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Comments on Draft Document – CBA of the TPM Proposal

Advisian has been asked to provide specific comments on the following three matters following review of the document headed Cost-benefit analysis of the TPM proposal, provided by the Electricity Authority.  These matters are:

· Is it consistent with the approach you’ve seen before? 

· Is it well-enough described in sufficient detail? If not, what is missing?

· How do you think it will be received?

In addition, comments are provided on specific sections in the report, these are referenced by the relevant paragraph numbers.

Is it consistent with the approach you’ve seen before?

We would refer the Electricity Authority to comments made in Advisian’s paper Transmission Pricing Methodology - CBA Phase Two Working Paper Review.  

As a general comment we would note that the general approach to analysis documented by Sense and Strata is supported by Advisian and follows typical steps in the CBA process.  That said, Advisian would not describe the overall design, methodology and economic foundations of the planned CBA as consistent with “best practice”.  We make this comment solely because this CBA uses bespoke models that make replication of the results by a third party difficult.

That said, the impact of a change in Transmission Pricing Methodology (TPM) is inherently complex due to its effect on demand, supply and pricing in both the regulated market for network services and the wholesale electricity market.  Under such circumstances, the approach taken is consistent with good practice. 

Is it well-enough described in sufficient detail? If not, what is missing?

This CBA shows a marked increase in Net Benefits arising from an implementation of the proposed TPM when compared with the results from the previous Oakley Greenwood study.  While Advisian may understand why this has occurred, to a less informed reader it may not necessarily be obvious why.  To improve understanding of the new modelling approach a description of the major differences in modelling approaches and resultant outcomes between the two CBA reports would be valuable.  This may help avoid the risk of automatic rejection of this CBA on the grounds that if the previous CBA study was sufficiently flawed to be rejected, a CBA claiming increased benefits without providing a clear justification for the differences must also be flawed (possibly more so).  

The report repeatedly refers to a significant reduction in prices arising from the removal of RCPD charges, with this establishing the basis for welfare gains which underpin the more efficient network use benefits.  Nowhere in the report has this significant reduction in prices been explicitly set out.  

Previous experience in New Zealand with respect to transmission pricing and transmission investments, shows that when there is a divergence of opinion over key assumptions and the related model inputs, gaining acceptance of the outcomes is problematic.  The report would therefore benefit from a discussion on why selected assumptions were made over alternatives and what alternatives assumptions were considered. 

Following on from the previous point, clear articulation of the key assumptions in a separate section of the report will aid readability of the CBA report.  In the absence of a summary section on the assumptions, the reader is required to continually refer to previous sections of the report to relate a new assumption with a previous one.  

In addition, the CBA uses MBIE’s 2016 Mixed Renewables EDGS.  One component of this scenario is an assumption of more than 6,000MWs of Demand Side Management (DSM), the goal of which is usually to reduce peak period demand.  This would appear to be at odds with the primary benefit claimed for the proposed TPM.  The CBA report assumes that consumers will obtain a benefit from the removal of the RCPD charge, lowering prices in peak periods and allowing consumers to use more electricity during peak periods when they value it most highly.  How this DSM anomaly has been addressed in the modelling has not been disclosed and must be.  

How do you think it will be received?

There is an adage that if you want to find fault in something (someone) you will.  Therefore, the key question when considering how the report will be received, is receipt of the report by whom?  

Parties who are beneficiaries of the TPM changes will either support the report or remain silent. Conversely, parties facing higher charges will seek to find fault and may be critical of the analysis and this report.  

There is a third group who are politically opposed to the proposed changes.  While they may not understand the analysis and the report in its entirety, they will undoubtedly be supported in their articulation of opposition by others.  

Given this background, it is unnecessary and inappropriate for Advisian to express an opinion on how the analysis and CBA report will be received.



Specific Section Comments

Set out in the table below are references to paragraph numbers and Advisian comments with respect to the matters outlined.

		Paragraph

		Report Text

		Advisian Comments



		1.13

		The main scenario for this model is an updated version of the 'Mixed renewables' scenario in MBIE's 2016 Electricity Demand and Generation Scenarios (EDGS).

		See comment above relating to treatment of DSM.



		1.13

		In the base case it is assumed that all potential major capital expenditure in Transpower's investment proposal for Regulatory Control Period 3 (RCP3) takes place.  (and 4 and 5)

		How do Transpower’s RCP CAPEX proposals treat DSM?  If DSM is assumed, is their CAPEX forecasts sufficient to meet the peak load growth assumed in the CBA analysis?  If not, then the claimed benefit will be overstated by the CAPEX difference.  My understanding is that Transpower’s RCP forecasts do incorporate continued investment in and use of DSM and therefore the RCP transmission CAPEX costs used in the CBA analysis may (will) be wrong.



		1.23

		…we model all load connected to a distribution network as a single entity. This is an important simplifying assumption. It means the model does not consider the degree to which distribution prices reflect transmission prices, or the extent to which distribution price signals are passed through into retail prices.

		Does this then imply that the benefit of more efficient use of the transmission system from the TPM only applies to controlled load – MWhs of actual water heating and DSM.  In the case of DSM has the potential losses to parties who have installed DSM systems also been included as costs – they are potentially stranded investments.  The benefit only applies to periods where load is controlled 



		1.26

		Nevertheless, in order to be conservative, we have discounted some of the welfare effects for mass market consumers in the early years of the proposal (by around 80% initially), on the basis that consumers are not exposed directly to transmission price signals,

		Should the discount relate to the actual peak period energy controlled?

You should not use the term “by around 80%” in a report such as this unless your seeking push back from the readers – is it 78.5%, 81.3%, or 80%? Report the actual starting number and provide a graph of the decline with an explanation for the decline.



		1.32

		These allocations are simplifications that are made for the purposes of keeping the CBA modelling tractable.

		Need to be careful with the language.  I understand the requirement to make simplifications, but it could (probably will) be argued that the allocations are therefore wrong, the behavioural impact is wrong, the estimated benefit is wrong, and the CBA is wrong.  



		1.35

		By removing the RCPD charge, the proposal causes a large reduction in the price of consuming electricity during peak periods.

		It would be useful to provide detail on where this reduction comes from.  There are three key components of the electricity price – energy, transmission, and distribution.  Energy and distribution prices should remain the same, although it could be argued that energy prices will go up assuming no change to the generator merit curve and increased peak demand.



		1.36

		We also model the resulting higher prices (in $/MWh terms) during shoulder and off-peak periods.

		Why this occurs needs to be explained.  If you assume no change in generation offers or distribution prices, and lower shoulder and off-peak consumption then prices don’t seem likely to rise.



		1.37

		We model consumers switching their electricity use between different time periods (such as peak and off-peak).

		Need to comment on the actual MWhs of load shifted.  If it is greater than the volume currently shifted through load control, then explain.



		1.38

		This demand also includes automated demand response (such as distributors’ ripple control) that, empirically, sees material demand reductions when demand or prices are high and thus translates into observed sensitivity to price changes

		What does “empirically, sees material demand reductions”, mean?  Need to avoid assuming that readers of this document have graduate level competence in research methods.

Is the response to price the response to the transmission price or the delivered energy price of which transmission is one component?



		1.39

		Due to the very substantial fall in peak prices it causes, the proposal is estimated to result in a significant increase in peak demand

		Is it really a significant increase in demand?  A cold front moving across the country produces a much bigger impact on peak demand.  



		1.41

		Removing the premium on peak demand will benefit consumers by reducing costs associated with demand at times when electricity is particularly valuable.

		What is the actual peak period premium faced by consumers as a consequence of RCPD charges?  Without doing the analysis I’m assuming it is a relatively small number in comparison with the energy premium faced by consumers in peak periods.  If demand at peak periods increases under the TPM proposal, will the energy premium increase by more than the RCPD premium falls?



		1.44

		

		What shape is assumed for the supply curve?  Is it the average supply curve for all peak periods, or some subset of this recognising that a summer peak (time of day) period is unlikely to set a RCPD peak.  We also know that there is a steep tail to the supply curve, rather than a straight line.  This needs to be discussed in the report.



		1.50

		Under the TPM proposal, we expect increased peak demand, from the removal of the RCPD charge, would lead to higher peak wholesale energy prices and greater expenditure on electricity from grid-connected generation.

		Is this statement consistent with 1.39 which talks of a “very substantial fall in peak prices”?



		1.50 – 1.56

		

		If this is being ignored why include it in the report?  It is likely to be a red flag to many.



		1.61 – 1.63

		

		I don’t have access to the reports, but this matter was extensively reviewed as part of previous study of the allocation of HVDC charges.  Once again, I would remove this section unless it adds something important and is consistent with the findings of that review.



		1.66

		…we have undertaken Monte Carlo analysis, which indicated very substantial upside potential. We have used the mean of the Monte Carlo distribution ($67 million) as our estimate for this category of net benefits.

		Monte Carlo simulation software provide detailed information on the range in values.  These should be published as well.  Also, the simulation requires establishing an expected distribution for the results.  What distribution was assumed and why was this preferred over alternatives?   



		1.72 and 1.76

		

		See comment for 1.66  



		1.78

		One of the main expected benefits of our proposal is more efficient grid investment due to the enhanced incentives on beneficiaries of transmission investments that pay benefit-based transmission charges

		Is this suggesting that the current CAPEX IM regime currently operating is inefficient?  Transmission investment is heavily regulated and arguably based on international and theoretical best practice.  There is significant consultation by Transpower before proposing projects and by ComCom when evaluating proposed projects.  



		1.79

		We note that in other contexts the increased participation of consumers in regulatory decision making processes leads to:

(a)	lower transactions costs and faster speeds of regulatory decision making (Chakravorty, 2015) 

(b)	lower prices through lower regulated returns (Fremeth et al, 2014) 

(c)	lower costs of accessing information and lower costs to consumers associated with regulatory decisions (Fremeth and Holburn, 2012).

		This section refers to analysis from US, where different approval processes are used for reliability and economic investments.  In addition, care needs to be taken when distinguishing between ISO/RTO projects and merchant transmission.  

Therefore, it is not clear that the papers cited are relevant to the CBA nor is it clear that the benefits set out in (a) – (c) are applicable in a New Zealand context.  

For example (b) lower prices through lower regulated returns is not relevant to New Zealand where the regulated return is set by a defined regulatory process and is independent of any particular project.



		1.82

		We note this number is similar to the 4.4% reduction in capex achieved through the Commerce Commission’s scrutiny of the proposed base E&D capex projects in Transpower’s submission on the Commerce Commission’s draft RCP 2 determination. This provides additional comfort that the assumption is reasonable.

		Is it possible that this is double counting?  If the current regulatory process is finding grounds to reduce CAPEX, then isn’t it equally likely that further future savings will be identified by the same process?  It seems problematic to claim the additional savings purely because of a change in the TPM.

Another issue with the assumed saving is whether this is a true saving or just a time shift in when the expenditure is incurred.  If the later then the benefit is substantially smaller.  This may also apply to other CAPEX included in this benefit category. 



		1.87

		Our central estimate for the value of more efficient grid investment due to scrutiny and related effects is $143 million.

		Another way of putting this is that the current ComCom process is inefficient to the tune of $143.  If it is, surely the benefits being claimed here will be attributable to an improved approval process rather than a TPM change.



		1.89

		Under a benefit-based TPM, local bodies with responsibility for planning regulations would be less likely to mandate undergrounding of transmission lines, and inefficient undergrounding investment would be much less likely to proceed.

		Can you make a blanket claim such as this? If there is a major health and safety aspect to the undergrounding – housing underbuild – then it will proceed.  The issue is whether the investment is interconnection or connection asset.  As it is being required locally, then arguably undergrounding should be considered a special connection asset and not subject to the area of benefit test.



		1.97

		The CBA does not include any costs for distribution network investment brought forward.

		If the proposed TPM increases peak demand and requires bringing forward transmission investment, surely it must also require bringing forward distribution investment.

Another issue is that many of the Trust owned EDBs will still require management to reduce total costs to consumers, so they may still manage load to avoid unnecessary investment, so the expected benefits from the TPM change may not eventuate.



		1.105

		The proposal includes a distortion, in so far as the benefit-based charge applies to generation and will disincentivise investment in generation in areas that have benefitted from transmission investment.

		Would a generator not argue that so long as their new projects injection is less than the pre-investment transmission capacity then there is no benefit from the new investment and no allocation of the AoB charge to them.



		1.123

		Our central assumption is that the demand elasticity for distribution-connected consumers is -0.11 and for transmission-connected consumers is -0.02.

		This is an assumption that needs testing.  It is public knowledge that many of the major users of electricity in NZ are sensitive to peak electricity prices and shut down parts of their operations once prices reach a threshold value. 










