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Government Policy Statement in relation to Electricity Industry Governance
To the Electricity Commission and the Commerce Commission:
This statement is given to:
1. the Electricity Commission by the Minister of Energy, pursuant to section 172ZK of
the Electricity Act 1992, as a statement of Government policy on the governance of
the electricity industry; and
2. the Commerce Commission by the Minister of Commerce, pursuant to section 26 of

the Commerce Act 1986, as a statement of the economic policy of the Government
on the electricity industry.

May 2008

GOVERNMENT POLICY STATEMENT ON ELECTRICITY GOVERNANCE

Foreword

The Government established the Electricity Commission (“Commission”) in 2003 with the
principal objectives of ensuring that electricity is produced and delivered to all classes of
consumers in an efficient, fair, reliable and environmentally sustainable manner and
promoting and facilitating the efficient use of electricity.

More recently the Government has developed the New Zealand Energy Strategy (NZES)
and the New Zealand Energy Efficiency and Conservation Strategy (NZEECS).

The NZES is an important part of a package of initiatives that the Government
is introducing to advance sustainability and economic transformation, and to help
New Zealand respond to climate change. It sets out the Government’s vision for a
reliable and resilient energy system delivering New Zealand sustainable, low emissions
energy services.

The Commission has a critical role to play in taking the strategy from vision to action. It
is therefore timely to review the Government Policy Statement on Electricity Governance
to reflect developments over the past four years and in particular, the NZES.

A range of other factors, for which the Commission does not have accountability, will
impact on the electricity sector through time. These include:

o The Economic Transformation Agenda’
e  Climate change policy?
o Framework for an Emissions Trading Scheme®

o National Policy Statements and National Environmental Standards under the
Resource Management Act 1991;

J Sustainable Development for New Zealand Programme of Action* and

! http://www.med.govt.nz/templates/StandardSummary 22996.aspx
? http://www.climatechange.govt.nz/
® http://www.climatechange.govt.nz/nz-solutions/trading-scheme-reports.shtml
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o Policy and regulatory settings for the gas sector, including the Government Policy
Statement on Gas Governance® and measures to encourage petroleum
exploration.

The Government expects the Commission to take these into account and contribute as
appropriate to the Government’s wider policy objectives.

The Electricity Act 1992 (s172N) sets the principal objectives for the Commission and the
specific outcomes that the Commission must seek to achieve. An extract of s172N is
attached as an appendix to the GPS.

This Government Policy Statement sets out the objectives and outcomes the
Government wants the Commission to give effect to. It is made pursuant to s172ZK of
the Electricity Act 1992 and replaces all previous Government Policy Statements on
Electricity Governance. For the avoidance of doubt, the Government Policy Statement
does not include the Foreword.

Hon David Parker
Minister of Energy

* http://www.mfe.govt.nz/publications/sus-dev/sus-dev-programme-of-action-jan03.html
® http://www.med.govt.nz/ers/gas
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Commission’s powers and approach

1. The Commission should work with stakeholders including consumers, market
participants and Government agencies to achieve its objectives.

2. In particular, whenever possible, the Commission should use its powers of
persuasion and promotion, and provision of information, guidelines and model
arrangements, to achieve its objectives rather than recommending regulations
and rules. The Commission should monitor compliance with these guidelines and
model arrangements and recommend regulations or rules if voluntary
arrangements prove unsatisfactory.

3. The Government recognises that clear and effective regulations and rules are
required in many key parts of the market. Accordingly, the Commission has
powers under the Electricity Act 1992 to make recommendations to the Minister of
Energy concerning new or amended regulations and rules. The Commission
should be prepared to use these powers fully where required to achieve the
Government’s policy objectives.

Consultation

4. Where the Commission proposes guidelines or model arrangements, new
regulations or rules, or substantial changes to existing regulations or rules, it
should follow good processes. This includes identification of the main options,
assessment of costs and benefits, and consultation with and exposure of its
analyses to affected parties. When recommending regulations or rules it is
required by the Act to satisfy itself that other options (such as information,
education and voluntary arrangements) are unlikely to satisfactorily achieve the
Government’s objectives.

5.  The Government expects the Commission to maintain a protocol on its consultation
processes.

6. The Commission should actively consult with the Ministry of Consumer Affairs
when pursuing outcomes which directly impact on small consumers.

Advisory groups

7.  The Commission should make extensive use of advisory groups wherever possible
to develop industry arrangements and make recommendations concerning
regulations and rules. These advisory groups should have the necessary expertise
and be appropriately representative of affected parties, including consumers. The
Commission should consider providing limited funding assistance for consumer
representatives where it considers that this may improve the quality of decision-
making.

Innovation

8.  The Commission should keep in mind the importance of encouraging innovation. It
should therefore consider, when deciding how best to deliver on its objectives, any
trade-offs between certainty and clarity on the one hand and encouraging and
allowing scope for innovation on the other.
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Information
9.  High quality information is essential for efficient markets. The Commission should

give high priority to ensuring that relevant information is made available to market
participants and to the public at large on matters relating to the electricity sector.

Administration of regulations and rules

10.

The Commission has responsibility for monitoring compliance, investigating alleged
breaches and if necessary, taking enforcement action in relation to regulations and
rules, particularly:

o Electricity Governance Regulations 2003

o Electricity Governance Rules 2003

J Electricity (Low Fixed Charge Tariff Option for Domestic Consumers)
Regulations 2004

J Electricity Governance (Connection of Distributed Generation) Regulations
2007

and for any subsequent amendments to these regulations and rules.
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New Zealand Energy Strategy and New Zealand Energy Efficiency and
Conservation Strategy

11. The New Zealand Energy Strategy (NZES) sets out the Government’s vision of a
sustainable, low emissions energy system and describes the actions that will be
taken to make this vision a reality.

12. The energy efficiency and renewable energy sections in the NZES are supported
by the New Zealand Energy Efficiency and Conservation Strategy (NZEECS). The
NZEECS is an action plan to help New Zealanders increase their uptake of energy
efficiency and conservation measures and renewable energy.

13. Responsibility for delivering the NZES and NZEECS actions is shared across a
number of departments and Crown entities including the Commission. The
Government expects the Commission to contribute to programme design, delivery
and monitoring. So that it can be held accountable for delivering the actions
assigned to it, the Commission will need to make provision for delivering these
actions in its planning processes and accountability documents, such as the Output
Agreement and Statement of Intent.

14. A Senior Energy Officials Group has been established to oversee the
implementation of the NZES and the NZEECS, and to coordinate the development
of priority energy efficiency programmes. This group is led by the Ministry of
Economic Development (MED), and includes the Commission as well as other
relevant agencies such as the Ministry for the Environment (MfE), the Ministry of
Transport (MoT), the Energy Efficiency and Conservation Authority (EECA) and the
Department of Building and Housing (DBH).

15.  This group has responsibility for ensuring a coordinated and cohesive programme,
and for providing a forum in which to address matters relating to consistency of
programmes with energy policy and the government’s broader climate change and
sustainability objectives, and for coordinating stakeholder engagement. Each
agency will continue to identify potential actions for consideration by the group.

16. MED will coordinate an annual monitoring report on a financial year basis. This
report, which will be made public, will help inform any necessary reprioritisation of
proposed actions.
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Consumer protection

Domestic consumer contracts

17.

18.

19.

20.

The Commission should ensure that the terms and conditions of contracts between
domestic consumers and electricity retailers (and where applicable, contracts
between domestic consumers and electricity distributors) reflect the reasonable
expectations of consumers.

The Commission should ensure the following matters are addressed in contracts:

o transparency of charge components

J frequency of billing

o company-specific arrangements for dispute resolution

o arrangements for informing consumers about planned outages

o arrangements for the benefit of low-income domestic consumers as described
below.

The Commission should have regard to any provision by the Commerce
Commission requiring distribution businesses to engage with local communities on
the trade-offs they wish to make concerning price, quality and reliability of supply.

The Commission should, in consultation with the Ministry of Consumer Affairs and
other relevant interested parties, ensure that terms and conditions remain effective
and up-to-date with current market issues.

Low fixed charges

21.

22.

The Low Fixed Charge regulations were introduced in 2004 with the purpose of
assisting low-use domestic consumers and encouraging energy efficiency. Prior to
their introduction, low-use consumers in many areas faced unreasonably high fixed
daily charges for their electricity usage. The introduction of the regulations
provided these low-use consumers with a tariff option that was more equitable for
low energy usage and compatible with the Government's energy efficiency
objectives.

The Commission is charged with monitoring compliance and enforcing the
Electricity (Low Fixed Charge Tariff Option for Domestic Consumers) Regulations
2004 and any subsequent amendments.

Arrangements for the benefit of low income and vulnerable domestic
consumers

23.

The Commission should monitor compliance with the Guideline on arrangements to
assist low income and vulnerable consumers® issued in July 2007, to ensure that:

o consumers who may have difficulty paying their bills on time are advised by
retailers of the budgeting and other advice and assistance available from
Government agencies and community service organisations

® http://www.electricitycommission.govt.nz/pdfs/opdevi/retail/lowincome/guidelines-low-income-
2Jul07.pdf
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o retailers are required to consult with the Ministry of Social Development about
possible assistance for vulnerable consumers where, in spite of the retailer’s
assistance, the consumer is unable to pay, and that there is no disconnection
while that consultation is occurring

o any consumer who is dependent on electricity for critical medical support will
not be disconnected for reasons of non-payment

o clear guidelines or standards exist for disconnections following non-payment
in order to avoid the costs of frequent disconnections and reconnections

o there is regular communication with all consumers on their payment options

o debt recovery is arranged in a time-frame that avoids an adverse credit
situation for the retailer and minimises hardship for the consumer

o consumers enter into the most appropriate contracts for their needs

o consumers are given the opportunity to identify themselves as potentially
vulnerable

o where the consumer has not responded to any of the notices sent by the
retailer, and the retailer has been unable to contact the consumer, there is a
visit to a consumer’s home before disconnection for non-payment takes
place.

24. The Commission should consider options such as pre-payment meters, alternative
payment options (such as advance payments, more frequent payments or
smoothed payments) and bonds. The Government considers that, in principle,
bonds should not exceed the value of one month’s electricity consumption by an
average household.

Arrangements in the event of retailer insolvency

25. The Commission should establish arrangements to ensure an orderly transition for
consumers in the event that a retail company becomes insolvent.

Consumer complaints resolution system

26. Section 158G(1) of the Electricity Act requires that every electricity distributor and
every electricity retailer must participate in a complaints resolution system, provided
that the Commission has approved one or more complaints resolution systems
under that section.

27. The Government expects everyone (including potential consumers and owners and
occupiers of land), in their capacity as producers or consumers of electricity, to
have access to an independent and cost-effective system for resolving complaints
about electricity distributors (including Transpower) and electricity retailers without
charge to the user/applicant, whether or not they have a consumer contract with the
retailer or distribution company.

28. The Commission should, in consultation with the Ministry of Consumer Affairs,
ensure that any approved system adequately addresses consumers’ interests.

29. The Government believes that consumers’ best interests are more likely to be
served by a single independent complaints resolution scheme that includes both
electricity and gas. The reason for this is that a single dual-fuel scheme provides
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30.

31.

32.

benefits such as ease of access, consistency of outcomes and efficiencies of scale.
The size of the gas market does not justify a separate scheme and many of the
same companies are involved in both sectors. Many customers buy electricity and
gas from the same retailer.

The Commission should work closely with the Gas Industry Company and
coordinate approaches to approval and governance of an electricity and gas
consumer complaints scheme.

If the industry is unable to provide an acceptable scheme supported by
membership from all retailers and all distributors (including Transpower) within
a reasonable time, the Commission should recommend regulations to introduce a
statutory scheme. Again, the Government expects the Commission to work closely
with the Gas Industry Company in this regard.

The Government expects any approved complaints resolution system to include the
following features:

o an independent complaints resolution scheme that is consistent with
international best practice in the field of consumer complaints resolution
systems (for example the Australian Benchmarks for Industry based
Consumer Dispute Resolution Schemes7 which were developed in
consultation with the New Zealand Ministry of Consumer Affairs)

o a decision-making process and administration of the scheme that is
independent of scheme members

. membership by all distributors (including Transpower) and retailers
o robust internal complaints-handling processes within all member companies

. a document that sets out the minimum standards of conduct for scheme
members

o self-funding by the industry
. compensation for consumers where appropriate

o is practical and resolves disputes quickly and cost-effectively without unduly
protracted or costly processes.

” The Australian benchmarks are: accessibility, independence, fairness, accountability, efficiency and
effectiveness.
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Electricity efficiency

33. Maximising the contribution of cost-effective energy efficiency and conservation is
a key means to achieving the vision set out in the NZES for a reliable, resilient
system delivering New Zealand sustainable, low emissions energy services. A
principle of the NZES is that investment in energy efficiency measures should occur
where this is cheaper than the long-term costs of building extra generation and
network capacity, including environmental costs. Energy efficiency measures are
described in more detail in the NZEECS which identifies the main measures, policy
instruments and responsibility for implementation.

34. Electricity efficiency and demand side management help reduce demand for
electricity, thereby reducing pressure on prices, scarce resources and the
environment. The Commission should ensure that it gives full consideration to
the contribution of the demand side as well as the supply side in meeting the
Government’s electricity objectives.

35. As part of its research and information activities, the Commission, in conjunction
with EECA, has undertaken a comprehensive review of the potential of electricity
efficiency to contribute cost-effectively to achievement of the Government’s
electricity objectives, including estimating the level of investment required to realise
this potential. This work should continue.

36. A number of Government agencies have responsibilities that support improved
energy efficiency in the stationary energy demand sector. These include EECA,
the Commission, MED, MfE, MAF, DBH and Housing New Zealand Corporation. It
is the government’s intention that EECA be the primary service delivery agency for
energy efficiency programmes in this sector.

37. EECA and the Commission have a common objective: to promote the use of
electricity in an efficient and environmentally sustainable manner. In undertaking
its electricity efficiency activities, the Commission should work closely with EECA.
It is important that the Commission’s activities complement the work of EECA and
that duplication of effort is avoided. Through its membership of the Senior Energy
Officials Group, the Commission will work with the group to develop priority
energy efficiency programmes and will reflect this in its work programme to
promote the efficient use of electricity.

38. EECA has expertise in the management of energy efficiency programmes. The
Commission should draw on this expertise in designing, administering and
delivering its programmes, consistent with the principles of paragraph 33,
and good procurement practice. This will promote concentration of expertise and
coordination of effort. As EECA builds its capability in a wider range of areas,
EECA will work as the delivery agent for more actions developed and funded by
the Commission.

39. All purchases by the Commission of services from EECA should be formalised in
contracts which should be made available on the Commission’s website.

40. The Government notes that the two agencies have developed a Memorandum of
Understanding outlining how they will work together. The Government requests
that this memorandum be reviewed to clarify the respective roles of each agency
and to reflect the arrangements above.
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Discount rate

41. The Government has adopted a discount rate of 5 percent real per annum for cost-
benefit analyses of energy efficiency and other measures under the NZES and
NZEECS. This lower discount rate reflects the long-term nature of benefits,
including those designed to address climate change and other environmental
externalities.

42. The Commission should include an assessment using a 5 percent real per annum
discount rate, and to advise how this has been taken into account, when assessing
the cost-effectiveness of electricity efficiency programmes or arrangements.

Other arrangements and programmes

43. The Commission should also put in place arrangements and programmes to
promote efficiency in the following components of the electricity sector:

Generation

44. Hydro, thermal and other fuels resources should be used efficiently in the
generation of electricity. Disclosure of information, such as the amount of and
reason for hydro spill, is expected to help avoid unnecessary waste of resources.

Conveyance

45. Electricity should be conveyed efficiently on the national grid and distribution lines.
Transmission and distribution companies should have incentives to manage
transmission and distribution losses and constraints. The Commission should
promote pricing structures that provide appropriate signals to manage those losses
and constraints.

End-use
46. The Commission should promote and facilitate the efficient use of electricity by end
users. It should pursue this objective in multiple and mutually-reinforcing ways,

including:

o by providing financial incentives for investment in electricity efficiency where it
is cost-effective to do so and in response to market failures and barriers

o by promoting cost-reflective pricing

o by seeking innovative ways to enable residential and other consumers to
respond to pricing incentives to use electricity more efficiently

o by facilitating the progressive introduction of advanced/smarter meters for
consumers, through publishing technical guidelines, and reporting on the
need for regulations by December 2009

o by encouraging and facilitating demand-side participation in the wholesale,
distribution and retail markets

o by promoting the efficient use of load management.



2478 NEW ZEALAND GAZETTE, No. 92 4 JUNE 2008

Renewable energy

47. Encouraging the development of renewable energy resources is a key part of the
Government’s NZES for managing climate change and long-term energy security.
A principle of the NZES is that for the foreseeable future it is preferable that all new
electricity generation be renewable, except to the extent necessary to maintain
security of supply. The Government has set a target for 90 per cent of electricity to
be generated from renewable sources by 2025.

48. Investment co-ordination can be particularly problematic for renewable generation
because such generation is often remote from existing load centres and major
transmission lines, and individual renewable generation plant is typically small
relative to the size of the regional demand.

49. The Government’s objectives in relation to renewable electrical energy are that:
o undue barriers to investment in renewables should be reduced or removed
o the efficient uptake of renewable generation should be promoted

J the national transmission grid should be planned and made available so as to
facilitate the potential contribution of renewables to the electricity system

o the specification of the grid planning processes and approval criteria should
allow grid upgrade plans to facilitate the efficient and timely development of
renewable generation resources, taking into account any difference in lead
times for transmission and generation investment.

Integration issues

50. The Commission should investigate the extent to which hydro and other generation
sources can be integrated fully with intermittent wind generation in order to ensure
that the maximum economic potential of wind generation can be achieved. This
work should also include consideration of the changing role of older thermal
generation plant.
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Security of supply
Background
51. A key priority of the Government is to maintain security of electricity supply.

Shortage risks and periods of high spot prices need to be well managed to ensure
that businesses and the wider community have confidence in ongoing security of
supply. In the Government's view, security of supply is vital to achieving its
objective of sustainable economic development.

Key requirements of security of supply

52.

Key requirements for security of supply, and confidence in security of supply, are
that:

o sufficient generation capacity is built or energy efficiency improvements made
to meet ongoing demand growth

o hydro and thermal generating capacity and fuels are appropriately managed,
to deal with the risk of shortages, including extended dry hydro periods

o the system has sufficient capacity (plant and fuel and/or demand response)
to cope with extreme dry sequences, periods of low wind speed and other
unexpected supply disruptions

J quality information and forecasts of thermal fuel availability, the hydro system
(including lake levels and spill), wind flows and generation capacity are
available

o the national grid and distribution lines meet specified reliability objectives.
(Transmission and distribution issues are covered in separate sections)

o opportunity exists for electricity consumers to manage exposure to high spot
prices. (Hedge market transparency and liquidity are covered in separate
sections.)

Security of supply objective for the Electricity Commission

53.

54.

55.

A function of the Commission under the Electricity Act 1992 (s1720) is to use
reasonable endeavours to ensure security of supply, without assuming any demand
reduction from emergency conservation campaigns, while minimising distortions to
the normal operation of the electricity market.

To provide a measure of security of supply, to date government policy has been to
assess security of energy supply against a “1 in 60 dry year” standard. Following a
substantive review of the reserve energy policy in 2007, the “1 in 60 dry year” is
replaced by a standard expressed in terms of “winter energy margin” (the margin
between forecast capacity to supply in a mean hydro year and forecast demand).

Accordingly, to meet the security of supply objective, the Commission should use
reasonable endeavours to ensure that the generation and transmission system is
capable of maintaining a mean winter energy margin of 17 percent for New Zealand
overall, and 30 percent for the South Island. This new standard will provide a level
of security similar to the 1 in 60 standard, but provides a measure that is clearer,
and easier to calculate and understand.
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56. The Commission should also develop and set security standards for adequacy of
capacity to meet peak demand.

57. The Commission should work with stakeholders to identify industry contingencies,
and develop strategies consistent with the operation of the electricity market to
manage supply and demand during such contingencies.

Security of supply policy

58. The Commission should have, and publish, a security of supply policy. The security
of supply policy should include:

. the information and forecasts to be made available

J details of how the Commission will monitor energy margins during the year
and whether the market will deliver adequate new capacity

J the procurement and utilisation policies for reserve energy

. the steps that the Commission will take at various stages during a contingent
event such as an extended dry sequence, and the emergence of risks relating
to peak capacity.

59. The objective of publishing the policy is to provide a high degree of certainty to
market participants about how the Commission intends to meet its security of
supply objectives.

60. The Commission should have, and publish, protocols to manage potential conflicts
between its roles as a contractor for reserve energy and as a regulator.

Information, forecasting and monitoring

61. The Commission should undertake and publish detailed supply and demand
modelling and forecasting at least annually. The objective is to provide well-
researched information on both short-term and long-term security of supply,
including the likely availabilities of fuels and new generation options under various
scenarios.

62. To establish the need for additional reserve energy (see below), the Commission
should look out 3 to 5 years (given consent and construction timelines for new
capacity), collect information, develop a baseline that makes assumptions about
which known projects are likely to proceed, and identify any “shortfalls” year by
year.

63. The Commission is expected to be active in monitoring resource availability to meet
demand and, in particular, determining whether the market is consistently failing to
deliver new capacity sufficient for an adequate energy margin and to meet peak
demand.

64. If the Commission determines that the market is consistently failing to deliver
sufficient capacity, it should use the powers available to it to make
recommendations to the Minister on any arrangements or policies that it considers
necessary to provide better outcomes.
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Hydro storage guidelines

65.

66.

To help ensure security of supply, the Commission should develop and publish a
set of hydro storage guidelines providing its estimate of the hydro storage levels
that reflect different levels of shortage risk. These guidelines should take into
account the expected availability and use of thermal generation, transmission
constraints and other factors that may impact upon security of supply.

As part of the hydro storage guidelines, the Commission should have an
emergency storage guideline that would trigger a range of emergency response
measures, including a conservation campaign. The emergency storage guideline
should be set on the basis that there is a significant probability that emergency
blackouts may be required if other emergency response measures are not put in
place.

Reserve energy

67.

68.

69.

70.

71.

72.

If the New Zealand or South Island mean year energy margin is unlikely to be met
by market participants, the Commission should contract for, but not own, reserve
energy (generation and contracted demand response) to maintain the desired
energy margin. This is to be the Commission’s primary means of meeting its
security of supply objective.

Any reserve energy procured to ensure security of supply should also be available
to help cope with other unexpected supply contingencies, such as serious grid,
plant or fuel supply disruptions.

In contracting for reserve energy the Commission should seek to:

. minimise the risk that reserve energy affects the incentives for market
participants to:

) respond to higher prices

o construct new capacity

) enter into hedge and other contracts

o) invest in demand-side management
o maximise static and dynamic efficiency.

Contracted demand response should form part of the Commission’s portfolio of
reserve energy, provided this is practicable and the Commission is confident that
the reduction in demand is additional to normal demand-side responses to higher
prices.

Reserve energy should be offered to the system operator for dispatch at 20c/kWh
or the contracted variable payment rate, whichever is the higher.

The Commission should determine, for each contracted form of reserve energy, a
storage guideline level at which it would expect reserve energy to be operating. If
storage falls below a particular storage guideline level, and the relevant reserve
energy is not being dispatched, the Commission may choose to offer that reserve
energy for dispatch at a lower price in order to preserve hydro storage and to
reduce shortage risks.

2481



2482

NEW ZEALAND GAZETTE, No. 92 4 JUNE 2008

73. If the hydro storage guidelines are consistently breached and thermal generation is
not being used appropriately to preserve hydro storage, the Commission should
investigate the reasons and consider what action, if any, would be desirable.

Emergency management

74. Although the Government wants the Commission to manage the electricity sector to
minimise the risk of supply shortages, it recognises that there will be infrequent
circumstances where there is a material risk of shortage. To manage such
circumstances, the Commission should establish an emergency response plan that
identifies and includes a range of measures to cover contingencies more severe
than those allowed for within the mean winter energy margin. Such measures are
to include conservation campaigns.

75. The Commission is also expected to put in place contingency arrangements to
provide for the scheduling of outages, including rolling outages in the extreme
event that blackouts are required to ensure a balance between supply and demand.

Levy

76. The Commission should receive any spot price revenue arising from the dispatch of
reserve energy. Net costs should be recovered by way of the levy on wholesale
purchases.

77. Over time, the levy should recover the net costs that the Commission incurs for
reserve energy (that is, operating and capital payments less any revenue received
from the sale of reserve energy).

Review

78. The Commission should undertake a review, in consultation with interested parties,
of the security standards and policies set out in this section, and make
recommendations to the Minister of Energy on the outcome of that review by the
end of 2012.
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System operation and wholesale and related markets

79.

The Commission should promote and facilitate efficient and well-functioning
markets and related arrangements for:

o common quality and real-time security

J dispatch and pool rules

J reconciliation and settlement

o information disclosure to improve market efficiency, including:
) aggregate hedge and contract prices and volumes
) offers by generators

J minimum prudential standards

o hedge market transparency and liquidity.

Transmission risk management

80.

81.

The Commission should oversee the development of arrangements that will enable
market participants to manage financial risk in respect of transmission losses and
constraints.

The product developed should include the following broad principles:
J realistic long-term risk management mechanisms should be made available to
all parties that face financial risks arising from spot price effects caused by

transmission losses and constraints;

o economic efficiency, including the integrity of price signals, should be
maintained or improved; and

. solutions should be pragmatic and not overly complex to use.
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Transmission

Background

82. The way in which transmission services are provided and priced impacts both
directly and indirectly on all parts of the electricity industry, the economy and the
environment. Transmission has strong natural monopoly characteristics, which
make it important that the Government sets out its policy expectations as to how
transmission services should be provided and priced and how Transpower should
operate.

Objectives for the provision of transmission services
83. The Government’s objectives for the provision of transmission services are that:

J the services are provided in a manner consistent with the Government’s
policy objectives for electricity, and in particular, that grid reliability should be
maintained at a level required by residential, commercial and industrial users
and by the Government’s economic development objectives

o the transmission grid should be adequately resilient against the effects of low
probability but high impact events having regard to the load which could be
disrupted and the duration of any disruption

o where practicable, the transmission grid should provide adequate supply
diversity to larger load centres, having regard to the load which could
otherwise be disrupted and the duration of any disruption

o efficient competition in generation and retail is facilitated and transmission
constraints are minimised

J the national transmission grid should be planned and made available so as to
facilitate the potential contribution of cost-effective renewables to the
electricity system, and in a manner that is consistent with the Government’s
climate change and renewables policies

J the efficiency of transmission services should be continuously reviewed and
improved so as to produce the services that grid users and consumers want
at least cost

o the services are priced in @ manner that:
) is transparent
) fully reflects their costs including risk
o) facilitates nationally efficient supply, delivery and use of electricity

o) promotes efficient investment in transmission or transmission
alternatives

) promotes nationally efficient use of transmission services by grid users
and consumers

o stakeholders and the public are kept well informed about how agreed
minimum levels of grid reliability are to be maintained throughout the
development and consideration of any grid upgrade plans.
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Connection to and use of the national grid

84.

85.

86.

87.

88.

The national grid is essential to all connected parties, and should be maintained
and operated to a common set of grid reliability standards. These common
standards should be embodied in rules that recognise the interconnected nature of
the network.

Grid reliability standards should apply to agreements between Transpower and its
customers dealing with connection to and use of the grid, investment planning
(including replacement), transmission system design and construction, and
transmission system maintenance.

The common standards for the grid should be determined by the Commission,
following consultation with Transpower and affected parties. The Commission
should, from time to time, review the standards to ensure that they promote a
secure and reliable grid and that the interests of end-customers are properly taken
into account.

Transpower’s customers should be permitted some flexibility over standards (which
could be higher or lower than the norm), so long as the integrity of the core grid is
not compromised. The Commission should ensure that arrangements are in place
to protect the interests of third parties when Transpower and one of its customers
agree to a local variation from common standards.

All transmission customers should be required to have a transmission agreement
with Transpower, and the Commission-developed benchmark agreement is the
default agreement if the parties are unable to agree.

Investment in and maintenance of the transmission network

89.

90.

91.

As part of its modeling and forecasting work, the Commission should provide for
the development of statements of opportunities relating to transmission. These
should:

J incorporate electricity demand and supply forecasts
. enable identification of potential opportunities for:

) efficient management of Transpower’s transmission network including
investment in system expansions, replacements and upgrades

) transmission alternatives (notably investment in local generation,
demand-side management and distribution network augmentation)

J facilitate long-term planning for timely securing of easements and resource
consents, including to facilitate the connection of renewables.

o be prepared at least every two years.

Transpower should develop and submit grid upgrade plans to the Commission for
approval.

Any grid upgrade plan submitted by Transpower should be as comprehensive as
possible, ideally covering and identifying the relationships between short, medium
and longer term proposals, except where urgency is required for individual projects.
The rigour of analysis supporting projects should be reasonable given the size of
the project. This will better enable consideration of the interrelationships between
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projects and the wider synergies of the grid, including facilitating renewables, least-
cost provision of new generation and increased competition between generators. It
will also enable consideration of investment proposals for the grid as a whole within
a longer term framework (for example, over five years).

92. Unless otherwise agreed by the Commission, grid upgrade plans should also be
consistent with the statement of opportunity forecasts and wider Government
energy policy, including applicable policies on renewable generation and climate
change.

93. Grid upgrade plans should demonstrate the rationale for all expenditure
(operational, maintenance and capital), taking into account the prescribed reliability
standards and good industry practice for power system operation. The plans
should demonstrate that the proposed expenditure is required to meet these
standards and/or deliver the greatest net benefit after taking into account
transmission alternatives and Government energy policy requirements to the extent
achievable.

94. In the development of grid upgrade plans; the Government’s objective is that:

J Transpower should undertake the detailed planning role (including the
assessment of both transmission and transmission alternatives); and

J the Commission should, without undue delay, review and approve grid
upgrade plans that meet the criteria set out in the Electricity Governance
Rules, and reject applications that fail them.

95. The Commission should make available to Transpower and other stakeholders
clear and specific policies and processes relating to how grid upgrade plans in
general, and any patrticular plan specifically, will be developed, and then reviewed
and approved or rejected. These criteria should be clearly explained so that the
review process and linkages to other processes such as the statement of
opportunities are transparent and can be understood and the analysis can be
replicated by stakeholders.

96. The Commission should ensure that affected parties are fully consulted on grid
upgrade plans.

97. Transpower should be able to seek a determination from the Commission on
updated grid upgrade plans in response to events that significantly affect any
capital investment already approved under a grid upgrade plan.

98. Where the Commission approves a grid upgrade plan, the full costs associated with
implementing the grid upgrade plan should be recoverable by Transpower in
accordance with the pricing methodology determined by the Commission.

Planning ahead

99. The Government is concerned to ensure that the necessary planning and securing
of consents (or designations) and land access rights for investments in the
transmission system will meet needs.

100. The Commission should encourage Transpower to identify and secure appropriate
interests in land, designations and resource consents required for transmission
corridors well in advance of urgent needs. Transpower should be able to recover
the reasonable net costs of doing this work.
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101. The risks to maintaining grid reliability resulting from uncertainties in demand
forecasting and easements should be conservatively managed.

102. This should help the essential process of maintaining stakeholder confidence in
ongoing security of electricity supply even if, at times, there is some loss of
flexibility around investment choices and some additional cost for electricity
consumers.

Environmental effects

103. Final environmental requirements are determined by consenting authorities under
the Resource Management Act 1991 which provides the statutory framework for
dealing with environmental effects.

104. To the extent that the Commission considers the environmental effects of new lines
proposed by Transpower in a grid upgrade plan, it should also take into account
any longer term benefits that larger capacity lines may provide by avoiding multiple
smaller lines.

Transmission alternatives

105. As part of the consideration of transmission investments, the Commission should
ensure that transmission alternatives are considered to the extent practicable
subject to the following conditions:

J only alternatives which have a high probability of proceeding, and where
reliability can be maintained by contingency measures if the alternative is
delayed or does not proceed, should be considered;

o alternatives which are only likely to proceed if they are assisted financially by
the Government or relevant body should not be considered unless the
Government or relevant body has agreed to provide such assistance.

106. As part of its consideration of transmission pricing, the Commission should
consider whether there would be net benefits in providing for a mechanism
whereby investments in transmission alternatives receive payments reflecting some
or all of the value of avoided transmission investment. This is a complex subject,
and the Commission will need to take into account, amongst other things,
practicalities, effects on incentives to invest in alternatives, and the extent of
assurance that grid reliability standards will be met.

Pricing for connection to and use of the national grid

107. Transpower should determine its total revenue requirement (covering both sunk
and new investments) subject to the constraints of the Commerce Act 1986. A
transmission pricing methodology should determine how this total revenue is
recovered from parties under the agreements for connection to and use of the grid.

Cost recovery and pricing principles

108. The Government expects transmission services to be priced as efficiently as
possible and, subject to the Commerce Act 1986, Transpower’s charges to recover
the full economic costs of its services.

109. The Commission should ensure that the following principles are applied by
Transpower in developing any transmission pricing methodology, and by the
Commission in approving it:
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o the costs of connection should as far as possible be allocated on a user-pays
basis

J the pricing of new and replacement investments in the grid should provide
beneficiaries with strong incentives to identify least-cost investment options,
including distributed generation, energy efficiency and demand management
options, and combinations of those options.

o pricing for new generation and load should provide clear locational signals

o sunk costs should be allocated in a way that minimises distortions to
production/consumption and investment decisions by grid users and
consumers

J the overall pricing structure should include a variable element that reflects the
marginal costs of supply in order to provide an incentive to minimise grid
constraints.



4 JUNE 2008 NEW ZEALAND GAZETTE, No. 92

Distribution

Pricing methodologies

110.

111.

112.

The Commission should develop, in consultation with interested parties, principles
or model approaches to distribution pricing and monitor their uptake. The
Commission should recommend regulations if required to ensure compliance. As
part of this work the Commission should investigate barriers to demand side
participation.

The diversity and complexity of the terms and conditions offered by different lines
companies for use of their lines is often cited as a significant barrier to expansion of
retail competition. The Commission should consider whether standardisation and
simplification of tariff schedules and contractual arrangements would facilitate
market entry by retailers.

The Government expects distribution companies to keep any changes to rural line
charges in line with changes to urban line charges. The Commission should
monitor developments in rural charges.

Use of system agreements

113.

The Commission should ensure reasonable terms and conditions for use of system
agreements for use of distribution lines, and ensure that they remain up-to-date
with current market issues. Terms and conditions should take into account the
interests of consumers, retailers and distributors and should be consistent with:

o arrangements for connecting distributed generation to distribution networks
(described later)

. obligations imposed on retailers as a result of arrangements relating to
contracts between retailers and consumers

o arrangements covering distribution pricing methodologies

o arrangements for the use of technologies for load management (including
ripple control)

. any other regulations promulgated under the Electricity Act 1992.
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Interrelationship with the Commerce Commission

114. This section sets out the Government’s expectations and intentions regarding the
interrelationship between the Commerce Commission and the Commission with
regard to the regulation of Transpower and electricity lines businesses by the
Commerce Commission under the Commerce Act 1986 and the Commission under
the Electricity Act 1992.

115. The Government expects the Commerce Commission and the Commission to work
together closely to ensure that their respective roles are well coordinated, and to
minimise any scope for uncertainties regarding jurisdictional issues.

116. The Government notes that the two Commissions have developed and published a
Memorandum of Understanding on their respective roles.

117. The Government’s economic policy is that investment and other costs in relation to
approved grid upgrade plans should be recoverable by Transpower. The
Government also wishes to ensure that interested parties have certainty and clarity
on how the two Commissions will operationalise the coordination of their respective
roles.

118. Accordingly the Government requests that the Memorandum of Understanding
between the Commerce Commission and the Commission continues to address the
following matters in relation to transmission:

o the methodology for determining how each relevant expenditure component
in relation to approved grid upgrade plans will be treated over time under the
Commerce Act 1986

. how price setting as regulated by the Commerce Commission interacts
operationally with the pricing methodology approved by the Commission

J how issues relating to valuation methodologies, pricing and pricing
methodologies, quality and information disclosure will be coordinated and
harmonised where possible between the two Commissions.

119. In addition, the Government requests that the Commerce Commission and the
Commission review their Memorandum of Understanding by 30 November 2008 to
specifically address the following matters in relation to improving incentives for
electricity lines businesses in respect of:

. managing distribution losses

o facilitating uptake of advanced metering infrastructure and more efficient
distribution pricing

. ensuring target security levels for distribution networks are met at least cost

o facilitating investment in energy efficiency (including consumer end-use
efficiency), demand side management and distributed generation.
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Distributed generation

120. Distributed generation is expected to play an increasingly important role in meeting
electricity demand as the cost of smaller-scale and new renewable technologies
continues to decline. Distributed generation can improve security of supply by
creating diversity of fuel types, locations and technologies, and, where
appropriately sited, helps reduce the need for transmission and distribution
upgrades. Accordingly, it is important that there are no unnecessary barriers to its
development.

Access to lines

121. The Commission should investigate the provision of guidelines or standards for
domestic scale distributed generation to reduce regulatory compliance costs.

Purchase of surplus generation by retailers

122. The Commission should ensure reasonable terms and conditions in | contracts for
purchase of small electricity surpluses by local retailers from generators with
generation units capable of generating up to 40,000kWh over a year. The
Commission should investigate and make recommendations:

o on whether contracts should meet specified pricing principles; and

J on how contracts should require itemised billing (showing imports and
exports) by 2009.

123. The Commission should review contracts from time to time to ensure that they
remain up-to-date with current market issues.
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Retail

124. The Government considers that competition between electricity retailers should,
over time, help ensure that retailing costs are minimised, service quality is
improved and downward pressure is placed on generation costs. Most consumers,
especially in larger centres, have a choice of retailers, and the processes for
consumers to change suppliers have steadily improved. The Government
considers, however, that retail competition is not as vigorous as it could be, and
looks to the Commission to promote and facilitate retail competition.

125. The Commission should take primary responsibility to promote and facilitate
efficient and well-functioning markets and related arrangements for:

o Terms and conditions for access to end-use electricity meters by retailers

o Processes and procedures to ensure that consumers are able to switch
retailers with a minimum of inconvenience and cost

J Enabling retailers to effectively manage price risk e.g. through hedging.
The reconciliation of, and payment for, distribution line losses

126. Current methods for calculating, reconciling and arranging payment for distribution
line losses by competing retailers are often raised as a concern by retailers. The
Commission should develop model approaches to improve distribution loss factor
calculation and should investigate and make recommendations for the
management, minimisation and allocation of distribution losses.
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Accountability requirements

127. The Government expects the Commission to prioritise work on the objectives and
outcomes set out in this Government Policy Statement.

128. In addition to the reporting requirements set out in legislation, the Commission
should report at least quarterly to the Minister of Energy on progress against the
Government’s expectations in this Government Policy Statement.

Status of existing Government Policy and Section 26 Statements

129. For the avoidance of doubt, all other previous Government Policy Statements on
Electricity Governance are supplanted by this Policy Statement.

130. A new section 26 Statement will be issued advising the Commerce Commission
that this Government Policy Statement is a statement of the Government’s
economic policies within the meaning of that section.

Hon David Parker
Minister of Energy
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Appendix 1: s172N Electricity Act 1992

Principal objectives and specific outcomes—

1. The principal objectives of the Commission in relation to electricity are—

a. to ensure that electricity is produced and delivered to all classes of
consumers in an efficient, fair, reliable, and environmentally sustainable
manner; and

b. to promote and facilitate the efficient use of electricity.

2.  Consistent with those principal objectives, the Commission must seek to achieve, in
relation to electricity, the following specific outcomes:

a. energy and other resources are used efficiently:

b. risks (including price risks) relating to security of supply are properly and
efficiently managed:

c.  barriers to competition in electricity are minimised for the long-term benefit of
end-users:

d. incentives for investment in generation, transmission, lines, energy efficiency,
and demand-side management are maintained or enhanced and do not
discriminate between public and private investment:

e. the full costs of producing and transporting each additional unit of electricity
are signalled:

f. delivered electricity costs and prices are subject to sustained downward
pressure:

g. the electricity sector contributes to achieving the Government’s climate
change objectives by minimising hydro spill, efficiently managing transmission
and distribution losses and constraints, promoting demand-side management
and energy efficiency, and removing barriers to investment in new generation
technologies, renewables and distributed generation.

The Government Policy Statement ends here.
Revocation

The statement of Government policy entitled “Government Policy Statement on
Electricity Governance”, by the Minister of Energy, Hon David Parker and the Minister of
Commerce, Hon Lianne Dalziel, on 17 October 2006 and published as a Supplement to
the New Zealand Gazette, 30 October 2006, No. 123, pages 3601 to 3636, is hereby
revoked.

Signed at Wellington this 20th day of May 2008.

Hon David Parker Hon Lianne Dalziel
Minister of Energy Minister of Commerce
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