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Default agreement for distribution services

1. Wellington Electricity Lines Limited (WELL) welcomes the opportunity to respond to the Electricity
Authority’s (the Authority) consultation paper “Default agreement for distribution services”
published on 26 January 2016 (consultation paper).

2. WELL supports the ENA submission. This submission provides additional context and concerns
with the Authority’s proposed changes to the Code and the introduction of the DDA template.

3. This submission is structured as follows:
s Section 1 summarises WELL's overall concerns with the Authority's proposal.

» Section 2 provides a suggested alternative that will result in the Authority’s statutory
objectives being met and will allow for increased transparency of agreements that are
currently in place. In WELL'’s view the alternative proposed is superior to the changes
proposed by the Authority in the consultation paper.

» Attachment 1 describes WELL's detailed concerns with the Authority’s proposal. These
are:

i. the crossover with the Commerce Act 1986 (Part 4), and the introduction of the
Rulings Panel, including the removal of mediation while negotiating commercial
market terms;

ii. the proposal imposes significant transactions costs on the market participants;
iii. potentially inhibits innovation through locking in terms of trade;
iv. has a negative impact on competition; and

v. potential transfer of costs from the traders operating in a competitive market to
distributors operating in a regulated market.

s Attachment 2 provides WELL's response to the consultation questions.
= Attachment 3 sets out WELL's proposed changes to the Code.
s Attachment 4 details WELL's proposed changes to the DDA template.

Section 1: Overall concerns with the Authority’s proposal

4. WELL submits the proposal outlined in the consultation paper will not achieve outcomes that align
with the Authority’s statutory objectives. Specifically the Authority is required to promote
competition in, reliable supply by, and the efficient operation of, the electricity industry for the
long-term benefit of consumers.” WELL submits that there is an alternative the Authority has not

! Sourced from the Authority’s website.
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assessed, that will deliver the Authority’s statutory objectives in a significantly more efficient
manner, resulting in greater benefits for consumers than those that will occur under the
Authority’s proposal (see Section 2 below for WELL's alternative).

The proposed regime will permanently embed a material crossover between the Authority
(through the Code change processes) and the Rulings Panel (through being able to direct
changes to contract terms that drive operational processes, costs and risks), and the ability of the
distributor to recover costs and earn an appropriate rate of return, which is regulated by the
Commerce Commission (the Commission). While the current interface between the Code and
Part 4 is limited , the proposed regime creates a material and inefficient cross-over between the
two regulatory mechanisms. Managing and responding to this crossover will impose additional
ongoing costs on distributors that will ultimately be borne by consumers.

The construct described in the proposal also appears to remove costs from the competitive retail
market, and require them to be recovered by distributors under Part 4 of the Commerce Act. This
in WELL'’s view is not in the long term benefit of consumers.

WELL submits that where the market costs and risks are material, it is outside of the Authority's
jurisdiction to impose such costs and risks on distributors who are limited in their ability to manage
the transferred costs under separate Price Quality (part 4) legislation. The current proposal
appears to have no limits or controls to prevent crossover between the Authority / Rulings Panel
and Part 4 from occurring. By way of example, WELL notes the Authority's own legal advice as
discussed in paragraph 3.5 of its November 2014 paper “Response to legal/process issues raised
in submissions™:

“This means that the Authority cannot regulate to require distributors to publicly disclose
information or impose price-quality regulation other than by selting pricing methodologies
(which is expressly permitted by section 32(2)(b)). What is less clear is what sort of matters
fall within the scope of “price-quality regulation”. For example, the regulation of matters such
as connection standards and liability limits may not be ‘price-quality regulation”, but the
regulation of service standards could arguably be “price-quality regulation”.

And in paragraph 3.6:

“Any terms that are identified as being matters that the Commission is authorised or required
fo regulate would not be regulated by the Authority, and therefore would not be included in a
default UoSA.”

Despite the assurances of the Authority mentioned above, WELL notes the proposal seeks to
embed, by way of example, Guaranteed Service Standards within the Core terms of the proposed
DDA and removes Good Electricity Industry Practice as a benchmark. WELL is financially
incentivised to manage both the frequency and duration of interruptions through Part 4 SAIDI and
SAIFI performance measures. The incentive regime is based on the historical levels of
performance and is related to the expenditure allowances that distributors are able to charge in
the market. The proposed service standards impose an additional cost over and above this.

In WELLs view the Authority’s approach to mandating DDA terms is not supported by a
meaningful and robust Cost Benefit Analysis (CBA) that results in long-term net benefits for
consumers, with clear benefit over other alternatives. Contrary to the implication within the
consultation paper, competition within the retail market appears to be thriving. For example,
between 2013 and 2015 WELL had applications from six new traders to operate within the

2 “More Standardisation of UoSAs ~ consultation paper. Response to legal / process issues raised in
submissions”, dated 14 November 2014
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Wellington region, and even within the last week of preparing this submission, an additional
application was received from another trader. WELL has not had an instance of a trader applying
to trade on its Network and then deciding not to because the existing Use of Network Agreement
is seen as a barrier to entry. Therefore, the evidence of what is actually occurring is incongruent
with the arguments presented in the Authority’s paper.

The proposal also implies significant transactional costs are not accounted for by the Authority.
These include the embedding of additional costs of responding to and managing the four change
processes within the proposal (Code changes, Rulings Panel, Consultation and standard
commercial processes). This complex change process drives direct business costs for all traders
and distributors across the market. The proposal is an example of a process which carries
significant and material costs to all businesses across the industry.

WELL considers that the proposal will stifle innovation by locking in historic methods of
undertaking business. With the pace of technology change increasing, including the roll out of
photo voltaic cells combined with the increasing use of batteries and electric vehicles, pressure to
change and adapt business models is considerable. The Authority’s proposal risks slowing the
ability of the industry (distributors and traders) to respond to such developments, and thereby
inhibiting new business models and innovation.

The proposal could remove the ability of distributors to utilise load control in managing network
security and peak demand. To be practicable, there must be recognition and consideration given
to the impact on a distributors business costs and risks, as distribution services are regulated
under Part 4. If traders are seeking additional services from distributors in the use of load control,
then this could be covered in separate commercial arrangements.

The proposed introduction of extended Rulings Panel powers to determine agreement terms
imposes risk and uncertainty for distributors and traders. This has the potential to impact on
competitive outcomes through unexpected consequences from rulings for other participants.
WELL considers that it must be made explicit that all traders operating on a network must be
treated even-handedly.

As it stands, the proposal appears to have no additional benefit above the alternative set out in
Section 2 below, but adds significant additional costs ultimately paid for by consumers.

Accordingly, WELL supports neither the proposed Code changes nor mandating the DDA
template. Such an approach is a heavy handed form of regulation that is inconsistent with the
progress already being made by distributors and traders towards more standardised terms, and
inconsistent with the Authority’s role in facilitating market based approaches.

While WELL understands the Authority’'s concerns with transparency and the ongoing nature of
legacy agreements® that were established during the original split between distribution and retail
in the 1990s, there does not appear to be any qualitative or factual evidence presented, other
than a general concern, to support the Authority’s claims. In particular, the leap from a Model
agreement, which was well supported, through to mandated contract terms is questionable given
there are alternatives which would address the Authority’s implied concerns without incurring the
significant costs and risks that mandated contract terms will entail.

Section 2: WELL'’s proposed alternative to meet the Authority’s objectives

18.

WELL recommends an alternative approach should be considered by the Authority. The
alternative would further encourage the uptake of a distribution agreement template (previously

3 WELL understands that the proposal in the Code (12A.12) to grant one party the right to override or exit an
existing agreement is utilised to address the Authority’s issue of legacy agreements.
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the MUoSA). WELL’s alternative involves strengthening the Code to ensure that the provision of
distribution services provides both a level playing field upon which retail competition can occur
and is practical for the efficient operation of a network. This option stops short of mandating the
DDA, and thereby avoiding the concerns with the proposal presented above. The material
elements of WELL’s alternative include:

s the requirement for each distributor to provide the same distribution agreement to all traders.
This will provide an equitable and transparent platform for trading on each network. The
content of the agreement would vary by distributor but would be common to all traders on
each network;

s the codification of principles that must be adhered to when making amendments to the
distribution agreement template;

= reporting to the Authority on the rationale for any deviations from the distribution agreement
template with reference to the principles;

» the publication of the new and existing legacy agreements to ensure arrangements are
transparent;

» good faith negotiations and mediation on any disputed terms;

= creation of a joint Authority/ERANZ/ENA working group to develop reference principles for
variations from the distribution agreement template;

= time bounded transition to a single distribution agreement; and

*« enable the normal commercial practice of time bound termination and periodic review of
clauses to enable the implementation of new business models and support innovation.

As noted in previous consultations WELL, like other distributors, has invested significant time and
effort developing a new UoSA for consultation with traders based on the distribution agreement
template. The publication of model arrangements, rather than mandating regulated terms, will
bring efficiencies and also appropriately allow for commercial negotiations to occur between
willing parties,

The distributor’'s incentive is to ensure that any distribution arrangements are practicable, do not
impose additional costs on consumers or risks that are inconsistent with those allowed for under
Part 4’s workably competitive market, and allow for the efficient and ongoing operation of the
network. Accordingly, WELL has a clear interest in providing a consistent set of distribution
system requirements that maintain equitable service levels for the quality of supply received and
mechanisms to address deviations from these standards (with Price and Quality standards
regulated under Part 4). The distribution agreement is for all traders and a distributor has no
incentive to act or incentivise anti-competitive behaviour.

These simple additional steps, as proposed above in paragraph 18, would have provided (and still
can provide) emphasis for the distribution agreement template to be adopted, without imposing
additional costs on the industry. They also provide the basis for competition and innovation to
occur in a market centric manner. By not addressing such an alternative, the Authority has
inappropriately closed a more efficient and effective avenue to advance their statutory objectives.

WELL would be happy to discuss this alternative further with the Authority.

Summary

23.

As signalled over the last two years it seems the Authority’s intent has been to intervene in the
voluntary MUoSA process and mandate a DDA, thereby ceasing any voluntary move towards
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more standard terms. WELL's experience is that traders have not been willing to enter into an
updated agreement due to the uncertainty associated with the changing regulatory process.

For the reasons stated above, the underlying basis for the Authority’s proposal is deficient and
there is a clear lack of quantitative evidence for the costs and the benefits presented. WELL also
supports the ENA’s analysis of the Regulatory Impact Statement. WELL submits that the
Authority’s proposal appears to be primarily driven from the perceived need for transparency and
removal of old legacy agreements. In WELLs view these issues are better dealt with in the
alternative presented in Section 2 above which supports competitive outcomes with substantially
lower transactional and ongoing management costs. However, if the Authority’s proposal is to
proceed, the Authority should first publish all relevant quantitative information used to define the
problem, support their assumptions, and quantify the cost / benefit analysis (CBA) that is the
basis for this proposal.

In regard to other aspects of the proposal, WELL agrees that distribution agreements should be
restricted to distribution services only. It must also be recognised that load control and other forms
of alternative investments, along with information provision form an integral component of
providing the distribution service. The proposed terms in the DDA cannot remove these aspects
without significant impact on the overall costs faced by consumers and the corresponding quality
impact.

In summary, WELL considers that there are alternative steps that have significantly higher long
term benefits for consumers than the option proposed by the Authority. The Authority has jumped
directly to a heavy handed regulatory approach without sufficient justification and cost-benefit
analysis. In the process the Authority has stifled any progress being made through market led
negotiations. If the proposal is to proceed then there are a number of amendments that need to
be made in order to ensure that the proposal is practicable and goes some way to achieve the
Authority’s statutory objectives. In addition, the proposed regime will permanently embed a direct
crossover between the Authority (through a Code change process), the Rulings Panel (through
being able to direct changes to operational terms) and the regulatory regime established under
Part 4 of the Commerce Act. This will impose additional costs ultimately paid for by consumers,
and will impact on the degree and speed by which innovation occurs.

Please do not hesitate to contact Howard Smith on hsmith@welectricity.co.nz if you have any
queries.

Yours faithfully

/

Greg Skelton
Chief Executive Officer
Wellington Electricity Lines Limited



Attachment 1 - WELL’s feedback on the key implications of the proposed implementation of a
default distributor agreement

The concerns that arise with the Authority’s proposal are expanded upon below, along with WELL'’s
proposed solutions. For the avoidance of doubt, in WELLs view the recommendations presented
below, where they differ from WELL's alternative, are inferior to the alternative presented in Section 2
of this submission. The recommendations are presented to inform the Authority as to the minimum of
what is required.

There are five key concerns that need to be addressed. These concerns result from a mixture of the
proposed Code changes, the DDA template, and practical operations of the network. The concerns

are.

I, 53 I 2

the crossover with Part 4 of the Commerce Act 1986;

the imposition of significant transactional costs on the market;

potentially inhibits innovation through locking in terms of trade;

the negative impact on competition; and

the potential transfer of costs from the traders operating in a competitive market to
distributors operating in a regulated market.

Each of these is described in further detail below.

A. The impact on price quality regulation under Part 4. As already described, the proposal

creates a significant crossover with the regulation of distributors by the Commission under
Part 4. Examples of the crossover include:

the provision of powers for the Rulings Panel to determine Operational terms which
could impose additional business risks and costs for operating and maintaining the
network. Examples of such changes would be to billing systems, information
provision or terms under which load control is enabled and provided for, all of which
would impact, and potentially significantly alter the costs for distributors. Where
traders seek additional load control services from distributors, these additional
services will be managed through separate commercial agreements.

the removal of Good Electricity Industry Practice (GEIP) as an overarching provision
within the DDA has the potential to change the interpretation of the risks and
definition of the services provided;

contrary to the Authority’s own intent, as outlined in paragraph 7 and 8 of this
submission, the embedding of the Guaranteed Service Level Payments within the
DDA strongly implies that the service provided by distributors is guaranteed. In reality
a specific level of service cannot be guaranteed, as enshrined in the Electricity Act
1992. Quality provisions are already regulated for under Part 4 of the Commerce Act
and distributors’ revenue is reduced where quality targets are not achieved. This
reduction in revenue is passed on to consumers and therefore it is entirely
inappropriate to impose additional penalties within the DDA, and

locking in Core terms will limit the ability of distributors and traders alike to adopt
energy efficiency initiatives and other innovations. For example, innovations sought
by distributors through development of cost reflective pricing, the Commission and
consumers (through lowering of delivered energy costs).

Together the Rulings Panel powers to set terms, the removal of GEIP, and the mandated
form of Service Level Guarantees results in a duplication of the price quality regime that
is already governed by the Commission. This is clearly inappropriate and is inefficient
regulation which should therefore be avoided. WELL submits that the alternative
presented resolves this issue and is far more likely to result in an appropriate balance of
costs and risk between the parties.



Recommendations

Changes to the proposed Code could be made to appropriately mitigate some, but not all,
of the adverse impacts. These include:

o removal of the Rulings Panel authority over the Operational terms, the inclusion of
arbitration and reinstatement of good faith negotiations as a process to resolve
contract term issues;

o expansion of the principles within the Code, to ensure that both the regulation of
distributors under Part 4 and current operational practices should be recognised,
without the imposition of additional costs or risks;

o reinstatement of the GEIP as a principle within the definition of Distribution Services;
and

o removal of Service Level Guarantees and Service Level Guarantee payments from
the Core terms of the DDA.

WELL submits that while market entry and competition amongst traders may be improved by
reducing the risks and costs faced by traders and transferring these to distributors, such an
approach is unsustainable. It will over the long term result in consumers bearing the costs of
inappropriately transferring costs and risks on the distributor.

Reference: recommended minimum Code changes, as set out in Attachment 3 to clauses
12A.1, 12A.3, 12A4, 12A5, 12A.6, Reinstate Old 12A.3; and recommended DDA changes,
as set out in Attachment 4, to clauses 2.2, 2.3, 4.8, 4.10, 4.11, 5.1, 5.6, 5.9, 9, 9.5, 14.2, 21.6,
21.7,22,24.5,24.7,32.4, 33.1.

The proposal imposes transaction costs on the market. The proposal implies transactions
costs which have not been accounted for by the Authority. These include the embedding of
additional costs of responding to and managing four change processes (Code, Rulings Panel,
Consultation and standard commercial processes). This complex change process drives
direct business costs for all traders and distributors across the market. This consultation is an
example of such a process.

The proposed Code obligations will also result in the issuing and reissuing of contracts every
time there is a change to the Operational terms. This imposes additional costs without
providing any additional incentive for innovation as the core terms are intransigent.

Recommendations

WELL submits that an efficient solution to the issue is the proposed alternative, as stated
above, to keep the DDA template as a model.

Reference: recommended minimum Code changes, as set out in Attachment 3 to clauses
12A.1, 12A.3, 12A.4, 12A.6, 12A.9, 12A.10, 12A.12, Reinstate Old 12A.3; and recommended
DDA changes, as set out in Attachment 4, to clauses 3.3, 4.7, 7.1, 7.4, 9, 9.10, 10, 10.27,
142,186, 24.7.

Potentially inhibits innovation through locking in terms of trade. The ability for traders
and distributors to innovate and adopt business models as technologies change is restricted
by the proposed Code and DDA construct. This arises from the tension between the two
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regulatory structures. Currently the Commission regulates distributors price and quality
outcomes, while allowance is made for individual companies to manage their businesses
accordingly. Innovation and efficiency improvements are expected to be demonstrated and
will arise as allowed for under the regulatory structure. Further, the addition of a different
regulatory structure that imposes how businesses are managed and what risks will be borne,
through setting the terms of trade, is very likely to stifle any innovation opportunities.

WELL submits that the Code provisions restricting the development of Operational terms and
the locking in of Core terms in the manner proposed creates unnecessary impediments
leading to time and cost for distributors, traders and consumers. As a general rule, the
mandating of regulated contract terms is not a well-known mechanism to encourage
innovation and discontinuous improvements in service delivery from the businesses involved.
In short, the Authority cannot expect that locking in terms in the manner proposed, while
apparently efficient with current business practice, will allow for innovation to occur.

Recommendation

The Authority should develop a mechanism that is more market based. As the pace of
technology change increases, agreements based on the new DDA structure could become
known as legacy agreements within a short timeframe.

Reference: recommended minimum Code changes, as set out in Attachment 3 to clauses
12A.1, 12A.4, 12A.7, 12A.9, 12A.10, Reinstate Old 12A.3; and recommended DDA changes,
as set out in Attachment 4, to clauses 3.1, 4.7, 5.1, 5.9.

A negative impact on competition. Aspects of the proposal will potentially inhibit
competition. The proposal to expand the powers of the Rulings Panel to determine
Operational terms that are in dispute creates uncertainty for both traders and distributors. For
example, the proposal currently does not prevent a trader utilising the Rulings Panel process
to simply lower its own costs, and thereby inappropriately imposing costs on other traders and
the distributor. If, in this case, a single trader disputes a distributor’s billing system resulting in
the Rulings Panel enforcing a change to the distributor's system, this may in turn impact on all
other traders having to change their billing system.

It is not clear how the Rulings Panel will account for the impact its decisions will have on the
costs faced by consumers, or on traders that operate with different and innovative business
models. This has the potential to impact on competition and innovation. The proposal fails to
cater for the speed at which technology and business models are evolving. In short, the
Rulings Panel process may result in reduced competition through forcing standardisation via
an appeal from a few well-resourced traders.

WELL submits that to achieve its statutory objectives, the Authority must allow for both the
even-handed treatment of traders on each network, and for the evolution of retail and
distribution business models. Accordingly, the codification of contract terms and the Rulings
Panel appeal process is very unlikely to allow for this evolution as it does not provide
sufficient flexibility or the ability to evolve with the market. This will have competitive impacts.
WELL submits that a superior option to support competition is to follow the alternative outlined
in Section 2 above which cater for both these aspects.

Recommendations

WELL recommends that the Authority:



o embeds an arbitration process within the Code specific to resolving disputes on
establishing terms;
removes the Rulings Panel jurisdiction to determine terms; and
strengthens the principles in the Code to provide guidance as to how standard
distribution agreements should be developed. WELL proposes that the requirement to
consider an even-handed approach be added to the principles.

WELL notes that the competition benefits resulting from the removal of legacy agreements
(which constitutes the majority of the competition benefit cited by the Authority), relies upon
granting one party the right to override and exit the legacy agreements. Should this be
determined as unlawful or Ultra-Viries, or should the distributor decide not to exercise those
rights*, the competitive benefits from the proposal are negligible.

A related competition concern, is that with traders signing contracts at different stages as
Operational terms evolve, some traders could find themselves on substantially different terms
than others. WELL assumes that if the Core terms are changed by a Code amendment, then
this will result in the requirement to make a further transition of all contracts that have already
been signed, whatever the scale of the change. Currently this change process associated
with Core terms does not exist in the proposal. In practice this will also impose additional
transaction costs on the parties involved. WELL notes that this is normally dealt with through
review provisions in a commercial contract or via the contract having a termination date.

Long term and / or evergreen contracts inevitably suffer these types of issues, and the
proposal the Authority is promoting will fall into this category. In this case normal commercial
practice (based around a model agreement) will offer greater benefits and the necessary
flexibility than the proposal, as it enables both evolution and adoption of innovation and will
have substantially lower transaction costs.

Reference: recommended minimum Code changes, as set out in Attachment 3 to clauses
12A.3, 12A.4, 12A.5, 12A.6, 12A.7, 12A.9, Reinstate Old 12A.3.

E. The potential transfer of costs from the traders operating in a competitive market to
distributors operating in a regulated market. There are a number of instances within the
proposed Code amendment and DDA terms where there is an imbalance between distributors
and trader’s interests. These have been marked up in the attachment to this submission. In
particular, the principles included in the Code must appropriately reflect the linkage with Part
4,

Recommendations:

The authority should consider the relevant marked up changes in the attachment to this
submission.

= Reference: recommended minimum Code changes, as set out in Attachment 3 to clauses
12A.4, 12A.7, 12A11, 12A.12, Reinstate Old 12A.3; and recommended DDA changes, as set
out in Attachment 4, to clauses 4.4, 4.7, 4.10, 5.9, 6.1,6.6, 7.1, 7.7, 8.5, 8.7, 9, 9.4, 9.8, 9.10,
10.27, 11, 11.1,18.6, 19.1, 21.7, 31.2, Schedule changes.

4 by implication the Authority is suggesting that such contracts are favourable to traders and therefore it is
assumed they would wish such contracts to continue.
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WELLs response

Reason for changes: Part 4, Efficiency, Competition

Implements WELL’s alternative.

General Comments in regards to the:

Clause
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