis of variations between the Vector Use of System Agreement and Model Use of System

Agreement, 18 March 2014.



11.

12.

rigorous development process. There are also clear advantages of flexibility
and the freedom to tailor agreements to the specific needs of the parties.

Our initial® comments on the Authority’s specific proposed amendments to Part
12A of the Electricity Industry Participation Code 2010 (Code) and to the
provisions of the DDA are attached at Appendix 1.

To address the Authority’s concern that not all distributors have a signed UoSA
with their retailers, we recommend that the Authority amend part 12A to
prescribe a deadline for all distributors to have signed distribution agreements
in place. If the Authority still considers standardisation is desirable to assist
with meeting that deadline, then it is best achieved voluntarily through industry
collaboration, which could be facilitated by way of an Authority supported
initiative.

Jurisdiction

13.

14.

15.

Vector (and others) have previously raised concerns about the lack of
jurisdiction of the Authority to regulate UoSAs, because of the clear overlap
with the Commission’s jurisdiction to undertake price-quality regulation of
electricity lines services under Part 4 of the Commerce Act*. The Authority’s
response was that it would review each term and form a view and not include
any terms which deal with matters that the Commission authorised or was
required to regulate. As an example, the Authority indicated that while the
regulation of certain matters such as connection standards and liability may
not be price-quality regulation, the regulation of service standards could
arguably be price-quality regulation?.

This does not satisfactorily respond to the issue. A contract must be read as a
whole, rather than a collection of severable clauses, some of which can simply
be removed. A contract for the supply of distribution services necessarily
governs the quality of supply, and clauses dealing with aspects such as liability
are inextricably intertwined with the quality of service provided, the fees for
that service, and the allocation of risk in relation to that service.

It is simplistic to suggest only certain terms may overlap, and the jurisdictional
concerns can be resolved by simply removing certain terms from the DDA. The
Authority has removed the service performance reporting provisions that were

3 Given our views on jurisdiction and process, we have endeavoured to limit our comments to certain

key points and this is not a complete list of all drafting comments.

4 Vector Submission on More Standardisation of model use-of-systems-agreements, 20 May 2014: para

8

> More standardisation of UoSAs - consultation paper, Response to legal/process issues raised in

submissions,; Electricity Authority, 14 November 2014: para 3.5

3



16.

in the model UoSA® on the grounds it is able to be regulated by the
Commission. However, the Authority has not removed the service standards
and service guarantee payment regime, requiring distributors to notify retailers
of any breach of a service level, and to pay any applicable service guarantee
payment. These provisions directly relate to the quality of the distribution
service, which is already regulated by the Commission.

Vector remains concerned that the Authority has not adequately addressed the
previously raised concerns of submitters that if Parliament intended for the
Authority to have the power to impose standardised terms it would have
expressly provided for this. Section 44 of the Act specifically permits the
Authority to set default terms for transmission agreements “without limiting
section 32”. The reference to section 32 simply means that in addition to
setting benchmark terms for transmission agreements, the Authority can
exercise section 32 to include other provisions in the Code relating to
transmission arrangements. It cannot be read (as Vector understands the
Authority has done) as providing a wider power to also set default terms for
distribution agreements. If Parliament intended for the Authority to set default
distribution terms, Parliament would have expressly provided for default
distribution terms as it did for transmission terms in the Act.

There is no need for further regulatory intervention

Contract variation is evidence of good commercial negotiations

17.

18.

When the Authority first published its model UoSA, it was signalled as a starting
point to provide guidance for commercial negotiations. In that context, many
distributors and retailers began developing and negotiating their own fit-for-
purpose UoSAs in good faith. However, the Authority has expressed concern
at the extent to which these UoSAs vary from the model UoSA.

Deviation from the model UoSA is not evidence of a failure of the process but
shows that parties have successfully negotiated terms that reflect their
individual needs and the unique characteristics of each individual network and
retail business. Parties to a commercial agreement are best placed to negotiate
terms that meet their operational and commercial needs, including flexibility
to accommodate future innovation. A one-size-fits-all contract with uniform
standards has the potential to reduce service and product innovation and the
cost-effectiveness and efficiency of customer’s services. Though the Authority’s
proposed approach allows retailers and distributors to enter into alternative
arrangements, the freedom to develop such alternative agreements is
constrained by the amendments to the Code proposed by the Authority.

6 Model UoSA and DDA comparison: Schedule 1



19,

Vector's UoSA process allows retailers to seek terms that are tailored to their
individual circumstances. This means that we are currently negotiating the
seventh version of our UoSA. Each version of Vector’'s UoSA is published online
and easily accessible by retailers. Each retailer’s UoSA gives them the right to
“upgrade” to a newer published version of the UoSA if they want to. The fact
that no retailer has exercised this right to date, is itself evidence that retailers
are very comfortable with the form of the Vector UoSA that they have signed.

There is a high penetration of retailers in the electricity market

20.

21.

22.

23,

24.

The retail market is booming now more than ever. There are approximately
25 retailers trading electricity across the country and as at 19 April 2016, all
21 retailers operating on Vector's network have signed to its UoSA. For the
Authority to seek to justify that such extensive new regulation is needed in
order to promote competition is increasingly tenuous, particularly in the
context of a statutory objective of promoting reliable supply and efficient
operation of the market for the long-term benefit of consumers.

In addition to the 21 retailers that have signed to Vector’s UoSA, there are a
number of other retail brands trading on Vector’s network who provide further
choice and competition for consumers. These additional retail brands are either
wholly-owned subsidiaries of a retailer signed to Vector's UoSA, or they are
trading as a “white label retailer” via a commercial agreement with a retailer
signed to Vector's UoSA’. Vector's UoSA now recognises and caters for these
white label arrangements, but equivalent provisions have not been included in
the DDA.

Accordingly, there is no evidence that the natural monopoly position of
distributors is posing barriers to new entry or inhibiting competition in retail
markets.

New entrant retailers have commented on challenges of market entry. Small
retailers have reflected to Vector that challenges around entering the market
and competing effectively include compliance with the increasingly complex
Code, risks around exposure to the wholesale spot market, and the challenge
of satisfying prudential requirements. These challenges do not arise from the
UoSA negotiation process.

Vector places a high value on maintaining strong relationships with retailers.
We welcome the opportunity to work collaboratively with new retailers
interested in trading in the Auckland region and meet their interests. New
entrants are welcome to negotiate new terms with Vector, or forego incurring

7 Vector UoSA: clause 27A.



additional transaction costs and select the version of Vector’'s UoSA which suits
them best from those already negotiated with other retailers.

The DDA proposal does not benefit consumers

Consumers will face increased costs

25.

26,

27.

28.

The DDA proposal asks distributors and retailers to repeat negotiation
processes, for no commercial benefit to either party. Costs of these contract
negotiations will be borne as operational expenditure by distributors and
retailers. Vector considers operational expenditure allowances would be far
better spent further improving service to consumers.

Vector’s robust negotiation with retailers over the last few years has resulted
in a sound and balanced UoSA, which continues to be developed. We are
concerned that the DDA has not been through a similar process, and aside from
a limited ability to amend the operational provisions®, does not allow for similar
development. As a result, the drafting of the DDA is less than optimal in places
and it is difficult to assess the effect of some provisions. This creates
uncertainty and the likelihood of dispute, which will ultimately cost consumers.

For example, under Vector’'s UoSA, the performance obligations are linked to a
clearly defined standard of Good Electricity Industry Practice, which dovetails
with the force majeure regime and liability provisions. The DDA confuses this
by introducing a new concept of “reasonably resisted” in the force majeure
clause, and the concept of negligence to the liability regime.

Appendix 1 sets out our initial® comments on specific provisions of the DDA
and the proposed amendments to the Code.

Service standard regime not practical

29,

The service standards regime in the Vector UoSA works to ensure that those
consumers who are affected by a service level breach, can make a claim and
will receive the applicable service guarantee payment directly from Vector.
The DDA significantly shifts the onus in the regime to require distributors to
positively notify all service level breaches within 10 working days of becoming
aware of the breach and to pay each retailer the applicable service guarantee
payment. The retailer is then required to pass that payment on to its
customers after deducting an administration fee. This means that payments

8 The Authority has chosen to describe these operational terms as a ‘benchmark’. Any departure by

distributors from such terms in negotiations will lead to multiple appeals to the Rulings Panel from retailers

as they seek to reach the benchmark. Costs of these appeals will fall on the Authority, on retailers, and

on distributors; ultimately all three parties are funded by consumers.

9 See note 2 above



30.

will be made even where consumers are minimally impacted, such as during
outages which occur overnight, and where consumers are not impacted at all.
This will also result in a significant increase in the cost of administering service
guarantees, which will ultimately be borne by all consumers on a network. It
makes no sense for all consumers on a network to be subsidising payments
made to specific consumers who have suffered no real loss. This is an
inefficient reallocation when compared with the status quo and not in the long
term benefit of consumers.

Vector does not have visibility of exactly which ICPs at a low voltage are
affected by an outage, and therefore it is not technically or operationally
capable of notifying traders as described in the DDA. Implementing such
capability, if possible, will incur significant cost. Even if it were feasible for
Vector to comply technically and operationally, applying Vector's current
service guarantee payment for unplanned outages, the DDA regime will require
Vector to pay approximately $15 million per year to consumers. This is
significantly more than current customer initiated claims. Such significant
increase in annual costs will drive Vector to either:

a. ‘gold-plate’ our network, resulting in a much higher cost to
consumers; or

b. seek to set the service guarantee payments at a lower value to offset
the increase in both the number of payments and the administrative
costs in respect of the DDA regime, which would mean that those
consumers who do in fact suffer a loss and would have claimed and
recovered under the Vector UoSA, will be worse off.

Dividend data not available under the DDA

31.

The Auckland Energy Consumer Trust (AECT) is the majority owner of Vector.
Vector currently contracts with retailers via the Vector UoSA so that AECT
consumer data is provided, allowing the annual dividend to be paid out to
beneficiaries. The DDA removes these provisions, and requires that distributors
contract separately for this requirement. In its attempt to create a universal
contract, the Authority will put at risk dividend payments worth $100M, which
represent a direct injection into Auckland’s economy, and are, in economic
effect, a partial rebate of charges to a significant number of Vector’s customers.
A requirement to negotiate additional contracts for these services will create
uncertainty and additional costs for all parties, including consumers.



Vector's recommendations

32. To address the Authority’s concerns, Vector makes the following
recommendations:

a. Deadline for signed UoSAs: If the Authority believes that there is a problem
with retail competition, Vector proposes that the best option available is to
amend Part 12A of the Code to require all distributors and retailers to
negotiate a signed UoSA within a reasonable mandated timeframe. We
recommend the Authority consult on the timeframe. Under this option, all
parties are able use the model UoSA to negotiate from. This avoids
disrupting successfully negotiated agreements, and allows new negotiation
to proceed freely. In employing this option, the Authority avoids the
jurisdictional issue, and all parties avoid the operational inefficiency of the
DDA. Finally, this path represents the least cost to consumers.

b. Core terms should be standardised by industry: Notwithstanding Vector’s
view that the Authority cannot impose a DDA, and that a DDA is
unnecessary, if it is determined by the Authority or the courts that the
mandating of the DDA should progress, we suggest that the Authority
establish a process by which core terms are agreed by participants. Vector
has submitted its initial feedback on core and operational terms of the DDA
in Appendix 1. However, to ensure an operationally successful outcome,
industry participants must collaborate to define and set the core terms.

33. We welcome the opportunity to work with retailers, the Authority and the ENA
further on the above recommendations.

Yours sincerely

Andre Botha
Chief Networks Officer
Vector Limited
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