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1 Introduction

Electricity Networks Aotearoa (ENA) welcomes the opportunity to make a submission to the
Authority on its consultation paper on “distribution connection pricing proposed Code amendment”.

ENA is the industry membership body that represents the 29 electricity distribution businesses (EDBs)
that take power from the national grid and deliver it to homes and businesses (our members are
listed in Appendix A).

EDBs employ 10,000 people, deliver energy to more than two million homes and businesses, and
have spent or invested S8 billion in the last five years. ENA harnesses members’ collective expertise
to promote safe, reliable, and affordable power for our members’ customers.

2 Executive summary

ENA supports the intent of the Electricity Authority (Authority), to ensure there are no barriers in the
way as we electrify Aotearoa. We need to power more things — like our homes, cars and businesses

— with electricity generated from renewable energy sources like solar, wind, hydro and geothermal.

This will include many new connections to our electricity networks.

ENA supports the Authority in providing clarity on efficient connection pricing

Efficient and cost-reflective distribution connection pricing is an important aspect of the electricity
transition. Lines companies do — and will continue to — play a critical role in helping Aotearoa to
achieve net carbon zero by 2050. ENA supports the Authority in clarifying how EDBs can ensure
connection pricing is structured to allow efficient outcomes for all customers.

ENA agrees that pricing below incremental cost and above standalone cost is inefficient. We also
support increased transparency, using standardised language to demonstrate to connecting parties
how EDBs’ pricing decisions represent efficient prices that are in the long-term interests of
consumers.

Outcomes in the long-term best interest of consumers are required

There are, however, many aspects of the Authority’s proposals that are inconsistent with good
regulatory principles, and there are implications that will create outcomes that are not in the long-
term best interest of consumers.

In summary, ENA recommends:

- The Authority, implements principles-based regulation to allow EDBs to flex and innovate to
resolve this complex problem in the best interest of consumers in an ever-evolving landscape.

- Well before requiring EDBs to implement change, the Authority is clear on where problems
exist and what the appropriate solutions are including the use of worked examples.

- More analysis is conducted to ensure implications are well understood, and appropriate
regulation can be implemented in an orderly manner.

- A more balanced approach to regulation is provided. The proposals are heavily focused on
restricting the value of capital contributions, with limited focus on the implications of
undercharging.

- The Authority better manages expectations by clearly defining the problem definition,
acknowledging that variances in pricing outcomes do not necessarily reflect an issue. They
may reflect appropriately determined efficient pricing outcomes.
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ENA also has concerns with how the Authority proposes to assess connection pricing decisions
through the connection pricing reconciliation.

Concern with rushed decision-making

Rushed decision-making will have unintended consequences that affect the already finely balanced
cost-benefit analysis. It can result in poor decisions and unfavourable consumer outcomes. These
decisions will have a generational impact, as they affect long-life assets and even longer connection
relationships. Poor connection pricing decisions will be further compounded by the current Authority
proposal to require some connection pricing decisions (such as network capacity rates) to remain in
place for at least a two-year notice period.

ENA has concerns with the consultation timelines, the lack of clarity in what is proposed, and the
implementation timeframes. While we acknowledge and appreciate the Authority providing
additional time for this submission, we note the submission process has still been difficult due to
uncertainty about how the proposed changes are to be applied. This is likely to be evident from the
diverse responses from EDBs on the proposals.

Feedback on specific proposals

The ENA is aware of the Authority’s stated objective to apply a rules-based approach rather than a
principles-based one, and its need for urgency to address perceived economic inefficiency.
Accordingly, our submission includes feedback on the practical implementation of the rules-based
approach outlined in the Authority’s consultation documents.

A summary of key concerns is set out in Table 1 below, with further details set out in Section 4.

Table 1: Summary of ENA feedback on Authority proposals

AUTHORITY PROPOSAL SUMMARY OF KEY ENA VIEWS RECOMMENDATIONS
Connection charge - Theintention to create transparency is |- Reconciliation should include future
reconciliation pricing generally supported. costs, including a fair contribution to
methodology - Thereis a need to ensure it doesn’t shared future costs, alongside future
become default regulation through the incremental revenue.
dispute resolution process. - The Code should be clear that
- As currently proposed, it could result pricing decisions are still at the EDB’s
in existing consumers unfairly helping discretion.
to pay for new connections or - The life of the revenue stream is
connecting parties not paying their fair flexible to allow for durations that
share. reflect the risk profile of specific new
connections.

- The Authority should work with the
Commission to understand the
implications of the combined
regulation on price-quality regulated

EDBs.
Network capacity - Support the intent to share costsand |- Include the ability to carve out based
costing requirements avoid last-mover disadvantage. on size, such as connections to the
- Support standardisation, with a carve- HV network.
out for large or unusual connections. - Commerce Commission
- Concern regarding how it interacts (Commission) should clarify that it
with reliance limits. meets the capital contribution
- The option to opt out at zero is not a definition.

viable alternative, as it will lead to
inefficient pricing.
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AUTHORITY PROPOSAL

Reliance limits
methodology

SUMMARY OF KEY ENA VIEWS

Support the use of economic
principles as guardrails, not the use of
reliance limits.

Significant concern that the proposed
limits are not based on appropriate
supporting data or principles.
Creation of perverse incentives.
Unknown consequences, as not all
EDBs have had sufficient time to
understand the implications for their
businesses.

RECOMMENDATIONS

Remove the requirement or, at the
least, provide an exemption process.
Address the implications of different
treatment of vested assets and
infrastructure development
contribution (IDC).

Connection
enhancement cost
requirements

Generally supported, including
support for mutual opt-out.

EDBs are provided with the ability to
exclude flexibility options where
they are not in the long-term best
interests of consumers.

Pioneer scheme pricing
methodology

Support the intent to avoid first mover
disadvantage.

Administrative burden and questions
around cost-benefit analysis.

Various refinements are proposed to
allow EDBs to right-size the
instrument for their situation.
Schemes are only required to remain
in place for seven years.

Exemptions

Support the option to defer
implementation during transition.

It may be more efficient to defer
implementation if it is likely many
EDBs will require exemptions.

The Authority confirms it will initiate
the section 54V process.

Dispute resolution

Support the intent and principles,
including leveraging current dispute
processes.

Concern that the disputes process may
lead to enforcement of reconciliation.
Administrative burden if the disputes
process is needed to educate
customers on efficient pricing
principles.

The Code is clear that pricing is still
at the EDB's discretion.

Full reform

Support the intent of implementing
economic principles into connection
pricing.

Support a phased approach.
Support further consultation before
implementing a full reform solution.
The ability to learn from phase 1
decisions is limited.

Full reform is not required to be
reflected in connection prices until
the start of DPP5.
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3 Context, principles and objectives

This section sets out the ENA’s views on the context of the proposed regulatory change, including
economic and good regulatory principles. It also outlines our concerns about the implementation
timing and why the ENA believes there is a real risk that the change could create outcomes
inconsistent with the Authority’s objectives and the long-term best interests of consumers.

3.1 Context

Diverse and complex current state

ENA acknowledges that connection pricing is complex and that varying outcomes in connection
pricing, along with the current inconsistency of approaches across the EDBs, can create confusion for
potential connecting parties.

However, each EDB, in its own way, is trying to achieve what it believes is a fair and cost-reflective
outcome for its consumers. There are many ways to approach this problem, and therefore many
different solutions have evolved.

Connections and connecting network situations are often diverse and complex. While urban
residential connections, for example, can be relatively straightforward and can lead to consistent
connection pricing outcomes across networks, many commercial, industrial, and rural connections
are unique and will require outcomes that may be consistent in approach but result in varying pricing
outcomes.

Geographic profiles, network configurations, and many other factors mean that a ‘one size fits all’
connection pricing outcome is unlikely to be appropriate or efficient. Any attempt to regulate
connection pricing needs to consider this variability, allow for sufficient flexibility, and ensure there
are no perverse implications.

Of specific concern is the Authority’s reference in the consultation paper to variations in connection
pricing outcomes as evidence of a problem. The Authority needs to be clear on what outcomes are
problematic, including supporting evidence that the outcomes are not efficient and why.

No evidence existing connection pricing approaches are causing consumer harm through inefficient
pricing

ENA agrees that “connection pricing is a fundamental component of network access.”* We also agree
with the characterisation of the current state as set forth by the Authority:

“In some networks, connection charges are very low, so newcomers wanting to connect to a
distribution network, like a large manufacturer, are effectively being subsidised by existing
users on that network. Elsewhere, connection charges can be very high, which can be a barrier
to newcomers and inefficiently dampen connection demand.”?

We note that the Authority asserts this inconsistency “is likely slowing down electrification and
adding unnecessary costs that can flow through to consumers” [emphasis added].® However,
nowhere in the consultation paper is evidence provided that the inconsistency in pricing outcomes is
inefficient or that any of the varied prices are inefficient.

1 Electricity Authority, Distribution connection pricing proposed Code amendment, page 2
2 Electricity Authority, Distribution connection pricing proposed Code amendment, page 2
3 Electricity Authority, Distribution connection pricing proposed Code amendment, page 2
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Increasing reliance on capital contributions may not be evidence of a problem

The data presented by the Authority shows an increasing reliance on capital contributions by EDBs
over time. The Authority then uses this as evidence to support the need for the work being
undertaken. However, the Authority has failed to ascertain the driver of the increase or whether the
increased reliance is a signal that prices are inefficient.

The increase in capital contributions may relate to different pricing approaches, different accounting
and disclosure treatments, or even a move by EDBs towards more efficient or fairer connection
pricing.

The ENA recommends that the Authority better understand the problem before introducing rushed
regulation.

3.1.1 Objectives of the proposed regulation

We understand that the Authority expects its proposed amendments to connection pricing to:

“make access to distribution networks more complete, consistent, streamlined and robust.
These improvements aim to facilitate the timely and efficient investment in electrification of
businesses, transport and industrial processes, which over time, benefits all New Zealanders.

We expect having more efficient, more streamlined connections will flow through to a range
of benefits to the electricity system, such as opening the door to more flexibility, more
regional resilience, more innovation and strengthened security of supply.”*

The Authority also states that:

“one clear impact is greater consistency (between distributors) and greater use of pricing
features that promote efficient investment, including by improving predictability, consistency
and incentives for applicants. This should reduce barriers to new connections, helping to
reduce the cost of electrification, housing development and business growth.”

The ENA has also considered the Authority’s statutory objectives, being:

" to promote competition in, reliable supply by, and the efficient operation of, the electricity
industry for the long-term benefit of consumers.

" The additional objective of the Authority is to protect the interests of domestic consumers
and small business consumers in relation to the supply of electricity to those consumers”®

ENA supports flexibility and innovation through the application of principles-based regulation

ENA agrees with the Authority that flexibility is key to the design of efficient connection pricing
methodologies. However, as currently designed, there are limitations in the Authority’s proposals
that have the potential to undermine current flexibility and result in unintended consequences.

ENA recommends that the Authority apply pricing principles rather than the proposed rules-based
approach. Principles-based regulation allows for greater flexibility and empowers EDBs to flex and
innovate in the ever-changing electricity environment to create solutions that meet customer needs.

The Authority has not provided sufficient evidence to demonstrate that rules are more appropriate
for connection pricing, while a principles-based approach has effectively been applied to line charge
pricing.

4 Electricity Authority, Distribution connection pricing proposed Code amendment, page 2
5 Electricity Authority, Distribution connection pricing proposed Code amendment, page 2
6 Electricity Industry Act 2010 (Act), section 15.
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Predictability and consistency

We agree with the Authority that some of its proposals for the following fast-track measures will
provide increased predictability and consistency, namely:

- Network capacity costing requirements
- Pioneer schemes
- Connection enhancement cost requirements

It should, however, be made clear that the predictability and consistency will only be in the approach
applied. Consistency in connection pricing outcomes may decrease as EDBs apply the above
proposals and connection pricing reflects economically efficient and fair pricing. Specific
circumstances of customers and where they want to connect to the network should result in different
pricing outcomes. The Authority should carefully manage expectations regarding this.

The application of the reliance limits proposal has the potential to create unintended variability in
approach and outcomes, which is one of the reasons ENA does not support the use of the proposed
reliance limits.

Regional resilience and security of supply

We do not understand how the Authority’s proposals are designed to increase regional resilience or
security of supply. Further clarification is required.

Efficient operation

One of the main aspects of the Authority’s objectives is the efficient operation of the electricity
industry for the long-term benefit of consumers.

ENA acknowledges and supports the Authority in investigating connection pricing to ascertain
whether increased efficiency can be recognised for the long-term benefit of consumers.

The implementation of the Authority’s proposals will, however, be costly for EDBs and consumers,
with the impact of both ultimately being borne by consumers. The cost of implementation and
administration will not be insignificant. ENA is especially concerned with the resources required to
implement the proposals. There is a very short window for the implementation of the fast-track
initiatives, which will require EDBs to pivot resources away from other important initiatives.

ENA recommends that the Authority carefully consider what is being asked of EDBs and ensure that
any changes are supported by clear evidence that a problem exists and have clear and supportable
benefits for the long-term interest of consumers.

Protecting the interest of domestic and small consumers

The Act sets out an additional objective of the Authority ‘to protect the interest of domestic
consumers and small business consumers in relation to the supply of electricity to those consumers.

ENA is concerned that the proposed regulatory changes are too focused on the interests of
connecting parties at the expense of domestic and small consumers. This includes, but is not limited
to, the use of reliance limits to reduce capital contributions and options for EDBs to zero-rate network
capacity fees, which encourage the limitation of capital contributions. However, there are no
proposals in the fast-track initiative to protect the interests of existing consumers and the potential
that they will subsidise the connections of new connecting parties or connecting parties don’t pay
their fair share of costs.

ENA submission to distribution connection pricing proposed Code amendment consultation paper 2024 8



(e n a electricity
networks
aotearoa~

3.1.2 Responses to the Authority’s specific consultation questions

Q1. Do you agree with the assessment ENA recommends:
of the current situation and context for

- Greater flexibility and innovation in pricing decisions should

. N .
eammEEiem PO B i 2y etne: be provided for by applying a principles-based approach.

significant factors should the Authority
be considering? - The Authority should be clearer on what the problem is and

what efficient pricing looks like, using examples.

- It should be made clear that the target is for predictability
and consistency in pricing approach. Consistency in pricing
outcomes is not the objective, as they are unlikely to be
efficient.

- The cost of establishing and administering the proposed
changes is not insignificant and should receive greater
consideration.

- Theinterests of domestic consumers and small business
consumers must receive equal consideration.

- Further work is required to determine what fair connection
pricing is, including demonstrating through worked
examples the impact on the new connecting party as well as
existing customers.

Q2. Do you agree with the problem - There s a lack of evidence that increased reliance ratios
statement for connection pricing? reflect increased charges or that any actual increase in
charges reflects inefficient pricing.

- Inappropriate reference to variability in outcomes as
reflecting inefficient pricing. Efficient pricing will result in
variable pricing outcomes.

- ENA, however, still supports well-considered regulation of
connection pricing.

Q27. Are there other alternative means |-  Principles-based regulation, which has been effective in
of achieving the objective you think the reforming distribution line charges, would allow for greater
Authority should consider? flexibility and innovation in an ever-changing electricity

environment.

- Alternatives to several of the proposals are outlined
throughout this submission, including a summary set out in
Table 1.

3.2 Principles to support the change

This section sets out ENA’s views on the principles that support the proposed regulatory change to
distribution connection pricing.
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Assessment of connection pricing is complicated, and there are many valid approaches to
ascertaining appropriate connection pricing outcomes. We look forward to ongoing engagement with
the Authority on what constitutes efficient and fair connection pricing. We encourage the Authority
to slow down and consider the various approaches to determining efficient pricing and take time to
consider how efficient pricing is best assessed and presented to interested parties.

We also support gradual, continuous improvements in pricing outcomes. Fluctuating pricing
outcomes over time will provide mixed pricing signals, which is not consistent with good pricing
practices.

Frontier Economics (Frontier) has provided economic advice to ENA to support the views on
economic principles that underscore this submission. The Frontier report is provided as evidence for
this submission.

The intent of the Authority’s proposal is supported

ENA supports the intent of the Authority to ensure connection pricing is efficient and cost-reflective.
We agree with the Authority that “efficient pricing is one of the keys to unlocking more network
connections. It also promotes competition and lowers consumer prices over the long term.”” It is also
true that, with appropriate connection pricing, the more connections there are on a network, the
more the fixed costs are spread across this wider customer base, lowering the costs for all.

Economically efficient pricing

ENA agrees with the Authority that pricing below incremental cost and above standalone costs is
inefficient. The Frontier report supports this position noting that ‘A subsidy arises if a customer pays
either less than the incremental cost or more than the stand-alone cost of their connection.®

The Frontier report further explains the above point with the following:

‘Connection prices above the bypass point, which is the stand-alone cost of supply, would distort
efficient outcomes. In this case it would encourage potential connections to seek alternative, but
higher cost, supply options.

Prices below the neutral point (which are the net incremental costs, and so are incremental costs
minus incremental revenues) are inefficient given they would imply a cross-subsidy exists. That is,
existing customers would need to make up the difference between the connection charge and the
incremental cost of the connection.”

The application of a balance point is not supported by economic principles

The Authority, in its consultation paper, refers to a balance point in which they state, ‘connection
charges above the balance point can be inefficient as they allocate connection applicants a higher
lifetime cost than existing users from the same consumer group.

ENA believes the reference to the balance point should, at best, be a reference to fairness. The
balance point does not have any association with economic efficiency.

ENA does not support the use of the Authority’s balance point theory and instead believes EDBs
should be left to determine what outcome, within a range, is fair for their new and existing
customers.

7 Electricity Authority, Distribution connection pricing proposed Code amendment, page 3
8 Frontier Economics, Efficient pricing of distribution network connections, 18 December 2024, page 13
° Frontier Economics, Efficient pricing of distribution network connections, 18 December 2024, page 16
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Accordingly, the Authority should only establish regulation that ensures costs are between the
incremental and standalone cost points. Any refinement of these boundaries needs to be well
considered, and we recommend the Authority proceed with care if considering such regulation, as
any error in judgment or application will create unfairness over time.

Connection pricing should be fair

The Frontier report outlines how the most economically efficient outcome is connection pricing at
incremental cost, being the Authority’s defined neutral point. However, consistent with Frontier’s
view, pricing at incremental cost would not be fair, as new connecting parties would not contribute to
shared costs.’® New connections contributing to shared costs is how existing customers benefit from
the new connections.

Accordingly, the question is where, between the incremental cost and the standalone cost,
connection pricing is fair. ENA does not support the application of the balance point as the
determinant of the cap for what is deemed economically efficient or fair.

The approach to assessing the efficiency of connection pricing is fundamental
Any assessment of efficiency and fairness will rely heavily on the assessment approach. Throughout
this submission, we outline where we have concerns with the Authority’s proposed approach.

Matters of greatest concern are:

- Connection pricing reconciliation does not adequately account for new connecting parties’
costs, including future incremental costs and a fair contribution to shared costs.

- Accounting for revenue risk — ENA recommends that EDBs be allowed to adjust the
connection pricing reconciliation to account for revenue risk.

- Reliance limit — This will have a negative impact by potentially creating inefficient pricing
outcomes or fluctuating pricing outcomes that are not in the long-term best interest of
consumers.

Interests of existing customers are not represented

In assessing fairness, consideration will be required of existing customers' interests alongside the
interests of connecting customers. Existing customers’ interests are unlikely to be well represented in
the development of the regulation or individual connection processes.

The requirement to give additional consideration to customers who have difficulty representing their
interests is not new. One of the Authority’s objectives is to protect the interests of small electricity
consumers.!

It appears the Authority may have lost sight of this role with its focus on reducing the value of capital
contributions, which harms existing customers (mainly consisting of smaller electricity consumers).

It is important that the Authority balances its approach or at least allows EDBs to balance their
approach to managing the interests of small electricity consumers.

10 Frontier Economics, Efficient pricing of distribution network connections, 18 December 2024, page 18
11 Electricity Industry Act 2010. Section 15.
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3.3 Implementation and timeframes

Time is needed to understand the impact of the Authority’s proposals

We understand that the Authority is under pressure to deliver, and we also understand that there
were criticisms in the past, such as those around the TPM, about how long some changes have taken
to implement.

However, there is a trade-off to be made between accuracy and effectiveness versus speed. In the
case of these connection pricing proposals, we encourage the Authority to ensure sufficient time to
adequately consider this complex problem.

Our members are accustomed to regulation. However, regulations must be implemented in a manner
that is practical, workable, and delivers real benefits to consumers and the industry.

We thank the Authority for acknowledging that the proposed changes will “take time” and that “we
need to allow enough time to get it right.”*? Even these fast-track proposals will take time to ‘get
right’ and implement.

Impacts and workability of proposals

The time and resources required to understand and implement the new regulatory requirements are
constrained, which could lead to adverse outcomes.

EDBs must do a ‘practice implementation’ of the requirements to understand implications based on
draft requirements — all within a constrained consultation phase. Steps include:

- Estimate of network capacity rates, likely minimise scheme and reconciliation processes
outcomes

- Estimate the impact on capital contributions
- Estimate the impact on new connection demand

- Forecast the impact on total EDB costs, revenues, and cashflows, including DPP4 revenue
and IRIS incentive implications.

Once the requirements are finalised, implementation across the business will include:

- Establish network capacity rates that are sufficiently accurate and defendable against
connection parties’ individual interests as they are subject to challenge

- Establish pioneer scheme pricing methodology processes and procedures
- Establish connection charge reconciliation pricing methodology processes and procedures
- Determine reliance limit implications and adjust the above outcomes accordingly

- Consider DPP implications and if needed apply for a DPP4 reopener and potentially an
exemption. Noting that a DPP reopener also has its own process, which will require
engagement with the Commission and stakeholders.

Cost to implement (establishment and ongoing maintenance) was not provided for under current or
recently determined DPP4 allowances. Therefore, EDBs will either need to sacrifice other potentially
critical work or undertake the work at the shareholders’ cost. Noting that rising input costs and

12 Electricity Authority, Distribution connection pricing proposed Code amendment, page 4
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demands on EDB operations during the current DPP period mean EDB costs are already under
significant pressure.

Implementing a complex new pricing regime under constrained timelines will increase the potential
for pricing that is inconsistent with the long-term best interests of consumers. This could occur due to
a lack of understanding or error. The Authority’s proposed requirements for network capacity rates to
remain in place unless a two-year notice is given means any pricing not in the long-term interest of
consumers will impact consumer outcomes and EDB cashflows for an extended period.

Any forecast error in the impacts on EDB costs, revenues and cashflows will be borne by shareholders
(net of IRIS). Connection forecasting is challenging at the best of times, and EDBs have engaged on
this matter with the Commission during the DPP reset process. This connection pricing reform brings
another level of complexity to the forecast process that EDBs will be required to accommodate.

Recent experience

Considering the impractical implementation deadlines arising from the recent Default Distributor
Agreement (DDA) amendments,'® we request that the Authority discuss the timelines and transitional
arrangements of any changes with affected parties prior to gazetting Code changes.

Such changes will take time and resources to implement, and it is good regulatory practice to identify
and address “practical design, resourcing and timing issues required for effective implementation and
operation”* of proposed changes. The government also states that “before a substantive regulatory
change is formally made, the government expects regulatory agencies to:

- allow regulated parties a reasonable time to get familiar with new requirements before
the change comes into force (unless this would compromise the outcome sought)

- test key operational processes required to implement the change.”*®

Moreover, the recent DDA amendments also highlighted the importance of good Code wording and
understanding the consequences of proposed changes. The DDA amendments were poorly written
and resulted in what our lawyers referred to as “poorly conceived” transitional provisions and
“manifestly impractical” outcomes. The fact that external lawyers were needed to understand the
DDA decision and how to implement it is an example of where ‘good regulatory practice’ has not
occurred.

Technical consultation

For this connection pricing consultation, we request that, given the range of views the consultation is
likely to generate, as well as the nature of the technical issues being identified, the Authority consult
again with a ‘version 2’ before codifying any changes. We note that the Authority already refers to the
release of technical drafting before any final decision is made, where a contractual alternative has
been pursued.’® We fully support this layered/staged approach to consultation.

ENA members find the Commission’s technical consultations an effective and efficient means of rule
development, and we encourage the Authority to work with the Commission and adapt the approach
to its own aims.

13 Electricity Authority, Changes to the DDA templates and Part 12A clauses - Decision paper.pdf
14 New Zealand Government, Government Expectations for Good Regulatory Practice, page 6

15 New Zealand Government, Government Expectations for Good Regulatory Practice, page 4

16 Electricity Authority, Distribution connection pricing proposed Code amendment, page 6
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We also think such a consultation will benefit the Authority by giving them another opportunity to
understand the practicalities and implementation difficulties of the changes they propose. Due to the
constraints in the consultation timeframes and the requested level of policy refinement, ENA has not
completed a detailed legal review of the Code changes to assess whether the Code amendments
apply as intended and consistently with the consultation paper. We expect the opportunity to do this
as part of a technical consultation process once the policy decisions have been confirmed.

Timing of future engagement

We also request that, for a technical consultation and for future consultations around pricing,
including the “full reform’ consultation indicated in this paper, the Authority avoid November and
December. These are the busiest months for pricing teams at EDBs, as they are busy working through
the following year’s pricing updates.

EDBs and their relevant teams need time to meaningfully engage with these consultations, given the
material impact they are likely to have on their businesses and customers.

Alignment with DPP4 decision

The timing of the engagement on connection pricing would have been better suited to align with the
Commission’s pricing decision. Any change in connection pricing has a flow-on effect to what EDBs
charge their customers through line charges. Being able to consider both charging aspects would
have been more appropriately done at the same time.

We acknowledge that Part 4 regulation includes the ability to reconsider the recently established
price paths; however, it would have been more efficient to consider the implications of both decisions
at the same time.

Authority must support the transition

We understand that the Authority is under pressure to deliver quickly. However, such an approach
will inevitably come with implementation and workability consequences. The Authority must
understand this and make allowances for it. If the Authority intends to deliver this initiative consistent
with the proposed schedule, it will need to remain available and flexible for future changes to
address any unintended consequences.

3.3.1 Responses to the Authority’s specific consultation questions

Q19. Do you think any element of the Consideration needs to be given to the time and resources
fast-track package should be omitted or | required to implement the proposed fast-track package. The
should begin later than the rest of the current amount of work required to implement it will be
package? challenging and costly for most EDBs, which may lead to poorly

considered outcomes that are not in the long-term best interest
of consumers.

ENA recommends the Authority consider deferring some of the
fast-track measures, especially where the problem definition or
unintended consequences are not sufficiently understood. We
recommend the deferral include:

- Connection charge reconciliation pricing methodology
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- Network capacity costing requirements

ENA strongly recommends that reliance limits be excluded from
connection pricing regulation.
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4 The Authority’s proposals

This section works through each of the Authority's proposals including fast-track reforms and the
pathway to full reform, outlining where ENA supports the proposal and where we have concerns.

4.1 Connection charge reconciliation pricing methodology

4.1.1 Principles and intent

The Authority proposes to require EDBs to prepare a reconciliation that shows the incremental cost,
incremental revenue, and ‘network cost’ components of a quoted connection charge, using a
standardised methodology.!” The reconciliation is to be available on request to potential connecting
parties and the Authority.®®

The Authority has not clearly articulated the problem this proposed new obligation is intended to
address; however, the consultation paper does infer that there is a need for connections to be
charged at the net incremental cost.*®

ENA supports the Authority’s intent with respect to increasing transparency and consistency of
connection pricing methodologies across the sector.

However, there are practical considerations, set out below, that require addressing before
implementation. Given the extent of the implications and challenges in establishing workable
solutions, ENA recommends the connection charge reconciliation pricing methodology be deferred
until there is a sufficient understanding of the problem that is to be resolved, and any potential
unintended consequences are addressed.

4.1.2 Practical considerations for pricing methodology
The cost to deliver connection service is not adequately accounted for in the reconciliation

The proposed connection reconciliation methodology includes future revenues but does not
appropriately provide for the future cost of delivering those connection services.

There is a reference in the incremental revenue calculation (clause 6B.13(c)(d)) that specifies that
only 90% of discounted revenues are included in the connection charge calculation to adjust for
incremental operational expenditure costs. However, this does not account for the cost of owning
and replacing network assets.

The Authority sets out in the consultation paper that the calculation strikes a balance between
accuracy and complexity and between flexibility and prescription. While we agree that complexity is
reduced, it does not adequately allow for the new connection customer to contribute to cost
recovery. It does not provide for the new customer to share in the cost of the shared assets that
provide the service they are paying for, namely the cost to finance and replace assets.

The Frontier report notes that:
“Pricing at the neutral point ensures that:

A) New customers incur the full net incremental cost of their connection, and

17 Electricity Authority, Distribution connection pricing proposed Code amendment, paragraph 7.69
18 Electricity Authority, Distribution connection pricing proposed Code amendment, paragraph 7.71
19 Electricity Authority, Distribution connection pricing proposed Code amendment, paragraph 7.60
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B) Once connected, new customers make precisely the same contribution to cost recovery as
all other existing customers when paying ongoing distribution use of system charges.”

The Authority’s proposal to include future incremental revenue in the connection charge calculation
means new revenue from a connecting party is allocated to the incremental cost to connect and
therefore is not available to contribute to shared cost recovery.

No new incremental revenue for price-regulated EDBs

The connection charge reconciliation pricing methodology assumes there is new incremental revenue
that an EDB benefits from when a new customer connects. When in fact, many new revenues
charged by a price-regulated EDB are required to be deducted from future revenues so total revenues
do not increase. The process of returning new incremental revenue is managed through the wash-up
process. Examples of where new connections do not create new incremental revenues include:

- New connections with vested assets or new connections with high capital contributions. When
an EDB receives vested assets or assets with high capital contributions, there is no or limited
increase in revenue received from the new connecting party due to there being no or limited
increase in the RAB.

- Price-regulated EDBs exceeding forecast expenditure on new connections and system growth.
There is an assumed increase within price-quality path revenue for new connection and
system growth capex, which can be assumed to represent new incremental revenue as it is
received during the regulatory period. However, once a price-regulated EDB exceeds the level
of consumer connections and growth capex (net of capital contributions) allowed for in a
price path, there is no new incremental revenue.

Accordingly, price-regulated EDB shareholders incur two financial consequences for any consumer
connection and growth expenditure that exceeds their allowances:

- Cost of allowance overspending (net of IRIS impacts)
- Inability to earn additional revenues during the regulatory period

ENA strongly recommends the Authority and Commission work to better understand the
consequences of the combined regulation on EDBs.

Negative connection charges will incentivise uneconomic connections

The Authority outlines in its consultation paper at paragraph 7.160 that:

“connection works that include vested assets are more likely to result in a negative connection
charge — ie, where the incremental revenue exceeds the incremental cost and contribution to
network costs. To support contestability in such cases, distributors should make a payment to
the applicant (or their contractor).”

ENA does not support this policy as it can create a perverse incentive where developers create assets
that are paid for by future customers who take on the obligation of future connection revenues.

A policy of requiring negative connection charges is also not supported by Frontier, which outlines in
its report that the Australian Energy Regulator (AER) has chosen not to provide for negative
connection charges, noting that not having negative connection charges is unlikely to result in costs
above the standalone cost.

Stranded assets and revenue risk

Requiring fixed expected revenue lives of 30 years for residential connections and 15 years for other
connections does not consider the variability of risks associated with different customers.
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ENA recommends the reconciliation allows an EDB to provide for a shorter assumed revenue life
where there is potential for the revenue life to be shorter than the currently proposed fixed expected
revenue lives.

Members who have already implemented similar schemes to the Authority’s proposal have used
various approaches to address future revenue risks, including a reduction in assumed revenue life in
the connection pricing reconciliation or the use of diminishing bonds.

The approaches ensure the future revenue risk of new connection parties is appropriately allocated
to the connecting party and not borne by existing customers.

Dispute resolution

With the requirement for the reconciliation to be provided to customers on request, we are
concerned that this reconciliation will become a ‘full reform by stealth’ if disputes are raised.

It should be made clear in the Code that connection pricing is still at the discretion of the EDB.
Interdependency with an obligation to connect

Whilst it is rare for an EDB to refuse to connect an applicant, under the status quo, EDBs can increase
upfront connection costs or require a bond from those customers deemed to represent a higher risk
profile for asset stranding.

With the Authority’s companion Network Connections project introducing an obligation to connect,
there is a transfer of power in a negotiation to the connection applicant. This could result in existing
customers wearing the costs if a connecting party is unable to support their forecast revenue stream
over the life of the asset.

ENA recommends the obligation to connect is excluded from the Network Connections project Code
change? or it is made clear in the Code that connection pricing is at the discretion of EDBs.

4.1.3 Responses to the Authority’s specific consultation questions

Q10. Do you consider the cost ENA supports the application of a reconciliation methodology.
reconciliation methodology would However, the reconciliation methodology as currently proposed
improve connection pricing efficiency is not in the long-term best interest of consumers.

and deliver a net benefit? . S .
A poorly considered reconciliation methodology will do more

harm than good. Accordingly, ENA recommends deferral of the
reconciliation methodology until it is better understood.

Q11. Are there variations to the ENA believes the reconciliation process should be:

roposed cost reconciliation . -
prop ) - Based on appropriate regulatory principles
methodology you consider would
materially improve the proposed Code - Either include future incremental costs alongside future

amendment? incremental revenue, and or exclude both

20 ENA notes the Authority must introduce provisions that enable EDBs to decline to offer load connections
when reasonable to do in its submission on the Network connection project

ENA submission to distribution connection pricing proposed Code amendment consultation paper 2024 18



f-“
Cena:

4.2 Network capacity costing requirements

4.2.1 Principles and intent

ENA supports the Authority’s intent concerning making “charges more transparent, predictable and
consistent”?! across the sector. We also support the intent to share costs across connecting parties
and to avoid the last-mover disadvantage.

4.2.2 Practical considerations for setting posted capacity rates
Time and resources required to calculate, implement, and administer

The speed at which the Authority is requiring EDBs to determine network capacity rates has a high
potential to create connection price signalling that is inconsistent with desired outcomes. Setting
prices at an efficient level that provides appropriate pricing signals will take time to assess and get
right.

The ENA recommends the Authority consider providing EDBs sufficient time to assess and determine
appropriate network capacity rates.

Opt-out is not a viable solution

The Authority’s current proposal includes the ability for an EDB to opt out of determining network
capacity charges and has identified this as justification for not deferring its implementation. ENA does
not consider the opt-out option to be viable. Implementation of the opt-out option would reduce
charges to below-efficient pricing levels and potentially create a situation where an EDB would
exceed its DPP4 expenditure allowance.

Network capacity rates to remain in place for at least 2 years

Network capacity rates are required to remain in place with a notice period of two years before a
change can be made. This puts extra pressure on ensuring capacity rates are an accurate reflection of
network capacity costs, as any inaccuracies will create inefficient pricing, which can lead to inefficient
consumer connection decisions.

Diversity in load demand

In theory, it is logical to calculate the unit cost of adding capacity at each network tier.

However, these are effectively rates for diversified load, whereas the demand in a connection
application is undiversified. Therefore a diversity factor will be required. Diversity factors can vary
depending on customer types and connection location on the network, potentially creating
inconsistent capacity costing even for access seekers with the same demand.

We suggest the Authority work with the DCPTG (Distribution Connection Pricing Technical Working
Group) on developing a simple, easy-to-apply, and consistent methodology to establish those rates.
These could be in the form of guidelines encouraging a consistent calculation methodology across
distributors.

21 Electricity Authority, Distribution connection pricing proposed Code amendment, page 4
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Surplus capacity risk

By charging connecting parties on a consumption basis, rather than on a construction basis, an EDB
may find itself in a situation where significant investment is required to accommodate a new
connection, but in an area where it is highly unlikely the remaining capacity will ever be utilised. An
example might be that the new connection is the ‘last mover’ that triggers the need for a new
transformer, even though it will only use a fraction of its total capacity. Under the Authority’s
proposals, the cost of this upgrade would be socialised amongst existing customers, which is an
inefficient outcome.

Capacity-based costing may no longer meet the definition of capital contribution
ENA recommends the Authority confirm with the Commission that capacity-based charges will meet

the definition of capital contributions.?

Any change in what can be included in capital contributions will impact price-regulated EDBs’ revenue
and expenditure allowances, which have financial implications.

4.2.3 Responses to the Authority’s specific consultation questions

Q6. Do you consider the proposed ENA supports the concept of network capacity costing
network capacity costing requirements requirements to improve connecting pricing efficiency.
would improve connection pricing

efficiency and deliver a net benefit?

Q7. Are there variations to the proposed | ENA notes:
network capacity costing requirements

Sufficient time is required to allow EDBs to determine

ou consider would materially improve . . S
¥ yimp capacity rates that send appropriate pricing signals.

the proposed Code amendment?
- Zero rates are not a valid opt-out option, as they will lead to

inefficient pricing.

- Diversity in load should also be considered in the application
of capacity rates.

- There is a surplus capacity risk

4.3 Reliance limits methodology

4.3.1 Principles and intent

ENA supports the Authority’s goal of mitigating the risk of EDBs inefficiently increasing connection
charges to manage the cost pressures on their network. However, the Authority has neither justified
why higher capital contributions are, or would become, ‘inefficient’, nor accounted for flaws in the

22 Commerce Commission, Electricity Distribution Services Input Methodologies (IM Review 2023) Amendment
Determination 2023, 13 December 2023, clause 1.1.4(2).
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data upon which the reliance limits have been set. We therefore do not support the Authority’s
reliance limits at a principles level or in terms of the methodology proposed.

The proposed reliance limit is not based on appropriate principles or base data

The reliance limits proposed are based on historical capital contribution levels. There is no support or
justification that these reflect efficient connection pricing levels. An EDB may in fact have been
receiving past capital contributions at a level that is not efficient, or changes in circumstances may
dictate that capital contribution levels should increase over time to remain efficient.

The proposed reliance limit also excludes the impact of vested assets and charges to connecting
parties that are not classified as capital contributions.

Support avoiding significant increases in the short-term

Whilst we do not think that the proposed reliance limits are the correct tool to achieve this aim, we
do support the intent to not allow increases in capital contributions that are economically inefficient
while full reform is still being considered.

Recommend reliance limits are excluded, or the ability for exemptions is provided

ENA recommends the reliance limit is excluded from the fast-track process, or an exemption process
is provided where higher capital contributions are allowed, if it is demonstrated that the underlying
pricing is fair.

ENA does not support reliance limits being a part of the full reform package. Full reform must be
based on and driven through economic principles.

4.3.2 Practical considerations for setting reliance limits

Whilst we understand the need for a safeguard against distributors increasing their reliance on up-
front charges, we don’t believe the reliance limit (how much of a distributor’s connection and system
growth investment is funded through capital contributions) is an appropriate means of providing an
efficient connection pricing outcome.

The proposed process will create perverse incentives

With the proposed reliance limit excluding vested assets, there is a perverse incentive to continue
using or move to the use of vested assets to remain within the limits.

Connection and growth capex is ‘lumpy’

The proposal for a fixed reliance limit over time assumes that capital contributions would remain
consistent. However, the outcome of efficient connection pricing will result in different connection
pricing outcomes across new connecting parties. There will also be different levels of total company
capital contributions between years where large-capacity investments are undertaken.

Accordingly, the reliance on a single year as a base assumption and the assumption that every EDB
will remain under the average every year is not conducive to efficient economic pricing. EDBs may
need to set connection pricing below efficient levels to allow for any fluctuations in the mix of
connecting parties or to accommodate years where there is limited investment in capacity.
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May encourage inefficient behaviours as limits are reached

In addition, as distributors approach closer to their reliance limit, it can encourage behaviour that is
not consistent with efficient connecting pricing.

4.3.3 Responses to the Authority’s specific consultation questions

Q12. Do you consider the reliance limits
would improve connection pricing
efficiency and deliver a net benefit?

No. Reliance limits are a one-sided tool to arbitrarily cap prices.
If an EDB is capped by reliance limits from charging efficient
levels of capital contributions, existing customers will bear the
burden of that cost.

Q13. Are there any variations to the
proposed reliance limits you consider
would materially improve the proposed
Code amendment?

ENA strongly recommends the proposed reliance limits be
excluded from the regulation due to them not being based on
appropriate regulatory principles and likely to create unintended
consequences that are not in the long-term best interest of
consumers.

If the Authority continues to require reliance limits, an
exemption process must be included.

Q18. Do you think a sinking lid approach
to reliance limits would be preferable to
the proposed static limits approach
described in sections 7.80 — 7.105?

We do not support the use of reliance limits as they do not align
with economic principles and may instead drive inefficient
pricing outcomes.

Q23. Do you have any comments on the
impact of reliance limits on incentives to
increase the prevalence of asset
vesting?

Excluding vested assets from reliance limits will create perverse
incentives, with EDBs incentivised to continue to use vested
assets or move to the use of vested assets.

The challenges required to include vested assets in reliance
limits further support ENA’s view that reliance limits should not
be included in the regulations.

4.4 Connection enhancement cost requirements

4.4.1 Principles and intent

ENA supports the Authority’s intent with this ‘minimum scheme’ requirement. Offering a “least-cost
technically acceptable solution for connecting the applicant to the network”? seems a reasonable
and fair option to provide better certainty and transparency to access seekers.

Minimum scheme in accordance with network connection standards

The Authority’s proposal refers to technically acceptable solutions. ENA notes this should be a
reference to the EDB’s network connection standards and equipment procurement policies. An EDB

23 Electricity Authority, Distribution connection pricing proposed Code amendment, page 4
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may determine it is cost-effective and hence in the long-term interests of consumers to only stock
certain sizes of transformers. The connecting party should not, therefore, be able to request a
different size of transformer, as this will have cost consequences beyond just procurement
(maintenance, replacement, what is done when it faults, etc.).

An opt-out option is supported

Some customers, particularly those wanting large, bespoke connections or enhanced reliability, will
not want a ‘minimum scheme’ and therefore we support the Authority’s proposal to include a mutual
opt-out to this amendment. This will avoid unnecessary assessments and rework for scopes that are
not going to proceed.

4.4.2 Practical considerations for flexibility and non-firm connections
Concern with implications of flexible connection options

One concern that many members have is how the application of a ‘flexible’ connection would work in
practice. EDBs are supportive of flexible connections where practical; however, would this
requirement apply to all customers?

Is there a risk that residential customers would seek a flexible connection without fully understanding
the consequences of what they’re signing up for? And how would this be managed when the original
customer moves on and the connection is taken over by a new party? They may not realise they’ve
inherited a ‘flexible’ connection and then be required to pay unforeseen upgrade costs.

ENA recommends EDBs be provided with the ability to exclude flexibility options where it is unlikely
to be in the long-term best interest of consumers.

4.4.3 Responses to the Authority’s specific consultation questions

Q4. Do you consider the proposed ENA supports the use of minimum scheme requirements to
connection enhancement cost improve connecting pricing efficiency.

requirements would improve connection
pricing efficiency and deliver a net
benefit?

Q5. Are there variations to the proposed | ENA recommends that EDBs be provided with the ability to
connection enhancement cost exclude flexibility options where they are not in the long-term
requirements you consider would best interest of consumers.

materially improve the proposed Code
amendment?
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4.5 Pioneer scheme pricing methodology

4.5.1 Principles and intent

ENA supports the Authority’s intent to “mitigate first-mover disadvantage”?* by implementing a
pioneer or refund scheme. As noted by the Authority, many EDBs already offer similar schemes, so
whilst the exact terms of these schemes may need to change, the impact is not as great as for some
of the other proposed amendments.

4.5.2 Practical considerations for pioneer schemes
Duration

The scheme's ten-year duration is too long. The accounting and tax record-keeping requirement is
seven years, which is also the duration of most overseas schemes. We recommend that the Authority
amend the final decision to allow EDBs to determine the appropriate term for the schemes, which
could include a minimum of seven years if deemed necessary.

De minimis threshold

ENA recommends EDBs should be provided the ability to set the de minimis threshold for the use of
pioneer schemes on the network. EDBs are best placed to determine the right balance between
fairness for their customers and the administrative costs that will ultimately be borne by consumers.

Pioneers that no longer exist

The proposal is unclear on the treatment of pioneers who no longer exist (for example, liquidated,
deceased, etc.). We suggest clearly stating that no rebate will apply to these pioneers.

Connecting party is often not the ongoing customer

The connecting party is often not the ongoing customer, including when developers establish the
initial connection and then the ongoing relationship is with the eventual homeowners. The Authority
will need to be clear on how it expects EDBs to manage these relationships.

Limit the scope of qualifying connections

Given the administrative costs associated with a pioneer scheme, we also recommend that the scope
of qualifying connections be limited. While the de minimis limit may achieve a similar outcome, we
recommend that provision be provided to exclude standard urban residential connections as well.
The volume of such connections, and the likely low benefit to consumers, diminishes the value of the
scheme for these customers.

Treatment of vested assets

Including vested assets within the scope of the scheme has some practical workability implications:

- EDBs will be reliant on customers and their contractors to provide accurate cost assessments.
This may be particularly challenging since customers will be incentivised to inflate the costs to
generate a higher pioneer payout.

- It may be difficult to allocate the right level of cost to the EDB. For example, on a new
development, a significant portion of the cost may be associated with civils (including

24 Electricity Authority, Distribution connection pricing proposed Code amendment, page 4
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trenching and ducts) that are shared between multiple services. How should the costs be
attributed to ensure an appropriate base value for the pioneer scheme?

Administrative costs

There will be material costs expected to establish new systems and processes to administer this
scheme. Distributors should be allowed to deduct an administration fee from the rebate to recover
such costs, making them cost-reflective.

Time to implement

Establishing the scheme agreements and implementing the systems and processes to manage the
scheme takes time. Some EDBs are concerned that the schemes will not be up and running by the 1
April 2026 date indicated by the Authority.

4.5.3 Responses to the Authority’s specific consultation questions

Q8. Do you consider the pioneer scheme | ENA supports the intent to avoid the first-mover disadvantage.

Al msaec ey el e Some ENA members who have previously applied pioneer

connection pricing efficiency and deliver . - .
P & ¥ schemes have questioned the ability of these schemes to deliver

a net benefit? ] . . . .
net benefits due to the high administrative burden. Accordingly,
measures to reduce administrative burden should be

considered, such as thresholds.

Q9. Are there variations to the proposed |-  Schemes are only required to remain in place for 7 years.

[etmiser s isins Pl ineielsley) - Allow EDBs to determine a de minimis threshold appropriate

ou consider would materially improve . .
¥ yimp for their situation.

the proposed Code amendment?
- Clarification on how changes in connection ownership are

treated.

4.6 Exemptions

4.6.1 Principles and intent

A move away from upfront charging and towards recovering costs through ongoing line charges could
have significant impacts for some EDBs. For those subject to price-quality regulation under Part 4 of
the Commerce Act, the ability to apply for a reopener will be essential to ‘keep them whole’ through
the DPP4 period.
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Proposals may impact many EDBs

As the Authority recognises, the impacts will vary across EDBs due to the differences in the current
approaches applied. However, we feel the Authority may have underestimated the impact on some
EDBs with statements such as “we expect this impact to be relatively small.”?

ENA has not focused on specific levels of impact for individual EDBs due to the time constraints of the
consultation process and the uncertainty of the final regulatory outcome. We support our members
in their submissions outlining specific impacts to them. We encourage the Authority to consider these
diverse views accordingly and not underestimate the likely impacts.

Where there are impacts across a large number of EDBs, it will be more efficient to defer regulation
rather than rely on an exemption process.

4.6.2 Practical limitations for proposed amendments
Greater certainty would increase confidence

Whilst we are grateful to the Authority for acknowledging the potential impacts of these proposals,
EDBs would feel more confident in their application if the Authority could be more explicit and
certain in its language. If the Authority proceeds with these fast-track reforms, it must:

- Update the Exemption Guidelines to outline how applications for exemptions would be
considered in these specific circumstances.

- Confirm that the Authority will notify the Commission under section 54V and ask them to
reopen the price path.

4.6.3 Responses to the Authority’s specific consultation questions

Q14. Do you consider the exemption ENA supports the use of appropriately structured exemption
application process (together with processes to relieve short-term administrative burdens in
guidelines) can be used to achieve the individual cases. However, it will not be appropriate where the
right balance between improving short administrative burden is across many of the regulated
connection pricing efficiency and businesses. In such cases, the Authority should instead consider
managing transitional impacts on non- slowing down the process.

exempt distributors?

4.7 Dispute resolution

4.7.1 Principles and intent

While ENA understands the Authority’s desire to have procedures in place to manage conflicts and
resolve deadlocks in connection negotiations, we do not feel that the time is right or the mechanisms
are sufficiently practical as they are currently presented.

25 Electricity Authority, Distribution connection pricing proposed Code amendment, pages 6-7
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4.7.2 Practical limitations for proposed amendments
The Authority has limited scope to intervene

ENA questions whether explicitly introducing dispute resolution mechanisms is premature and comes
from a position of assuming that EDBs do not already negotiate in ‘good faith’, coupled with the fact
that the Authority’s Part 6 dispute resolution requirements “cannot be imposed on connection
applicants who are not participants”?®,

Contractual alternative appears unlikely to operate as intended

Whilst we understand the Authority’s intent with proposing a contractual terms alternative, until the
connection is agreed upon between the parties, there is no contract between the parties, and
therefore, again the dispute resolution requirements would have limited benefit.

Risk of premature enforcement of full reform principles

If the Rulings Panel determines disputes with reference to the new reconciliation requirement, there
is a risk that the reconciliation becomes an enforced methodology without sufficient due process. It
should be made clear in the Code that EDBs retain discretion in the prices they charge.

Dispute resolution process could become an inefficient administration burden

The introduction of a dispute resolution process too early in the evolution of the regulation risks
creating inefficiency in the industry that is ultimately borne by consumers. The administrative
requirements of engaging with complaints that may not agree with an EDBs decision on fair and
efficient pricing signals will distract EDBs from other important initiatives.

Higher levels of disagreement are likely where the Authority has failed to correctly identify and
support where the problem with connection pricing exists. If the Authority does proceed with a
dispute resolution process, we strongly encourage the Authority to clearly define the problem the
regulation is looking to resolve, where actual problems exist (with reference to worked examples),
and how perceptions of inefficient pricing outcomes should be remedied.

4.7.3 Responses to the Authority’s specific consultation questions

Q15. Do you consider the dispute It needs to be made clear that under the fast-track measures,
resolution arrangements proposed (for connection pricing remains at the EDBs’ discretion. Otherwise,
both participants and non-participants) the connection pricing reconciliation will become regulation
will provide the right incentives on enforceable by the dispute resolution process.

distributors and connection applicants . .
PP ENA recommends the dispute resolution process be deferred, as

to resolve disputes about the application . .
o 2 ) A i a process introduced too early in the development of the

of pricing methodologies to connection . . . .
] ) o regulation will effectively become a process for educating access

charges and improve connection pricing S . -
o ) ) seekers on good economic principles for connection pricing.
efficiency and deliver a net benefit?

26 Electricity Authority, Distribution connection pricing proposed Code amendment, page 5
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Q16. Are there variations to the It should be made clear that under the fast-track measures,
proposed dispute resolution connection pricing remains at the EDBs’ discretion.
arrangements you consider would
materially improve the proposed Code
amendment?

4.8 Full reform

4.8.1 Principles and intent

ENA supports the intent of the Authority’s direction of travel towards reform that will ensure
consistency in methodology between EDBs, which will deliver efficiency for the long-term benefit of
consumers.

“If we proceed to implement full reform, all connection pricing will be at an efficient level —
sitting within a range where new connections are neither subsidised, nor deterred by
excessively high charges. Within this range, existing customers are made better off as each
new connection spreads fixed costs and reduces the average charge per customer.”?

Full reform regulation will need to be based on appropriate regulatory and economic principles. ENA
supports the application of prices that are subsidy-free — prices that are neither below incremental
cost nor above stand-alone cost. If the Authority wishes to further refine what an appropriate level of
pricing is, consideration should be given to economic efficiency as well as fairness, while not only
addressing the needs of new connecting parties but also balancing the interests of typically
unrepresented existing customers.

Timing for full reform

ENA acknowledges that the fast-track measures identified in this consultation are a stepping stone
towards full reform. We thank the Authority for highlighting that “the timing and pace of moving
from fast-track to full reform will depend on sector progress, the Authority’s future priorities and
feedback we receive from stakeholders.”?®

To that end, we encourage the Authority to ensure the timelines are realistic, and pace is not
prioritised over effectiveness. Refer to section 3.3 on Implementation and timeframes for more
information.

Learn from fast-track changes

As part of the considerations ahead of full reform measures, we encourage the Authority to learn
from the fast-track measures.

The Authority should also consider the impact that clarification of the economic principles has had on
EDB pricing behaviour.

27 Electricity Authority, Distribution connection pricing proposed Code amendment, page 6
28 Electricity Authority, Distribution connection pricing proposed Code amendment, page 4
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Principles-based regulation will allow flex and innovation

We encourage the Authority to consider the application of principles-based regulation over rules-
based regulation to allow flexibility and innovation with pricing in the ever-changing electricity

environment.

4.8.2 Responses to the Authority’s specific consultation questions

Q3. Do you have any comments on the
Authority’s proposed pathway to full
reform?

ENA supports the Authority:

- Being clear on the problem definition before implementing
the fast-track or full reform.

- Learning from fast-track initiatives prior to progressing to
full reform.

- Consulting again before full reform.

- Aligning the effective date of the full reform with the DPP5
process.

Q26. Do you have any comments on the
Authority’s anticipated solution for
longer-term reform?

We have several observations about the Authority’s anticipated
solution for longer-term reform:

- Principles-based regulation over rules-based regulation.

- Further reform requires the Authority to be clearer and
evidence-based in its problem statement.

- Timelines for full reform are too fast.

- Principles for reform need to be refined.

4.9 Other considerations

4.9.1 Responses to the Authority’s other specific consultation questions

Q17. Do you consider the alternative
contractual terms option would be
better than the approach in the
proposed drafting attached to this
paper? Please give reasons.

Until the connection is agreed between the parties, there is no
contract between the parties.

Q20. Are there other parameters you
think the Authority should consider for
the proposed connection pricing
methodologies? If so, which ones and
why?

ENA does not have any further parameters for the Authority to
consider.
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Q21. Do you agree pricing
methodologies should apply to LCC
contracts? If not, please explain your
rationale.

ENA disagrees. LCC contracts are generally with parties that
have the expertise and bargaining power to negotiate
appropriate pricing terms.

Q22. Do you agree the proposed
requirements, other than reliance limits,
can be applied satisfactorily to
connections with vested assets? If not,
please explain your rationale.

ENA has concerns with the application of the proposals to
vested assets including:

- How to determine the value of vested assets.

- Payment to developers for connections, especially with the
currently proposed approach to assessing the appropriate
level of capital contributions (vested asset payments in the
case of vested assets).

Q24. Do you agree the proposed
methodologies are compatible with
contestable connection works? If not,
please explain your rationale.

ENA does not believe the currently proposed methodologies will
impact the degree to which access seekers engage with
construction parties. However, this position may change once
further refinements/classifications are provided on how vested
assets are treated.

Q25. Do you agree that fast-track
methodologies should not apply to
embedded networks? If not, please
explain your rationale.

ENA does not have a view on application to embedded
networks.
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Appendix A: ENA Members

Electricity Networks Aotearoa makes this submission along with the support of its members, listed

below:

e Alpine Energy

e Aurora Energy

e Buller Electricity

e Centralines

e Counties Energy

e Electra

e EA Networks

e  Firstlight Network
e Horizon Networks
e Mainpower

e Marlborough Lines
e Nelson Electricity
e Network Tasman

e Network Waitaki

e Northpower

e Orion New Zealand
e Powerco

e PowerNet (which manages The Power Company, Electricity Invercargill, OtagoNet and
Lakeland Network)

e Scanpower

e Top Energy

e The Lines Company

e Unison Networks

e Vector

e  Waipa Networks

e WEL Networks

e  Wellington Electricity

o Westpower
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Frontier Economics Pty Ltd is a member of the Frontier Economics network, and is
headquartered in Australia with a subsidiary company, Frontier Economics Pte Ltd in Singapore.
Our fellow network member, Frontier Economics Ltd, is headquartered in the United Kingdom.
The companies are independently owned, and legal commitments entered into by any one
company do not impose any obligations on other companies in the network. All views expressed
in this document are the views of Frontier Economics Pty Ltd.

Disclaimer

None of Frontier Economics Pty Ltd (including the directors and employees) make any
representation or warranty as to the accuracy or completeness of this report. Nor shall they have
any liability (whether arising from negligence or otherwise) for any representations (express or
implied) or information contained in, or for any omissions from, the report or any written or oral
communications transmitted in the course of the project.
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1 Introduction and summary

1.1 Introduction

The Electricity Authority (Authority) has released two consultations with the intention to reform
the approach to network connections in New Zealand. One focuses on process changes while
the other addresses how connections are priced.! Electricity Networks Aotearoa (ENA) has asked
Frontier Economics to consider a number of the proposals that the Authority has put forward in
relation to pricing network connections.

’

For pricing, the Authority has proposed both ‘fast track measures’ as well as potential ‘full reform
measures. The fast track measures are scheduled to be implemented from 1 April 2026 with the
full reform to be completed by April 2027.

The specific topics that ENA has asked us to consider in relation to the Authority's proposal
include:

e Defining the efficient price point for a network connection, and whether the Authority’s
proposals are aligned with economic efficiency

e The approach to reliance limits

e Advice on approaches to efficient costing of network capacity given the recommendation for
standardised pricing

e Advice on whether aspects of the proposals are anti-competitive

e Ourviews on the economic equivalency to customers of the different approaches to terms
such as capital contributions, vested assets and infrastructure development contributions

e The influence of transaction costs on the merits of various Authority proposals
e An assessment of the pros and cons of the Pioneer Scheme, and

e The treatment of transmission costs in the proposed reconciliation reporting.

1.2 Summary of our assessment

We broadly support the Authority's initiative to establish a more robust and consistent approach
to connection charging. If well-implemented, this reform can enhance confidence among
connecting parties that they are paying charges reflective of the efficient costs of connection. At
a minimum, it will increase the transparency regarding what customers can expect to pay when
connecting to the network, leading to better informed connection decisions. Additionally, greater
regulatory certainty around connection pricing will provide distributors with improved clarity and
predictability regarding the costs and revenues associated with new connections.

In the context of the anticipated increased electrification of the economy, fostering greater
efficiency in network connections has the potential to deliver substantial welfare benefits.

The key findings made in this report are set out below.

! See: https://www.ea.govt.nz/projects/all/network-connections/
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Economically efficient network connections

Network connections are economically efficient where the right number of connections are

performed at their lowest efficient cost, and this continues to occur over time as consumer

preferences and technology changes. Efficiency is promoted when network prices, including
upfront connection charges and ongoing costs, reflect the costs of supply.

Customers should connect only when the benefits of electricity use exceed the costs of
connection and ongoing supply. Efficient pricing signals the incremental costs of
connections. These costs include any additional capacity needed at times of peak demand.
For ongoing distribution charges, prices should signal the long-run marginal costs of supply
with any residual costs that are not recovered in this way recovered with minimal disruption
to the signals for efficient network use.

O Incremental connection costs depend on location, including proximity to the shared
network and available spare capacity at that location.

Upfront payments for these costs are more efficient than recovery through ongoing charges,
as they provide clearer signals before costs become irreversible, enabling informed
customer decisions, and also when incremental revenue is taken into account ensure there is
no cross-subsidy paid by existing customers.

Efficiency of the Authority’s proposed charging approach

The Authority has identified three reference points for connection prices. The neutral point, a
balance point, and a bypass point. Broadly, we agree with much of the Authority’s economic
assessment of the reference points.

However, we consider that the Authority’s economic assessment is inconsistent with our
economic assessment in a number of key aspects, these are:

O We disagree that prices between the neutral and balance points do not penalise
connection applications. Pricing above the neutral point would mean connecting parties
would pay more than the incremental costs of their connection, which might distort
network connection decisions away from the efficient level.

O Having newcomers make a larger contribution to existing sunk costs? will not improve
the efficient use of the network by existing customers where prices are structured
efficiently. Even where prices are not structured efficiently, the impact on efficient
consumption is unlikely to be material given the relative inelasticity of demand for
electricity. However, encouraging new efficient connections will mean existing customer
charges will fall given more customers means average costs per customer will also fall.

O There is no economic rationale for setting connection charges to reflect the average
contribution of existing users. Doing so will only mean that actual charges will either be
inefficiently high or inefficiently low for new connections.

We note also, for the sake of completeness, while this may not be explicitly stated in the
Authority's Consultant Paper, capital contributions should only be required to remove
cross-subsidy, that is where incremental cost exceeds incremental revenue. However, where
incremental revenue exceeds incremental cost this does not imply there is an economic
justification for a payment from the distributor to the connecting customer.

2

Sunk costs refer to costs that have already been incurred, cannot be changed, and have no alternative use.
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Network capacity costing

The Authority has proposed introducing standardised unit rates for determining the costs of
increasing capacity on the shared network. We consider that this proposal can deliver
efficiency benefits in certain circumstances. This is when the administrative burden of
determining the actual incremental costs for a connection is likely to outweigh the efficiency
benefits of providing user-pays signals. This is the case for smaller connections or where
connections do not involve substantial unique costs (e.g., connections over difficult terrain).

It is our view that standardised rates should only ever be adopted where it is determined
that a connection triggers an augmentation in the shared network. Whether this is the case is
ambiguous in the Authority’s Consultation Paper. To charge customers a standardised rate
when their connection does not actually trigger an augmentation to the network may
discourage otherwise efficient connections from proceeding.

Standardised rates should be set in a way so that the price paid is sufficiently close to what
would be paid if costs were determined on a project-basis. We consider it is possible to
determine such charges using either historical costs or through independent engineering
assessments.

O We note, however, that standardised rates should only be adopted where it can be
shown that there is not significant variability in costs for customers within the same
customer class.

Competition impacts of the Authority’s proposals

Standardised pricing - based on our understanding that shared network augmentations
are not contestable in New Zealand, this proposal should not impact on competition given
standardised charges only apply to shared network costs.

Reliance limits - reliance limits may reduce competition if the limit binds, resulting in
distributors socialising some or all of the connection costs through the RAB. In this case
existing customers would be subsidising part of the connection cost, which is an option not
available to third-party providers.

Connection enhancement cost requirements - the requirement to design and cost the
least cost technically acceptable solution is likely to enhance competition. This is because the
added transparency would make it easier for third-parties to present lower cost or improved
connection options.

Reliance limits methodology

It is our view that the proposal to cap the amount of connection costs that can be recovered
upfront through reliance limits is not supported by the evidence or sound economic
principles. As noted above, this proposal would mean that existing customers would be
subsidising new connections when the limit was reached, with the potential that it motivates
inefficient connection decisions.

Reconciliation reporting

While we support the introduction of reconciliation reporting in circumstances where this is
requested by connecting parties, in implementing the proposal we recommend that:

O Reconciliation reports focus solely on incremental costs and revenues. Identifying
‘network costs’ separately is unnecessary as these are costs that are funded through
standard network charges.

Frontier Economics 6
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o0
O There is consistent treatment of transmission charges in the reconciliation framework.
Specifically:

" |fincremental transmission costs are included in the incremental cost calculation,
they should also be reflected in the incremental revenue calculation, and

= |fincremental transmission costs are excluded, the corresponding revenues should
also be omitted.

Pioneer scheme

We agree with the Authority that a pioneer scheme can address first-mover disadvantages
which may distort investment and impede development of the electricity network. We
recommend in implementing the scheme the Authority considers measures to minimise the
administrative burden on distributors who will have a key role in facilitating any refunds. This
can be achieved through a well-defined and mechanistic approach to the scheme. Relatedly,
we recommend also that distributors be permitted to deduct a reasonable administration
fee from the refund to cover their costs, noting Australia provides a precedent for such a fee.

Accounting treatment of customer contributions

From both a customer and distributor perspective, the classification of connection assets—
whether as a capital contribution, a vested asset, or an Infrastructure Development
Contribution (IDC)—is immaterial. So long as the amount the customer has paid reflects the
incremental costs of the connection, the regulatory classification is irrelevant.

Given this, it is necessary for the Authority to treat each of them consistently when
comparing the volume and scale of connection costs across distribution areas. That is, a
higher reliance on vested assets in one area does not imply that connections in that area are
inherently lower cost, or that there are less upfront connection charges in total, than in areas
where capital contributions are used more—and as such more visible in the Authority’s data.
Taking this into account will, therefore, permit a better comparison of the state of play across
distribution areas.>

1.3 Structure of this report

The remainder of this report is structured as follows:

Section 2 addresses the economic efficiency considerations for network connections,
including an assessment of the Authority’'s proposals against our framework for economically
efficient network connections.

Section 3 considers the proposal for standardised network capacity costing.
Section 4 addresses the competition impacts of the Authority's proposals.

Section 5 addresses the remaining issues from the ENA scope of work, specifically:
O The reliance limits methodology

O Reconciliation reporting

O The pioneer scheme, and

We note, that the ability to compare different treatments of upfront costs will depend on the extent that there is
quality information available to both the distributor and the regulator in relation to costs that have not been
incurred by the distributor but by the customer or its third party service provider.
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O The accounting treatment of capital contributions.
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2 Economic efficiency
considerations for network
connections

2.1 Introduction

The Authority has sought to define three reference points that it considers are relevant to the
approach to connection charging, namely:

e A neutral point: where the connection charge is equal to the net incremental cost of
connection, which is the incremental cost of a connection less the present value of the
incremental revenue the connection will generate over its lifetime.*

e A balance point: which is where the contribution a connection applicant will make to
network costs over the life of their connection is commensurate with other users from the
same consumer group.®

e A bypass point: where payments made by a connecting party over the life of the connection
are higher than the standalone cost for that connection.®

The ENA has requested an assessment of how efficiency in the context of connection pricing is
defined having regard to good economic practice. Taking this definition into account, we are to
consider if the Authority's proposals, and its reference points, align with this efficiency
definition.” The ENA has also recognised that the Authority’s problem definition is not solely
about efficiency. Therefore, it has asked that we also take this into account when considering the
effect of the Authority’s proposals on connecting pricing outcomes.

To address this issue, we will first consider the meaning of economic efficiency. We will then
consider what economic efficiency implies in the context of network connections. Taking this
view of what economic efficiency implies for pricing network connections, we will then provide
our perspective on how the Authority’'s views on the respective reference points align with
economic efficiency.

2.2 The meaning of economic efficiency

The term economic efficiency holds special meaning in economics. To define the concept, it is
typical in economics to identify three distinct conditions that promote the achievement of
economic efficiency, namely:

e Allocative efficiency, which requires that the amount of goods or services supplied creates
the maximum benefit to households given the relative costs of producing those goods or
services

e Productive efficiency, which means that any mix of goods or services are produced at their
lowest cost, and

4 Authority Consultation paper, para. 7.57-7.58.
> Authority Consultation paper, para. 7.61.
6 Authority Consultation paper, para 7.62.

7 The ENA has also recognised that the Authority’s problem definition is not solely about efficiency.

Frontier Economics 9



Efficient pricing of distribution network connections Final

e Dynamic efficiency, which requires that the outcomes above continue to be maintained
over time given changing customer preferences and technologies.®

Prices play a key role in promoting economic efficiency in the economy by bringing about
equilibrium in demand and supply. This is because they influence the production decisions of
firms and the consumption decisions of consumers. Prices play this role through their ability to
communicate information that is beneficial to coordinating transactions.

Consumers rely on prices to provide information about the cost of a good or service, enabling
them to make efficient decisions. Specifically, this information helps them determine whether
they value consumption more than the cost of production, noting efficient consumption occurs
only in cases where its value exceeds the cost of production. For producers, price guides
decisions about whether to remain in business, and if so, how much of a good or service to
produce. When prices are higher relative to cost, the incentive is to produce more of a good or
service and vice versus when prices are low, recognising it is through prices that businesses earn
revenue to cover the costs of investment.

When prices are efficient, and so cost reflective, they maximise social welfare. This is because
economic efficiency is achieved when the marginal benefit obtained by consuming a good or
service is equal to the marginal cost of production.’ The economic outcome is allocative
efficiency that was described above. If the production of an additional unit cost more than the
value customers paid for that unit, that additional production would be wasteful and should not
proceed. Similarly, if the value created by producing an additional unit is greater than its cost,
then not producing that unit would mean the loss of an increase in economic benefit.

2.3 Efficient pricing of network services

In simple terms, the conditions of economic efficiency identified above, when applied to network
connections, mean that the right number of connections are performed at their lowest efficient
cost, and this continues to occur over time as consumer preferences and technology changes.
Similarly, economic efficiency is promoted when the price of network services reflects its cost.
Even though the focus here is on prices for network connection, what might be paid for upfront
for a connection impacts on ongoing network prices for both the connecting party and also
existing network users. Therefore, it is necessary to consider both in combination.

The majority of the cost associated with an electricity network is building the network with
enough capacity to ensure that all the electricity that consumers demand can be delivered at the
time that consumers demand it." In effect, this means networks are built to meet peak demand
with the implication being that network investment is contemplated in circumstances where

8  When considering economic efficiency, it is relevant to understand that it is agnostic to distributional impacts. This is
relevant because often practical limitations mean there is more than one candidate for an efficient pricing solution.
As such, economic efficiency on its own may not always provide the complete set of guidance needed to choose
between different options. This can be particularly relevant where there are concerns about serving vulnerable
customers for essential services such as electricity. In considering efficient pricing further we will only focus on
distributional impacts to the extent that is relevant and does not harm the achievement of economic efficiency.

9 The term marginal in economics refers to outcomes from the consumption or production of one additional unit of a
good or service. Therefore, it is distinct from terms such as average or total, which are broader concepts. As such,
the marginal cost, for instance, is the additional cost that is triggered to produce the final unit of a good or service,
rather than the cost of producing all of the units supplied or produced.

1 The cost of building a network to ensure that 100% of electricity demanded is met 100% of the time would be
prohibitive. Therefore, planning standards for networks are set below this level such that networks are able to
withstand certain events that are reasonably possible to occur, albeit with an expectation that at normal times peak
demand should be met.
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there is expected to be an increase in peak demand requirements.'” Importantly, the
assessment of peak demand requirements is location specific. The implication being that what
matters is peak demand for specific network elements rather than a customer’s own peak
demand.

The dimension of cost that matters for network pricing given meeting peak demand is the
primary driver of costs is marginal cost. Marginal costs can be observed over a short run or long
run time horizon. In the short run it is not possible to expand capacity. Over this time horizon if
there is excess capacity on the network the marginal cost can be near zero, but very high once
the network becomes constrained given this will typically be the cost of paying other customers
to curtail demand. Over the long run it is possible to expand capacity. Therefore, at any time the
long run marginal cost of supply is expected to be higher than short run marginal costs given the
cost of additional augmentations can be factored into costs. Notably, the long run marginal cost
is the cost of bringing forward the next augmentation due to an increase in peak demand. That
is, if peak demand is increasing, there will be a need to augment the network earlier than
previously thought, which in turn means an increase in the long run marginal costs of supply.'?

In addition to marginal costs, a further factor that is relevant for efficient pricing is stand-alone
cost. The relevance of stand-alone cost is that pricing below stand-alone cost ensures that a
customer is not inefficiently discouraged from connecting to the network and seeking an
alternative means of supply even where supply through the network would be the lowest cost
option. Stand-alone costs become particularly relevant in the context of allocating residual costs
that arise when pricing based on long run marginal costs; which are discussed further below.

In the following sections we consider how this framework for efficient pricing is applied to both
usage charges and connection charges.

2.3.1 Efficient prices for network use

Given the discussion above, it is apparent that a cost reflective price for use of the network
should reflect the long run marginal cost of supply. A price based on long run marginal costs
would see customers charged based on their use at the time of actual peak demand at their
location. Recognising that this charge would reflect the customer’s contribution to peak demand
at this time, and so its contribution to the timing of the next augmentation of the network. That
is, the extent the customer’s own behaviour caused the need to bring forward a network
augmentation.'

When customers face prices that reflect the long run marginal cost of supply, their incentive
should be to only consume additional electricity at times of peak demand when they value that
consumption more than the cost of bringing forward the next augmentation. At all other times
the marginal cost of supply will be very low, or near zero. While the cost of consumption at these
times is very low, it may also be inconvenient to use electricity at these times. This could be
because it is overnight when people are sleeping, or because people are at work at these low-
cost times.

" The peak demand that is relevant for network planning is the highest expected demand at any single point in time.
For instance, in New Zealand this has typically been some time during a winter day as people wake up or come
home from work and turn on heating. Therefore, the ‘peak’ demand that occurs on every other day of the year has
very limited impact over whether new network investment is contemplated or not.

12 For the sake of providing additional clarity, the long run marginal cost that should be signalled to customers is not
the total cost of augmentation. Instead, it is the change in costs that occurs through increased consumption. In the
case of electricity networks this is the cost of undertaking an augmentation earlier than otherwise.

13 We note that suitable metering technology is required to determine the coincident peak demand of a particular
customer.
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Electricity networks exhibit natural monopoly traits. This is because economies of scale mean a
single provider is more efficient than two or more.'* However, these economies of scale also
mean that prices set to signal long run marginal costs will not permit network businesses to
recover all their costs. This happens because long run marginal costs are lower than the average
cost of the network when economies of scale exist. As a result, pricing based only on these
marginal costs will lead to the business not making enough money to cover its total costs.

Economics suggests that the residual costs that arise from pricing based on long run marginal
cost are best recovered in a manner that has the least impact on the efficient use of the network.
That is, the form of cost recovery should limit distortions to price signals for efficient
consumption. A commonly accepted method for achieving this is for the residual costs to be
recovered in charges that have no relationship to usage, such as daily fixed charges. We note
that given the substantial fixed and sunk costs associated with electricity networks (which then
form the regulatory asset base), that these residual costs can make up a large portion of the
total charge faced by consumers.

2.3.2 Efficient price for network connection

The initial connection of a customer will cause certain costs to be incurred. These costs will
include those required to physically connect the customer to the shared network. However, the
customer’s connection may also cause costs to be incurred in relation to the shared network. For
instance, where additional capacity needs to be built in order to accommodate the expected
contribution to peak demand from the newly connected customer. These are the incremental
costs of connection, and differ from the marginal cost concept described above.' Rather than
focusing only on consumption at peak times, this incremental cost incorporates both the costs
caused by connecting and the cost of providing ongoing supply for a sustained period.

The price signal that is desirable from connection charges is that customers should only seek to
connect to the network, and continue to be supplied by the network, where they expect to derive
more benefit from the use of electricity than the cost of connecting and providing ongoing

supply.
Similar to usage charges above, there is also a locational component to network connection
charging. The locational component will be driven by how far from the shared network the

customer is located, as well as the amount of spare capacity that exists on the network where
the customer wishes to connect at the time of connection.

Where the customer is further from the network more network will be required to connect, and
so a higher cost can be expected. By implication, cost reflective pricing should motivate the
customer to seek to locate its connection as close as is possible to the existing shared network.
In addition, locating on parts of the network with spare capacity is less likely to trigger the
bringing forward of a network augmentation compared to connection at parts of the network
that are close to their capacity limit. In this context, an efficient price signal would be expected to
encourage customers to locate on those parts of the network with spare capacity first, noting if
the value a customer derives from locating at a congested part of the network exceeds the cost,
this would also be efficient from the perspective of society.

4 Economies of scale exist when costs decrease as a company produces more of a good or service. This is typically
driven by high fixed costs being spread across more units.

> We note that incremental cost and marginal costs are very similar concepts in economics, and so are sometimes
used interchangeably. Incremental costs can be considered as the additional cost that is incurred when expanding
to provide an additional service, or in this case, serve an additional customer. As such, it would be appropriate to
consider this cost the marginal cost incurred from the decision to be connected and served by the shared network
in the first place.
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Having a price signal that includes the full incremental cost associated with their connection is
referred to as a ‘deep connection’ approach. This approach contrasts with what is referred to as
a 'shallow connection’ approach. Under a shallow connection approach the customer may only
pay for the cost of assets between its premises and the network, with any augmentation costs
related to the shared distribution network shared between all customers. While this approach is
not consistent with providing an efficient price signal to new connections, there may be other
non-economic justifications for the approach. For example, to motivate new connections. The
exception to this might be very small connections, where the cost of calculating the full
incremental cost of connection might outweigh the benefits of doing so. That is, in this case it
may be more cost efficient to provide customers with only a shallow connection charge rather
than calculate the actual deep connection cost.

Role of upfront customer payments for connections

It is likely to be more economically efficient for customers to make an upfront payment related
to the incremental costs of connecting to the network rather than for those costs to be
recovered through ongoing charges. Noting that such payments would still operate alongside
ongoing distribution charges.

Recognising that there are efficiency benefits from having customers pay a price that reflects the
incremental costs of connection, the first question is whether this cost would be recovered from
ongoing distribution charges. Particularly for large connections, such as for new real estate
developments or large commercial connections, it is unlikely that ongoing distribution charges
will be sufficient to recover the full incremental costs of connection given it is set to recover costs
that have already been incurred or the marginal costs of supply expected before the connection
arrives.

Nevertheless, signalling the incremental cost of connection upfront, rather than through ongoing
distribution charges, offers additional economic efficiency benefits. For example, since these
costs become irreversible once the customer connects, it is more effective to communicate them
at the time the customer is deciding whether to proceed with the connection. This approach
ensures that connection costs can still be varied or avoided during the decision-making stage.

While, in theory, it would be possible to adjust ongoing charges to provide this signal to
customers, this would introduce substantial administrative difficulties. This is because it would
require every customer, or small group of customers, to have an individual tariff maintained
specifically for them over the life of the connection.

Requiring newly connecting customers to incur the incremental cost of their connection upfront
eliminates the risk of cross-subsidisation between new and existing customers. A subsidy arises
if a customer pays either less than the incremental cost or more than the stand-alone cost of
their connection. For instance, if new customers pay less than the incremental cost, ongoing
charges to existing customers would be used to cover the shortfall, leaving existing customers
worse off than if those new customers had not connected. By implication, an upfront charge that
covers the incremental cost of connection avoids this outcome for existing customers.

In considering subsidies, it is notable that a service is in receipt of a cross-subsidy where the
revenue generated in providing the service is less than its incremental cost. Factoring in the
incremental revenue associated with a network connection, therefore, can provide increased
assurance that existing customers are not incurring a cross-subsidy related to new connections.
The implication being that, if incremental cost exceeds incremental revenue for a connection, to
avoid a cross-subsidy, the connecting party must pay the difference between incremental
revenue and incremental cost.

The avoidance of cross-subsidy was the Australian Energy Regulator’s (AER) justification for its
incremental cost and incremental revenue test (the cost-revenue-test) when implementing its
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approach to connection charging. Specifically, it stated the following in its initial Consultation
Paper on its approach to connection charging:'®

To ensure that a customer pays at least the incremental cost it imposes on the
network, it is necessary to test the incremental revenue that a customer will provide
against the incremental cost of connecting that customer. Implementing a cost-
revenue-test requires estimates of all the costs that a DNSP will incur by connecting
the customer and all the revenue that a DNSP will receive from that customer. The
AER's preliminary position is that all costs incurred by the DNSP, including direct
connection, extension, shared network augmentation and an allowance for the
additional operating and maintenance costs should be compared against the
anticipated DUoS [distribution use of system] revenue from the customer. An
upfront capital contribution would only be required to the extent that the customer’s
DUoS payment is less than their incremental cost.

A connecting customer’s costs will be recovered as a combination of ongoing DUoS
payments and upfront capital contribution, if required.

The use of a cost-revenue-test, as implemented by the AER, and which the Authority has based
its approach, raises a question of what should occur when incremental revenue exceeds
incremental cost. That is, should the distributor be required to pay this difference back to the
connecting customer. It is our view that no payment should be required. On this matter we agree
with the perspective of the AER. Here, the AER noted that not returning the excess to customers
would be unlikely to see prices rise above stand alone cost, and so maintain connection charges
to within the subsidy free range. Importantly, it also noted that ongoing distribution charges,
referred to as DUOS (or distribution use of system charges), can include a contribution to costs
that are upstream from the connection, and so all customers of the same connection and load
characteristic should pay the same distribution charge given this represents the average real
cost of providing the network service to that customer class. Specifically, it stated:"”

Where there is a revenue shortfall from an individual customer, then the DNSP will
levy a capital contribution. Alternatively, where the incremental revenue is in excess of
the incremental cost, then the customer would not be required to make a capital
contribution to the network. The AER is not proposing that any excess incremental
revenue be returned to the customer. The AER considers this would still be consistent
with the limit cross-subsidisation purpose of the guideline because it is unlikely these
customers will be paying in excess of their stand alone cost.

Where the incremental connection cost is less than the incremental revenue, it does
not mean that the particular customer should be paying less than the DUoS for the
same class of customers. This is because the DUoS charges also includes cost recovery
of the upstream assets for supplying the customer. All customers of the same
connection and load characteristic should pay the same DUoS rate because this
network charge represents the average real cost of providing the network service.

6 AER, ‘Consultation Paper, Issues and AER’s preliminary positions Connection charge guidelines: for accessing the
electricity distribution network’ 10 June 2011, p. 14.

7" AER, ‘Consultation Paper, Issues and AER's preliminary positions Connection charge guidelines: for accessing the
electricity distribution network’ 10 June 2011, p. 15.
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2.4 Assessment of EA proposals

2.4.1 Authority proposal

As indicated above, the Authority identified three reference points as relevant for connection
prices. These are a neutral point, a balance point and a bypass point. The Authority included the
following figure to summarise each of the points in a diagram.

Figure 1: The Authority’s illustration of neutral, bypass and balance points
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Source: Electricity Authority, Distribution connection pricing proposed Code amendment Consultation paper,
Figure 7.1

The Authority made the following conclusions about the economic efficiency of each of the
reference points:'®

The Authority considers:

(a) connection charges below a connection’s neutral point are inefficient, because
existing users are subsidising the new connection.

(b) connection charges above a connection’s bypass point are inefficient, because the
connection applicant would be better off inefficiently bypassing the network.

(c) connection charges between the neutral and bypass points are within the subsidy-
free range for that connection.

(d) connection charges above the balance point can be inefficient as they allocate
connection applicants a higher lifetime cost than existing users from the same
consumer group. This may in turn suppress connection growth.

(e) connection charges between the neutral and balance point are beneficial to
existing users, without inefficiently penalising connection applicants.

'8 Authority Consultation Paper, para 7.63.
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The Authority also stated that the neutral point would be optimal except that it involved
newcomers avoiding or underpaying some costs that are paid for by existing users, stating:'®

In theory, pricing at the neutral point would be optimal if it minimised adverse effects
on connection demand, and without supressing demand from existing users. However,
this involves newcomers avoiding costs or underpaying for costs that are covered by
existing users, which may be unpopular and unsustainable.

2.5 Our assessment

Broadly, we agree with much of the Authority’s economic assessment of the reference points for
connection pricing. However, there are some key areas where we diverge from their conclusions.
These differences are derived on the basis of the economic framework for efficient connection
pricing that we have set out in the preceding sections.

We agree with the Authority that:

e (Connection prices above the bypass point, which is the stand-alone cost of supply, would
distort efficient outcomes. In this case it would encourage potential connections to seek
alternative, but higher cost, supply options.

e Prices below the neutral point (which are the net incremental costs, and so are incremental
costs minus incremental revenues) are inefficient given they would imply a cross-subsidy
exists. That is, existing customers would need to make up the difference between the
connection charge and the incremental cost of the connection.

2.5.1 Connection prices between the neutral and balance points

As identified above, the Authority suggests that connection prices set between the neutral and
balance points do not penalise connection applicants. It notes further that if new connections
pay only prices at the neutral point it would see them avoiding costs or underpaying costs that
are covered by existing users. We disagree with these positions.

The Authority notes that pricing at the neutral point would be optimal if it minimised adverse
effects on connection demand. It is our view that this is precisely what a price at the neutral
point achieves. As indicated above, a connection price that signals the net incremental cost of
connection - which is the Authority’s neutral point - can be expected to encourage the
economically efficient volume of network connections. This is because a customer can decide if it
values connection more than the incremental costs that its connection imposes. Noting this
decision will factor in both any upfront connection charge plus expected ongoing electricity
charges over the life of the connection.

As indicated above, economic efficiency can be promoted by setting charges in a way that is least
likely to distort efficient decision making; recognising that economic efficiency is concerned with
the future rather than past sunk decisions. While the balance point is below stand-alone cost,
and so there is no cross-subsidy involved, it is our view that a price above the neutral point up to
the balance point, risks discouraging efficient connections proceeding. This is because the price
would be above the costs directly caused by the connection, which are the incremental costs,
and so contribute to sunk cost recovery. However, as previously noted, there is no efficiency
benefit to be gained from signalling a sunk cost.

Whether a price above the neutral point but below the balance point would actually cause a
distortion to connection demand away from efficient levels is an empirical question. It would
depend on the extent that customers value their connection above the charge they face for

9 Authority Consultation Paper, para 7.64.
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connection and so the elasticity of demand for new network connections. However, because the
costs above incremental costs but below stand-alone costs are already sunk costs, signalling
these costs to customers when they connect will not advance efficient decision making, but
instead create the potential for adverse connection decisions.

We note in the context of setting developer charges for the urban water sector, the Australian
Productivity Commission expressed views very similar to those expressed here. Specifically, that
charges should relate directly to the costs that can be attributed to that location and not the
sunk cost of common shared infrastructure, stating:?°

Efficient charging regimes for infrastructure development were discussed at length in
the Commission’s 2004 inquiry into First Home Ownership and are discussed further
in PC (2011c). Broadly, the appropriate allocation of capital costs hinges on the extent
to which infrastructure provides services to those in a particular location, relative to
the community more widely. Key findings of the 2004 inquiry report include that
developer charges should:

« relate specifically to the directly attributable costs being incurred at that location,
and not the sunk costs of common shared infrastructure

* be itemised by service type (such as water, wastewater or drainage) and
infrastructure type (such as transmission or distribution system)

* avoid over recovery of the efficient costs incurred by the service provider, to avoid
‘gold-plating’ infrastructure and double charging for infrastructure through both
developer charges and recurrent charges.

2.5.2 Concerns about avoiding cost recovery

Pricing at the neutral point ensures there is no cross-subsidy between existing and new
customers, ensuring that new customers fully fund the incremental cost of their connection.

From an economics perspective, ensuring that incremental costs are funded is an economically
efficient outcome. In this context it is worth drawing on the views of one of the more prominent
commentators of the incremental cost test, upon which the neutral point is based, Gerald
Faulhaber. At the commencement of his 1975 paper on cross-subsidisation the following
example is provided to demonstrate that a cost-revenue test (incremental cost minus
incremental revenues) promotes efficient outcomes, avoids cross-subsidisation and has the
potential to reduces prices for existing customers:?'

A paradigm best serves to illustrate the problem: a profit regulated railroad which
interconnects two large cities also provides rail service to a smaller town located on
the route between the two cities. The fares charged for passage from the small town
are sufficient to generate revenues in excess of the additional cost of servicing it, such
as ticketing and station costs, but not sufficient to cover an equal proportionate
(however defined) share of the common costs, such as trackage, signalling, and
trainyard costs. Since the small town is not paying its “fair share” of common costs, is
it not being subsidized by the larger cities? Do not the railroad tariffs favour the town
at the expense of the cities?

Provided the revenues realized from providing rail services to the town exceed
the added costs, the answer must be in the negative. In fact, the provision of the

20 Productivity Commission, ‘Australia’s Urban Water Sector, Productivity Commission Inquiry Report Volume 1, No. 55,

31 August 2011, p.152.

21 Faulhaber, G.R., ‘Cross-Subsidization: Pricing in Public Enterprises’, The American Economic Review, Vol. 65, No. 5,

December 1975, p. 966.
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service under these circumstances (assuming the road'’s profits remain constant) may
actually lead to lower fares for the two cities compared to the alternative of no service
from the town at all. [Emphasis added]

We note that when a customer is not required to pay a capital contribution—i.e., when net
incremental revenues exceed net incremental costs—it is possible that existing customers may
not benefit from the new connection as suggested in the quote above. This occurs because the
incremental revenue calculation proposed by the Authority does include a contribution to the
costs of existing network assets, and so sunk cost recovery (recognising that existing distribution
charges used for calculating incremental revenues contribute to recovering the cost of existing
network assets). Although this outcome does not raise obvious economic efficiency concerns, it
suggests the new customer contributes less to the cost of existing assets (sunk costs), as their
incremental revenue (including amounts that would ordinarily be used for sunk cost recovery) is
allocated primarily to cover their incremental costs of the connection. We agree with the
Authority, therefore, that this outcome may be unpopular or perceived as unfair.

253 Impact on efficient consumption

Efficiently structured ongoing distribution charges, where the usage component recovers only
the long-run marginal cost of supply, mean that pricing new connections above the neutral point
will not improve the efficiency of consumption for existing network users. Instead, any additional
contributions would serve only to reduce the contribution made to the recovery of residual
component of prices. As indicated above, under an efficient tariff structure the residual
component should be recovered in a way that has the least impact on signals for efficient
consumption of the service.

In practice, however, electricity tariffs are not structured ideally and so often include some
recovery of sunk costs within the usage component. In this case the effect would be to reduce
the price paid down to something closer to the long run marginal cost of supply. This is because
part of the residual cost would be removed from the usage charge and instead paid for by new
connecting customers. As such, it is possible that the reduced usage charge improves signals for
efficient electricity consumption. However, similar to the discussion above, whether having new
customers make an additional contribution to the recovery of sunk costs improves the efficiency
of consumption for existing users, and in a way that is greater than any distortion that might
arise for connection signals, is an empirical question. Given the relative inelasticity of electricity
demand, there is good reason to think that the effect is not material.

We note, in any event, that merely adding new connections to the network will have the effect of
reducing standard ongoing network charges to existing customers. This is because as new
customers contribute to cost recovery the average cost for all customers reduces. This is a
benefit that would be lost if pricing above the incremental cost of supply meant that new
connections are discouraged from connecting to the network in the first place.

Finally, we note that the Authority has not provided any evidence that existing customers are
disconnecting from the network or consuming electricity below efficient levels to suggest that
there is a problem that needs solving. If the Authority is concerned about the efficiency of
electricity consumption we consider the first thing it should do is investigate what improvements
can be made to the structure of tariffs. Specifically, considering the extent that current tariffs
properly signal the long run marginal cost of supply.
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254 Focus on the average contribution of connecting customers

It is not clear to us that there is an economic rationale for setting connection charges at a level
that reflects the average contribution of existing users. Such an approach would only align with
the incremental cost for a specific connection by accident. Conversely:

e If the actual incremental cost exceeds the average contribution, it may encourage connection
when it is not efficient, or connection at inefficient locations, or

e |f the actual incremental cost is below the average, higher connection charges to reflect the
average contribution may discourage otherwise efficient connections.

As identified above, such distortions are avoided if connections are priced to reflect the actual
incremental cost of the connection, putting aside the prospect that the effort required to
calculate the incremental cost for some smaller connections may exceed the signalling benefit.

255 Circumstances where a capital contribution should be paid

Given the Authority’s current Consultation Paper does not appear to explicitly state when a
capital contribution should be paid, for the avoidance of doubt, it is our view that:

e (Capital contributions should only be required to remove cross-subsidies between new and
existing customers. This is in circumstances where incremental cost is greater than
incremental revenue.

e Connecting customers should not receive a payment if incremental revenue exceeds
incremental cost. In this case connection charges would remain within the subsidy free zone,
with the likelihood that the additional amount accounted for in the revenue calculation
relates to a cost that is appropriately allocated to all customers in the same class as the
connecting customer, and so it should also pay that cost when connected to the network.
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3 Network capacity costing

3.1 Introduction

The Authority has proposed introducing network capacity costing requirements so that there is a
standardised rate for determining the costs of increasing capacity on the shared network. This
compares to an approach where the costs are project-based and so determined specifically for
each project. In this section we assess the specifics of the Authority’s proposal and how it aligns
with the economic efficiency framework we set out above for network connections.

3.2 The Authority’s proposal

The Authority has proposed that distributors who recover network capacity costs through
connection charges will need to set these charges using published rates.?? These published rates
must reflect the average cost of adding capacity at certain network tiers, namely:

e sub-transmission

e zone substation

e high voltage feeder

e distribution substation, and

e |ow voltage mains.

The rates only apply to shared network elements and are charged regardless of whether a given
connection directly prompts, or alters the timing of, a capacity upgrade project.?3

The Authority also proposes that:

e Adistributor may adopt a zero rate for one or more network tiers if they do not foresee any
need to increase capacity at that tier within their network planning horizon.

e For HV feeder and above, distributors may allocate actual project costs if the capacity
consumed by the project is more than 80% of the nominal capacity increment for the tier.

e Distributors may apply a modified rate if the costs for an upgrade project which are needed
to accommodate a connection are more than 150% of the published rate.

3.3 Our assessment
The Authority’s proposal raises two questions:

e when should a distributor use standardised pricing to determine how much a connecting
customer should contribute towards the cost of augmenting the shared network that arises
from that connection, and

e incircumstances where it is appropriate to use standardised pricing, how should those
prices be determined by the distributor?

We consider each question in turn below.

22 Authority Consultation Paper, para 7.21.
23 Authority Consultation Paper, para 7.21.
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3.3.1 When should a distributor use standardised pricing for shared
network augmentations?

It is our view that the Authority’s proposal for standardised pricing for shared networks can
deliver efficiency benefits in certain circumstances. This is when the administrative burden of
determining the actual incremental costs for a connection is likely to outweigh the efficiency
benefits of providing user-pays signals. This is more likely to arise for small customers, such as
residential and small commercial customers, for whom shared network augmentation costs that
arise from a connection are likely to be minimal. However, it is our view that standardised rates
should only ever be adopted where it determined that a connection triggers an augmentation in
the shared network.

A standardised unit rate for a connection would mean that the amount a customer pays
depends on the unit rate and the amount of the unit the customer requires. For instance, in
Australia distributors will adopt a unit rate based on a measure of the capacity of the connection,
that is its MVA. This means that the connection charge is the unit rate multiplied by the MVA to
peak coincidental demand.

As discussed in the proceeding section, customers face decisions about the location of their
connection, and whether to connect to the network at all. A shared network augmentation
charge that signals the incremental cost of connection will contribute to:

e allocative efficiency, by ensuring that customers only connect to the network when the
incremental benefit they receive from that connection is greater than the incremental cost
and

e productive efficiency, by ensuring that customers connect to the network where their load
would result in the smallest need to augment the shared network.

Whether standardised charging can deliver these efficiency outcomes depends on the extent
that the actual unit rates used reflect the likely cost of the connection if it was to be determined
on a project-basis. We consider that if it can be demonstrated that standardised unit rates are
robust to most situations that using such rates will provide certainty and predictability for
connecting customers. We discuss the approach to determining standardised charges in the
following section.

We also agree with the Authority that for a certain threshold of customer, there are likely to be
benefits in connection charges being based on project specific costs. We consider that
project-based charges would be beneficial where the connection is particularly large or where
there are certain features of the connection that are unusual and so would substantially add to
costs (e.g., the connection is located over difficult terrain). Having these customers pay a
project-based connection charge ensures that they face a connection price that better reflects
the incremental costs their connection incurs. It also ensures that existing customers are not left
to subsidise large or costly connections. We also support the Authority’s proposal that
distributors can set the threshold for when project-based cost is adopted.

We note that the Authority identifies that the distributor would be required to multiply its unit
rates by the applicable demand design for the connection.?* This reflects our view on how best to
apply standardised charging given it ensures it scales with the size of the connection and so the
costs it will impose on the shared network. Elsewhere, however, the Authority states that
standardised charging would mean connection applications are charged on a consistent basis
and removes the ‘position-in-queue’ lottery.? It is our view that this perspective is inconsistent

24 Authority Consultation paper, para. 7.25.
25 Authority Consultation paper, para 7.20.
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with how standardised charging should operate and also with the promotion of economic
efficiency.

It is our view that standardised charging should only apply in circumstances where the demand
requirements for a connection trigger a need to augment the network.?® The standardised rates
merely assists in determining the size of the charge. The Authority's reference to removing a
‘position-in-queue’ lottery suggests that all connections pay irrespective of whether their
connection triggers a network augmentation or not. If this is the case, for the reasons we stated
in the previous section on efficient connection charging, we consider that this would not present
appropriate signals for connections making efficient decisions about whether, and where, to
connect on the network.

Finally, even though unit rates will be set for the asset types identified by the Authority, with the
implication that a connection will incur augmentation rates for all components that are upstream
from its connection, where it is found that no augmentation is required for a network
component no augmentation charge should apply with respect to that component.

3.3.2 How should standardised prices be determined?

The objective for determining standardised rates should be that the rates sufficiently closely
reflect the expected cost to the connecting party should the cost have been determined on a
project-basis.

The Authority states that cost estimates for setting standardised rates should be based on a
sample of historical capacity upgrade projects or, in the absence of sufficient project data,
through an independent engineer’s report. We consider that this approach is appropriate for the
purposes of determining standardised rates for those classes of customers where it can be
shown that there is not a wide variation between the costs of connections for customers within a
customer class. Where it is found that there is high variability in costs within a customer class, it
is our view that this would be justification for project-based charging.

%6 We understand that the augmentation in this respect may be maintaining existing headroom that is built into the
network to accommodate growth.

Frontier Economics 22



Efficient pricing of distribution network connections Final

4 Competition impacts of the
Authority's proposals

4.1 Introduction

We have been asked to consider whether the Authority’s proposals are anti-competitive. Anti-
competitive refers to practices or behaviours that prevent, restrict or distort competition in a
market.

We have not, for the purposes of this report, undertaken a detailed competition analysis of each
of the Authority’s proposals. However, we provide below some high level views on the likely
impact of the Authority’s proposals on competition between distributors and third parties that
provide connection works. For the purposes of this analysis, we assume that there is a national
market for the provision of electricity network connection services.

4.2 Our analysis

4.2.1 Standardised pricing for shared network augmentations

The Authority’'s proposal for standardised pricing only applies to shared network augmentations.
In circumstances where there is contestability for the provision off shared network
augmentation this policy could have anti-competitive implications. For instance, it would see an
obligation on one competitor to offer fixed pricing while all other competitors would not face a
similar obligation. This could mean that:

e Where the actual cost of augmentation is higher than the standardised cost, the incumbent
distributor has a price advantage over competing suppliers, or

e \Where the actual cost of augmentation is lower than the standardised cost, the incumbent
distributor is a price disadvantage to competing suppliers, which would, in effect, remove
one potential competitor from the market.

It is our understanding, however, that augmentations of the shared network are not contestable.
As such, this proposal will not have an impact on competition between distributors and third
parties for these services. However, given the potential competition implications of standardised
charges, we would caution against such charges being adopted also for connection works
outside the boundary of the existing network.

4.2.2 Reliance limits

As noted previously, reliance limits cap how much of a distributor’s connection and system
growth investment is funded through connection charges to 47%, or the distributor’s actual 2024
reliance level, whichever is higher for each distributor.

In theory, reliance limits may reduce competition if the limit binds, resulting in distributors
socialising some or all of the incremental connection costs through the RAB. In this scenario, the
Authority’'s proposal would prevent the distributor from charging the connection applicant the
actual incremental cost of their connection. Third parties would be unable to match the price
charged by the distributor due to the absence of a RAB through which to recover any residual
connection costs.
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In practice, the Authority’s proposal places no obligation on distributors with respect to whether,
or how much, network cost contribution they allocate to connecting customers. This means that
the outcome described above can arise with or without the Authority’s proposal. That is, even
without the Authority’'s proposal, it is open for distributors to levy connection charges that are
below the actual incremental costs of a connection. Given this, to the extent that this proposal
may impose competition issues, these are issues that could have emerged under the existing
approach in any event. The Authority’s proposal, increases the prospects of competition
concerns, however, where a distributor is pricing efficiently.

4.2.3 Connection enhancement cost requirements

Under this proposal, distributors would be required to design and cost the least cost technically
acceptable solution for connecting each customer. In our view, greater transparency on the
distributor’s least cost scheme would be expected to enhance competition by making it easier
for third parties to present lower cost or improved connection options.

A better understanding of demand opportunities and market prices will help market participants
to make more informed decisions about expanding their production and supply processes in
order to win more clients or supply opportunities. This may allow businesses to compete more
vigorously for supply contracts or may encourage businesses to expand into supplying to
geographic areas that had previously been served by other businesses (and thereby increasing
the extent to which they compete against those incumbent firms).
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5 Other issues

5.1 Introduction

The purpose of this section is to address several disparate aspects of the Authority's proposals.
Specifically, in this section we consider:

e Reliance limits
e Reconciliation reporting
e The pioneer scheme, and

e The accounting treatment of upfront customer costs.

5.2 Reliance limits methodology

5.2.1 Introduction

The ENA has requested our assessment of the Authority’s proposal to adopt reliance limits.
These are limits on the extent distributors can rely on capital contributions for growth capital
expenditure.

5.2.2  Authority proposal

The Authority has proposed that distributors will be required to ensure their reliance on upfront
contributions does not exceed what it has referred to as ‘reliance limits'. The Authority has
proposed two thresholds for the reliance limit, namely:?’

e Anindividual threshold for distributor's whose reliance on upfront contributions in 2024
was above 47% of their growth capital expenditure. These distributors must ensure their
connection pricing methodologies are unlikely to result in reliance on upfront contributions
exceeding their 2024 level in a typical year.

e Asector threshold that applies to all other distributors. All other distributors are required to
ensure their connection pricing methodologies are unlikely to result in reliance exceeding
47% in a typical year.

The 47% sector-wide threshold limit appears to have been based on the sector average reliance
on capital contributions of 47% of growth capital expenditure over the past four years.? This
value excludes capital contributions not related to connections and the value of vested assets.?°

The Authority justifies the proposal on the basis that it will prevent distributors from continuing
the historical trend of increasing connection charges.3° More specifically, the Authority states
that the proposal “Guards against worsening pricing efficiency”.3" In terms of the efficiency benefits
of the proposal, the Authority considers reduced upfront charges are beneficial, while permitting
those with low reliance limits to increase their up-front charges. Specifically, it stated:

27 Authority Consultation paper, para 7.88.
28 Authority Consultation paper, para 7.87.
2% Authority Consultation paper, Table 7.1, page 35.
30 Authority Consultation paper, para 7.80
31 Authority Consultation paper, Table 7.1, page 35.
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The reliance limits prevent worsening of efficiency in the near term by preventing
distributors with high reliance levels from further increasing their reliance on up-front
charges. This will have a number of benefits for connection applicants and consumers
including:

(a) reduction in up-front charges on networks that had otherwise planned to exceed
the applicable reliance limit (including potentially to increase charges to inefficient
levels)

(b) preserving scope for increases in up-front charges on networks with low reliance
levels, to the benefit of existing users. This may be efficiency enhancing for those
networks.

The Authority articulated what it considers are the drivers for the trend in increasing connection
charges as follows:3?

We expect the drivers that contribute to this trend will continue in the foreseeable
future. These drivers include:

(a) growing capital expenditure programmes, including due to connection growth,
organic (demand per connection) growth, and asset renewal cycles

(b) elevated real and nominal financing costs

(c) revenue paths profiled to limit year-on-year movement in consumer bills

(d) regulatory incentives to under-spend assumed capital expenditure envelopes
(e) exposure to connection volume risk.

The Authority then goes on to say that there is a risk that distributors manage these pressures
by inefficiently increasing connection charges, with the reliance limits mitigating against this
risk.>3

5.2.3 Our Assessment

It is our view that the Authority’s proposal to introduce a reliance limit, caping the amount
recoverable through upfront capital contributions, is not supported by the evidence provided
and is not aligned with sound economic principles.

As noted above, the Authority has expressed concerns that connection charges are too high,
having regard to their proportion of growth-related expenditure, and that this proportion may
increase into the future. However, no evidence has been presented that demonstrates that
capital contributions are indeed set above efficient costs, it has merely asserted that this is the
case. Specifically, it has not identified connection charges that are outside the boundaries of the
subsidy-free range.

Drivers for increasing capital contributions

There are a range of factors that can cause an increase in the value of capital contributions that
are entirely consistent with efficient and appropriate cost recovery. These factors include:

e Increased connection activity

e Higher construction costs

32 Authority Consultation paper, para 7.81
33 Authority Consultation paper, para 7.82
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e Elevated financing costs, and

e Expanded service obligations.

Notably, the Authority itself has identified connection growth and higher financing costs as key
drivers of the observed increases. To the extent these factors are driving higher capital
contributions it is not correct to suggest that capital contributions are too high. These are factors
that reflect economic realities rather than inefficiencies.

The Authority, however, has suggested that other incentives may be driving an over-reliance on
upfront charges. Specifically, it has referred to:

e Adesire for distributors to limit year-on-year fluctuations in consumer bills, with the
implication being that costs that should be funded by the broader customer base are instead
funded by newcomers.

e Regulatory incentives to under-spend assumed capital expenditure envelopes. Again, the
implication being that distributors are earning windfall gains through incentive schemes by
shifting costs that should be allocated to existing customers to new customers.

It is worth noting that minimising capital expenditure and limiting year-on-year fluctuations in
prices are generally considered desirable outcomes under economic regulation. Therefore, to
the extent these outcomes are occurring, it is necessary to determine if distributors are
responding inefficiently to the incentives they face or not. As indicated above, the Authority has
not provided any evidence in its consultation paper indicating that distributors are setting
inefficient connection charges in response to these incentives. Therefore, we are unable to
comment on whether this is the case or not.

Even if existing incentives encourage distributors to set inefficient connection charges, the
appropriate response to this is refining either the incentive regime or providing increased
guidance on the approach to connection charging. The latter of these responses is the focus of
the Authority's current consultation. Conversely, imposing an arbitrary limit on the total value of
capital contributions that distributors can recover is not a solution that is accurately targeted to
the problem. The implication being that it has the potential to lead to unintended consequences
that are worse than the problem it is aiming to solve.

Benefits of increased transparency on connection charging

Recongising that the Authority is aiming to develop fast-tracked solutions prior to setting in place
more substantial policy solutions, we consider that the focus on increased transparency for
connection pricing should go a long way in providing confidence that distributors are setting
economically efficient connection charges. This is because enhanced transparency obligations
would require distributors to demonstrate that their connection charging methodology aligns
with economic efficiency objectives that the Authority has set out.

Where distributors refine their charging methodology for connections, and they can identify how
they are consistent with promoting economically efficient connections, the Authority should be
unconcerned about the actual proportion of capital contributions to growth capital expenditure.
If the charging method can be justified as supporting economic efficiency, subject to the level of
expenditure also being efficient, economic efficiency will be promoted.

Efficiency implications from the reliance limit

We also note that the Authority's proposal would require connection costs exceeding the
reliance limit to be included in the Regulatory Asset Base to ensure cost recovery is maintained.
This means these costs would be recovered from the entire customer base. This outcome is
inconsistent with economic principles and has several concerning implications:
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e Existing customers would effectively subsidise new connections, leading to:

o Inefficient Price Signals: Electricity prices for existing customers would increase without
reflecting the costs they directly impose on the network, distorting signals for efficient
network usage.

O Equity Concerns: Requiring existing customers to bear costs unrelated to their usage
raises fairness issues.

e New connections would no longer face charges that reflect the incremental cost of their
connection, potentially resulting in:

O Excessive or Inefficient Connections: Customers might connect even when it is inefficient
to do so.

o Inefficient Location Choices: Customers might choose higher-cost connection locations
that they would otherwise avoid if required to pay the actual incremental costs.

This approach undermines both economic efficiency and equity, highlighting significant concerns
with the proposal.

5.3 Reconciliation Reporting

5.3.1 Introduction

The ENA has requested our assessment of the Authority’s proposed reconciliation reporting
framework, particularly its treatment of transmission charges in the revenue calculations.
Specifically, we have been asked to evaluate whether the Authority’s approach to incorporating
transmission charges aligns with the intended purpose of reconciliation reporting.

5.3.2  Authority proposal

The Authority proposes that distributors prepare reconciliation reports detailing incremental
cost, incremental revenue, and ‘network cost’ components of a quoted connection charge. These
reports are to be provided only upon request by a connection applicant. Distributors must use
standardised methodologies to calculate incremental costs and revenues.

For transmission networks, the Authority suggests:

e Incremental costs: Transmission costs are included only for large connections, assuming
most connections will not impact transmission costs.

e Incremental revenues: Transmission charges are excluded, as connection charges typically
do not include a transmission component. However, where a distributor's connection
methodology allocates transmission charges, these should appear as part of the ‘network
cost’ component in the reconciliation report.

The Authority defines ‘network cost’ as a balancing item, representing charges beyond or below a
neutral level, intended to reflect contributions to:

e Operating expenditure, other than incremental maintenance costs
e The cost of having established network coverage and capacity
e The cost of renewing network assets, and

e Transmission charges.
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5.3.3 Our Assessment

Role for reconciliation reporting

We support the Authority’s proposal to require distributors to provide the reconciliation
information to connecting customers on request. Requiring distributors to provide this
information will motivate them to ensure their connection charging methodology promotes
economic efficiency given the scrutiny that customers can place on it with respect to their
specific connection. Limiting the obligation to on-request reporting also helps to manage the
administrative costs that are imposed on distributors to meet this obligation.

Purpose of ‘network cost’ element

The inclusion of a ‘network cost’ element in the reconciliation calculation appears to assume that
connection charges will exceed the costs directly attributable to the connection. Specifically, the
Authority identifies that this component if for costs that are not caused by the connection,
stating:34

In the reconciliation, ‘network cost’ is a balancing item representing the amount an
applicant is charged beyond, or below, their neutral charge. Conceptually, this
represents the applicant’s contribution to costs that are unaltered by their
connection, such as: [list omitted] [emphasis added]

By implication, the Authority is acknowledging that charges beyond the neutral charge are in
excess of the costs cost caused by connection, and so will be above what we have identified as
an efficient price signal for a new connection.

While this approach appears to be to account for additional charges customers might pay above
the neutral point, these are costs that customers contribute to merely by being connected to the
network and using electricity on an ongoing basis. It cannot, therefore, represent the
contribution above the neutral point. Instead, any payment above the neutral point serves to
reduce the ongoing distribution charge for existing customers.

Based on our view that economic efficiency is promoted through customers paying for the
incremental costs of their connection, it is our view that it is only the incremental revenue and
incremental costs that should form part of the reconciliation and that there is no need or benefit
in identifying ‘network costs’ that should be funded by standard ongoing network charges.

From an economic efficiency perspective, we recommend that reconciliation reports focus solely
on incremental costs and revenues. Recognising that these are relevant for an economically
efficient signal for network connections. Identifying ‘network costs’ separately is unnecessary, as
these should be funded through standard network charges, not connection-specific charges.

Treatment of transmission costs and revenues

We recommend consistent treatment of transmission charges in the reconciliation framework.

Specifically:

e |fincremental transmission costs are included in the incremental cost calculation, they
should also be reflected in the incremental revenue calculation, and

e |[fincremental transmission costs are excluded, the corresponding revenues should also be
omitted.

34 Authority Consultation paper, para 2.70.
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The current proposal appears inconsistent, as it allows for the inclusion of incremental
transmission costs in certain cases without explicitly requiring these to be matched in the
revenue calculation. Furthermore, categorising transmission costs under ‘network costs’
conflates costs attributable to the connection with those recovered through ongoing distribution
charges.

A consistent approach ensures clarity and aligns with economic efficiency principles, where
connection charges reflect only the incremental costs caused by the connection. Revenues used
to recover broader network costs should remain part of ongoing distribution charges paid by all
customers.

5.4 Pioneer scheme

5.4.1 Introduction

The ENA has asked us to consider the advantages and disadvantages of mandating a Pioneer
Scheme.

5.4.2  Authority Proposal

The Authority proposes requiring all distributors to have a pioneer scheme in place by 1 April
2026. The scheme would require distributors to transfer contributions from connection
applications to earlier funders of network connections. These transfers would occur when a
connecting party utilises assets that are funded by an earlier connection. While distributors
would administer the refunds, they would be financed by the later connecting parties.

Under the proposed scheme a refund would apply if:

e The subsequent connection occurs within 10-years of the original capital contribution
e The original contribution exceeds $30,000 in 2025 dollars,** and

e The refund amount is greater than $1,000 in 2025 dollars.

The intent of a pioneer scheme is to mitigate first-mover disadvantages. If a connection requires
a costly network extension, the applicant may hesitate to bear the substantial upfront costs of
the connection if the extension could later be accessed by other connection applicants without
sharing the cost. Since the ‘first-mover would face a much higher charge than later connection
applicants, it would encourage the party to delay its application until another party has funded
the extension. A pioneer scheme overcomes this issue by ensuring that the first mover is
reimbursed by subsequent connecting parties so they it is no worse off than if it had delayed its
connection until another party initiated the infrastructure.

5.4.3 Our Assessment

We agree with the Authority that a pioneer scheme can address first-mover disadvantages which
may distort investment and impede development of the electricity network. A pioneer scheme
ensures that the first connecting party is not left exposed to the full cost of its connection where
subsequent connections are anticipated. It ensures that all customers connecting to a new area
contribute equitably to the costs of extending the electricity network, which in turn encourages
timely and efficient network connections.

35 Subsequent connecting parties can be treated as a ‘pioneer’ under the scheme where there pioneer scheme
contribution exceeds $10,000.

Frontier Economics 30



Efficient pricing of distribution network connections Final

Additionally, the scheme prevents subsequent connections from free-riding on infrastructure
funded by the initial connecting party. This ensures that all connecting parties face appropriate
cost signals, including subsequent connecting parties, thereby promoting efficient decisions
about the timing and location of connections.

The disadvantages of a pioneer scheme are that it will impose additional administrative costs on
distributors that do not already administer a pioneer scheme on their network. The costs
involved in the pioneer scheme would be to maintain a database of connection assets, check a
new customer’s connection against the information held in the database to determine whether
the scheme is applicable, determine the size of the rebate if the scheme applies, and facilitate
the transfer from the new customer to the pioneer.

The Authority should consider measures to minimise the administrative burden on distributors,
who will play a key role in facilitating these refunds. A well-defined and mechanistic approach to
the scheme would reduce complexity and ensure smooth implementation.

The Authority has proposed to address the impact on administrative cost of setting de minimis
requirements below which a refund is not payable. The Authority has also proposed a maximum
duration of 10 years for the scheme. These thresholds will reduce the number of customers that
would be entitled to receive a rebate under the scheme. It would mean that the pioneer scheme
is unlikely to apply to residential and small commercial customers in urban areas but may apply
to large commercial customers and industrial customers, and rural connections requiring longer
network extensions. In our view, these thresholds will help to manage the administrative burden
on distributors.

We also recommend allowing distributors to deduct a reasonable administrative fee from the
refund to cover the costs of administering the process. Precedent for such fees exists, including
in the Pioneer Scheme implemented in Australia.3®

5.5 Accounting treatment of upfront customer costs

5.5.1 Introduction

The ENA has asked us to consider the various accounting treatments, or classifications, that can
be adopted for the upfront costs that are incurred by customers with respect to a connection.
Specifically, it has asked us to consider, in the context of the Authority's methodologies and data
reliance, the extent different accounting treatments, or classifications, have for customers.

With respect to connections, there are several ways that the upfront costs of a connection can be
accounted for, these include:

e (Capital contributions, which are where the distributor undertakes the work or incurs the
initial cost and the customer pays for those costs upfront

e Vested assets, which is where a customer relies on a third party to construct the relevant
connection assets and then these assets are gifted to the distributor to form part of its
network, and

e Infrastructure development contributions (IDC), which are typically where a residential
developer undertakes all the works related to a new sub-division. Similar to a vested asset,
these assets would then be gifted to the distribution business to form part of the network.

36 See, for example, Essential Energy, ‘Company Procedure: Pioneer Scheme CEOP8020', 18 May 2023, p.4.
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5.5.2 Our assessment

The Authority has observed significant variations in capital contributions across distribution
networks, with some distributors reporting substantially lower capital contributions than others.
One explanation, as acknowledged by the Authority, is that lower connection charges for certain
distributors may be attributed to their greater reliance on vested assets. However, it appears
that this factor has not been fully accounted for in the Authority’s analysis of the status quo and
the differences between distributors.

From a customer's perspective, the classification of connection assets—whether as a capital
contribution, a vested asset, or an IDC—is immaterial. In all cases, the customer pays an upfront
charge related to the costs of their connection. As long as the amount the customer has paid
reflects the incremental cost of connection, the regulatory classification is irrelevant. The
distinction merely reflects whether the asset was constructed by the distributor or another party.
Ultimately, the customer is still bearing the cost of their connection.

Similarly, from a regulatory standpoint, distributors are indifferent to how these upfront
connection costs are classified. Whether classified as a capital contribution or a vested asset,
such costs are excluded from the RAB because they are already paid for by the customer. This
exclusion ensures there is no double recovery of costs. That is, the distributor cannot earn a
return on, or a return of, assets funded directly by customers. Likewise, existing customers are
not required to contribute to these costs, preventing overpayment and ensuring that distributors
do not earn windfall gains.

Given that capital contributions, vested assets, and IDCs are equivalent from both customer and
distributor perspectives, it is necessary to treat them consistently when comparing the volume
and scale of connection costs across distribution areas. A higher reliance on vested assets in one
area does not imply that connections in that area are inherently lower cost, or that there are less
upfront connection charges in total, than in areas where capital contributions are used more—
and as such more visible in the Authority's data. In fact, the opposite may be true. In an area
where a distributor has a lower reported reliance on capital contributions customers it may be
that there is a higher amount of cost attributed to upfront connection cost. It is not possible to
know this without looking at the facts of the matter.
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