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Why we are responding 

1. We are pleased to have the opportunity to respond to your request for information 
on rate regulation. We are a rate regulator in a jurisdiction that has adopted IFRS.1 
The rate regulations we oversee creates several assets and liabilities for affected 
businesses. 

2. The Commerce Commission New Zealand (the Commission) regulates several of New 
Zealand’s infrastructure services. This submission focuses on the price setting 
activities we undertake as these activities most closely reflect the description of rate 
regulation.  

3. The Commission currently regulates the price and quality of the services provided by:  

3.1 seventeen electricity distributors;  

3.2 the sole electricity transmission business;  

3.3 five gas pipeline businesses (two gas transmission businesses and three gas 
distributors); 

3.4 certain telecommunications infrastructure services; and  

3.5 the mobile telecommunication termination rates in the domestic market. 

4. The businesses subject to the price regulations are independent organisations 
unrelated to the Commission. Several are publically listed companies, or subsidiaries 
of publicly listed companies, but the majority of them are public entities, owned, or 
partially owned, by community trusts or local government bodies. Many of them are 
multi-sector utilities, both supplying other regulated services and unregulated 
services.  

Structure of this response 

5. To aid understanding across the broad range of services we regulate this response 
differs slightly from the structure of your request for information.  

6. This first section has answered those questions set out in question 1. Below we 
explain the purpose of rate regulation in New Zealand, which answers question 2(a). 
We then provide an explanation of how the regime works in New Zealand, which 
answers questions 2(b)(i) and 3(d). In the final section we highlight circumstances 
where the regulatory regime creates assets and liabilities, which answers question 
4(a) and question 5.  

7. There are two attachments to this document. The first one is a table which provides 
detailed answers to the questions in your request for information that are not 
answered in the main body of this response. The second attachment provides a list 
of relevant references if you wish to find more detailed information.  

                                                      
1 An entity is required to apply the NZ IFRS if its first New Zealand equivalents to IFRSs financial statements are for a 

period beginning on or after 1 July 2009. Earlier application is encouraged. 
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The objectives of rate regulation in New Zealand 

8. The rate regulation functions of the Commission are applied under two pieces of 
legislation: 

8.1 Part 4 of the Commerce Act 1986 (as amended in 2008), which sets the 
legislative requirements for rate regulation of the services provided by 
electricity lines and gas pipeline business.  

8.2 The Telecommunications Act 2001, which sets the legislative requirements 
that apply to telecommunication services.  

9. Each piece of legislation sets out its own objective, or purpose for rate regulation. 
These are covered in the sub-sections below.  

The Part 4 Purpose 

10. The purpose of Part 4 of the Commerce Act 1986 is to:  

…promote the long-term benefit of consumers in markets [where there is little or no 
competition and little or no likelihood of a substantial increase in competition]… by 
promoting outcomes that are consistent with outcomes produced in competitive 
markets such that suppliers of regulated goods or services— 

(a) have incentives to innovate and to invest, including in replacement, upgraded, and new 
assets; and 

(b) have incentives to improve efficiency and provide services at a quality that reflects 
consumer demands; and 

(c) share with consumers the benefits of efficiency gains in the supply of the regulated 
goods or services, including through lower prices; and 

(d) are limited in their ability to extract excessive profits. 

11. When setting rates under Part 4 of the Commerce Act we are required to strike a 
balance between Part 4 objectives (a)-(d) to promote the long-term benefit of 
consumers. This includes ensuring that investors can expect to earn a reasonable 
rate of return and that consumers benefit from gains in efficiency.  

The purpose of telecommunications rate-regulation 

12. Section 18 of the Telecommunications Act 2001 sets out the purpose of 
telecommunications regulation as below. 

The purpose of this Part and Schedules 1 to 3 is to promote competition in 
telecommunications markets for the long-term benefit of end-users of telecommunications 
services within New Zealand by regulating, and providing for the regulation of, the supply of 
certain telecommunications services between service providers. 

13. The legislation also requires that in determining what is in the long-term benefit of 
consumers the commission must give consideration to: 
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13.1 the efficiencies of any act or omission; 

13.2 the incentives to innovate; and 

13.3 the risks faced by investors in new telecommunications services that involve 
significant capital investment and that offer capabilities not available from 
established services.  

How the regime works 

14. The rate-regulation overseen by the Commission is best understood as three distinct 
but interrelated parts.2 

14.1 Default/customised price-quality paths for electricity distribution and gas 
pipelines. 

14.2 Individual price-quality paths for electricity transmission. 

14.3 Telecommunications regulation.  

15. These three parts are explained separately below.  

Electricity distribution and gas pipeline rate regulation 

16. Electricity distributors and gas pipeline businesses are subject to a weighted average 
price or revenue cap. These caps are calculated as a maximum allowable revenue 
using a building blocks approach and are set at the beginning of a regulatory period 
which is up to 5 years in length.3  

17. During the regulatory period prices are inflated each year by a set rate of change, 
known as CPI-X. This means that each year maximum allowable revenue is increased 
by inflation, modified by a value determined by the Commission. The modification 
term, X, is based on differences in the long-run productivity of the regulated sector 
compared to the rest of the economy.  

18. There are two types of price-quality paths. All businesses start off on a ‘default’ path 
which has generic components to provide a low-cost form of regulation.  If the 
default path does not suit a business’s particular circumstances, it can apply for a 
‘customised’ price-quality path.  Customised price-quality paths use more business-
specific information, and rely on more in-depth audit, verification, and evaluation 
processes.  

                                                      
2
  Part 4 also gives the Commission regulatory responsibility for information disclosure. This sets out 

accounting rules for, among other things, regulatory profits and return on investment. 

3
  For further details refer to Commerce Commission, Setting Default Price-Quality Paths for Suppliers of 

Gas Pipeline Services, 28 February 2013; and Commerce Commission, Resetting the 2010-15 Default 
Price-Quality Paths for 16 Electricity Distributors, 30 November 2012. 
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Electricity transmission regulation 

19. The national grid owner and operator in New Zealand is Transpower New Zealand 
Limited (Transpower). Much like for the default-price quality paths the Commission 
sets a revenue allowance based on a building blocks cost approach. However, 
Transpower’s revenue cap is applied on an annual basis. Since April 2011 this 
regulation has been called individual price-quality path regulation.  

20. The Commission sets the maximum revenue that Transpower can recover at the 
beginning of each financial year. Transpower is then required to calculate its actual 
revenue at the end of the year. Any differences between these amounts must be 
corrected through what is known as a “wash-up”. Any over-recovery must be 
returned to customers through a price reduction, and any under-recovery can be 
made up by increasing prices.  

Telecommunications regulation 

21. Certain telecommunications services are regulated with a maximum unit price for 
each regulated service. The telecommunications services subject to rate regulation 
have service level requirements. Non-compliance with these requirements may lead 
to enforcement action (including penalties imposed by the court). 

22. The price for telecommunications services is specified as an ex ante unit price. This is 
first calculated in line with the ‘initial pricing principle’ specified for the service under 
the Act, which is typically a price benchmarking exercise. However, if the provider or 
access seekers request it, the price can be calculated based on the specified final 
pricing, typically a total service long run incremental cost approach. 

23. Each year, the Commission determines each service provider’s contribution to the 
telecommunications development levy, which for the next five years is set by statute 
at $50 million.  The levy is used to fund the telecommunications service obligations, 
pay for non-urban infrastructure development, and upgrades to emergency service 
calling systems. 

24. The telecommunication services obligation requires certain businesses to provide 
services to ‘commercially non-viable customers’. The amount due to the service 
providers is calculated by the Commission. The policy maker (the Minister of 
Communications and Information Technology, through the Ministry of Business, 
Innovation and Employment) is expected to consult on changes to 
telecommunication services obligation later this year. 

Circumstances where rate regulations create assets or liabilities 

25. There are a number of circumstances where the rate regulations overseen by the 
Commission create assets or liabilities for businesses.4 Some of the most notable 
examples are: 

                                                      
4
  Under the information disclosure regimes that support rate regulation activities, the regulatory balance 

sheet is constituted by statements of asset and investment values, with minimal recognition of liabilities 
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25.1 recognition of a right to recover an appropriate return of and on investment; 

25.2 treatment of tax costs; 

25.3 claw-back under default price-quality paths; 

25.4 claw-back under customised price-quality paths; 

25.5 under certain incentive mechanisms; and 

25.6 transpower’s wash-ups. 

26. Below we provide a brief overview of each of these situations.  

Right to recover an appropriate return of and on investment  

27. Under a rate regulation building blocks approach, revenues are set with reference to 
asset values and the financial capital maintenance principle. This allows an 
appropriate return on and of investment as represented by those asset values.  

28. However, the values of regulatory assets may be significantly different from values 
recognised under IFRS. This is because the regulatory rules which govern the 
recognition and measurement of regulated assets are different to those used under 
IFRS. This includes the measurement of regulatory depreciation and impairment, 
revaluations, recognition of works under construction, and measurement of the 
value of asset transactions (including transactions with related parties). 

Treatment of tax costs 

29. In determining the maximum allowable revenue for some rate regulated businesses 
we use a deferred tax approach. This creates a deferred tax asset or liability that is 
added to or subtracted from the regulatory asset. Because of regulation-specific 
rules these deferred balances will be different from deferred tax assets or liabilities 
recognised in the balance sheet under IFRS (assuming group tax assets and liabilities 
can be disaggregated on a business by business basis). In some cases deferred tax 
differences might arise from notional tax asset values that differ from both 
regulatory asset values and tax asset values as determined under tax legislation. 

Claw-back under default price-quality paths 

30. Under specific situations the Commerce Act allows for the recovery or reversal of 
revenue, known as “claw-back”. Specifically the Act allows the Commission to: 

30.1 require a supplier to lower its prices on a temporary basis to compensate 
consumers for any over-recovery; or 

30.2 allow a supplier to increase revenues to recover some or all of any shortfall in 
its revenues from prices previously charged.  

                                                                                                                                                                     
other than as an offset to asset values (e.g. deferred tax balances) or as separately disclosed 
memorandum accounts of over/under recoveries. 
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31. Claw-back can be enacted in default price-quality paths when part way through a 
regulatory period there are changes to the regulatory rules (known as input 
methodologies, see answer to question 2(b)(iv) in Attachment 1).  

32. Claw-back was recently applied in our decision on the default price-quality paths for 
electricity distribution businesses. However, this provision is likely to only be used 
sparingly in the future.  

Claw-back under customised price-quality paths 

33. As noted above, electricity distribution and gas pipeline businesses may apply for a 
more detailed regulatory review known as a customised price-quality path. In those 
circumstances the business may apply for ‘claw back’ (eg lower revenue or higher 
cost than previously expected).5  

34. We are currently in the process of reviewing the first application for a customised 
price-quality path. The specifics of how any claw-back would be applied has 
therefore not yet been determined. 

Incentive mechanisms 

35. Under Part 4 there is a mechanism that ensures that the incentive to make efficiency 
gains stays constant over the regulatory period (the incremental rolling incentive 
scheme, or IRIS).6 This creates a right to recover revenues (by way of treatment as 
recoverable costs) into the next regulatory period for controllable operating 
expenditure efficiency gains made in the current regulatory period.  

36. Such a mechanism is currently being developed for Orion’s customised price-quality 
path. We are also looking to develop an IRIS for default price-quality paths.  

Transpower’s “wash ups” 

37. As noted above differences can emerge between Transpower’s revenue allowance at 
the beginning of the year and their actual revenue at the end of the year. The 
differences between these amounts are recovered through “wash-ups” which 
constitute a right to recover revenue in future (under-recovery) or an obligation to 
be paid back to consumers (over-recovery).  

38. Due to the timing of price setting, the “wash-up” difference for any year (say, Year 1) 
will not find its way back into Transpower’s revenues until the second successive 
year (Year 3). Transpower is compensated (or compensates) for this timing 
difference by earning (or paying) interest at its WACC rate for the time interval on 
the current un-cleared balance. 

                                                      
5
  An example of where this is considered is the electricity distributor (Orion) whose network was affected 

by the 2010 and 2011 Canterbury earthquakes. 
6
  In the absence of such a mechanism there is an incentive to make efficiency gains as early as possible 

within a regulatory period so the benefits can be enjoyed for as long as possible until operating 
expenditure forecasts are reset to efficient levels at the end of the period. 
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39. The annual “wash-up” differences are carried forward from one year to the next as 
entries in a memorandum account known as the EV Account. The “wash-up” is not 
recorded in the balance sheet.  

40. There has been a decrease in the size of the “wash-ups” since the introduction of a 
new way of calculating the revenue cap applying to Transpower in 2011. However, 
large historical balances in the EV accounts remain. The recovery of these historical 
balances are being spread over 8 years. This is to avoid a price shock that might 
otherwise have arisen if the EV accounts had been cleared out to revenues in one 
year. 

Further comments 

41. We would be happy to discuss any of the matters outlined in this response. Please 
contact Nick Russ at nick.russ@comcom.govt.nz if you would find that useful. 

 
 

mailto:nick.russ@comcom.govt.nz
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Attachment 1: Answers to specific questions in the request for information 

Question Sector  Answer 

2(b)(ii) Are there 
incentives to meet 
targets that are not 
directly related to the 
cost-rate relationship 

Electricity 
distribution, and gas 
pipelines 

 

We have set reliability targets for electricity distributors and gas pipelines services but these 
are currently not linked to revenue. There is early discussion with industry on how to 
develop these targets. These discussions will also consider whether these targets should be 
linked to revenue. 

2(b)(iii) does the rate 
regulation fix the price 
per unit of does it 
provide some flexibility 
for the entity to set 
prices 

Electricity 
distribution, and gas 
pipelines 

Electricity 
transmission 

Business have flexibility to set individual prices as they see fit (subject to ensuring 
consistency with high level pricing principles) as long as they stay under the maximum 
allowable revenue cap 

2(b)(iv) Are there other 
aspects of the rate-
setting mechanism that 
reflect any specific 
objectives not 
envisaged above? 

Electricity 
distribution, and gas 
pipelines 

Electricity 
transmission 

The New Zealand system places an emphasis on regulatory certainty. Part 4 requires the 
Commission to develop a set of regulatory rules and processes collectively known as ‘input 
methodologies’. The Commission has to review the input methodologies at least every 7 
years and any changes will be reflected in the maximum prices or revenue set under rate 
regulation. 

There currently are input methodologies for asset valuation, cost allocation, regulatory tax, 
cost of capital and certain other rules and prices that apply when setting and assessing 
prices.7 For electricity transmission there is also an input methodology for capital 
expenditure. 

                                                      
7  Commerce Commission, Electricity Distribution Services Input Methodologies Determination 2012, 15 November 2012; Commerce Commission, Gas Distribution 

Services Input Methodologies Determination 2012, 25 February 2013; Commerce Commission, Gas Transmission Services Input Methodologies Determination 2012, 
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Question Sector  Answer 

Telecommunications No 

3(a) and (b) whether 
the rate-regulated 
entity has an exclusive 
right to operate in the 
market 

All There is no exclusive right to operate for any rate regulated business in New Zealand.  

3(c) How competition is 
excluded or 
encouraged 

Electricity 
distribution, and gas 
pipelines 

Electricity 
transmission 

Electricity lines businesses and gas pipeline businesses are natural monopolies. There is also 
no specific statutory objective to encourage (or discourage) competition. There has been 
some bypass of gas distribution, which is outside the scope of regulation by the Commerce 
Commission. 

Telecommunications One of the objectives of telecommunication services regulation is to promote competition 
by setting an appropriate access price. When sufficient competition develops the 
Commission deregulates the service (or a subset of services, if the market definition is a 
particular region). 

3(e) whether the entity 
can choose to stop 
providing the goods or 
services that are 
subject to rate 

All There are no specific rules in NZ which require firms subject to rate regulation to provide 
the regulated goods/services, and the decision to stop providing the goods/services are 
typically at their sole discretion. In a few instances (for example, under Subpart 3 of the 
Electricity Act 2010) regulated suppliers are obliged to supply the goods/services. However, 
this obligation is not created by the rate regulation. 

                                                                                                                                                                                                                                                              
25 February 2013; Commerce Commission, Transpower Capital Expenditure Input Methodology: Reasons Paper, 31 January 2012; Commerce Commission, Input 

Methodologies (Transpower) Supplementary Reasons Paper for Leverage in Cost of Capital, 29 June 2012.  
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Question Sector  Answer 

regulation There are no consequences for the entity arising from the rate regulation for stopping 
supply. If it chooses to stop providing the goods/services it will face the obvious commercial 
consequences (for example, it could be sued by a customer for breach of contract) and 
would be liable for penalties where it breached a statutory obligation.  

4(b) Are the rights and 
obligations separable 
from the business? 

All The rights and obligations (if any) are attached to the business. Therefore, if the firm has 
breached the price regulation regulations it would be liable for compensation and pecuniary 
penalties under the Commerce Act 1986. 

For example the entitlement to recover (or repay) the EV account balances are not 
separable from Transpower. 

4(c) What happens to 
the rights or obligations 
when the entity ceases 
to provide the rate-
regulated goods or 
services 

Electricity 
distribution and gas 
pipelines 

Telecommunications 

The rights and obligations relating to compensation and penalties will continue. However, 
since the firm is no longer supplying the goods/services claw-back will not be an option. 

Electricity 
transmission 

The treatment of the EV accounts in the event of Transpower ceasing to be the owner and 
operator of the grid has not been contemplated.  When the historical balances have been 
cleared at the end of the 8 year period, it is thought the annual balances in the EV accounts 
should be relatively minor. 
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Attachment 2: List of references 

Legislation  

Commerce Act 1986. Available at: 
http://www.legislation.govt.nz/act/public/1986/0005/latest/DLM87623.html  

Telecommunications Act 2001. Available at: 
http://www.legislation.govt.nz/act/public/2001/0103/latest/DLM124961.html  

Electricity Distribution 

Commerce Commission, Electricity Distribution Services Input Methodologies Determination 
2012, 15 November 2012. Avaliable at: http://www.comcom.govt.nz/electricity-
distribution/  

Commerce Commission, Resetting the 2010-15 Default Price-Quality Paths for 16 Electricity 
Distributors, 30 November 2012. Available at: http://www.comcom.govt.nz/2010-2015-
default-price-quality-path/  

Commerce Commission, Invitation to have your say on Orion’s proposal to change its prices 
and quality standards, 1 May 2013. Available at: http://www.comcom.govt.nz/orion-cpp/  

Electricity Transmission 

The following documents are available at: http://www.comcom.govt.nz/transpower-input-
methodologies/  

Commerce Commission, Input Methodologies (Transpower): Reasons Paper, 
December 2010.  

Commerce Commission, Transpower Capital Expenditure Input Methodology: 
Reasons Paper, 31 January 2012.  

Commerce Commission, Input Methodologies (Transpower) Supplementary Reasons 
Paper for Leverage in Cost of Capital, 29 June 2012.  

Commerce Commission, Individual Price-Quality Path (Transpower): Reasons Paper, 
December 2010. Available at http://www.comcom.govt.nz/price-quality-regulation-that-
applies-to-transpower/  

Gas Pipelines 

The following documents area available at: http://www.comcom.govt.nz/gas-pipelines-2/  

Commerce Commission, Gas Distribution Services Input Methodologies 
Determination 2012, 25 February 2013. 

Commerce Commission, Gas Transmission Services Input Methodologies 
Determination 2012, 25 February 2013. 

http://www.legislation.govt.nz/act/public/1986/0005/latest/DLM87623.html
http://www.legislation.govt.nz/act/public/2001/0103/latest/DLM124961.html
http://www.comcom.govt.nz/electricity-distribution/
http://www.comcom.govt.nz/electricity-distribution/
http://www.comcom.govt.nz/2010-2015-default-price-quality-path/
http://www.comcom.govt.nz/2010-2015-default-price-quality-path/
http://www.comcom.govt.nz/orion-cpp/
http://www.comcom.govt.nz/transpower-input-methodologies/
http://www.comcom.govt.nz/transpower-input-methodologies/
http://www.comcom.govt.nz/price-quality-regulation-that-applies-to-transpower/
http://www.comcom.govt.nz/price-quality-regulation-that-applies-to-transpower/
http://www.comcom.govt.nz/gas-pipelines-2/
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Commerce Commission, Setting Default Price-Quality Paths for Suppliers of Gas Pipeline 
Services, 28 February 2013. Available at: http://www.comcom.govt.nz/initial-default-price-
quality-path/  

Telecommunications 

See: http://www.comcom.govt.nz/telecommunications/  

http://www.comcom.govt.nz/initial-default-price-quality-path/
http://www.comcom.govt.nz/initial-default-price-quality-path/
http://www.comcom.govt.nz/telecommunications/

