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The pricing review needs to result in strong competition benefiting all
consumers

We welcome the opportunity to submit while the Expert Advisory Panel is developing its thinking on
the nature and scale of problems with the current regulatory and policy settings in the electricity
sector.

Electric Kiwi and Haast Energy are available to support the Panel as it progresses the Electricity Price
Review.

What’s needed in a nutshell

New information gathering powers for future reviews

A ban on near-term winback

A ban on use of information from the switching process for customer retention

A requirement TECT distribute dividends on the basis of geographic location only

Asset Swap 2: Create a new hydro only SOE “KiwiHydro” from assets of Genesis, Mercury and

Meridian

o Vertically-separate Contact, Genesis, Mercury, Meridian and Trustpower’s retail and generation
businesses

¢ Adopt contestable, remunerated market making measures for the hedge market

¢ Impose maximum contract terms and maximum notice periods on metering contracts in order to
stimulate greater innovation in retail

e Either ban “Prompt Payment Discounts” or require them to be cost-based and accurately
described as penalties

e Impose restrictions on pre-pay retail pricing to ensure fair pricing for consumers most in need

¢ Introduce new pre-pay retail reporting requirements on ‘self-disconnection.

Useful guidance from overseas’ electricity price and affordability reviews

We agree with NZ First energy policy that “recent reviews in the UK and Australia” highlight the need
for an inquiry into high retail electricity prices, given they “have found major issues with similar ‘market
reforms’ we adopted here”.

The ACCC's review into electricity affordability,’ for example, provides invaluable guidance about the
nature of the competition problems in the electricity sector.? We are glad to see the ACCC report
referenced, albeit to a limited extent in the first report.

The overseas reviews also provide warnings New Zealand should heed. The introduction of default
retail tariffs would have a chilling effect on the development of competition, but represents the kinds of

" ACCC, Restoring electricity affordability and Australia’s competitive advantage Retail Electricity Pricing Inquiry — Final
Report, June 2018, page xiii.

2 We have previously noted, for example, that the ACCC'’s concerns about Saves & Winbacks mirrors our own: Electric Kiwi,
Supplementary submission on the “Customer acquisition, saves and win-backs — Issues Paper”: helpful guidance from the
ACCC, 17 July 2018.












These are the same types of cost allocation and related party issues ERANZ and some of the
incumbent retailers have been raising about EDBs; including that such arrangements can result in
profitability being masked and cross-subsidies. The difference is that EDBs are subject to financial
separation and related party transaction rules and disclosure requirements. These types of options
could be worth exploring if the review shies away from structural remedies.

It is also notable that the ACCC assessment of Australian and international retail margins places New
Zealand as the country highest in the international rankings (with only the individual states of Victoria
and NSW having larger margins):!!

Figure 4: ACCC assessment of international retail margin (EBITDA)

Figure 1.22: International retail net margin (EBITDA), % of customer total bill (excl. GST), 2015-17,
Australian states and international regions
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VaasaETT data provided to ACCC.

Australian states other than Tasmania are 2016-17 margins from ACCC analysis based on retailer's data.
Tasmanian retail margin reflects OTTER's 2016-17 regulated retail margin of 5.7 per cent,

The Panel is spot on that there is a two-tier retail market [Q. 15 & 16]
We are pleased the Panel shares our views about a two-tier retail market problem.'2

The Retail Billing Analysis the Panel has released is very helpful and shows the scale of the problem
is substantially greater than had been previously thought, based on the Electricity Authority EMI
data.®

Both the Panel and the ACCC have recognised “The gap between the best and worst offers in the
market has been widening ...”'* The Panel made this conclusion on the basis of retail price data for
the period covered (2002 — 2014).

While the Electricity Authority EMI data underestimates the size of the gap, what it does show is that
there has been a substantial increase in the gap. The Saves & Winbacks submissions, for example,
documented the price gap (or savings from switching to the lowest cost supplier) rose by 28% in 2017
(33% in Auckland where the incumbent retention (winback) strategy is most aggressive). By the time
the Panel has completed the review it will have 2018 pricing data. We doubt this will make pretty
reading for consumers.

" ACCC, Retail Electricity Pricing Inquiry — Final Report, Restoring electricity affordability and Australia’s competitive
advantage, June 2018, figure 1.22.

2 We have previously referred to the two-tier retail market problem as a retail incumbency problem, but the two are the same.
'3 Expert Advisory Panel, INITIAL ANALYSIS OF RETAIL BILLING DATA, 15 October 2018, Table 1.

4 ACCC, Retail Electricity Pricing Inquiry — Final Report, Restoring electricity affordability and Australia’s competitive
advantage, June 2018, page xi.






It would be useful to explore what enables the incumbent retailers to sustain two-tier market
outcomes [Q. 15 & 16]

There are multiple dimensions to the two-tier retail problem.

At its most basic, the two-tier retail market would not exist if incumbent retailers didn’t have large
pseudo monopoly customer bases and the ability to exploit those customers.

When the Electricity Industry Reform Act was introduced control of the retail market was swapped
from vertically-integrated monopolists to vertically-integrated oligopolists.

There are three main pillars which enable the incumbent retailers to maintain two-tier markets, and
the price gaps between the tiers, in which customers can be segmented into competitive and non-
competitive (pseudo monopoly) categories: '8

A large group of incumbent customers (pseudo monopoly customer base) to exploit and over-
charge (the “loyalty tax”).

Aggressive retention (winback) strategies so the price differential does not result in large loss
of customers. This is supported by an ineffective Saves Protection Scheme and the warning
retailers get from the switching process. As the Electricity Authority has well articulated: “In the
retail electricity market the incumbent retailer is notified that a customer intends to switch before
the process is completed. This notification allows the losing retailer to use the information of a
customer’s intention to switch as a prompt to contact the customer to discourage them from
switching, rather than use the information for its intended purpose, which was to complete the
switch process”."®

Lack of retail price transparency so that the incumbent customer base or “stayers” aren’t fully
informed they are being over-charged, or the extent of the over-charging. This is one of the
reasons incumbent retailers don’t publish all their price plans. Transparency is their enemy.
Industry commentator Tim Rudkin, who runs Saveawatt, has observed: “We are aware that the
best offers are never advertised, and retailers have offers that they never tell their customers
about. These deals will never normally be presented until the retailers are at risk of losing a
customer”.?? A good reference point is the nature of competition in telecommunications, where
above the line advertising is price based because there is transparency and winbacks are
banned. By contrast the incumbent gentailers (who dominate sector above the line advertising
expenditure) have never advertised their prices because a large part of their base sits on
uncompetitive high tariffs, and they reserve the best (secret) prices for acquisition and retention
activity.

'8 Electric Kiwi has detailed these issues in its Saves & Winbacks submissions to the Electricity Authority.
'® Electricity Authority, Final Report, Post implementation review of saves and winbacks, 29 August 2017.
20 Review finds two-tier power market developing, SUSAN EDMUNDS, Stuff.






Figure 7: Mercury’s residential customer retention in Auckland

Mercury’s residential customer retention rates in Auckland illustrate the problem clearly.

Mercury has managed to retain up to 90 customers for every 100 they lost in Auckland.?® Or, put
another way, the level of Mercury residential customer losses in Auckland could have been up to 90%
higher but for their aggressive retention strategy. On average, Mercury’s residential customer losses
would have been 57% higher in Auckland, since the Saves Protection Scheme was introduced, if it
wasn'’t for its aggressive and highly successful customer retention (winback) strategy.®

The increase in the aggressiveness of Mercury’s retention (winback) strategy appears to be
correlated to the level of the price separation the Panel has observed. It is also notable that the level
and success of the retention (winback) strategies has increased since the Electricity Authority
introduced the Saves Protection Scheme.?”

2 This calculation has been done on the basis of Regional Council (Auckland), Parent Company, Residential, Trader Switch:
Electricity Market Information site.

% We have included both retention/actual losses (which measures the amount higher customer losses could have been) and
retention/potential losses (winbacks as a share of the number of switches that could have been completed) because of differing
views with the Electricity Authority over which is the most appropriate measure. We consider that both say the same thing (they
are calculated using exactly the same data), but the latter measure suppresses the numbers because it includes the same data
in both the numerator and dominator.

27 This calculation has been done on the basis of Regional Council (Auckland), Parent Company, All ICPs, Trader Switch:
Electricity Market Information site.



Figure 8: Mercury’s Auckland customer retention before and after Saves Protection

A simpler way of measuring the change in incumbent retention strategy is to look at each of the
incumbent retailer’'s nationwide behaviour. This will capture winback activity in areas where each of 5
largest retailers are not the incumbent, respectively. The statistics tell a similar story. The overall level
of the incumbent retailers’ retention strategies have increased since the Saves Protection Scheme
was introduced. The trend is getting worse, based on the last year's worth of data.?8 In the last 12
months, Mercury would have lost 72% more customers if it wasn’t for its aggressive retention
(winback) strategy.

Figure 9: The incumbent retailers’ customer retention pre and post Saves Protection — relative to
actual losses?

2 The calculations were based on Trader (e.g. Meridian figures exclude Powershop), Trader Switch, All ICPs: Electricity Market
Information site.

2 https://www.emi.ea.govt.nz/







The wide variation in the levels of retail market competition across New Zealand is a missing
part of the puzzle for the Panel to address [Q. 15 & 16]

The quality of retail competition doesn’t just vary between the two-tiers of the retail market but also
across the country. Many consumers are missing out on benefits of competition simply due to where
they live.

In our 10 May 2018 letter to the Panel, we noted the wide variation in the level of competition in retail
markets across New Zealand. While some of the reasons for this are obvious, notably the situation in
Tauranga, we consider there is value in exploring why some regions appear to be so much more
competitive than others. From our experience, the penetration of smart meters is a key determinant
which varies across different network areas, as many new players innovative offers are based on half
hour data which many consumers can’t access because certain incumbent players have dragged their
heels on smart meters to reduce competition on their incumbencies.

The situation is little or no different to what Wellingtonian’s face in the retail petrol market — Wellington
is cheaper to supply than Kapiti Coast but petrol prices are higher because there is less competition.

The evidence suggests this isn’t simply a case of larger retail markets, which entrant retailers will
naturally be more attracted to first, being more competitive than other regions. If this was the case,
Auckland would be expected to be the most competitive retail market. Instead regions such as Buller,
Central Otago and Marlborough score amongst the most competitive regional markets.

Figure 11: Variations in the retail market HH/®'

31 https://www.emi.ea.govt.nz/Retail/Reports/R_HHI C?RegionType=NWK REPORTING REGION DIST& si=tg|market-
structure,v|3




The HHI for King Country has actually started to increase. 32

Figure 12: HHI trend in King Country
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Another standard measure of market concentration is the market share of the largest 3 suppliers. This
makes for equally depressing reading.

Figure 13: Variations in retail market concentration®

32
https://www.emi.ea.govt.nz/Retail/Reports/R_HHI C?RegionType=NWK REPORTING REGION DIST&seriesFilter=9& si=tq|

market-structure,v|3
33 https://www.emi.ea.govt.nz/Retail/Reports/IK41HT?Show=CR3& si=tg|market-structure,v|3




Figure 14: Variations in retail market switch rates3*

The differences in the level of market concentration translate to a wide variation in the energy
component of residential bills ranging from 15.8c/kWh to 21.6¢c/kWh. This is a substantial variation in
electricity affordability.

Figure 15: Variations in the energy component of residential power bills, May 20183

Reaching an understanding of why there is so much variation in the level of retail competition across
New Zealand is a necessary part of determining what the barriers to competition in the New Zealand
electricity retail markets are.

The situation in Tauranga and King Country is costing consumers dearly and warrants attention in its
own right. It is notable Trustpower has more customers in Tauranga now than in 2004.3¢

34
https://www.emi.ea.govt.nz/Retail/Reports/BLDOA2?DateFrom=20170901&Date To=20180831&SwitchTypecode=TR& si=tg|co

nsumer-switching, dr DateFrom|20170901, dr DateTo|20180831, dr SwitchTypecode|ALL,v|4

35 https://www.mbie.govt.nz/info-services/sectors-industries/energy/energy-data-modelling/statistics/prices/electricity-prices
36

https://www.emi.ea.govt.nz/Retail/Reports/R_MST C?Percent=N&RegionCode=TRG&RegionType=MAIN CENTRE&seriesFilt
er=& si=v|3










Our coal stockpile at 12 October is 283kt down from 312kt at 30 September. Genesis currently holds sufficient coal in
our stockpile, that, together with scheduled deliveries of domestic coal, will enable us to meet the needs of our own
retail customers for a three month dry period. However, we do not currently store sufficient coal to put significant
amounts of additional generation into the wholesale spot market for an extended period.

Figures 17 and 18 illustrate the incumbent retailers’ reliance on vertical-integration to compete in the
retail electricity market. They provide two rare examples where the incumbent retailer is no longer the
largest retailer. In both instances, the incumbent retailer lost substantial market share in regions
where its retail customer base was not backed up by matching generation capacity.

Figure 17: Change in market share in Whangarei and Kaipara (Northpower) 4!

Figure 18: Change in market share in Ashburton (Electricity Ashburton)*?

The ability of innovative new entrants to enter the market, and gain market share, is severely
hampered by the low levels of wholesale liquidity in New Zealand, caused by high levels of vertical-
integration.

We agree with the Electricity Authority “more needs to be done to ... lift the performance of this
market and improve other performance metrics, such as trading volumes”.** New Zealand stands out
as having among the lowest levels of wholesale liquidity relative to its size.**

41 https://www.emi.ea.govt.nz/

42 https://www.emi.ea.govt.nz/

43 https://www.ea.govt.nz/about-us/media-and-publications/market-commentary/market-insights/hedge-market-breaks-records/
4 Cumulus, Submission by Cumulus Asset Management on the Consultaiton paper titled — Hedge Market Development:
Enhancing trading of hedge products, 14 July 2015, at https://www.ea.govt.nz/dmsdocument/19666







Figure 19: ASX spreads and volumes on monthly Benmore contracts

Figure 20: ASX spreads and volume for monthly Otahuhu contracts

These recent actions by the incumbent gentailers can be understood by the incentives and ability to
undermine the hedge market and retail competition which the vertically-integrated incumbent
suppliers have e.g.:

o Market making is a cost for vertically-integrated incumbents which they would rather not bear; and



o Market making also increases the competition the vertically-integrated incumbents see in the
retail market. If market making collapses and retail competition retreats they will have more
market power to extract higher retail prices.

The ACCC identified problems which we believe are relevant to New Zealand: “the combination of
vertical integration and concentration in the NEM has reduced contract market liquidity and is making
it harder for all parties to effectively manage their wholesale price risk” and “In certain regions of the
NEM, particularly South Australia, the level of liquidity and the advantages enjoyed by vertically
integrated retailers make it difficult for new entrants and smaller retailers to compete effectively in the
retail market.”*”

There are good options for shoring up and improving hedge market liquidity and performance

We agree with the Panel that “improving the depth and resilience of the contract market should be
given high priority”.48

There is plenty that could be done do to improve the hedge market.

We don’t see a need to ‘reinvent the wheel’ or necessarily develop a bespoke New Zealand solution
to hedge market problems and threats.

As well as structural options, such as KiwiHydro which would fundamentally reduce the vertical-
integration in the system and increase natural hedging between participants, consideration should be
given to adopting a similar approach as Singapore to market making.*°

In Singapore reverse auctions are carried out for market making and the service is provided by willing
parties who are remunerated at market rates for the service. This has proved very successful with
much stronger market maker performance than in New Zealand and additionally the market making
contracts have been a catalyst for new participants entering the market and competing in other parts
of the market, particularly retail. A similar approach could yield a strong outcome for the New Zealand
electricity market.

We would expect there to be strong interest from international utilities and traders to participate in
such an auction, including from our organisation.

Based on our initial ‘back of the envelop’ consideration of this option, we believe 4 market makers
would be adequate, and the total costs would be relatively minor relative to the increased competition
benefits. The cost of market marking could be recovered in a similar way to ancillary services via the
reconciliation manager after being levied on generation and consumption equally.

Improving wholesale liquidity is one of the key elements to unlocking a more dynamic and competitive
electricity market. Market making has been key to ensure a minimum viable level of hedge market
liquidity for participants who are not vertically-integrated, and these arrangements are desperately in
need of an overhaul.

The Singapore reverse auction cleared at 218k SGD per month per market marker for 7 market
makers. Implying an annual cost of circa 18m SGD for the scheme. Costs of this magnitude might
initially seem large but the Singapore CBA showed significant benefits beyond these costs, and the
recent performance of the market supports this. Such costs can be recovered from the industry, and
when spread over generation and load evenly this could amount to circa $2 per year per residential
ICP.

47 ACCC, Restoring electricity affordability and Australia’s competitive advantage Retail Electricity Pricing Inquiry — Final
Report, June 2018, page 150.

48 Expert Advisory Panel, Electricity Price Review - HIKOHIKO TE UIRA, FIRST REPORT FOR DISCUSSION, 30 August 2018,
page 45.

49 https://www.ema.gov.sg/ConsultationDetails.aspx?con _sid=20170801arkx3Jmi5pCf







Even Meridian now acknowledges the arrangement is a punishment or penalty: “Dropping the prompt
payment discount means that on rare occasions when [our customers] don’t, or more to the point
can’t [pay their bill on time], they aren’t unfairly punished”.%’

The incumbent retailers have cynically channelled the business philosophy of the ex-CEO of
Telecom, Theresa Gattung, in using confusion as a “chief marketing tool”. Theresa Gattung claims ...
that’s fine ... You could argue that that's how all of us keep calling prices up and get those revenues,
high-margin businesses, keep them going for a lot longer than would have been the case. ...
customers know that's what the game has been. They know we're not being straight up”.5?

If you are an Electric Kiwi customer, or thinking about joining, you will know straight up what you will
be paying. There is no artifice or deception to Electric Kiwi’s pricing.

If you are trying to compare our prices with Mercury, or one of the other incumbents, should you

compare them with the discounted or non-discounted price (to the extent rates are published by the
incumbent players)? The answer is it depends. This is illustrated by Figure 11 in the Electricity Price
Review First Report. It is no wonder low income consumers find it more difficult to change suppliers.

A “prompt payment discount” of 10 or 20% is actually a late payment penalty of 11.11% or 25%. A
discount of 26% translates to a penalty in excess of 35% of the customer bill.

The money saved by power companies because people paid on time was nowhere near the level of
the discounts.

It's one of the incumbent retailers’ dirty little secrets that their favourite customers are customers that
pay but don’t pay on time. We agree with the ACCC these late payment fees “are excessive and
punitive for those customers who fail to pay bills on time”%® and “Customers who do not pay on time
are, in effect, paying very large late payment penalties, often amounting to hundreds of dollars per
year” %55

The problem with large late penalties is made worse because, as the Panel point out, “vulnerable
households are disproportionately affected by prompt payment discounts”%®: “Consumer NZ survey
found more than a quarter of households with incomes of less than $50,000 a year reported missing
out on prompt payment discounts because they paid late”.5” The Retailing Billing Analysis also
demonstrates how much lower income housholds are being taken advantage.

5! Merdian comment on its facebook post “We're replacing unfair prompt payment discounts with a guaranteed discount for all
customers”, 6:00pm, 14 September 2018.

52 Gattung admits Telcos not being straight, NZ Herald, 8 May 2006:
https://www.nzherald.co.nz/business/news/article.cfm?c_id=3&objectid=10380894

53 ACCC, Restoring electricity affordability and Australia’s competitive advantage Retail Electricity Pricing Inquiry — Final
Report, June 2018, page xi.

5 ACCC, Restoring electricity affordability and Australia’s competitive advantage Retail Electricity Pricing Inquiry — Final
Report, June 2018, page xi.

% |t appears that Meridian will continue to mislead consumers, just in a different way.

Instead of labelling late payment penalties as prompt payment discounts, Meridian intends to label its new prices as a
permanent discount: “Instead of seeing a line for your 'prompt payment discount' on your bill, you will see a new line for your
'plan discount” [source: Merdian comment on its facebook post “We're replacing unfair prompt payment discounts with a
guaranteed discount for all customers”, 6:00pm, 14 September 2018.]

The Commerce Commission has been clear: “It would be misleading for a business to keep claiming it was discounting a price
when the discounted price had become the usual selling price” [https://comcom.govt.nz/consumers/dealing-with-typical-
situations/buying-goods-and-services/pricing].

% Expert Advisory Panel, Electricity Price Review - HIKOHIKO TE UIRA, FIRST REPORT FOR DISCUSSION, 30 August 2018,
page 37.

57 Expert Advisory Panel, Electricity Price Review - HIKOHIKO TE UIRA, FIRST REPORT FOR DISCUSSION, 30 August 2018,
page 37.


















