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Executive summary

The Electricity Authority Te Mana Hiko commenced a risk management review in December
2023 to test whether the availability of over-the-counter (OTC) risk management contracts, in
the context of other risk management options, is creating a barrier to entry or expansion in
the retail electricity market, and therefore harming competition.

Risk management matters because it is a significant enabler of competition in the retail
electricity market, especially for those retailers focused on domestic consumers and small
business customers.’ If efficient risk management options are not available, we would
expect to see less competition, which would reduce the choices available to those
consumers, and reduce the downwards pressure on prices that is a key outcome of
workable competition. The Authority seeks to ensure that the retail electricity market is
performing well. If that is not the case, the Authority will act.

This paper sets out the Authority’s preliminary findings from the review.

What the evidence told us

Based on the evidence we have received to date and our detailed analysis, our preliminary
findings are:

¢ All retailers managing wholesale price risk use a portfolio of complementary risk
management options — there is no one “right” solution when insuring against wholesale
electricity market volatility.

e There are several close risk management substitutes? for an OTC contract-based
portfolio (baseload hedges and any super-peak hedges, peak hedges or caps) eg,
baseload hedges combined with one of battery renting, demand response or retail tariffs.
However, these alternative options are only starting to be deployed in the New Zealand
market, so may not yet — and perhaps for a few years — be able to discipline the prices of
shaped OTC hedge contracts.

¢ Retailers to date have been able to secure substantial shaped hedge cover through OTC
contracts,® but the market for shaped cover is neither deep nor liquid. Over a third of the
time retailers only receive one offer to requests for shaped hedges.

¢ The evidence points to fuel or capacity scarcity often being the driver behind the current
thin and illiquid market for shaped hedge cover.

e Our analysis indicates that the prices for OTC baseload and peak hedge contracts are
likely to be competitive.* However, we could not reach the same conclusion for OTC
super-peak hedge contract prices as they trade at a substantial unquantified premium
over ASX baseload prices adjusted for shape.

1 While not the focus of this review, we acknowledge that risk management is also an important input for
large industrials.

2 That is, provide a similar aggregate level of risk reduction over a range of scenarios.

8 Around half of the OTC contract requests issued during our 14-month assessment period resulted in a
trade — refer chapter 5.

4 Based on a comparison with ASX traded baseload prices, which we consider to be an accurate forecast

of future prices.
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Notwithstanding substantial evidence, key uncertainties remain
In drawing together our preliminary findings we encountered some key uncertainties:®

¢ While the evidence points to scarcity, it did not definitively show why some gentailers
sometimes elected not to respond to requests for proposals for shaped hedges, or why
some gentailers provided non-conforming responses.

e Nor could we determine from evidence whether the prices of OTC super-peak hedges
were consistent with competitive prices,® and whether the increase in OTC super-peak
prices (as a percentage of ASX baseload prices) that we observed over the assessment
period’ is justified.

We have considered how to respond to these uncertainties as follows.

Context matters — the sector is changing

There is a substantial change occurring in the sector, as demand increases, and more
intermittent generation is built — the market has yet to find its new equilibrium. In relation to
risk management specifically, we expect that:

e Supply of traditional hedge contracts — backed by flexible generation — will become
tighter as the generation that backs them becomes relatively scarcer (as there is more
intermittent generation to firm, but likely less thermal generation in the market).

e There will therefore be a need for all interested parties to invest more in other risk
management options, to increase the viable substitutes for these flexible generation-
backed hedges.®

e Retailers and aggregators will play an important role in developing, supporting and
investing in risk management options (eg, activating mass market demand response).

This context — more demand for risk management; relatively less flexible generation to back
hedge contracts; viable risk management substitutes still developing — is highly relevant in
the short and medium term.® That is, all other things being equal, these three aspects will
likely impact retail competition, and therefore choice and price for consumers, during the
next few years at least. As the sector regulator, the Authority will therefore take an active
interest, with a view to:

e Better ensuring the availability of key inputs to retail competition;

e But seeking to avoid overreach, ie, decisions go beyond a proportionate response to
present issues, and negatively impact on security of supply, innovation, competition and
affordability in the future.

5 There are other uncertainties noted in the paper as well eg, in chapter 5 when assessing whether the
difference between the margins offered by gentailers to commercial and industrial customers on one
hand, and non-integrated retailers on the other, was justified.

6 As there is no equivalent forward curve (to the ASX baseload curve) for future shaped contract prices,
and we could not reliably determine a competitive value for some of the relevant premiums over
baseload (eg, for scarcity) that would logically form part of an OTC super-peak price.

7 1 November 2022 to 31 December 2023.

8 Contact’s recent expression of interest for its Stratford battery, and Genesis’ Huntly firming options, are
good example of parties developing and offering a broader range of flexibility options.

9 It is difficult to predict the exact timeline over which alternative risk management options will develop, but

we expect to pay close attention to the relevant market/s for at least the next 5 years.
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There is a risk that the Authority should respond to

Regarding the key uncertainties set out above, while the evidence does point to scarcity
being a driver, there is also a plausible driver that has competition implications, eg, refusing
to supply products on appropriate terms to counterparties who are downstream competitors,
indicating that some level of market power could have been in play.

The Authority is charged with promoting competition, reliability and efficiency in the electricity
industry for the long-term benefit of consumers. In circumstances where there is a risk that
market power in relation to shaped hedge contracts in the short to medium term is impacting
the expansion of non-integrated retailers, the onus is on the Authority to respond by:

e Addressing any potential market power issues (amongst other things)

e Promoting competition now and in the future to deliver a better performing retail market
ie, more choice for consumers and downward pressure on prices

¢ While taking account of any impact on reliability and efficiency.

Retail competition brings benefits to consumers, and it will continue to be challenging to
operate as a non-integrated retailer as thermal generation exits and intermittent generation
becomes more common. Our current view is therefore that:

e It would be prudent to progress on the basis that the availability and pricing of shaped
hedges, as part of any risk management portfolio, currently matters and will continue to
matter in the medium term.

e It would support retail competition in the short to medium term (ie, at least during this
period of change) to deepen and increase the liquidity of OTC hedges, and increase
price transparency for shaped products.

¢ Any strengthening of the market for shaped hedges must not, however, get in the way of
all retailers being incentivised to develop and invest in other risk management options
(including demand response and tariff options; investment in batteries), and participating
in other emerging flexibility initiatives. We expect that both gentailers and non-integrated
retailers will contribute to the development of these options, and that development will be
faster in a more diverse retail market.

We note in this context the various recent industry initiatives to increase the supply of
available flexibility eg, Genesis’ Huntly firming options and Contact’s syndicated battery. We
also note the importance of retaining incentives for all parties to develop demand response
for short and longer-term system security and risk management. This is particularly true
given modelling indicates these risk management options will be efficient alternatives to
shaped hedge contracts as they are further developed, and therefore an important part of
retailer risk management portfolios.

The Energy Competition Task Force work is well aligned to these views

The first work package being considered by the Electricity Authority and Commerce
Commission’s Energy Competition Task Force'® includes work that specifically relates to the

10 Energy Competition Task Force | Our projects | Electricity Authority (ea.govt.nz).
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availability and pricing of shaped hedges (initiatives 1A and 1B),"" and two backstops:
potential deeper interventions targeted at mitigating gentailer market power concerns
(initiatives 1C and 1D)."?

The two programmes are well aligned. The risk management review will provide an
important evidence base for that first Task Force work package, allowing quicker progress
and better targeting of that work."® Our current view is the Task Force work programme will,
to a large extent, take over what we had expected to be the second (policy) phase of the risk
management review.

However, one initiative that the Task Force work programme does not respond to directly is
gentailer internal transfer prices, and the related disclosure regime. While we do not
consider that the internal transfer prices are causing a specific competition harm, as they are
not a significant driver of gentailer external pricing or commercial decision making, the
disclosure regime is currently a regulatory burden for what seems to be little or no benefit,
and the internal transfer prices themselves remain a distraction. Once we have completed
consultation on the initial phase of the risk management review, the Authority intends to
relook at both internal transfer prices and the related disclosures regime.

We welcome feedback

We welcome feedback on the preliminary findings in this paper. We particularly welcome any
further evidence that could address any of the areas of uncertainty that we have set out
above.

We will consider stakeholder feedback on this paper early in 2025 and then:

¢ Recalibrate any Task Force package 1 initiatives if the relevant part of the evidence base
(the risk management review findings) changes in any material way

e Confirm as soon as possible whether any further policy responses (outside of the Task
Force initiatives) are needed, other than in relation to internal transfer prices and the
related disclosures regime.

" 1A. Consider requiring gentailers to offer firming for Power Purchase Agreements; 1B. Introduce
standardised flexibility products.

12 1C. Prepare for virtual disaggregation of the flexible generation base; 1D. Investigate level playing field
measures such as non-discrimination rules as a regulatory backstop.
3 The indicative timeframes for delivering the first task Force Work package are set out at Energy

Competition Task Force | Our projects | Electricity Authority.
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1.

About this review

The Authority is reviewing risk management options for retailers

1.1.

1.2.

1.3.

Competition in the electricity retail market is critical to achieving better choices and
more affordable electricity for consumers. An important enabler of retail competition
is the availability of efficient risk management options for electricity retailers. Mass
market retail customers are largely on fixed price variable volume contracts, so
retailers need risk management options, such as over-the-counter hedge contracts
(OTC contracts), to manage the price risk that arises from wholesale spot market
volatility.

The Authority is reviewing risk management options for electricity retailers to:

(a) assess competitive outcomes in relation to OTC contracts, including seeking to
identify whether the availability of OTC contracts, in the context of other risk
management options, is creating a barrier to entry or expansion in the retail
electricity market, and

(b) consider the policy options available to respond to any competition issues
identified.

This paper presents our preliminary findings, for feedback.

Why we’re undertaking this review

1.4.

1.5.

The Authority is undertaking this review to better understand the competitive
dynamics around risk management options for electricity retailers now and in the
future, and to address any issues identified. The review takes place against the
backdrop of increasing wholesale market volatility and increasing investment in
intermittent generation, both of which will increase demand for efficient risk
management options, as well as concerns raised by some non-integrated retailers
about the availability and pricing of some forms of risk management.

This review was announced in December 2023. It follows on from the development
of a voluntary OTC Code of Conduct and was announced alongside the findings of
the Market Development Advisory Group, which highlighted the importance of risk
management and competition in the transition to renewable generation.’

Wholesale market volatility will continue

1.6.

Wholesale market volatility has materially increased since the Pohokura gas field
outage in mid-2018. The Authority’s subsequent review of competition in the
wholesale market, commenced in March 2021, found that wholesale market prices
reflect a sector in transition:?

(a) prices between January 2019 to mid-2021 had, at least to some extent,
reflected underlying supply and demand conditions, but the Authority noted that

Market Development Advisory Group, Price discovery in a renewables-based electricity system: Final
Recommendations Paper, December 2023.

Electricity Authority, Decision paper: promoting competition through the transition, May 2023.
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1.7.

1.8.

1.9.

generators may have been exercising market power in the wholesale market
during that period

(b) from mid-2021 to early 2023, changes in average spot prices had been
explained mostly by underlying demand and supply factors

(c) forward prices out to 2027 — while trending downwards — remain above the
cost of new supply (as estimated in 2023), reflecting factors such as time to
build new generation, investment-impeding uncertainty, and insufficient
commercially viable renewable solutions to firm intermittent supply.

High volatility was most recently observed in August 2024, when price spikes
resulting from a shortage of gas combined with low hydro inflows and unfavourable
conditions for wind generation saw wholesale electricity prices temporarily increase
from around $300/MWh to over $800/MWh.

Wholesale price volatility is expected to continue. This is because increasing
demand combined with the rapid uptake of renewable intermittent generation, like
wind and solar generation, will make the electricity system more sensitive to
weather effects.

The impact is two-fold for risk management: increasing wholesale market volatility
will drive increased demand for risk management options, as retailers seek to
manage their increased risk, while at the same time it may become more difficult to
supply OTC contracts and other risk management products that meet retailers’
needs, as the generation mix changes. We discuss these dynamics in greater detail
in later chapters.

In December 2023, the Market Development Advisory Group recommended a
package of work to increase competition and ensure market participants have
access to options to efficiently manage their risks in the transition. Its
recommendations included a focus on developing the market for flexibility contracts
(or ‘shaped products’, which are more flexible OTC contracts that provide protection
against high spot prices at specific times), increasing demand-side flexibility, and
measures to increase competition. This included developing a high level outline of
‘virtual disaggregation’ of participants assessed as having undue market power to
‘put in the drawer’ ready for use if other competition measures are not effective.

Non-integrated retailers have raised competition concerns

1.11.

Chapter 1: Purpose

The scope of this review has been informed, in part, by competition concerns raised
by non-integrated retailers relating to the conduct of the four large generator-
retailers or ‘gentailers’ (Contact, Genesis, Mercury and Meridian).

New Zealand’s electricity market is characterised by high levels of vertical
integration, which means that when non-integrated retailers are seeking OTC
contracts, they generally deal with the same gentailers that they compete with in the
retail market.

Non-integrated retailers’ concerns can be summarised as gentailers:



(a) refusing to supply (or constructively refusing to supply) appropriate OTC
contracts (including shaped peak and super-peak products)?, inhibiting non-
integrated retailers’ ability to compete in the retail market, and

(b) using their generation profits to cross-subsidise their retail businesses via
internal transfer prices (ITPs) and retail pricing, which, alongside their pricing
and supply of OTC contracts, is resulting in a margin squeeze whereby non-
integrated retailers have insufficient margin to compete against the gentailers’
retail operations.

1.14.  Underlying these concerns is non-integrated retailers’ view that the four gentailers
have substantial market power in the wholesale market and their conduct has had
the effect of substantially lessening competition in closely related downstream
markets.

1.15.  During 2023, a number of non-integrated retailers wrote individually to the
Commerce Commission requesting an investigation into these concerns under
section 36 of the Commerce Act. The Commission undertook enquiries into these
complaints during 2023, including engaging with the Authority on the issues raised
in the complaints. In December 2023, the Commission announced it had decided
not to open an investigation at that time, noting the Authority’s intention to
undertake a review into retailers’ risk management in 2024. It considered the most
effective use of the Commission’s competition resources was to provide staff
support to the Authority’s review. Senior Commission staff subsequently provided
active support to this review project.

1.16.  More recently, these non-integrated retailers have sought Code amendments to
apply corporate separation and arm’s-length rules to the gentailers to address
(amongst other things) their retail electricity market level playing field concerns.

1.17.  These concerns have been considered as part of this review where they relate to
the availability of efficient risk management options. As we note below, a key
component of our analysis is the extent to which market structure and the dual role
of gentailers is impacting on risk management, and whether this is creating barriers
to retail competition.

1.18.  This review does not specifically focus on retail pricing. We have not, therefore,
made any preliminary findings relating to whether there is a margin squeeze. Our
work on the pricing of OTC contracts offered by gentailers is, however, a core input
into any margin squeeze analysis. The Authority is already looking to obtain critical
information about retail pricing through its retail data project.

1.19.  For completeness we note that the availability and pricing of hedge contracts, and
how that impacts retail competition, was previously considered in 2018/19, by the
Government-initiated Electricity Price Review.*

8 Peak hedges provide risk management cover throughout the day; super-peak hedges provide more
targeted risk management cover during the morning and evening peaks — refer to the Glossary for more
detail.

4 Electricity Price Review | Ministry of Business, Innovation & Employment (mbie.govt.nz).
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1.20. Inits final report in 2019 the Electricity Price Review’s conclusions included that the
hedge contract market was not working effectively, limiting the ability of non-
integrated retailers to manage price risk and undermining confidence in the market.

1.21.  The Electricity Price Review recommended a range of interventions in response,
including:
(@) Mandatory market-making for ASX traded futures contracts
(b) A review of wholesale electricity market information disclosure rules
(c) Disclosure of gentailer internal transfer pricing
(d) Periodic comparisons of wholesale contract prices with new-generation costs.

1.22.  The Authority implemented these changes, and has since made further
improvements.® However, non-integrated retailers argue that the overall response
has been ineffective or poorly implemented, and that the availability of appropriately
priced hedge contracts is one of the core reasons why their growth has plateaued.

Scope of this review
1.23. This review seeks to:

(a) establish key context, both in terms of workable retail electricity market
competition, including the roles of different retailers in the market, and the
impact of the transition to renewable generation (chapters 2, 3 and 6)

(b) assess whether retailers have access to efficient risk management
options, which includes an assessment of:

(i) the different options available to retailers now to manage risk (chapter 4)
(i) the availability and pricing of OTC contracts (chapter 5)

(iii) how risk management for retailers is expected to change in future
(chapter 6)

(iv) whether (alleged) gentailer market power is impacting on risk
management (chapter 7)

(c) consider what insights we can draw from this analysis to guide any
interventions, in the short and long term, to address preliminary findings
related to (b) above (chapter 8).

1.24.  The Authority initially intended to conduct this review in two sequential phases (with
phase 1 — investigation — focusing on items (a) and (b) and phase 2 — policy
response — focusing on item (c)). Considering recent developments, including the
August 2024 price spikes and the establishment of the Energy Competition Task
Force (discussed below), we have decided to include aspects of phase 2 in this

paper.

5 Eg, recent changes to hedge disclosure obligations; introduction of a commercial market maker.
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Our approach to this review

1.25.  The Authority’s main statutory objective is to promote competition in, reliable supply
by, and the efficient operation of, the electricity industry for the long-term benefit of
consumers.® This forms the touchstone of this review.

1.26.  Consistent with this, our overarching outcome (or desired future state) is that risk
management options (in aggregate) are accessible and priced efficiently, in which
case they should promote workable competition in the retail electricity market. This
promotes the long-term benefit of consumers through lower prices and better
choices.

1.27.  This overarching outcome has guided our approach to examining the evidence and
making the preliminary findings in this review.

1.28.  While this review is focused on risk management options available to retailers, the
preliminary findings and policy options explored in this paper will be relevant to
large commercial and industrial consumers that similarly rely on risk management
options to manage their wholesale spot price risk, and also of interest to non-
integrated generators.

Consideration of the Commerce Act 1986

1.29.  This review does not make any findings (preliminary or otherwise) relating to any
provisions of the Commerce Act 1986, including section 36, which deals with
misuse of market power. In particular, this review does not assess the complaints
submitted by the non-integrated retailers against section 36 of the Commerce Act.
Such matters are within the jurisdiction of the Commerce Commission.

1.30.  Our focus in this review is different to — and broader than — the misuse of market
power test under the Commerce Act. However, given the similarities between the
Authority’s main objective and our overarching outcome of this review, and the
purpose of the Commerce Act (which is to promote competition in markets for the
long-term benefit of consumers within New Zealand),” the Authority has drawn on
the experience of Commerce Commission staff in investigating and enforcing
Commerce Act provisions to better understand the extent to which the information
examined in this review reveals a competition problem.

1.31.  In particular, we have:

(a) considered appropriate approaches to how markets are defined for the
purposes of the Commerce Act in consultation with Commerce Commission
staff, and analysed information with reference to (although not completely
following) that framework, to better understand the extent to which OTC
contracts can be substituted by other risk management options, which has a
material impact on whether their availability could be a barrier to retail
competition

Section 15 of the Electricity Industry Act 2010. The Authority’s additional objective, which is to protect the
interests of domestic consumers and small business consumers in relation to the supply of electricity to
those consumers, only applies to the Authority’s activities in relation to the dealings of industry
participants with domestic consumers and small business consumers: section 15(2)—(3) of the Act. Itis
not engaged in this review, which is focused on dealings between participants.

7 Commerce Act 1986, s 1A.
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1.32.

(b) taken account of the expectations that section 36 of the Commerce Act sets for
use of market power generally

(c) made some observations regarding market power using the Commerce Act
framework as a reference point which, in the context of the market definition,
impacts how we assess gentailer behaviour, and the nature of any policy
response, and

(d) considered whether any guidance can be drawn from section 36 cases.

For the avoidance of doubt, while we have used the Commerce Act framework as a
reference/starting point, we have not conducted a complete section 36 analysis.

Alignment with the Energy Competition Task Force and other work

1.33.

1.34.

1.35.

The Authority and the Commerce Commission jointly established the Energy
Competition Task Force, with the Ministry of Business, Innovation and Employment
as an observer, in response to the August 2024 spike in wholesale prices. The Task
Force is considering ways to improve the performance of the electricity market
including by enabling new generators and independent retailers to enter, and better
compete, in the market.

The Task Force is considering four policy options as part of ‘Package 1’, which
relate to enabling new generators and new retailers to enter and better compete in
the market. They are:

(a) consider requiring gentailers to offer firming for Power Purchase Agreements
(b) introduce standardised flexibility products

(c) prepare for virtual disaggregation of the flexible generation base, as a regulatory

backstop

(d) investigate level playing measures such as non-discrimination rules, as a

regulatory backstop.

The preliminary findings in this review and the submissions on them will feed into the
development of these options by the Task Force.

Information considered as part of this review

1.36.

1.37.

As part of this review the Authority has:

(a) considered concerns first raised by non-integrated retailers in 2023

(b) requested and received a substantial amount of information from non-integrated

retailers and gentailers

(c) sought and received feedback from other participants to ensure a range of

perspectives have been taken into account, including independent generators,
major users and brokers.

We welcome further input on both our initial findings and views on policy options
discussed in this report.

How to make a submission

1.38.

The Authority’s preference is to receive submissions in Microsoft Word to
rmr@ea.govt.nz with “Submission” in the subject line by 5pm on Wednesday 18
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1.39.

1.40.

1.41.

1.42.

1.43.

Chapter 1: Purpose

December 2024. We welcome submissions on any aspect of the paper, but have
set out some guiding questions in Appendix D.

Authority staff will acknowledge receipt of all submissions electronically. Please
contact rmr@ea.govt.nz or 04 460 8860 if you do not receive electronic
acknowledgement of your submission within two business days.

If you cannot send your submission electronically, please contact the Authority via
info@ea.govt.nz or 04 460 8860 to discuss alternative arrangements.

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

(a) indicate which part should not be published,
(b) explain why you consider we should not publish that part, and

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

If you indicate part of your submission should not be published, the Authority will
discuss this with you before deciding whether to not publish that part of your
submission.

However, please note that all submissions received by the Authority, including any
parts that the Authority does not publish, can be requested under the Official
Information Act 1982. This means the Authority would be required to release
material not published unless good reason existed under the Official Information Act
to withhold it. The Authority would normally consult with you before releasing any
material that you said should not be published.
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1.1.

1.2.

1.3.

2.1.

Purpose

This chapter considers aspects of retail electricity market competition, to provide
relevant context to the risk management review. That includes:

(a) Recapping both:
i.  the functions of an electricity retailer, and

ii. the composition of the retail electricity market, including how that has
changed in the past ten years

(b) Considering what different groups of retailers (large vs medium) bring in terms
of innovation to the retail market, as a high-level proxy for how much value
those groups bring to consumers through competition.

This high-level assessment of value is an important contextual factor for this review.
It is medium size (and some smaller) non-integrated retailers that are largely
seeking better access to shaped hedges supplied by gentailers. While the Authority
conceptually supports all competition, if the evidence suggests that there is an
access concern, the Authority will then consider the costs and benefits of a policy
intervention. The benefits will largely come from the impact the intervention would
likely have on retail market competition. So any indicators of the value medium (and
small) retailers bring to that competition are relevant.

This section does not seek to comprehensively survey retail competition in New
Zealand - rather, it seeks to draw specific insights that will help shape any policy
response to risk management issues.

The role and functions of electricity retailers in New
Zealand

At the most fundamental level, electricity retailing involves the sale of electricity
purchased from the wholesale market to residential, commercial, and industrial
customers. Mandatory functions of retailers are:

(a) acting as the single (or primary) interface between electricity consumers and
the electricity industry

(b) providing a billing function that ultimately recovers the cost of electricity
(including generation, transmission, distribution and metering costs) from
consumers

(c) managing price risk that arises from wholesale spot market volatility on behalf
of its customers. As described earlier in this paper, mass market retail
customers are largely on fixed price variable volume (FPVV) contracts.” The
retailer manages the interface between this retail pricing and the volatile
wholesale electricity price, and can share some (or occasionally all) of this
price risk with consumers

(d) providing customer care, at least to the extent required by regulation, eg, the
set of expectations set out in the Consumer Care Guidelines, which the

Not all consumers are on FPVV contracts. Some retailers, like Flick Electric, have offered plans that
pass-through wholesale spot price risk.
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2.2.

2.3.

24.

Authority is currently proposing to mandate in the Code,? and existing
obligations under the Code to:

i.  provide information about the electricity plan comparison platform
(currently Powerswitch) and the disputes service (Utilities Disputes Ltd)

ii. provide consumers with information about their electricity consumption
iii. operate the customer compensation scheme under Subpart 4 of Part 9.

Retailers are also well positioned to go beyond these basic functions and provide
more to consumers, including:

(a) Offering a range of pricing options that provide consumers with greater choice
in managing their electricity costs, as well as incentivising more efficient
system use. Many retailers offer a range of tariff structures, which allows
consumers opportunities to limit their financial exposure or to take on some
level of risk.

(b) Offering tailored plans or services for particular consumer groups, including
those in hardship (social retailing).

(c) Providing other electricity adjacent services, which again better allow
consumer to control their electricity use and cost, such as aggregation or
demand response (which can also support risk management), selling or
financing solar assets and batteries, and providing energy efficiency services.
Retailers are not the only parties that can offer these adjacent services, but
likely have an important role to play, at least as we transition to a more
technology-enabled environment, in developing the flexibility services market.

(d) Bundling electricity with other services, such as broadband, phone or gas.
Bundling is common across many larger retailers.

(e) Increased customer service and convenience, going beyond the minimum
regulatory expectations for customer care.

This review is focused particularly on the risk management function of retailers. For
mass market customers particularly, we consider this to be one of their core roles. It
is therefore important for appropriate risk management products to be available to
them, but also for retailers to demonstrate their own ability to develop an effective
risk management portfolio, as this is one of the areas in which they compete.

The review is also concerned with the related retail functions of offering a range of
retail tariffs and adjacent services to help consumers to manage their use of and
expenditure on electricity (as well as potentially reducing long-term system costs by
reducing peaks, and the network and generation expenditure that they drive). These
are part of the core risk management options available to retailers in addition to
hedge contracts, will become increasingly important over time (as explained later in
the paper), and are an area where they can differentiate themselves from other
retailers.

See: Consumer Care Guidelines | Our projects | Electricity Authority (ea.govt.nz).
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Composition of the electricity retail market

New Zealand'’s electricity retailers, based on market share, break down into three
broad groups:

(a) Large retailers in blue (100,000+ ICPs)
(b) Medium retailers in green (10,000 — 99,999 ICPs)

(c) Small retailers in red (less than 10,000 ICPs). Other retailers are those with
less than 1,000 ICPs.

Figure 1: Market share by ICP
as at 31 August 2024
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Large (100,000+ ICPs)

3.2.

3.3.

This group is comprised of four large, vertically integrated generator retailers
(gentailers) — Mercury, Genesis, Contact and Meridian. Most of New Zealand’s
large-scale flexible generation (such as the large hydro stations) is owned by these
gentailers and was built under Government ownership.

The integrated nature of these large retailers provides them with a natural risk
management hedge (mitigating the price risk from the wholesale spot market
through their own generation — discussed later in this paper).

Medium (10,000-99,999 ICPs)

3.4.
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This group includes Nova, Pulse, Electric Kiwi, 2degrees, and Flick. They have a
range of backgrounds (business models, length of time in the electricity sector), and
rely on a range of hedging strategies to manage their wholesale spot price risk (see
chapter 4). We note that:

(@) Two of these medium retailers are also vertically integrated — Nova and more
recently Pulse

(b) Both 2degrees and Octopus (which is currently a smaller retailer in New
Zealand, but large internationally) have a strong track record of successful



market entry (in New Zealand telecommunications and overseas electricity
markets respectively)

(c) None of these medium retailers are new entrants — all have been in the
market for at least eight years (albeit with some ownership changes).

Small (less than 10,000 ICPs)

3.5. Small retailers have the highest entry and exit statistics, reflecting the ease of entry
into the New Zealand electricity market. All recent market entrants are currently
small retailers.

3.6.

Small retailers are understandably diverse, including their target markets, business
models and growth strategies.

Market share of medium and small retailers has plateaued since 2021

3.7. As has been well traversed in the sector, market share of small and medium sized
retailers has plateaued after a sustained period of growth, as set out in Figure 2:3
Figure 2: Retail market share by ICP
ICPs Dec 2003 to Aug 2024
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3.8. While the number of retailers entering the market has increased since 2011, the
number of retailers exiting the market since 2018 has also increased, as indicated
below in Fig.4.
3.9.

As a result, the number of active retailers has not changed significantly over the last
five years.

Figure 3: Retailer entry and exit

The sudden increase observed in Mercury’s market share in Fig. 3 is due to its acquisition of
Trustpower’s retail ICPs in mid-2022.
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3.10.  Retail market concentration has also decreased over time, but has been relatively
constant since the transfer of Trustpower’s retail ICPs to Mercury in mid-2022, as
below in Fig.4:*
Figure 4: Retail market concentration: Herfindal-
Hirschman index
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3.11.

While it likely masks some complexities, this simple market composition analysis
indicates:

4 The Herfindahl-Hirschman Index measures the size of companies relative to the size of the industry they

are in as an indicator of the amount of competition in the industry. A lower HHI generally indicates an
increase in competition.
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(b)

There do not appear to be material barriers to entry into the retail electricity
market

Barriers to expansion by new entrants are worth considering (from a retail
competition perspective). We would normally expect to see small to medium
retailers vigorously competing to grow their share, as occurred until 2020,
including through innovation, agility and/or highly competitive pricing. That
competitive impact appears to have stalled. While that may not signal any
competition or risk management problem, it merits investigation, especially
when a group of small to medium retailers are pointing to a specific issue (as
they see it) as a barrier to expansion.

4. Using market innovation as a method for assessing
the value of large vs medium retailers to retail
competition

4.1. Workably competitive markets can bring significant benefits to consumers over the
long term by being conducive to entry and expansion by innovative suppliers and to
efficient investment.® In essence, the competitive threat of new entrants can
incentivise innovation and improve value for consumers.®

4.2. To understand how consumers have benefited from the level of competition in the
New Zealand retail electricity market, we have examined innovations in the retail
market over the last 10 years.” We are considering innovation in the retail market
because:

(a)

(b)

innovation is core to the long-term dynamic efficiency benefits that
competition is meant to bring to consumers

it is a useful lens — and can be broken down into different innovation types to
better indicate the impact that different groups of retailers are having on
competition

(c) we have heard various informal assertions that newer entrants are the
innovators, and wanted to test that view.
Methodology
4.3. We undertook an analysis of innovations that have occurred in the electricity retail

market over the past ten years (from 2014 to 2024).

5 Electricity Authority, Interpretation of the Authority's statutory objective, 14 February 2011 at 2.2.1.

Australian Competition and Consumer Commission, Inquiry into the National Electricity Market,

December 2023, pg. 22

This work could have used several lenses in considering the contribution of different types of retailers to

retail competition. One that could have been applied is through the lens of retail price (aka who is driving
price competition). However, this is complex when taking account of segmenting and sub-brands, and
even more so given the anti-competitive pricing allegation (‘margin squeeze’) that is currently being
analysed.
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4.4.

We used a broad definition of innovation — as a process that marries a problem with
a solution to create impact® — and defined it specifically for the New Zealand
electricity retail market as something that happens within the New Zealand market
for the first time.®

4.5. We categorised different forms of innovation according to:

(a) context and magnitude of innovation. That is:

i.  Incremental innovation: existing product / service; existing market.
ii.  Disruptive innovation: new product / service; existing market
iii.  Architectural innovation: existing product / service; new market
iv. Radical innovation: new product / service; new market'°

(b) type of innovation (product and product performance, technology, business
model, organisational, process, marketing / sales / channel, network,
customer engagement, retention, configuration, offering, experience).

Assessment

4.6. We identified and considered around 80 innovations that had been introduced in the
electricity retail market over the past 10 years."’

4.7. In our initial assessment of innovations over the last 10 years by volume, it appears
that the gentailers (large retailers) have led the majority of these innovations.

4.8. However, this picture changed when we referenced this against our categorisation
of innovation magnitude, type, and impact. Particularly:

(@) When we segmented the 10 years of innovations by context and magnitude
we found that most were ‘incremental’, rather than ‘architectural’ or
‘disruptive’.

(b) When we segmented the innovations by type, we found that most were
customer service / marketing / channel focused, rather than network or
technology focused.

(c) Medium retailers are overrepresented (compared to their market share) in the
disruptive, architectural and radical innovations.

4.9. Table 1 includes what we consider to be some significant ‘shift’ innovations over the

last 10 years.

See for example the OECD’s Oslo Manual which provides guidelines for collecting and interpreting data
on innovation: Oslo Manual 2018 | OECD.

As such, even if an electricity retail product, service, or process existed in every other market, but was
not present in New Zealand, its introduction to this market would be considered ‘innovation’. Likewise:
anything that changed existing endeavours in this market in a way that was new and improved would fall
under the definition.

We note that there is no one standard way to categorise innovation, but see for example The Role Of
Innovating In Competitive Success And How To Do It (forbes.com).

Refer Appendix C. We note that the total quantum of these innovations, and the way we have
categorised them, is according to a particular approach. We selected ten years because it provided a
long sample from a period in which the current medium sized retailers had been present for the majority
of the time (at least 8 years).
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Table 1: Significant innovations over the last 10 years

Year Context and Type of
. Innovation example magnitude of Innovation type retailer that
introduced . . . -
innovation introduced it
2014 Usage monitoring Architectural Technology Gentailer
2014 Solar buy-back Architectural Network Gentailer
2014 First app Architectural Marketing / sales / new Gentailer
channel
2015 Mass market cus.tomer Architectural Network Non_—integrated
access to spot price retailer
2015 “Free hour of power” Disruptive Customer engagement Non'-integrated
/ retention retailer
2016 Time of Use charging Disruptive Customer CELE M Non;mtegrated
/ retention retailer
2019 Internet_of things Disruptive Network Gentailer
connectivity
2020 First 'roaming' EV Disruptive Network Gentailer
charging
2022 Virtual solar Radical Technology / network L\le?;i-lzrtegrated

Methodology limitations and observations

4.10. We note that:

(a) the table of innovations above is to provide insights and examples, but there
are likely to be additional examples that were not accessible to us or in the
public domain

(b) our categorisation process relies on judgement, and we invite feedback on
how these categories have been applied

(c) our assessment of the type of retailer that first introduced the innovation is
based upon the best available public information — we welcome feedback on
this assessment.

4.11.  Our overall assessment of the impact of innovations (underlying the table of shift

innovations above) is not just about the innovations themselves, but also how
actively the retailer pursues them. The innovation will have a different impact if, for
example, a retailer passively offers a time of use tariff versus if it actively moves its

customers to that tariff.

What might New Zealand be missing out on?

4.12.  Whilst the 80 innovations from the past decade may sound productive, innovation in
the New Zealand electricity retail sector may still have potential to be more
impactful.

4.13. In our analysis, we also looked at innovations in other sectors in New Zealand such

as retail and banking. In terms of general service innovations, such as online
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4.14.

4.15.

4.16.

customer services, the use of apps, and live chat, the electricity retail sector seems
generally to follow, rather than lead.'

Innovation in electricity retail markets in comparable countries also seems to be
more advanced or disruptive.’® A number of innovations seen overseas have not
yet arrived in New Zealand at scale. We set out three examples of innovations from
other markets below. While they are not conceptually that different from some of the
current offers or trials in the New Zealand market (eg, load control, time variant
pricing), they provide more options for consumers, a more integrated service, and a
more granular (user friendly) ability to respond to market pricing:

(a) David Energy, a New York-based company, provides an integrated service to
consumers to reduce electricity costs and promote greener energy. It uses an
automated demand response platform to control consumers’ devices and
electricity supply (eg, EVs, smart appliances, home batteries and solar), and
connect demand and supply in real time.

(b) Tibber in Sweden is a digital energy company that enables greater consumer
choice to help lower electricity consumption and bills. This includes better
visibility of electricity pricing and household consumption (app based,
including notifications and analytics), smart charging of appliances (EVs),
selling smart devices. Tibber also has a digital platform for purchasing
electricity, which it passes through to its customers at no margin..."™

(c) Octopus Energy in the UK offers a pricing option for EV charging (‘Plunge
Pricing’) which allows electric vehicle owners to (among other things) benefit
from low wholesale prices when renewable generation is high and demand is
low. Customers are incentivised to take excess energy off the grid at these
times including through public charging.'®

Overall, innovation in the New Zealand electricity retail sector seems to be more
incremental, at a customer-facing level. There appears to be less network,
technology, or whole-of-system innovation at widespread scale as seen in other
markets.

The regulatory context has an important role to play. Government and regulators in
other countries with greater innovation have at times applied more active tools to
promote this sort of innovation than in New Zealand, including clearly stated
approaches and goals, regulatory sandboxes, and innovation funds.!
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By way of New Zealand examples, online banking was first offered in 1997; and the first supermarket
shopping app was launched in 2012.

We looked at Australia, the EU, the UK, and the US.

David Energy | Smart electricity for home & business | Powering what's next

Forget everything you know about energy companies 4 Tibber

Octopus in the UK offers a range of innovative products, including Powerloop, an EV leasing bundle that
allows consumers to power their homes with their cars during peak energy periods, and Intelligent
Octopus Go, which coordinate assets (such as connected EVs), ensuring that customers only charge at
the cheapest, greenest times, taking pressure off the grid and reducing consumer costs.

See for example the Energy Innovation Programme previously funded by the UK Department for
Business, Energy and Industrial Strategy: Energy Innovation - GOV.UK (www.gov.uk).
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4.17.

The Authority wants to see more innovation, and we are looking to support this
through initiatives like the recently announced Power Innovation Pathway
initiative.'®. However, it remains our broad view that the market should provide an
appropriate platform for efficient innovators looking to scale up.

Insights from retail competition that impact the risk management review

4.18.

4.19.

4.20.

4.21.

4.22.

Our high level assessment of innovation indicates that medium size (and some
smaller) non-integrated retailers contribute to innovation in a significant way, and
likely in a greater proportion to their market share.

Retail electricity market innovation benefits consumers — providing more choice,
better service and likely reducing costs over time. Our assessment of retail market
innovation over the last 10 years suggests that there will be more innovation, and
therefore more benefit to consumers, if competition in the retail market remains
diverse, which includes competition from a range of non-integrated retailers.

This is not to downplay the benefits that gentailer innovation can bring, noting
particularly the recent increase in gentailer focus on demand response and risk
management offerings.'® But we are satisfied that at a general level other retailers,
apart from the gentailers, hav