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The statutory objective for the Authority is set in s15 of the Act: promote competition in, reliable supply by, and the efficient operation of, the electricity industry for the long-term benefit of consumers.

Right from its first SOI in 2010 the Authority stated it is also seeking to alter perceptions about the electricity industry, which we refer to as our CRE aspirations – competition, reliability and efficiency.

[As far as possible, read out the aspirations in full]: 

Competition aspiration: We are aiming for widespread consumer and investor confidence in the competitiveness of NZ’s electricity markets (within the bounds of a small economy that cannot import electricity)

Reliability aspiration: We are aiming for widespread consumer and investor acceptance of efficient levels of supply reliability across the ‘supply chain’

Efficiency aspiration: We are aiming for widespread recognition that the electricity market arrangements, and T&D arrangements, are efficient mechanisms for coordinating production and consumption and for facilitating timely and innovative investment in the electricity system.
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Our aspirations reflect consumer concerns

[ Rational consumers want
* Prices to reflect efficient costs, not everyone’s costs
* Investment to occur when it is efficient and timely

« Efficient levels of security and reliability
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Consumers want a sense from the performance of the market that

Prices reflect the cost of the most efficient supplier – prices should not cover the costs of poorly run companies.  Consumers know that competition is the best instrument for driving closer to this ideal, hence our aspiration for improving confidence in the level of competition in the electricity market

Consumers also want investment in the electricity sector to occur when it is efficient and timely.  They know that markets are on average far better at making investment decisions than Govt officials, hence our aspiration for achieving widespread recognition that the electricity market, and T&D arrangements, are efficient mechanisms for coordinating electricity production and consumption, and for facilitating timely and innovative investment

Consumers want efficient levels of supply reliability.  They don’t want cost-cutting and profit-seeking to drive reliability below efficient levels, so they want industry participants to face the true costs of their actions
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Key reliability initiatives are largely completed

 Tekapo A & B have been transferred to Genesis

 The Code has been amended to bring in
* The customer compensation scheme

« Stress testing and scarcity pricing

O The futures market is now providing transparent and robust forward
signals of supply and demand risks for three years ahead
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Hydro management was very good in 2012

O Will that performance be repeated in future years?

O The additional 5m of Lake Pukaki now available to Meridian when
supply risks reach the 10% risk level changes the game again
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Advice from the SRC on 28 May 2012

[ Regulatory uncertainty is a significant security of supply risk
O Natural gas supply risks may not be well understood

 Market signals do not always provide the correct incentives to market
participants in emergency situations

O Under-frequency management project actions need to be progressed
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Following these discussions the SRC has the following advice for the Authority: 
1. Regulatory uncertainty is a significant security of supply risk 
Regulatory uncertainty, across the wider legislative framework, can be a barrier to the long term investment that is necessary to ensure security of supply. This uncertainty is not limited to electricity sector legislation and regulation, but can include, for example, environmental legislation such as the Resource Management Act and the activities of the government-constituted Land and Water Forum. 
2. Natural gas supply risks may not be well understood 
While the system operator and thermal generators responded quickly and appropriately to the outage on the Maui gas pipeline in October 2011, an interruption to natural gas supply is a potential security of supply risk that may not be well understood by all industry participants. 
3. Market signals do not always provide the correct incentives to participants in emergency situations 
When the Maui gas pipeline outage occurred in October 2011, Genesis Energy took immediate action to increase coal-fired generation, despite market price signals not being of a level that would normally justify this action. Also, during these sorts of emergency situations the system operator can be left in a position of having to make real-time, security-based decisions on behalf of the industry. These can have significant commercial impacts, and there is a risk that they are judged inappropriately after the fact by others. 
4. Under-frequency management project actions need to be progressed 
The 13 December 2011 AUFLS event demonstrated that the short-term security of supply policy and operational approach is adequate, but that actions identified through the review of under-frequency arrangements need to be progressed. 
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Advice from the SRC on 21 Sept 2012

 There is no requirement for summer security of supply standards

“...there is no need for a summer energy margin and ... summer
capacity issues are well monitored under current arrangements
and, accordingly, no summer capacity margin is required.”

 Communication of reliability performance needs to be improved

“...the industry could improve communication to the different
consumer groups ... regarding the level of reliability that can
reasonably be expected; and the industry’s communication of
iInformation during loss of supply events ... could be improved. The
SRC did not identify there was a specific role for the Authority in
relation to these matters.”
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The SRC agrees there is no requirement for summer security of supply standards
The SRC received and discussed a paper that provided an update on the Authority’s investigations into the potential need for equivalent capacity and/or energy margins for the summer period. The SRC supported the approach set out in that paper, and agreed with the conclusions that there was no need for a summer energy margin and that summer capacity issues are well monitored under current arrangements and, accordingly, no summer capacity margin is required.
Communication of reliability performance needs to be improved
The SRC received a range of information on reliability of supply issues and the existing regulatory and monitoring framework, including presentations from the Authority, grid owner and the Commerce Commission. Following a wide-ranging discussion on a range of reliability-related issues that encompassed all components of the electricity supply chain, the SRC concluded:
	the industry could improve communication to the different consumer groups (industrial/commercial/residential, urban/rural, etc.) regarding the level of reliability that can reasonably be expected; and
	the industry’s communication of information during loss of supply events, both directly to affected consumers and between the relevant industry participants , could be improved.
The SRC did not identify there was a specific role for the Authority in relation to these matters. 
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Competition initiatives are strategically important

 Competition in the wholesale and retail markets

Is essential to build credibility regarding retail price changes
Addresses concerns about asset revaluations

Is critical to building confidence in the hedge market
Provides incentives for innovation and operational efficiency

Provides incentives for timely and efficient investment, which is
essential for achieving efficient levels of reliability
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Competition in the wholesale and retail markets 

Is essential to build credibility regarding retail price changes – a large portion of the public believe they’ve been ripped off by current market arrangements – competition is the surest mechanism to show that isn’t the case or if it is the case, to deal with it

Addresses concerns about asset revaluations – these concerns evaporate in a truly competitive market – instead, rather than asset values being used to set prices, it is prices that determine asset revaluations

Is critical to building confidence in the hedge market – a highly competitive spot market is critical as hedge contracts reference spot prices – shenanigans in the spot market undermine competition in the hedge market

Provides incentives for innovation and operational efficiency – a highly competitive market offers large pay-offs to parties that innovate in ways that offer compelling value to consumers 

Provides incentives for timely and efficient investment, which is essential for achieving efficient levels of reliability – in a highly competitive market you’ve got to make the right calls for when to invest and what to invest in, and about what not to invest in
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Demonstrable competition is key for regime durability

O Important to remember the electricity market
e Isveryyoung —itis a teenager really (< 20 years old)

« Itis yet to fully prove itself to the mainstream public

O Achieving demonstrable competition is critical for
* Enhancing the political durability of the market approach

* Facilitating regulatory certainty - timely investment - improves
competition and reliability (creating virtuous cycle)
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Important to remember the electricity market
Is very young – it is a teenager really (< 20 years old), with a few pimples that need treatment
It is yet to fully prove itself to the mainstream public - it was centrally-created (not evolved) from a centrally-planned regime – it is natural for the public to be suspicious about it

Achieving demonstrable competition is critical for
Enhancing the political durability of the market approach
Facilitating regulatory certainty à timely investment à improves competition and reliability (creating virtuous cycle)





ELECTRICITY Zit
AUTHORITY\\

We’'ve adopted several pro-competition initiatives

Market Initiatives Primary
Focus

What's My Number campaign E
Greater standardisation of distribution arrangements . R E
Financial transmission rights (FTRS) . R E
Demand-side bidding & forecasting . R E
Retailer switching tool for SMEs . R E
Futures market-making arrangements . R E
Improving wholesale market information . R E
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The RHS of this chart reminds us of the three channels through which the Authority must focus to deliver long-term benefits to consumers: Competition, Reliability, and Efficiency.  

The coloured cells emphasise the primary focus of each initiative (bearing in mind that all of these initiatives contribute to efficiency in some manner).
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But many more pro-competition initiatives to do

Market Initiatives Primary
Focus

Dispatchable demand

Retailer default arrangements

Pivotal pricing arrangements
Nationwide ancillary markets
Intra-Island locational price risk hedges

Multiple frequency keeping (MFK)

m m m m [m [m [m

Review of UTS provisions
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But many more pro-competition initiatives to do, continued

Market Initiatives Primary
Focus

Settlement & prudential arrangements

Review of half-hour switching process
Improving forecast & settlement prices
Under-frequency management technical review

Allocation of extended reserve obligations

E
E
E
E
E
E

Transmission pricing review
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Market monitoring is also a key competition initiative

[ Rigorous and transparent market monitoring is also a key facilitator of
competition

* We prepare reports into ad-hoc events, such as reserves pricing
during winter 2012

 We've released a set of competition metrics, for which we’re
assembling statistics

 We sometimes receive calls for the Authority to use sector profitability
as a measure of competition

* In our view that approach is dangerous and misleading
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Standard approach 
Structure determines conduct, and conduct drives performance 
Hence, measure structure, conduct, and performance (SCP)

Some examples of what we’re seeking to measure
Structure
Seller and buyer concentration indicators
Barriers to entry indicators
Conduct
Price vs. cost indicators
Output withholding indicators, curious bids and offers
Performance
Static efficiency indicators
Dynamic efficiency/innovation indicators

The Authority will be releasing its annual market performance review in mid-March, covering the 2012 calendar year
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Stakeholder feedback on our work programme

J Feedback on our proposed 2013-14 work programme revealed
concerns about

* Whether there were too many projects to properly manage

* Whether many of the projects would deliver sufficient net
benefits to consumers to be worth undertaking

* Whether current initiatives needed to ‘bed in’ before determining
whether more initiatives were needed

O We’re committed to pursuing all pro-competition initiatives quickly

« But will look to scale-back/defer other work programme items
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A strategic directions document will be released shortly

] The document

* Reviews key challenges over next 10 years, covering technology
and consumer trends

« Sets broad directions for market development over next 10
years, which build on our emphasis on promoting competition

* Outlines more fully the Authority’s approach to regulation

J We will be seeking stakeholder feedback before finalising the
document
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We will be releasing in the next few weeks a Strategic Directions document for feedback, outlining the broad direction for market development over the next 10 years.  This document presents our view on technology and consumer trends over the next 10 years or so, and seeks to draw together the broad implications for our regulatory settings.

The origins of the document is from the strategic review discussions the Authority held in August and September 2011, where some parties called for the Authority to lay out a vision for the electricity market, to describe what it will look like in 10 years time.  Others called for a 10-year plan for market development.  Explain why the Authority hasn’t adopted either of those approaches.
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Key market developments in 2012
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Brent finished his talk by pointing to a strategic directions document that will be coming out soon for consultation, which looks ahead to the next 10 years.  My focus this morning is on what’s been happening over the last 6 – 12 months.

I’m going to talk briefly about three key market developments in 2012 – covering hydro management, the performance of the NZ electricity futures market, and on-going improvements in competition  – and then I will finish off with a very brief overview of progress with our strategic priorities over the last 6 months.
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As all of you probably know by now, the first 6 months of 2012 produced the lowest SI hydro inflows on record, This is shown by the orange bar on the far RHS of the chart.

The 2012 inflows were considerably worse than the 1992 year, which gave rise to investigations that led to the formation of the spot electricity market in 1996.  

More recently, 2008 was a very dry year, which wasn’t handled as well as it could be and so led the 2009 Ministerial Review to recommend several new reliability initiatives that Brent discussed earlier.

Other dry years since the market arrangements were adopted are 2001  2003  2006  2007.
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But Sl storage stayed at higher levels than in 2008
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Compared to 2008, spot prices in the SI spiked much earlier in 2012 due to more conservative hydro management by the SI hydro generators, leading to far larger volumes of energy being transferred from North to South much earlier in the season.  

The end result was a far higher level for SI hydro lakes in 2012 (red line) than occurred in 2008 (blue line). The risk of supply shortages exceeded 1% for not more than a week.
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Hydro situation driving near term
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futures prices but long-dated futures pretty steady
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But it wasn’t just the spot price providing signals this time round.  The lines in this chart show futures prices for each quarter out to December 2015.  The blue line shows the prices prevailing on 30 Nov 2011.  

By 20 Feb 2012 futures prices for Mar-12, June-12 and Sept-12 (green line) had spiked massively from those occurring 3 months earlier.  These near term futures prices were still very high by 31 May 2012.

So the futures market provided very clear and transparent signalling of the near-term supply risks arising from the low hydro inflows.

However, prices for the longer-dated futures remained almost unchanged from Nov 2011, showing that hydro events in any one year are not expected to affect S&D conditions in future years.

Contrary to some commentators in the media, this pattern shows there is no reason for electricity retailers to raise their tariffs due to short-term hydro influences.
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Large falls in futures prices over last six months
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Another very telling event in the last half of 2012 has been the sharp fall-off in futures prices across all contracts.  For example, prices for June 2015 at Benmore have fallen from $120/MWh to around $90.  
The average price reduction across all overlapping contracts in the chart is a staggering 26% or just over $24/MWh.

This unprecedented fall appears to reflect concerns about softening in industrial demand for electricity (mention NSK, Pac Aluminium), weak residential and commercial demand, and the commissioning of new generation. Takes a while for the pipeline of construction projects to be completed.  It’s also possible that the hydro management in 2012 augurs well for future hydro management, and of course there is the additional 5m in Lake Pukaki that Meridian now has access to in emergency situations.

The sharp decline in longer-dated futures prices presumably carries stark implications for retail prices this year and next, even with higher transmission costs coming through.  The Authority will be watching with a great deal of interest to see just how strong competition is in the retail electricity market.  Certainly any new retailer wanting to start up is in an excellent position to compete strongly for customers.
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New market-making agreements, with narrower price spreads, spurred the futures market into action in late 2011, and it appears the hydro situation in early 2012 spurred more trading, and then the demand situation etc in late 2012 spurred even more volume.

The futures trading volume is now over 66% of the physical market.
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Futures accounted for 50% of hedge contracts in 2012
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This chart shows how significant futures trading has become as a portion of the total hedge market.  Futures contracts accounted for just over 50% of all hedge contracts in MW terms.
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Stress test reveals 3 or 4 parties with no hedge cover
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The Authority introduced a stress testing regime in mid 2012.  The regime currently tests for two extreme situations: an energy shortage where spot prices reach $250/MWh for three months; and a capacity shortage where spot prices reach $10k/MWh for 8 hours.  

The regime produces three stress metrics, one of which is the cover ratio.  This measures the extent to which higher costs to a participant from high spot prices are offset by higher revenue.  E.g. High spot price increase the cost of purchasing electricity but they also increase the pay-offs received from CFDs or from generation, for example.  A cover ratio of 1 indicates higher purchase costs are fully offset by additional revenue.

The above chart shows the cover ratio results for the energy test, conducted in Q3-12, Q4-12 and Q1-13.  There are clearly 3 – 4 electricity purchasers that don’t hedge in any form or undertake very minimal hedging.  The Authority doesn’t have a view about the prudency of these risk positions but those parties will find that they can’t come complaining to the Authority or other officials or ministers or the media as it is patently clear they have knowingly chosen those risks.  

We very aware the stress testing regime still rankles with some parties.  Give Peter Cramton view about capacity markets.  Better to have stress testing regime in our view.  
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Regional consumer switching rates

Switching rates vary widely with location

Taranaki switching rates very high
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As a precursor to looking at competition, the above picture shows switching rates were very high in NZ.  Indeed, NZ had the highest switching rates in the world on a country-by-country basis.

Dodgy reporting about Australia, as the switching rates in Victoria are higher than NZ’s but the Australian average isn’t.
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The Herfindahl-Hirschman Index (HHI)

1 HHI for retail market = the sum of squares of each retailer’'s market
shares

O For example
 HHI = 10,000 if there is a retailer with 100% market share
« HHI =2,000 if there are five retailers each with 20% market share
e But HHI = 6,500 if one retailer has 80% market share and the

other four each have 5% market share

 The HHI is a simple and partial indicator of the degree of competition

 We are also assembling stats on other competition metrics, such as
residual supply analysis
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Large falls in HHI in many regions over last 9 years

Jan 2004 Dec 2012
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The nature of the retail market has changed greatly over the last 9 years, as retail customers have switched retailers.  The What’s My Number campaign spurred further change in 2011 and 2012.
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% change in retail HHI across the regions in 2012

HHI has decreased throughout NZ

Big reductions in the dark blue areas
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We can see the retail market HHI decreased throughout NZ in 2012.  The HHI in the Taranaki area fell by 15 – 20% during the year even though it was already at a low-ish level of 3,500.  This reflects the very high levels of customer switching in Taranaki during the year, which exceeded 20%.

Switching rates were lower in the BOP/East Cape area but the HHI has fallen by even more – 25% – reflecting the fact that the area is coming off a relatively high HHI of 6,500 and is now down to around 5,500. This is encouraging as it indicates that retailers are viewing the relatively high concentration in the Bay of Plenty as an opportunity to enter and compete. 

I haven’t shown the change in HHI for retailing to the SME market as it looks very similar to this picture.
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The overall HHI for the retail market continued to fall
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Consumers taking greater advantage of low offers

Relative price (%)
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The vertical axis = weighted average price paid by residential consumers relative to simple average price offered by retailers in the region. 
A positive value means that on average consumers in that region are paying above the mean tariff available, and a negative value means consumers are taking advantage of the lower priced offers and are paying less than the mean offer.
Open circle = 1 Jan 2012, closed =31 Dec 2012.
Relative price decreased in 28 out of 39 regions through the 2012 year so looks to be heading the right direction.
Two reasons for a decrease, people switching to better offers, and retailers responding to competitive pressure and offering more competitive rates to their customers.
90% of ICPs are below 2% line.
More regions in the South Island are paying above mean offer and are a higher level above it than the North Island.
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Late spike we think is Meridian going flat out with excess water during last few months of 2012
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Roll-out of smart meters continued at pace in 2012
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The roll-out of smart meters continued at pace during 2012 and is likely to drive considerable innovation in retail products and price offerings over the next few years.  Watch this space.  Electricity retailing is going to get very interesting for consumers.
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Progress on current strategic priorities
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General managers

Fraser Clark Androula Dometakis Ross Hill John Rampton Bruce Smith
Operations Corporate Services Legal & Market Design Market
Development Compliance Performance
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Good progress on our strategic priorities so far

1. Successfully implement key systems projects -:

2. Implement top priority Code & MFM initiatives by 30 -:

June 2013
B

3. Implement effective monitoring, information and
4. Embed and enhance the effectiveness of advisory -

education initiatives

groups
5. Engage effectively with service providers and all

stakeholders -:
6. Deliver productivity & quality gains at EA and -:

service providers
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As Brent finished his talk on strategic directions for the future I thought I would finish with a brief overview of the progress we’ve made over the first six months of the 2012-13 reporting year.  So this progress report is over a month old now.

We were lagging a little on item 4 – embedding AGs – at end of December but we’re back on track. 
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Questions
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