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Jo – please find attached a brief report following our Phase 2 review.  In it we set out some
general comments, answer the Authorities Specific questions posed to Advisian, and make
brief comment on the assumptions regarding behavioural change and economic effects
made in Table 2..

Please let me know if you have any questions.
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Advisian accepts no liability or responsibility whatsoever for it in respect of any use of or reliance upon this report by any third party.


Copying this report without the permission of Client and Advisian is not permitted.
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1 General Comments


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. The general approach to analysis documented Sense and Strata is supported by Advisian and follows typical steps in the CBA process. However, clarification of the steps followed and assumptions could improve transparency and make the complex model easier to understand.  We begin this section by providing some general comments before commenting on a small number of specific matters.  


With respect to general comments we make the following observations:


· It would be helpful if the purpose of the CBA was more clearly stated.  Note that CBA assesses only the efficiency effects of a policy, it cannot assess distributional impacts between market participants as effectively as economic welfare analysis


· The options should be defined specifically – is the CBA assessing the proposed TPM guidelines or the implementation of the proposed TPM? Is the counterfactual the current TPM guidelines or the current TPM as implemented?


· The model is complex because the 17 components of the proposed TPM are considered individually in the partial equilibrium analysis, rather than first aggregated based on their impact.


· Specific assumptions are stated but general assumptions are not clear. It could be helpful for further steps if the period of evaluation is given up front – even if it is justified elsewhere. 


Whose costs and benefits count?


While some readers may understand the relevant market(s), good practice requires the market(s) relevant to the analysis to be clearly defined.  Similarly, the paper refers to “consumers and industry participants” which can be confusing. It would be useful if for completeness these were also defined.


Identify changes in behaviour and impacts


The economic effects of expected changes in behaviour (Table 2) could be aligned to demand or supply to provide a simpler basis for modelling.


We assume that Table 2 is simultaneously considering benefits and costs associated with each change in behaviour rather than a singular “economic effect” If this is not the cases, the implication that a change in behaviour does not lead to competing economic effects, is not a sound assumption.  For example, the incentive for generators or loads to relocate to regions where transmission costs are lower may cause adverse outcomes: compromising network redundancy/security, environmental impacts in the long run.


Just from a stylistic perspective, it would be logically consistent for Section 2.3 “We must show why the TPM proposal causes the expected change in behaviour” to come before section 2.2 which identifies the economic effects due to expected changes in behaviour. 


Proposed modelling and quantifying impacts


The proposed models are mathematically consistent and achieve their stated purpose. The models calculate net change in welfare as the present value changes in investment costs and consumer welfare.


The models are significantly complex which could reduce transparency. A clearer graphical representation of the model would be helpful. 

Given a well specified market, two models for supply and demand could be considered. Though the challenges incorporating investment decisions is acknowledged.


Probabilistic models could be used in some cases for uncertain variables, such as consumer expenditure (random walk with drift specified).


Scenarios and sensitivity analysis


The scenarios appear helpful to improve confidence in the efficiency effects of the TPM. The scenarios are sufficiently defined but there is little justification for these over alternative scenarios.


2 TPM CBA – Phase 2 Review Questions


In undertaking our review of November 2018 Phase 2 Working Paper: Elaborating on our approach to assessing costs and benefits of the proposed TPM guidelines, the Authority has asked Advisian to specifically comment on the following questions:


1. The plan for the CBA (that is, the CBA provider’s Step 2 document) is free from fundamental flaws and logic problems.

2. The overall design, methodology and economic foundations of the planned CBA are consistent with best practice. 


3. Based on analysis of the plan for the CBA, it appears that the CBA will be “fit for purpose” and defensible.


4. The CBA assumptions listed in the CBA provider’s Step 2 document are appropriate. 


5. The range of scenarios and sensitivities planned to be considered in the CBA are appropriate and consistent with technical best practice.  


6. Based on analysis of the plan for the CBA, no weaknesses or gaps have been identified OR the identified weaknesses or gaps have been explained / risk mitigated satisfactorily.

7. Based on analysis of the plan for the CBA, it is prudent to proceed to Step 3 of the CBA.


Each of these is addressed below.


2.1 The plan for the CBA (that is, the CBA provider’s Step 2 document) is free from fundamental flaws and logic problems.


Advisian’s review of working paper has allowed us to form a view that is free from fundamental flaws and logic problems.  Notwithstanding this comment, Advisian has identified several assumptions made by Sense and Strata in the document that we believe need testing.  These are set out in the following section of this paper.  As assumptions, they are not in and of themselves flaws or logic problems but rather just reflect a point of view on matters subject to analysis.  Our expectation is that these and any similar matters will be documented in the final CBA document.

2.2 The overall design, methodology and economic foundations of the planned CBA are consistent with best practice. 

Advisian would not describe the overall design, methodology and economic foundations of the planned CBA as consistent with “best practice”.    We make this comment because by their nature and as specifically referenced by Sense and Strata in the report, this CBA uses bespoke models.  With this understanding we would agree that what is described in this report is consistent with good practice.

2.3 Based on analysis of the plan for the CBA, it appears that the CBA will be “fit for purpose” and defensible.

We would raise two caveats with respect to the fitness for purpose and defensibility of the CBA as proposed.  The proposed TPM has significant redistributive effects (wealth transfers).  Whilst we note that the CBA cannot comprehensively assess or evaluate the redistribution effects, simply drawing attention to the matter may not be defensible.  Additionally, any CBA is only as good as the assumptions that underpin the analysis.  See the next question for a further discussion of this.


2.4 The CBA assumptions listed in the CBA provider’s Step 2 document are appropriate. 

Key assumptions are set out in Table 3 in Section 2.4.  We believe that subject to suitable sensitivity analysis these are appropriate.  In addition to Table 3, additional assumptions on the expected changes in behaviour and economic effects of the proposed TPM are set out in Table 2.  Several of the assumptions made in this table are likely to be challenged.  The following section of this report sets out our comments on assumptions.  We accept that there are likely to be many different views on assumptions required for the CBA analysis.  It is essential that these are agreed with stakeholders where possible and where differences remain, these differences need to be justified and documented.


We would note that a key assumption is not made, notably that energy retailers will mirror the charging basis of Transpower.  If this is not the case, then the expected behavioural changes may not eventuate and the economic effects will likewise not occur.  For example, if a retailer converts a fixed charge from Transpower to a variable charge for their customers, then an alternative set of outcomes may result.  Where material benefits (costs) are observed for behaviour changes arising from the proposed TPM prices, consideration should be given to modelling the impact of consumers seeing an alternative allocation method.


2.5 The range of scenarios and sensitivities planned to be considered in the CBA are appropriate and consistent with technical best practice.

The scenarios as outlined appear reasonable.  However, the CBA could benefit from representative market (“what if?”) scenarios most likely by regional market catchment.  As noted above, little by way of justification/rationale for choosing these scenarios over others is provided.

2.6 Based on analysis of the plan for the CBA, no weaknesses or gaps have been identified OR the identified weaknesses or gaps have been explained / risk mitigated satisfactorily.

The only additional comment we would make is that for completeness the specific market and the market participants subject to the analysis should be specified more clearly.

2.7 Based on analysis of the plan for the CBA, it is prudent to proceed to Step 3 of the CBA.

Subject to our comments in response to the questions posed in 1.3 through 1.6 we believe that it is prudent to proceed with the next stage of the CBA.  

3 Comments on Assumptions Regarding Behavioural Change and Economic Effects

		Component of TPM proposal

		Expected change in behaviour

		Economic effect

		Comments on Table Components



		Main components of proposed TPM guidelines

		

		



		Retain existing connection charge

		No change in behaviour expected

		Not applicable

		



		Introduce AoB charge

		Beneficiaries of a transmission investment more rigorously evaluate its benefit to them

		More economically efficient investment in transmission alternatives, especially energy efficiency, distributed generation, demand response

		How does this differ from the role ComCom plays?  Surely under the current approval process ComCom receives all available information on all options



		Introduce AoB charge

		Beneficiaries of an economically inefficient transmission investment less likely to lobby for it

		More economically efficient transmission investment

		See previous comment



		Introduce AoB charge

		Consumers more likely to invest in region less likely to need transmission investment for material period

		More economically efficient investment in transmission

		Except for electricity intensive industries, transmission investment costs are unlikely to impact locational investment decisions.  If this is the case where is the evidence to support the assumption? 



		Introduce AoB charge

		More engagement by consumers and industry participants in the transmission investment process, providing better information on the benefits and costs of the investment

		More economically efficient investment in transmission

		How does this differ from the role ComCom plays?  This assumption could be expressed as more timely investment through addressing information asymmetry concerns.



		Introduce AoB charge on HVDC

		Investors in generation more inclined to invest in South Island generation

		More economically efficient investment in grid-connected generation

		Why? They may have avoided HVDC charges but they may face additional charges for relieving congestion elsewhere. 


You would only undertake that investment if you could capture congestion rentals.



		Introduce AoB charge / Replace RCPD charge with residual charge based on historical anytime maximum demand (AMD)

		Less lobbying by industry participants / consumers for changes to TPM

		More economically efficient operation of electricity industry

		Less lobbying or a change in groups doing the lobbying? This will certainly be the issue if there are wealth transfer.



		 Introduce AoB charge / Replace RCPD charge with AMD residual charge

		Industry participants / consumers have greater confidence that status quo will not change in medium term

		Higher propensity for investment in electricity industry / electricity-intensive industries

		Why – as soon as unintended consequences are observed lobbying for changes will occur.



		Introduce AoB charge / Replace RCPD charge with AMD residual charge

		Consumers reduce electricity consumption in response to higher wholesale electricity prices 

		Lower propensity for investment in electricity-intensive industries

		If changes improve efficiency of transmission investment, then isn’t the expectation that wholesale prices will drop?  Is this just a timing issue?  Also, how will you control for exogenous variables such as carbon taxes and similar arrangements.



		Introduce AoB charge / Replace RCPD charge with AMD residual charge

		Distributors reduce use of ripple control leading to higher wholesale electricity prices 


		Lower propensity for investment in electricity-intensive industries

		Ripple control is also used for managing local load, avoiding distribution investment. How will you separate this out?



		Replace RCPD charge with AMD residual charge

		Increased use of the grid during periods of no transmission congestion

		More economically 

efficient use of electricity

		How – this assumes that there is significant discretionary load that can ramp in response to transmission congestion.  Does more efficient transmission investment eliminate this benefit – over time optimal transmission investment is made.



		Replace RCPD charge with AMD residual charge

		Designated transmission customers (DTCs) not incurring investment and/or operational costs avoiding RCPD charges despite ample transmission capacity


		More economically efficient use of electricity

		I don’t understand this assumption.  



		Replace RCPD charge with AMD residual charge

		Designated transmission customers (DTCs) not incurring investment and/or operational costs avoiding RCPD charges despite ample transmission capacity


		Downward pressure on cost of reserves

		



		Replace RCPD charge with AMD residual charge

		DTCs no longer withdrawing interruptible load offers to avoid RCPD charge

		Downward pressure on cost of reserves

		Is this a reserves market issue and separate from the TPM? 



		Extend PDP to load customers and to be for life of transmission asset

		Stop economically inefficient bypass of a transmission investment

		Promotes economically efficient operation of electricity industry and electricity-intensive industries

		



		Place interim price cap on net transmission charges

		Industry participants / consumers less likely to exit from electricity industry / electricity-intensive industries because of TPM change

		Promotes economically efficient operation of electricity industry and electricity-intensive industries

		But if you have a price cap with a defined revenue requirement then you have a cross-subsidy which may be inefficient.



		Place interim price cap on net transmission charges

		Less lobbying by industry participants / consumers for changes to TPM

		More economically efficient operation of electricity industry

		This would just be a time shift – any industry participant is looking at its final position not some artificial outcome.



		Additional components of proposed TPM guidelines

		



		Clarify status of connection and interconnection assets during staged commissioning

		Minor behavioural change possible with beneficiaries of a transmission investment more rigorously evaluating its benefit to them

		More economically efficient investment in transmission

		



		Charge for assets providing connection services in substance as if they are connection assets

		Avoids a change in behaviour whereby DTCs configure connection assets so they become interconnection assets

		More economically efficient investment in transmission

		



		Value connection assets on same basis as interconnection assets



		Avoids a change in behaviour whereby DTCs seek an economically inefficient investment in an interconnection or connection asset because of the valuation method for that asset

		More economically efficient investment in transmission

		



		Demand control charge

		Little change in behaviour expected compared with RCPD charge



		Not applicable

		



		Include method extending coverage of AoB charge beyond initial list of 11 eligible investments

		As for AoB charge



		As for AoB charge

		



		AoB charge to provide marginal price signal for new high-value investments

		Avoids a change in behaviour whereby a DTC reduces the amount of transmission services it wants from a new transmission investment in a manner that is economically inefficient

		More economically efficient use of electricity and investment in transmission

		



		Operating and maintenance charged on basis of actual costs

		Beneficiaries of maintenance, replacement and refurbishment of transmission assets more rigorously evaluate the benefit to them

		More economically efficient investment in transmission and transmission alternatives

		



		kvar charge

		Distributors decrease the hurdle rate for investing in voltage support initiatives

		Increased investment in voltage support initiatives on distribution networks

		



		Components of proposed Code amendment

		



		Loss and constraint excess (LCE) allocated to participants who pay for those assets

		Beneficiaries of a transmission investment factor LCE rebate
 into their assessment of their private economic benefit


		More economically efficient investment in transmission and transmission alternatives

		



		Power factor of 0.95 lagging across New Zealand GXPs

		Distributors increase the hurdle rate for investing in voltage support initiatives

		Reduced investment in voltage support initiatives on distribution networks

		Or more distribution sector investment?  If a defined power factor, then EDBs will replicate that in their connection agreements.  You will see optimised investment just as we do today.



		ACOT payments only permitted for variable transmission charges (eg, demand control and kvar charges)

		Distributors no longer pay distributed generation when no transmission congestion or network voltage problems

		More economically efficient investment in transmission alternatives, especially distributed generation and demand response

		



		TPM guideline can be changed without material change in circumstances

		Industry participants / consumers have less confidence that status quo will not change in medium term


		Lower propensity for investment in electricity industry / electricity-intensive industries
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�I don’t think this needs to be distingushed from the above. Just one transmission mechanism. But we should consider how material we think it is – is it sufficiently material to be considered on its own. 



�I reckon we can probably lose the “economically”.



�“Economically” distinguishes from energy efficiency.



�We don’t have an approach for analysing changes to reserves market. Supplementary CBA? – Although this comment applies to the next one more than this one (I think) 



�We don’t have an approach for analysing changes to reserves market. Supplementary CBA? – Although this comment applies to the next one more than this one (I think) 



�This seems to be the policy intent of this additional component.



�CHECK



�What do people think? Assuming the demand charge is an LRMC charge, do you think DTCs’ behaviour would be fundamentally different to under the RCPD charge?.



�Yes – it would be an RCPD charge that rises and falls with excess capacity – which RCPD doesn’t. But the devil is in the detail e.g. how do you assign the costs and avoid “over-signalling” (and under-signalling)? This problem is why wholesale market cost allocation is a superior solution. But Transpower says that is not the case because people are only boundedly rational and have imperfect foresight. Their solution to this is to assume that the grid owner is omniscient and benevolent. 



�Query, perhaps silly, but wouldn’t the Wairakei Ring example in the draft TPM proposal be addressed by the PDP?



�CHECK



�How does this interact with FTRs?



�This cost applies to all these additional components.
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