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ACCOUNTABILITY IN THE RETAIL AND DISTRIBUTION SECTORS OF
THE NEW ZEALAND ELECTRICITY INDUSTRY

ABSTRACT

Since the mid-1980s organisation of the electricity industry in New Zealand has been
radically reformed. The public sector reforms implemented by successive
governments between 1984 and 1999 aimed to reduce or eliminate government
involvement in business activities and to create competition within industries, some
of which might otherwise be natural monopolies. A “light-handed” regulatory
regime was introduced to monitor and control the electricity industry. To date, this
regime has rejected the use of price controls and associated methods in favour of
market-based methods involving competition and transparent accountability.
Corporate annual reports are therefore one of the prime ways in which organisations
meet their accountability obligations.

This research describes and explains the development of a disclosure index and the
results of its application to the 1999 annual reports of the 33 electricity retail and
distribution companies. The index was developed with the support of a panel
representing 15 stakeholder groups. The disclosure index is a complex measure. It
emphasises accountability through the provision of both financial and non-financial
information to meet the needs of a wide range of stakeholders. It is designed to
assess the comprehensiveness (both in extent and quality) of annual report
disclosures. It also incorporates a best-practice model of annual reporting for
electricity retail and distribution companies.

The use of the disclosure index highlights an information gap between stakeholder
expectations of information disclosure and the current level of disclosure in
electricity company annual reports. Out of a maximum possible Index score of 100,
the average score is 56 with a range from 15 to 72. Key areas of inadequate
disclosure from an accountability perspective relate to performance measures
(financial and non-financial), segmental information, asset valuation details, and cost
of electricity purchased/generated. The research also identified a need for trust-
owned companies to be as accountable as public companies. In this respect, copies
of the annual report in its entirety should be available to interested parties on request.
The concern is to make electricity companies and their activities more transparent by
providing sufficient, understandable and easily accessible financial and non-financial
information to allow stakeholders to fairly assess performance. The annual report is
an appropriate vehicle for providing this information as it is a comprehensive
document available to the public on a routine basis. Improved disclosure to meet
best-practice levels would contribute significantly to the effective information
sharing between companies and stakeholder groups - thus improving the
accountability of each entity. Feedback from the research provides each company
with indications of the parts of their reports which need attention if they wish to
improve the quality of their reporting.
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CHAPTER ONE

RESEARCH INTRODUCTION

1.1  INTRODUCTION

Economic entities which are significant in terms of their command over human and
material resources have a responsibility to report publicly (Gray, Owen and
Maunders, 1987). This responsibility is encompassed in the tenets of accountability
which impose an obligation on organisations to report, at least annually, on their
performance and activities. This research examines how the obligation to report has
been met by New Zealand electricity retail and distribution companies. It focuses on
the corporate annual report which has been identified as an important means of
communication and an appropriate vehicle for meeting accountability
responsibilities. The annual report is a comprehensive document that is widely
available on a routine basis. The research analyses current disclosure levels in
electricity company annual reports and develops a model of best disclosure practice.
It advocates publication of more information in those annual reports than is currently

provided.

This introductory chapter includes a brief background to the electricity industry
which is followed by statement of the research problem and objectives. The research
methodology is then introduced followed by an outline of the thesis presentation.

The chapter concludes by outlining the scope and limitations of the study.

1.2 BACKGROUND

The research is set within the reforms of the retail and distribution sectors of the New
Zealand electricity industry which commenced in 1987. The reforms were part of a
world-wide move away from centralised Government control towards decentralised,
competitive markets. The objective was to make the industry more efficient by
introducing market disciplines through competition. The Energy Companies Act
1992 moved the retail distribution sector of the industry from a local body

framework to a corporate structure which resulted in the transfer of the control of
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resources from the public to the private sector. As a result, accountability

requirements increased.

Electric power companies are generally involved with two types of business activity:
lines (distribution network) and electricity retailing. The monopoly nature of the
lines business imposes a requirement for some form of regulation to prevent the
abuse of monopoly power. In New Zealand, the electricity industry is monitored by
a light-handed regulatory regime the cornerstone of which is the Electricity
(Information Disclosure) Regulations 1994/99. These regulations are designed to
prevent monopoly line companies from exploiting their position by assisting
consumers and potential competitors to identify monopoly profits or other non-
competitive behaviour on the part of those companies. The regulations are enforced
by the Ministry of Commerce (recently renamed the Ministry of Economic
Development) and require detailed disclosure of information related to performance.
The Ministry publishes this information in a form which is “widely acknowledged as

incomprehensible for most consumers” (Macfie, 1998, p.4).

Concern has been expressed about the accountability of electricity retail and
distribution companies (Matthes,1996; Macalister,1997). This concern was
compounded during the 1998 Auckland power crisis. Mercury Energy’s inability to
provide a continuous supply was perceived to be linked to reforms in the electricity

industry particularly in the areas of corporate governance and risk management.'

Electricity companies provide a vital service in the economy and have a significant
impact on society. Therefore, they are required to account to those who are affected
by their performance. This accountability can be discharged by the provision of
information about company activities. Some researchers (Firth, 1979; Walker, 1988;
Marston and Shrives, 1991) consider that annual reports are the major medium by
which listed companies communicate information to stakeholders. The Corporate

Report, published in the United Kingdom in 1975, stated that ““corporate reports’ are

" Inquiry into the Auckland Power Supply Failure, Ministry of Commerce, 15 May, 1998.
% The term “corporate report” is synonymous with the term “annual report”.



Chapter One - Research Introduction 3

the primary means by which the management of an entity is able to fulfil its reporting
responsibility by demonstrating how resources with which it has been entrusted have
been used” (p.16). Coy and Pratt (1996) found that the annual report has an important
role in communicating and shaping the reality of the organisation in the public mind.
How this “reality” is perceived depends on the extent and quality of the information
provided in the annual report. Extent refers to the number of information items
disclosed and quality refers to the degree of detail given in respect of those
information items. The annual reports of New Zealand companies are subject to
minimum levels of information disclosure specified by the Financial Reporting Act
1993, in respect of compliance with Generally Accepted Accounting Practice
(GAAP), and the Companies Act 1993. Company law requires companies to
provide this information free of charge to all shareholders. It is contended that for an
industry that provides an essential service and has monopoly characteristics there
should be a higher level of accountability than in other industries. The higher level
of accountability encompasses the provision of voluntary information that meets the

needs of a wide range of stakeholders.

Analysis of financial statements included in the annual reports of electric power
companies over the period 1988-1992 (Hooks, 1995) showed there has been a
reduction in the amount of information disclosed in the annual reports from pre-
corporatisation to post-corporatisation. Therefore, the operations of electricity retail
and distribution companies, as disclosed in the annual reports, appear to be less
transparent than before the reforms. The Electricity (Information Disclosure)
Regulations 1994/99 impose additional reporting requirements on this sector as part
of the light-handed regulation regime but the information given is complex and
difficult to understand (see Electricity Information Disclosure Statistics, 1997-99).
According to the Ministry of Commerce, the information provided is of poor quality
and lacks timeliness (Newsletter, June, 1997). David Russell, Chief Executive of the
Consumers’ Institute stated that “only the big businesses have the clout to tear the
information apart and make sense of it all” (Macalister,1997, p.36). United
Networks, the largest lines company in New Zealand, stated in their March, 2000

submission to the Ministerial Inquiry into the electricity industry, that “the current
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regulated disclosures are very remote from consumers” (p.4). Improved disclosure in

the corporate annual report could overcome these problems.

1.3 PROBLEM STATEMENT

It is contended that because of the monopoly nature of the lines business of
electricity companies and the developing role of competition in the retail sector, the
annual report disclosure requirements of the Companies Act 1993 and Financial

Reporting Act 1993 do not fulfil an adequate accountability role for these sectors of
the industry.

1.4  RESEARCH PURPOSE AND OBJECTIVES

The purpose of the research is to develop and apply a model of best-practice
reporting for the annual reports of electricity retail and distribution companies in
New Zealand. The aim is to encourage greater accountability. To achieve this, the
research has the following specific objectives:

(a) To develop a disclosure index, from an accountability perspective, for
assessing the extent and quality of annual report disclosures of New Zealand
electricity retail and distribution companies, and to incorporate, within the
disclosure index, a model of best-practice reporting;

(b) To apply the index to the 1999 annual reports of electricity retail and
distribution companies in order to identify the extent and quality of
information currently disclosed;

(c) To review and discuss the findings with stakeholder panel members and
report preparers; and

(d) To make recommendations about annual reporting by the New Zealand

electricity industry in the light of the investigative findings.

1.5 METHODOLOGY

The research seeks to be descriptive, critical and then normative. The approach taken
incorporates a number of the elements of the scientific approach and complements
those with aspects of the naturalistic approaches, using subjective processes and

acknowledging the biases, values, knowledge and traditions of the researcher and of
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the stakeholder groups. The methodology therefore sits to the right of the centre point
identified by Laughlin (1995) as “middle-range” thinking as explained in chapter
three.

The research method includes a literature analysis, data collection by questionnaire,

interviews, stakeholder feedback, and an analysis of annual reports.

1.6 OUTLINE OF THE THESIS

The thesis 1s presented in nine chapters as follows:
Chapter One An Overview

Chapter Two New Zealand Electricity Industry, Retail and Distribution:
Background and Environment: To provide a setting for the
research topic, the thesis begins with a description of the
background and environment of what was initially the New
Zealand electricity retail distribution sector and subsequently
became two industry sectors — retail and distribution. This
chapter considers the reform process, the aims of the reforms
and the regulatory regime in which the industry sectors

operate.

Chapter Three Research Methodology and Method: This chapter states the
methodological assumptions that guide the research and

outlines and justifies the research methods used.

Chapter Four Accountability: The focus of the research is on the need for
accountability and the research is set within this theoretical
framework. This chapter examines the concept of
accountability and its relevance to the retail and distribution

sectors of the electricity industry.
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Chapter Five Literature Review: Chapter 5 provides a comprehensive
summary of relevant literature particularly in relation to
disclosure index studies. These studies form the basis for the
development of an industry-specific disclosure index for the
purpose of measuring both the extent and quality of annual

report disclosure.

Chapter Six: Construction of the Disclosure Index: The tenets of
accountability are linked to matters of annual report disclosure
in this chapter which describes the development of the

disclosure index.

Chapter Seven: Results and Discussion: This chapter provides an analysis
and description of the extent and quality of information
disclosure currently exhibited in the annual reports of the

electricity retail and distribution companies.

Chapter Eight: Review of Findings with Stakeholders and Report
Preparers:
To provide additional depth and richness to the research
findings, this chapter reports closing interviews with members
of the stakeholder panel and with Chief Financial Officers of a

representative group of electricity companies.
Chapter Nine: Summary, Recommendations and Conclusion

1.7  SCOPE AND LIMITATIONS

1.7.1 Scope

The research does not encompass the electricity industry as a whole. The scope of
the study is limited to the retail and distribution companies. At the commencement
of the research, these formed one sector of the industry. By 1999, as a result of

further legislative reform, these became two distinct sectors.
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The research involves a detailed analysis of annual reports but does not attempt to
determine the level of compliance with annual report disclosure legislation as stated

in the Companies Act 1993 and Financial Reporting Act 1993. Instead it adopts an

accountability perspective.

1.7.2 Limitations
Research of this nature has some limitations not least of which is the element of
subjectivity involved. Marston and Shrives (1991) pointed out that disclosure

indices involve subjective judgment on the part of the researchers. In this research

there is subjectivity involved in:
e Selecting the items for the disclosure index;
e Weighting disclosure items for their relative importance;
e Developing criteria for evaluating the quality of the disclosures; and

e Scoring the annual reports.

The researcher has sought to minimise this subjectivity by grounding the disclosure
index in the relevant literature, seeking stakeholder feedback at a number of critical
points in the research process, having two qualified accountants involved in the
scoring process, and involving Chief Financial Officers in the validation of the final
scores. Nevertheless the researcher concurs with Cooke and Wallace (1989) who
considered that disclosure is an abstract concept which cannot be measured directly

or precisely.

Marston and Shrives (1991) and Gray and Haslam (1990) acknowledged the
difficulty of constructing a disclosure index. Gray and Haslam (1990) considered
that there is no single, agreed-upon framework within which to conceptualise and
collect empirical evidence about the external reporting of organisations. However,
acknowledging the difficulty and the above limitations, this research enjoys the
freedom implied by Gray and Haslam and advances a model for improving

accountability.
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In addition to the “academic” limitations described above, the industry is in a state of
change and transformation. This has impacted on the research. Recent Government
legislation required electricity companies to divest either the retailing or distribution
(lines) business by 1 April 2004. In fact this divestment was essentially completed
by March 1999. The initial focus of the research - best practice reporting for
vertically integrated companies with monopoly components - has necessarily had to
be adapted and modified to accommodate this change. In addition, the number of
companies involved in electricity distribution and retailing has decreased during the

research period.

However, there are some advantages to researching this industry:

e The continuing nature of the industry reforms will ensure that the research
remains topical, even though it may be difficult to keep pace with them.

e The lines business will still remain a natural monopoly, and potentially new
monopolies may emerge through the amalgamation of the generation and
retailing businesses. It will remain important to monitor whether the wider
stakeholders are being served well by the standard of public accountability in

the industry.

On this positive note, the thesis begins by outlining the background to the retail and

distribution sectors of the electricity industry.



CHAPTER TWO

NEW ZEALAND ELECTRICITY INDUSTRY, RETAIL
AND DISTRIBUTION: BACKGROUND AND ENVIRONMENT

2.1 INTRODUCTION

In the mid-1980s the Government announced its decision to reform the electricity
industry. This chapter outlines the changes to the retail and distribution sectors of the

electricity industry from that time until 2000 as regulatory intervention became more

intrusive. The chapter is organised as follows:
2.2 Reforms and Corporatisation
2.3 Aims of the Reforms
24  Regulation
2.5 Regulation in New Zealand

2.6 Summary and Conclusion

Section 2.2 describes the key elements of the reform process. The next section outlines
the aims of the reforms and considers the issues of pricing and competition.
Regulations were imposed to control the monopoly components of the industry.
Section 2.4 examines regulatory methods and Section 2.5 details the components of the

New Zealand regulatory regime. A summary and conclusion end the chapter.

2.2 REFORMS AND CORPORATISATION

Changes in the electricity industry are part of an ongoing programme of economic
reform instituted by the 1984-1990 Labour Government, and continued by the National
Government to 1999. These economic reforms have been characterised by government
divestment of so-called “trading” enterprises. This is part of an international trend,
where governments have passed control of airlines, railways, telecommunications,
water supply (United Kingdom), airports and sea ports to the corporate sector. In many

cases this was done by the sale or distribution of shares.

Prior to the commencement of these reforms the electricity industry in New Zealand
was made up of two components:

1. The generation and transmission of electricity on a national basis (the “national



Chapter Two - NZ Electricity Industry Background 10

grid”), controlled by central government through the NZ Electricity Department
(wholesale sector).
2. The distribution and supply of electricity to end-consumers in each regional

franchise area, controlled by Electric Power Boards or Municipal Electricity

Departments (the retail sector).

This research is concerned with the second component; distribution which involves
the delivery of electricity from grid supply points to consumers, and supply which
involves the wholesale purchase of electricity and its retailing to consumers, including

marketing, metering and billing. Supply is commonly referred to as the retail sector.

In 1985 there were 61 electric power boards and municipal electricity departments
(Electricity Supply Authorities), each with an exclusive franchise to distribute
electricity in its designated area. Power Boards were managed by Board members who
were elected triennially by voters registered on local body rolls. Municipal Electricity
Departments were owned and operated by the local city or borough council, and

supplied electricity to premises in their area.

In May 1990, the Government announced that Electricity Supply Authorities would be
corporatised. The legislation subsequently enacted to give effect to this was as follows:
e The Electric Power Boards Amendment Act 1990;
e The Energy Companies Act 1992;
e The Electricity Act 1992 (effective from 1 April 1993);
e The Electricity Industry Reform Act 1998.

The effect of this legislation is discussed below.

e The Electric Power Boards Amendment Act 1990
This resulted in the removal of the elected Board members and the election process.
Commercial directors were appointed by Government to move each organisation
into a corporate structure. The remaining Board members who were not appointed
as directors became trustees. At this stage the trustees effectively had stewardship

of the Board’s assets, on behalf of the community, while corporate strategy and
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direction became the responsibility of the new directors.

The Energy Companies Act 1992

The Energy Companies Act provided for the corporatisation of the Electricity
Supply Authorities. Section 18 of the Act required each Electric Power Board and
Municipal Electricity Department to submit an Establishment Plan to affected
parties stating how a corporate structure would be achieved. The share allocation
plan was the key document in the Establishment Plan. These plans were
subsequently ratified by the Minister of Energy. The result was that initial
shareholdings in each company were dominated by:

1. Customers/electors in the previous franchise area, who were issued with “free”

shares.
2. Council/community trusts who held the shares on behalf of the ultimate owners

(the residents and ratepayers of the franchise district).

Some companies also introduced additional parties to the share register as
“comerstone” shareholders, for example, other energy companies, either New
Zealand or foreign domiciled who were offered shares at a price determined by the
directors. In the case of widespread shareholdings, shares were tradeable either on

the New Zealand stock exchange or through a secondary market.

The Electricity Act 1992

This resulted in the removal of franchise areas and the onus to supply all customers
within a supply area. Section 170 required electricity companies to account
separately for their energy trading and network distribution activities. This section
included other information disclosure requirements related to the monopoly side of

the industry.

The corporatisation process made electricity companies accountable to their

shareholders rather than customers. A focus on profit maximisation replaced the “old”

cost-plus pricing of the Electric Power Board era. The objective now was to ensure

that shareholders and lenders were rewarded with a competitive return on their

investment, and that there was an increase in shareholder wealth commensurate with
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the level of risk involved. In commenting on life after privatisation, Hyman (1986)
noted that “the company’s performance is related to bottom-line profit...and the
achievement of these profits will be important in maintaining the company’s share

price in the market and its ability to raise funds in the future” (p-136).

By mid-1998, as a result of the rationalisation process, there were 37 electric power

companies compared to 61 electric power boards and municipal electricity departments

before corporatisation. Most of these companies were collectively owned by local

government or electricity consumers through trusts.

The Electricity Industry Reform Act 1998
To hasten the reform process and ensure effective competition in the industry the
Electricity Industry Reform Act was passed in July 1998. The purpose of the Act
was twofold:
- to ensure costs and prices in the electricity industry are subject to sustained
downward pressure; and
- to ensure that the benefits of efficient electricity pricing flow through to all

classes of customers (Section 2 (1)(a)(b)).

This was to be achieved by separating electricity distribution from generation and
retail, and by promoting effective competition within electricity generation and
retail (Section 2 (1)(c)(d)). An electricity lines business conveys electricity by line
in New Zealand. An electricity retail (supply) business sells or generates
electricity. Consequently, no person involved in an electricity lines business may
be involved in an electricity retail business and no person involved in an electricity

retail business may be involved in an electricity lines business (Section 17 (1)(2)).

Electricity companies were required to achieve corporate separation by 1 April

1999 and ownership separation by 1 January 2004.

The ownership separation was intended to reduce the barriers to entry for any new

retailer and to reduce the ability for the incumbent retailer to cross-subsidise retail

customers and/or investments in generation from its lines business. Although the
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Electricity (Information Disclosure) Regulations 1994 required “ring-fencing” of the
respective businesses, it was thought that this was inadequate in terms of allowing
market participants to determine if such cross-subsidisation was occurring (Helm and
Jenkinson, 1998). The separation of the businesses had the advantage of improving
the information provided to the Ministry of Economic Development as that

information now related solely to the lines companies.

Announcement of the split-off requirement was followed by a period of intense
activity in the industry. The majority of electricity companies decided to retain their
lines business and to sell their retail business. In some cases contra deals were
struck, where one company sold its retail business to another, while acquiring the
lines network of the other party. Significantly, by far the largest investor in the
acquisition of electricity retail businesses has been the New Zealand Government,
through the two wholly state-owned generating companies, Contact Energy' and
Electricity Corporation of New Zealand (ECNZ). Within five months of the passing
of the Electricity Industry Reform Act 1998 these two companies gained control of
retail businesses which supply approximately half of the country’s power consumers.
Most of the industry implemented full ownership separation by April 1999, well
before the required date. The effects of the Electricity Reform Act 1998 are shown in
Table 2.1. The first grouping lists the companies that chose to remain in the lines
(distribution) business. The table shows the company name, the ownership of the
company and the name of the company which purchased the retail part of the original
business. Lines companies range in size from 5,000 electricity connections to nearly
500,000 connections and most are owned by trusts that were set up in accordance
with share allocation plans prepared under the Energy Companies Act 1992. The
second grouping lists the companies who chose to retain their retail business and
therefore sold their lines business. The third grouping lists the generation companies

which entered the retail market by buying blocks of customers from lines companies.

'Contact Energy has since been privatised (shares sold to Edison Mission Energy Ltd) and ECNZ has
been split into three state-owned companies: Meridian Energy, Genesis Energy, Mighty River Power.



Table 2.1

The Effects of the Electricity Reform Act 1998 (ownership split of network and retail businesses) at 1 September 2000

LINE COMPANIES

OWNERSHIP

RETAIL BUSINESS SOLD TO

Waitaki Power Ltd

Scanpower Ltd

CHB Power Ltd (Centralines Ltd)
Northpower Ltd

Waitaki Power Trust 100%

Scanpower Customer Trust 100%
CHB Consumers' Power Trust 100%
Northpower Electric Power Trust 100%

Meridian Energy Ltd
Meridian Energy Ltd
Meridian Energy Ltd
Meridian Energy Ltd

Horowhenua Energy Ltd (Electralines)
Counties Power Ltd

Tasman Energy Ltd (Network Tasman)
Top Energy Ltd

Alpine Energy Ltd

Eastland

Hawkes Bay

Mainpower

The Power Co

Electricity Invercargill

Horowhenua Energy Trust 100%

Counties Power Consumer Trust 100%

Tasman Electric Power Trust 100%

Bay of Islands Electric Power Trust 100%

District Councils 60%, Sth Canterbury Trust 40%
Eastland Energy Community Trust 100%

Hawkes Bay Power Consumers Trust 100%
Mainpower Trust 100%

Southland Electricity Power Supply Consumer Trust

Invercargill City Holdings 100%

Contact Energy Ltd
Contact Energy Ltd
Contact Energy Ltd
Contact Energy Ltd
Contact Energy Ltd
Contact Energy Ltd
Contact Energy Ltd
Contact Energy Ltd
Contact Energy Ltd

Contact Energy Ltd
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Central Power Ltd

Powerco Ltd

Wairarapa Electricity Ltd

Shares traded on Unlisted Securities Market
Palmerston Nth City Council largest shareholder
Shares traded on Unlisted Securities Market.
Controlled by New Plymouth City Council and
consumer trust

Company no longer exists

Genesis Energy Ltd

Genesis Energy Ltd

Genesis Energy Ltd

Bought Wairarapa Electricity network

Network sold to Powerco

Power New Zealand (UnitedNetworks)
Southpower (Crion)

Public co: Utilicorp 78% Shareholders Trust 10%
Council owned 100%

TransAlta
TransAlta

Purchased TransAlta, TrustPower networks

Otago Power Ltd

Waipa Power (Waipa Networks Ltd)
Central Electric Ltd

Marlborough Electric Ltd

Ashburton Electricity

Buller Electricity Ltd

Wairoa Power

Westpower

Consumer-owned co-operative

Waipa Power Trust 100%

(Now small trust-owned generating company)
Marlborough Electric Power Trust 100%
District Council and co-operative shareholders
Buller Electric Power Trust 100%

Company no longer exists

West Coast Electric Power Trust 100%

TrustPower
TrustPower
TrustPower
TrustPower
TrustPower
TrustPower
TrustPower
TrustPower

Sold network to Dunedin Electricity

Sold network to Eastland Energy

14



RETAIL BUSINESS SOLD TO NOTES

LINE COMPANIES

OWNERSHIP

Dunedin Electricity Ltd

Dunedin City Council
(network managed by Delta Utility Services)

TrustPower Sold Waipori Power (generation)
Bought Central Electric network

Mercury Energy Ltd (Vector Ltd)

Auckland Energy Consumer Trust 100%

Mighty River Power Co.

Waitomo Energy Services (The Lines Co.)

Waitomo Energy Services Consumer Trust 75%
King Country Electric Power Trust 25%

King Country Energy

Bought King Country Energy network

Bay of Plenty Electricity (Horizon Energy)

Bay of Plenty Consumer Trust 77%

Todd Energy Ltd

Sold generation to Pacific Hydro Ltd

WEL Energy

WEL Energy Trust; 5% traded on USM

Natural Gas Corporation

RETAIL COMPANIES

OWNERSHIP

NETWORK BUSINESS SOLD TO

(A) COMPANIES WHICH WERE INTEGRATED LINE COMPANIES / ELECTRICITY RETAILERS PRIOR TO 1999

TransAlta New Zealand Ltd

Controlled by Natural Gas Corporation (NGC)
(formerly controlied by TransAlta Canada)
Hutt Mana Energy Trust 12%

Sold network to UnitedNetworks 30% of retail market

Bought Power New Zealand retail
Bought SouthPower and Citipower retail

Trustpower

Public company.
Tauranga Electricity Consumers Trust 25%

Infratil NZ Ltd 29%

Sold network to UnitedNetworks 13% of retail market

Bought retail of: Otago Power, Waipa
Power, Central Power, Electricity
Ashburton, Westpower, Wairoa Power,
Marlborough Electric, BOP, Buller
Electricity, Waipori Power.

King Country Energy

Customers 61.6%, Todd Energy 20%
Waitomo Energy Services Customer Trust 8%
King Country Electricity Trust 10%

Shares traded on unlisted securities facility

Sold network to Waitomo Energy Services 1% of retail market
Bought retail of Waitomo Energy Services
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RETAIL COMPANIES OWNERSHIP RETAIL BUSINESS PURCHASED NOTES

(B) NEW COMPANIES ENTERING RETAIL ELECTRICITY RETAIL MARKET SINCE 1999 (note 3)

Meridian Energy

NZ Government (formerly part of ECNZ)

Waitaki Power, Scanpower, CHB
Power, Northpower

Main business - electricity generation
4% of retail market

Genesis Energy

NZ Government (formerly part of ECNZ)

Central Power, PowerCo, Wairarapa
Electricity

Main business - electricity generation
9% of retail market

Mighty River Power

NZ Government (formerly part of ECNZ)

Mercury Energy

Main business - electricity generation
16% of retail market

Contact Energy

Edison Mission Energy (40%)
(listed as public company in May 1999,
formerly part of ECNZ)

Horowhenua Energy, Counties Power,
Tasman Energy, Top Energy, Alpine
Energy, Eastland, Hawkes Bay,
Mainpower, The Power Company,
Electricity Invercargill

Main business - electricity generation
21% of retail market

Natural Gas Corporation

Australian Gas Light NZ Ltd 72%

WEL Energy

Main business - gas distribution and sales

5% of retail market

Todd Energy

Private ownership - Todd Group

Bay of Plenty Electricity

Main business - investment in energy sector

1% of retail market

Note 1. Alpine Energy, The Power Company, and Electricity Invercargill were previously shareholders in United Energy, an energy retailer.

These shares were sold to Contact Energy.
Note 2. The Power Co and Electricity Invercargill networks are managed by PowerNet.

Note 3. These companies have not been included in the 1998/99 Annual Report analysis.
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2.3  AIMS OF THE REFORMS
The Government’s objective in instituting these reforms was “to ensure the continuing
availability of energy services, at the lowest cost to the economy as a whole, consistent

with sustainable development” (Ministry of Commerce, 1998b, Part D). Two key
issues supported this objective:

* Pricing that reflects the true cost of providing electricity;

* Competition and choice for consumers (Electricity Industry Reform Act
1998, Sec 2 (1)(a)(b)).

A discussion of each of these issues follows.

2.3.1 Pricing

Pricing strategies have reflected the changing nature of the stakeholders in the
electricity distribution industry. Prior to restructuring, Electric Power Boards were
ultimately responsible to the electors, who were in the main domestic electricity
consumers. The over-riding concermn was to provide an acceptable level of service at a
low price to this group. Thus it was accepted that commercial electricity users (who
often expected a higher standard of availability and quality) would pay more than

domestic customers.

Because of their influence in the election process, domestic customers demanded (and
got) low prices; commercial customers accepted higher prices, as there was no
alternative. In general this did not become an issue for most commercial customers,
because with few exceptions, New Zealand industry is not “energy-intensive”, and
electricity costs do not form a major part of total costs. The result was general
acceptance that domestic electricity prices were subsidised by commercial and

industrial customers.

The environment in which electricity companies operate has changed. Domestic
customers no longer have control over the election of boards and directors, and, since
1999, competition has emerged in the retail sector. All customers can now ‘“shop

around” for the best energy price.
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The cross-subsidisation of pricing between domestic and commercial users was
eliminated as part of the restructuring process. This resulted in an increase in line
rental to household customers. From 1992-1997 electricity prices for domestic
customers and smaller users rose more than 34% compared to an 11.5% increase in the
consumers’ price index over the same period (Macalister, 1997, p.40)>. Why did this
happen? Basically, the selling prices of electricity were “allowed” to increase because
of two factors:
e alack of competition in the supply of electricity to domestic customers;
o the Government requirement to revalue distribution assets on the basis of
Optimised Deprival Value (ODV)’. Electricity companies then focused on

earning a commercial rate of return on those increased asset values.

While costs to some major electricity users have certainly decreased in response to
competitive pressures, it is evident from the steadily increasing gross margins since
1990 (Hooks, 1995) that electricity company shareholders have been the main

beneficiaries of the “price rebalancing” process.

In order to build market share in the competitive electricity retail business,
Government-owned generation companies offered reductions in price to residential
customers of up to 15%. However, as some line company assets had been purchased
for more than the Optimised Deprival Value of the distribution assets (in some cases
more than double ODV) and retail companies had paid up to $1,000 per customer for
retail businesses, this discount rate soon became unsustainable. However, it did alert
consumers to the fact that there were alternatives to the incumbent retailer. A
combative relationship developed between the retailers and the line companies and this
is one of the reasons for the Government seeking to impose a regulatory regime on line

companies’.

2 The price to commercial users declined from 20 cents per kWh in 1980 to about 12 cents in 1999.
Residential prices increased from 9 cents per kWh to about 14 cents (Report of the Ministerial
Inquiry, June 2000, p.19).

? Optimised Deprival Value is the lesser of Optimised Depreciated Replacement Cost or Economic
Value on a discounted cash flow basis (such being the greater of value in use or disposal value). It
stems from the premise that the value of an asset to an entity is the amount that the entity would lose
if deprived of that asset.

4 National Government, Minister of Energy, Hon. Max Bradford, in a speech to the Petroleum
Exploration Association, 13 October 1999.
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2.3.2 Competition

Prior to the electricity sector reforms, the distribution and supply of electricity was in
the public sector. The industry was a natural monopoly® with substantial sunk costs
associated with entry. It was therefore considered that competition was not
appropriate. The cost of providing two competing networks would probably not be
much less than twice what it would cost to provide a single network (Sharkey, 1982).
Progressively over the past decade, consecutive New Zealand governments have
pursued a strategy of removing barriers to competition in the electricity sector. The
primary objective of the Government’s privatisation programme was to encourage
competition. In referring to privatisation of the electricity industry in the United
Kingdom, Ogden (1997) stated that “the Government’s commitment to ‘the customer’
emphasises the view that customers’ interests are best served where competitive market
conditions are established” (p.533). In New Zealand it was expected that competition
between electricity companies would be encouraged by:

o efficiency gains,

e cheaper electricity purchases; and

e new levels of customer choice.

The first of these is a response of the company to match the price offered by more
efficient competitors. The second is an attempt to lower costs, again in response to
competitor behaviour. One strategy was to form purchasing agents to negotiate bulk
discounts for volume. For example, Power New Zealand, EnergyDirect and Dunedin
Electricity established a joint venture energy trader, Pacific Energy, whose principal
activity was the purchase and resale of bulk electricity on the wholesale market.
Another strategy was to invest in the construction of power stations to provide an
alternative source of power. The third effect, an indicator of developing competition
possible only with deregulation, was that power companies became able to compete for
energy sales, even though customers were initially on the networks of other companies.
However, according to Macalister (1997), at June 1997 only 7% of electricity had been
traded outside the former franchise areas in the four years since deregulation. The

Minister of Energy, Max Bradford, stated that “the volume of ‘off-network’ sales had

* A natural monopoly occurs when a single firm can supply a good at lower total cost than two or
more firms (Steiner, 2000).
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fallen from 5% two years ago to just over 3%” (NZ Herald, October 3, 1997).

Until 1998 most electric power companies operated in two businesses: they provided
the lines network down which electricity reaches the consumer and they bought and
sold electricity. The former has monopoly characteristics in that consumers and
retailers in a given location are unable to choose an alternative company to transmit
electricity to their homes or business premises. The business of trading energy is
theoretically open to competition. The objectives of reducing electricity prices and
providing choice for customers have involved a strategy of creating competition in
electricity generation and retailing. “Bringing competition and through this, lower
prices...is what the Government’s Electricity Reforms Act 1998 is all about” (Hon.
Max Bradford, Media Release, August 1998). In the new competitive environment
consumers are able to switch between retailers for the cost of a final meter reading.
This was facilitated by the introduction of deemed profiling in April 1999 which
allowed retailers to determine the cost of electricity sold to customers based on average
profiles of consumption. This has increased competition for customers in the retail
market and in the first year (to April 2000) 4.8% of total customers switched supplier.®
However, the structural changes have not completely solved the competition problem.
Trebilcock and Gal (1999) noted the need for both regulatory measures and
competition laws in order to ensure that structural changes achieve their goal. This
applies particularly to the transmission and distribution sectors of the electricity

industry where competition is largely absent.

Regulations have therefore been imposed in order to foster a competitive environment
and to protect consumers from unfair pricing regimes which could result from the
abuse of monopoly powers. The following two sections focus on the industry-specific
regulatory environment within which electricity retail and distribution companies
operate. Section 2.4 defines regulation then discusses some overseas regulatory

frameworks. Section 2.5 details New Zealand’s choice of regulatory environment.

¢ Report of Ministerial Inquiry into Electricity, June 2000, p.18.
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24  REGULATION

Mitnick (1980) defines regulation as “the intentional restriction of a subject’s choice of
activity, by an entity not directly party to or involved in the activity” (p.5). To be
regulated in some way “is to be governed,...controlled” (p.2). Regulation can therefore
be thought of as any type of pressure that induces businesses to change their behaviour
so as to increase overall benefits to the community. Regulation theories are based
mainly on public and private interest arguments. Public interest theories see regulation
as a means of improving societal welfare and correcting market imperfections such as
monopoly situations (Tower, 1991). Private interest theories include consumer
protection theory wherein rules are designed to correct abuses that adversely affect
certain groups (Mitnick, 1980) or for the protection and benefit of the public at large
(Stigler, 1971). Consumers are protected by price restrictions or quality controls - “by
encouraging the entry of firms that are more efficient...and by reducing industry profits
to the market rate of return” (Jordan, 1972, p.152). Regulation is therefore held to be a
substitute for competition (Farris and Sampson, 1973) and is a means of instituting

accountability requirements.

2.4.1 Methods of Regulation

There are two approaches to regulation of electricity industries — heavy-handed and
light-handed regulation. In the United States, and to a lesser extent the United
Kingdom, electricity companies are subject to heavy-handed regulation. This involves
stringent controls on prices and/or rates of return together with special purpose
regulatory bodies responsible for supervising operations. The aim is to create a
position for customers similar to that of a competitive industry where customers
exercise market power over industry competitors in order to obtain the desired
combination of price and quality (Ogden, 1997). The regulatory framework in those
countries aims to ensure that companies focus on becoming more efficient and that the
benefits of improved efficiency are passed to customers through lower prices and better

service (Miller and Rose, 1988).

In the United Kingdom the main instrument of regulation is price capping through
limiting permitted price increases to the Retail Price Index minus an efficiency factor

“x”. The “x” factor is a measure of the expected efficiency gains of the regulated utility
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and may be a negative or a positive number. During the regulatory period the company
can retain any efficiency gains it makes that exceed the “x” factor so that this provides
an incentive to minimize costs and improve productivity (Vass, 1992; Chisholm, 1994).
The price cap requirement is intended to reflect what the market might have determined
had there been a competitive environment. This form of regulation has been criticised
(Davies and Mclnnes, 1982; Sherman and Visscher, 1982; Kay, Mayer and Thompson,
1986) on the basis that it is difficult to determine whether the level of performance
achieved is the result of efficient management or is due to the exploitation of monopoly
power. It is also difficult to estimate the efficiencies the company can achieve, and to
set targets that enable the benefits of improved efficiency to be distributed equitably
between consumers and shareholders. McInnes (1990) noted that price regulation
provides incentives for managers to adopt income-reducing accounting policies in order
to argue a case for increased prices. It can also encourage companies to reduce costs by
lowering service or product quality. The Ministry of Commerce (1998) also expressed
these concemns about price cap regulation and noted the potential for the required

regulatory body to be captured by interest groups or to intervene in business decisions.

Rate of return regulation is used in the United States. In principle this allows the
company to set tariffs to recover costs plus a “fair” rate of return on the enterprise’s
capital assets (Jarrell, 1979). Therefore there is an incentive to increase total allowable
profits by increasing the value of total assets upon which the allowable profit is
computed (provided, that is, that the allowed rate of return exceeds the cost of capital to
the firm) (Kay et al., 1986; Jarrell, 1979). An increase in the value of assets reduces the
rate of return, providing evidence for an increase in electricity prices. Price cap
regulation is linked to rate of return regulation, as it is necessary to determine if the
prospective cash flows resulting from alternative price caps provide an excessive rate of

return to shareholders (Whittington, 1998).

In Australia, the states of New South Wales and Victoria have adopted revenue and
price capping as a means of regulating transmission and distribution activities.

Performance is monitored by State Regulators.
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25  REGULATION IN NEW ZEALAND

Prior to corporatisation, the objective of NZ electricity retail distribution businesses
was to deliver a service at reasonable cost. A more comprehensive regulatory regime
was therefore not needed. Corporatisation has resulted in a new objective -

maximisation of profits for shareholders - but the monopoly character of the

distribution sector of the industry has not changed.

The companies’ dual roles as distributors and energy sellers (prior to the Electricity
Industry Reform Act 1998) carried the risk of cross-subsidisation of the contestable
business at the expense of the line business customers who could be allocated an
excessive proportion of corporate costs. The dual roles also gave a protection from
competition as electricity companies could use their control of the distribution network
to deter entry into the potentially competitive activity of electricity supply. For
example, companies which are trust-owned pay a dividend to the trust, which often
distributes the proceeds by crediting customers’ power accounts. Mercury Energy
attempted to make this distribution dependent on whether the customer buys energy
from the power company. However, as the majority of power company profits are
derived from line services, the counter-argument is that the customer should continue
to receive the rebate even if purchasing energy from a competitor. It was therefore
difficult to establish a competitive market as the incumbent had been able to offer
more favourable prices by virtue of the fact that their existing customers were part-

owners of the business.

Because of the possibility of anti-competitive behaviour and monopoly pricing,
mechanisms have been developed to make electricity companies accountable for, and

to control, their performance.

The New Zealand Government sought to obtain the benefits of competition and
innovation without the heavy regulatory regimes in place in the United Kingdom and
the United States. New Zealand therefore adopted light-handed regulation through
yardstick monitoring. This approach, which is intended to put pressure on both costs
and prices, appears to be unique in the worldwide trend to electricity deregulation.

Light-handed regulation focuses particularly on the natural monopoly components of
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the industry (Ministry of Commerce, 1995).

In New Zealand there are four aspects to light-handed regulation:
 comprehensive information disclosure;
e general competition law;
e threat of heavy-handed regulation; and

e ownership separation.

These aspects are interdependent but it is useful to examine them separately.

2.5.1 Comprehensive Information Disclosure

Information disclosure is the cornerstone of the light-handed regulatory regime. The
Electricity (Information Disclosure) Regulations 1994/1999 under Section 170 of the
Electricity Act (1992) require that line companies provide extensive data on their
performance to the Ministry of Economic Development (MED). The initial 1994
regulations have been replaced by the 1999 regulations. These regulations take account
of industry restructuring following the Electricity Industry Reform Act 1998 and
therefore increase the focus of information disclosure on line businesses and minimise
disclosure by electricity retail companies. This is on the basis that retail businesses are
competitive. These regulations are designed to reveal abuse of market power by
electricity line companies by making the actions and activities of those companies
transparent. The intention is to:

e Discourage monopoly pricing by requiring line owners to disclose annually
audited financial statements, and comparable financial and efficiency
performance measures for their line businesses. Disclosure is required of
transfer payments between line and “other” businesses in which the company
has a related party relationship; and of methodologies used to allocate costs,
revenues, assets and liabilities between activities;

e Promote reliability of electricity lines, by requiring disclosure of asset
management plans and reliability performance measures; and

e Promote competition in electricity retailing by facilitating comparisons of
electricity retailing charges offered by competing retailers, by requiring line

owners to notify final consumers of the amount of their line charge (Ministry of
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Commerce, 1999).

The main impact of the revised information disclosure regulations was to remove
disclosure requirements for retailers and generators and to require line owners to
disclose asset management plans. The rules for the calculation of performance

measures were also tightened to ensure consistency in their application.

The disclosure of financial performance measures is a significant part of the light-
handed regulatory information disclosure regime. Regulations 16 and 17 of the
Disclosure Regulations require line businesses to disclose three measures:

e Return on Investment (ROI);

e Return on Equity (ROE); and

e Return on Funds (ROF).

These measures are intended to indicate each electricity power company’s strategy for
providing commercial returns to investors and for setting price levels (Ministry of
Commerce, 1994b). Return on Investment is in effect a regulatory cap. It is compared
with the Government’s estimate of a fair return for electricity companies determined by
using an after-tax weighted average cost of capital (WACC). This reflects the
appropriate rate of return for equity and debt funders of a business in line with the risks
and rewards associated with the business. Line businesses have relatively low risk and
therefore relatively low WACCs (Ministry of Commerce, 1997). This provides a
means of measuring financial performance against the Government target thereby
strengthening accountability. Returns consistently above WACCs for line businesses
may indicate monopoly profits. For the period 1995-1999 the Ministry of Commerce
considered that a nominal post-tax WACC for line companies of between 7.5 and 10

per cent was appropriate.’

There have been some problems with the above disclosures regime and these problems
have undermined the transparency of the electricity companies’ performance. For

example, the methodology for separation of the business activities, and the ODV

’ Report to the Ministerial Inquiry into Electricity, June 2000, p.14.
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calculations,® was not used consistently between companies. Matthes (1996) expressed
concern at the lack of truly comparable data against which power companies could
benchmark their performance. The regulations do not require disclosure of
revaluations, that is, they are not gazetted nor publicly disclosed. The extent to which
revaluations affect financial performance measures is not obvious. It is expected that
these problems will be overcome by the 1999 disclosure regulations which require the
use of “avoidable cost methodology” for allocating costs, revenues, assets and

liabilities among business activities and tighter ODV methodology.

It is possible to manipulate financial performance and efficiency measures such as
Return on Funds and Return on Equity by adjusting useful lives of assets, asset
valuations or expense allocation between business activities. Low returns can then be
used as an argument for increased electricity prices to consumers. Performance
measures are an important part of monitoring monopoly profits. In the 1997 and 1998
disclosures, some companies disregarded the methodology set by the regulations which
treats revaluations as a component of the return on investment in the year of
revaluation. The effect of this can be illustrated by the results reported by Enerco (a
gas distributor). Enerco’s Accounting Rate of Profit (ARP)’ with revaluations was
35.25%, without revaluations it would have been 6.4%'’. In a submission on the
Electricity (Information Disclosure) Regulations 1999 discussion,' the Electricity
Supply Authority (ESA) stated that the inclusion of revaluation factors in the
calculation of ARP led to substantial variation in reported ARPs between companies.
The reported statistics for the year ended 31 March 1998, showed that ARPs varied
from in excess of 90% to minus 11%. At March 1999 the equivalent measure (ROI)
ranged from 51.83% to 2.97%. This presents a poor basis for comparison when ARPs
are substantially distorted by cyclic ODV valuations and does not provide helpful
information about underlying profitability. Such inconsistent performance measures

are therefore of limited use to consumers or competitors in judging lines

¥ The Ministry of Commerce, 1998d, reported that not all companies had undertaken the economic
value v Optimised Depreciated Replacement Cost comparisons in arriving at an ODV valuation.

® Accounting Rate of Profit was replaced in the 1999 Electricity (Information Disclosure) Regulations
by Return on Investment. The calculation for both performance measures includes revaluations in the
numerator, with half the revaluations subtracted from the demoninator.

1° National Business Review, 3 April, 1998, p.71.

' 20 October 1998
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company performance. To be effective, yardstick monitoring requires specific criteria

to enable consistent and valid comparisons to be made from year to year.

The Ministerial Inquiry into the electricity industry assessed both returns on investment
and the asset base upon which those returns are calculated. As asset values increase so
do revenue requirements and therefore prices. In years subsequent to a revaluation, the
company has flexibility to increase prices without exceeding what may be considered
to be an acceptable WACC charge. The reliability of the asset valuation is crucial for

calculating the comparative financial performance of distribution companies'.

The nature and detail of the disclosures of financial information and performance
measures for the retail and distribution sectors of the electricity industry is an essential
part of the accountability for the industry. Line businesses are no longer integrated
with retail businesses. However, ownership separation is not a substitute for
information disclosure. Because lines companies are a natural monopoly, the risk of
excessive costs and margins remains. The aim of the disclosures is to increase
transparency and to provide a means for interested parties to detect anti-competitive
behaviour. To achieve this the information that is provided must be reliable,
comparable and consistent (NZ Statement of Concepts, 4.1) both inter and intra

company.

The above information disclosure requirements are backed by provisions in the
Commerce Act 1986. The light-handed regulatory approach was adopted on the
grounds that general competition law (Commerce Act 1986) should be sufficient to
deal with potential problems from abuse of monopoly power (Ministry of Commerce,

1995). Changes to that Act have been made to ensure that this is the case.

2.5.2 General Competition Law

The second form of regulation relates to remedies available in law if anti-competitive
behaviour is detected in the electricity industry. In this respect the Commerce Act 1986
provides the legal framework for general competition. The following provisions of this

Act are aimed at prohibiting anti-competitive behaviour and promoting competition in

'2 Report of the Ministerial Inquiry into Electricity, June 2000, p.13-15.
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the market:

* Section 27 prohibits contracts, arrangements or understandings which
substantially lessen competition.

* Section 36 prohibits businesses which are dominant in a market from
restricting entry of any person into a market or deterring competition in a
market.

e Part IV provides for the Government to impose price control in markets
where there is limited competition and where price control is considered to

be in the interests of consumers or suppliers.

Electricity companies can therefore be required, under the Commerce Act (1986), to
provide reasonable access to their networks by any of their competitors. If a company
deliberately takes anti-competitive action such as restricting access to its lines by
adopting particular pricing policies, the action would contravene sections 27 and 36.
For example, the Commerce Commission alleged that Southpower acted anti-
competitively in the way it tried to prevent competitors selling electricity to consumers
in Christchurch. It was alleged that Southpower overstated the costs of its monopoly
network business in 1994, understated the costs of its competitive electricity sales, and
imposed excessive charges on competitors that its own electricity sales business did not
have to pay. In April 1998, Southpower settled out of court with the Commerce
Commission. The settlement required Southpower to separate its business activities
into three separate companies each operating independently of each other. The
businesses were required to treat each other and independent electricity retailers in the

same way (Commerce Commission, 1998a).

In 1999 steps were taken to strengthen the Commerce Act’s ability to combat anti-
competitive behaviour. The Commerce Amendment Bill proposes significant
revisions in respect of S36 (abuse of dominance) and S47 (mergers and acquisitions).
The thrust of the proposed changes is to lower the threshold when a person is
“dominant” in a market. The Bill ensures that a test for anti-competitive behaviour
by a dominant firm is whether that behaviour has the effect or likely effect of

lessening competition’. As at October 2000, the Bill (including a Supplementary

'3 Explanatory Note to Commerce (Control of Dominant Position) Amendment Bill, No. 296-1.
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Order Paper) is before the Commerce Select Committee.

2.5.3 Threat of Heavy-Handed Regulation

If the above information disclosure and general competition laws do not result in
effective behaviour, the fall-back position is the threat of increased regulation. The
New Zealand Government chose light-handed regulation in the form of a disclosure
regime backed by anti-competitive sections of the Commerce Act (1986). This system
of control is reinforced by the specific provisions of Part IV of the Commerce Act 1986
for imposing price controls if there is clear evidence of excessive costs or profits, and
Section 63 of the Electricity Act 1992 which provides for price restraints to be imposed
in respect of electricity supplied to domestic premises. The Commerce (Controlled
Goods or Services) Amendment Bill (May 1999) proposed changes to Part IV of the
Commerce Act to give the Commerce Commission increased flexibility in
administering price control. This provided powers for the Commission to use
incentive-based price control or revenue caps such as CPI-X" and to set associated
service quality standards. The Bill effectively placed all electricity lines businesses
under price control to be administered by the Commerce Commission"”. The Bill
was defeated on its second reading but is indicative of an increasingly hands-on

approach by the Government as it seeks to overcome the imperfections of the market.

A Ministerial Inquiry into the electricity industry was established in February 2000
by the newly appointed Labour/Alliance Government. The objective in relation to
the distribution sector of the electricity industry was “to design a regulatory regime
that puts pressure on cost structures and prices” (Ministerial Inquiry, 2000, para.175).
The Inquiry supported the light-handed regulatory regime and recommended a
strengthening of the threat of heavy-handed regulation. Following consideration of

' the Government proposes to introduce

the recommendations of the Inquiry,
legislation to amend the Commerce Act to enable the Commission to use price
control techniques such as CPI-X. These controls will be imposed on individual line

companies if they breach thresholds set by the Commission in respect of price, rate of

14 CPI-X (Consumer Price Index) is the same as RPI-X used by the UK and explained in Sec 2.4.2.

' Commentary on Commerce (Controlled Goods or Services) Amendment Bill, May 1999, No.295-2.
'® Government Policy Statement, Further Development of New Zealand’s Electricity Industry,
October, 2000.
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return, or service quality. Further amendments will require the Commerce
Commission to undertake a recalculation of asset values for electricity lines and to

determine its preferred asset valuation methodology.

Within these policy changes the Government has sought to ensure that the threat of
regulatory intervention is a real one. The proposed legislation will be introduced

before the end of the year 2000 giving the Government powers to impose price

controls if necessary.

2.5.4 Ownership Separation

Littlechild (1986) concluded that competition is by far the most effective protection
against monopoly. Regulation is merely a stop-gap until sufficient competition
develops. This philosophy underlies the New Zealand approach in which the focus has
been to create competition in generation and supply (retail) and to regulate distribution
in order to facilitate this. Steps have been taken to prevent the abuse of a monopoly
position by restructuring electricity retail distribution companies to generate more
effective competition. The requirement for separation of ownership of the line and
retailing/generation components of electricity companies (Electricity Industry Reform
Act 1998, Sec. 2 (c)(d)) is effectively a fourth key component of the regulatory regime
for the electricity industry, and was seen as a necessary condition for the development

of a competitive market.

2.6 SUMMARY AND CONCLUSION

New Zealand’s electricity industry has undergone extensive change. Fifteen years ago
the generation and transmission system were government-owned and distributors and
retailers were publicly owned by local bodies. Today, although the government retains
sole ownership of the national grid (Transpower), private companies and three state-
owned enterprises compete to supply the wholesale market. Distribution and retail
businesses have been corporatised. Distribution companies are a mix of trust, local
body and public ownership and are prevented by legislation from owning retail
activities or significant generation. A number of retail companies are integrated with

generators and a competitive market for supply to final consumers is developing.
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New Zealand had a choice of a heavy-handed regulatory regime or a light-handed one.
Heavy-handed regulation depends on price control and an industry regulator. The
Ministry of Commerce (1995) stated a number of disadvantages to this method of
regulation including the tendency of the regulatory body to take over business decision-
making, regulators being captured by interest groups, and regulations which effectively
guarantee a cost plus rate of return and therefore reduce incentive for companies to
minimise costs. In New Zealand a light-handed regulatory approach has been adopted
on the grounds that the Commerce Act 1986 is sufficient to deal with potential
problems from the abuse of monopoly power. Specific policies have been provided to
complement the Commerce Act 1986. These have included comprehensive
information disclosure, monitoring of performance, and separating monopolies from
competitive activities. Information disclosure regulations for the electricity industry
took effect from 11 August 1994. The requirements for information about profitability,
efficiency, reliability and prices are more stringent than for the other network business
in New Zealand — telecommunications. The intention is to make excessive costs and
prices transparent and to enable inter-company comparisons to be made. It appears that
the information currently available is complex and difficult to understand. As part of
the 1998 reform package, the Government promised better published analysis of
disclosed information so that customers can see how the performance of their
electricity supply company compares with others (Ministry of Commerce, 1998b).

This research contends that key performance measures and disclosures should be
included in the annual reports of electricity retail and distribution companies.
Information on company performance would then be available to stakeholders in one
document. This acknowledges the combined roles of regulator (MED) and electricity
companies in what is intended to be a self-regulating environment. It also
acknowledges the need for effective communication of information. Despite a move
towards more heavy-handed regulation, information disclosure remains an important

part of the accountability process.



CHAPTER THREE

RESEARCH METHODOLOGY AND METHOD

3.1 INTRODUCTION

This chapter is presented in two parts. The first part describes the research
methodology and the second part details the research method. Methodology refers to
the principles by which adherents to any discipline learn to accept or reject
knowledge. The methodology is thus the guiding strategy that underlies the research
(Aitken, 1980). Method refers to the research process - the way in which data is

collected, analyzed and evaluated.

3.2 METHODOLOGY
Guba and Lincoln (1989) identified two broad research methodologies' as the most
widely used: scientific (commonly referred to as positivism) and naturalistic. This
section of the chapter is organised as follows:

3.2.1 Scientific and Naturalistic Approaches

3.2.2 A Tailor-made Approach

3.2.3 Middle-range Thinking

3.2.4 Summary and Conclusion

Section 3.2.1 considers the appropriateness of the scientific and naturalistic
methodologies, and the accompanying ontological’ and epistemological’
assumptions, for this research. The next two sections provide justification for the use
of a “tailor-made” approach that encompasses quantitative and qualitative methods
and “middle-range thinking” as described by Laughlin (1995). The methodology

part ends with a summary and conclusion.

' Methodology refers to ways to investigate the work and “...depends on ontological and
epistemological assumptions about the nature of reality and the best ways of gaining access to that
reality...” (House, 1994, p.15).

? Ontology is concerned with beliefs about physical and social reality (Chua, 1986).

? Epistemology examines the nature of knowledge and attempts to determine the limits of human
understanding. Central issues include how knowledge is derived, and how it is to be validated and
tested (Hutchinson, 1993).
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3.2.1 Scientific and naturalistic approaches

3.2.1.1 Scientific approach

Accounting research has traditionally supported the use of a scientific approach® as a
research methodology (Morgan, 1983; Chua, 1986). This methodology is grounded
ontologically in the positivist assumption that an objective reality exists and
epistemologically in the assumption that the observer and the observed are
independent — neither influences the other (Gui)a and Lincoln, 1989). Further
assumptions of this approach include:
* The social world can be frozen into a structured immobility thus enabling
objective measurement (Ng, 1984);
e The aim of research is to describe, explain, and to predict (Abdel-khalik and
Ajinkya, 1979);
e The inquiry can be both objective and value-free (Lincoln and Guba, 1985);
e The research produces verifiable and generalisable results (Guba and Lincoln,
1989);
e External and objective phenomena permit accurate observations and
measurements (Tomkins and Groves, 1983a); and
e Every observed action (effect) has a cause and every cause has an effect

(Guba and Lincoln, 1989).

These assumptions lead to a highly structured research approach which begins with a
theory or conceptual structure from which a number of hypotheses are developed.
Dependent and independent variables are then identified and data is collected and
subjected to mathematical and / or statistical techniques. A set of controls provides

strength to the verification of causality (Abdel-khalik and Ajinkya, 1979).

This research is based on the development and application of a disclosure index for
measuring the extent and quality of annual report disclosures. Research concerning
disclosure and disclosure indices has commonly supported a positivistic
methodology and been framed within the theories of agency, costly contracting, or

legitimacy. These theories have provided a useful framework for researchers to

* The term “scientific approach” is used rather than “scientific method” to recognise that there are a
range of methods within the “scientific” paradigm.
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investigate the incentives for voluntary reporting of information. The agency
framework identifies two parties who influence the activities of the firm —
shareholders (principals) and the managers (agents) they employ to run the firm.
Each party seeks to act in their own best interest. Managers seek financial rewards
for themselves, shareholders desire maximum profits. The focus of these two parties
is likely to differ giving rise to a conflict of interest and what is termed “agency
costs”. Agency theory is based on the assumption that agents act in their own best
interest to limit these costs. One way in which they can do this is by voluntarily
disclosing additional information that they have available to them. By demanding
more information disclosure in annual reports, shareholders can monitor managers

more effectively.

There are also contracts between managers and other groups such as bondholders and
customers (Jensen and Meckling, 1976). High leverage may increase conflict
between managers and bondholders resulting in bondholders imposing additional
monitoring. Such restrictions impose further agency costs (contracting costs).
Managers may therefore provide additional disclosure to reduce these costs. This
theory is referred to as costly contracting theory and suggests that contracting costs
will increase as a result of growth in firm size and separation of ownership and
control (Jensen and Meckling, 1976). Research grounded in agency and costly
contracting theories has sought to identify relationships between levels of annual
report disclosure and independent variables such as firm size, leverage, audit firm,

company listing status, and number of stockholders.

Research concerned with the relationship between the company and its environment
has used legitimacy theory as a framework to explain social and environmental
reporting by firms (Mathews, 1993). Legitimacy is a measure of the attitude of
society towards a company and its activities (Nasi et al., 1997). Legitimacy theory
considers that firms voluntarily disclose information in order to promote an image of
a socially aware company, thus counteracting possible threats to the firm’s

legitimacy which is based on the company’s image.

Previous research into annual report disclosures has therefore generally been

underpinned by three theories: agency theory and its related costly-contracting
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theory, and legitimacy theory. A scientific approach has been the methodological
choice. The intention has often been to explain the relationship between managers’
financial reporting decisions and compensation contracts, or variables such as
earnings and company size. However, while such studies postulate reasons why
managers disclose various amounts of information, Healy and Palepu (1993) noted
that they provide little evidence useful in assisting managers to form disclosure
strategies to communicate effectively with stakeholders. A concem for effective
communication between a company and its stakeholders is one of the motivations for
this research both in terms of the objectives of the research and the methodology
adopted. Preparers of annual reports must choose which information to disclose on
the basis of its usefulness to users (Davis, Menon and Morgan, 1982) and usefulness
depends on the needs of users. This research posits that the quality of communication
is improved when the needs of all users are recognised. The intention therefore is to
identify stakeholder information needs and to compare those to the extent of annual
report disclosure in order to determine if there is an information gap between the

two.

A scientific approach does not typically encompass a people-oriented feedback (or
phenomenological) process whereby the researched interact with the researcher so
helping to determine the research. A methodology which allows the researcher to
illustrate quantitative data with qualitative information and which enables the
researcher to hear and consider the opinions of the respondents in an iterative fashion
will provide a richer understanding than a solely scientific approach. In this research
the theoretical framework is one of accountability and the aim is to see “what is
going on” in the annual reports of the New Zealand electricity retail and distribution
companies. Description and judgement are essential in this evaluation process (Guba
and Lincoln, 1989). Therefore a scientific approach is not wholly appropriate. The
descriptive aspects of a naturalistic approach can provide qualitative information to

enrich quantitative research findings.

3.2.1.2 Naturalistic approach
The following benefits of adopting naturalistic methodology in respect of this

research have been identified:
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e It acknowledges the interdependence of individuals and organisations
(Morgan and Smircich, 1980) and the impossibility of separating the inquirer
from the inquired-into (Guba and Lincoln, 1989);

e It directs attention to the plurality of stakeholders and the different value
systems they may hold (Goddard and Powell, 1994);

It emphasises the importance of studying organisations in the context in
which they operate (Tomkins and Groves, 1983a);

e It takes into account the attitudes, biases, values, and traditions of the
researcher (Ng, 1984);

e It is concerned with people’s thoughts and feelings (Tomkins and Groves,
1983a);

e It acknowledges there is no objective form of information nor an objective
reality “out there” (Ng, 1984). It therefore emphasises the subjective nature
of information (Goddard and Powell, 1994);

e It appreciates the political nature of accounting systems (Goddard and
Powell, 1994);

e It allows the researcher to analyse the users’ perceptions of financial reports
(Ng, 1984); and

e [t favours purposive sampling (the researcher selects those from whom
feedback will be obtained on the basis of their knowledge and familiarity

with the topic) over random sampling (Lincoln and Guba, 1985).

In respect of this research, the naturalistic approach, which supports an interactive
epistemology, allows the researcher to purposively select stakeholders and to analyse
their perceptions of the annual report. This is important as individuals have
difference perceptions of annual reports and the accounting information contained
within them. The naturalistic approach acknowledges the biases and attitudes that
the stakeholders will bring to the research process and which the researcher brings to
bear on the research. In this research the researcher (inquirer) and the stakeholders
(inquired) work together. The naturalistic approach emphasises the subjective nature
of information and the importance of interpretation. Inquiry is understood to be
value-bound (Lincoln and Guba, 1985) which in no way diminishes its usefulness,

but rather enhances its potential as a knowledge gathering process.
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Having now considered the limitations and benefits of the scientific (positivistic) and

naturalistic approaches to the research it is now appropriate to outline in more detail
the approach taken.

3.2.2 A tailor-made approach

Patton (1990) considered that different research methods are appropriate for different
situations. In his opinion the issue is not whether one has adhered to the “prescribed
canons of either scientific method or naturalistic method” (p.39) but rather, whether
sensible choices of method have been made according to the purpose of the research
and the questions being investigated. There is not only considerable support for
tailor-made research approaches (Laughlin, 1981; Feyerabend, 1975; Reichardt and
Rallis, 1994) but also implicit recommendations for researchers to avoid an

“either/or” mentality to research design.

This research incorporates elements of both a scientific and a naturalistic approach.
It is underpinned by the disciplined and structured nature of a scientific approach and
makes extensive use of quantitative data. At the same time there is a concern to
complement this approach with the descriptive aspects of a naturalistic approach thus

providing qualitative information to enrich the quantitative findings.

The research design relies on the structured aspects of a scientific approach. It is
helpful to return to this approach and to use the process defined by Abdel-khalik and
Ajinka (1979) as a basis to outline the approach taken by the researcher.

Abdel-khalik and Ajinkya (1979) suggested a sequence of steps that would result in
an ideal scientific research design. Whilst they acknowledged a place for more
naturalistic approaches to accounting research, a scientific approach was considered
to be the ideal. The following steps show the influence of scientific method on this
research. The words in brackets and italics indicate the parts in the Abdel-khalik and
Ajinkya’s sequence that are not relevant to this research. The resulting steps reflect

the influence of a more naturalistic approach:

e Identify the research problem;
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Dhev'ek;p the conceptual and theoretical structure (including causal links and
chains);

. Oper.ationalize the theoretical constructs (and relationships and state the
specific hypotheses to be tested),

¢ Construct the research design;

* Implement this design by sampling and gathering data;
* Analyse observations (in order to test hypotheses);

e Evaluate the results; and

e Consider and specify limitations and constraints (Abdel-khalik and Ajinka,
1979, p.10)

Abdel-khalik and Ajinkya (1979) noted that few studies follow this demanding
sequence completely. The departures from their schedule as identified above are
made as a positive choice, as a way to incorporate naturalistic methodology into the
research rather than as a failure to meet all the requirements of the scientific method.
Measuring company information disclosure cannot be carried out in a precise
scientific way. Subjective judgement is an integral part of the evaluation process and
influences the selection of items for the disclosure index, the weighting of those
items for relative importance, the development of best-practice disclosure criteria and
the scoring of each annual report. Marston and Shrives (1991) noted that
researchers’ subjectivity cannot be completely removed, and considered it is not
reasonable to expect that it could be. Patton (1990) claimed that subjectivity is
inevitable regardless of the research method used. In this research, effort has been
made to minimise the subjectivity and to design and apply the main research tool, the

disclosure index, in as objective a way as possible.

The research design for this study has focused on the purpose of the research rather
than being restricted by one particular methodology. Laughlin (1981) argued for a
“certain liberalisation on methodology” (p.342). He noted that Feyerabend’s
“anything goes” approach acknowledges the benefits of being liberated from
traditional natural or social science methodologies by employing tailor-made
methodologies. Miles and Huberman (1984) contended that researchers should be

open to a “blend of epistemologies and procedures”, thus allowing the research
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objective to guide the research design, data collection process and data analysis

(p-20). This research uses a tailor-made approach which combines quantitative and

qualitative approaches.

Morgan and Smircich (1980) stated “...the dichotomy between quantitative
(scientific) and qualitative (naturalistic) research methods is a rough and
oversimplified one” (p.491). On a more philosophical note, Tomkins and Groves
(1983b) advised accountants to keep both sides of the bridge clearly in view in
designing their research. The researcher can take a position at some point along the

continuum — an interim paradigm (Tomkins and Groves, 1983a).

In this research, quantitative aspects of the research design included the collation of
questionnaire data; the comparison of weightings allocated by other researchers and
by the stakeholders to indicate the importance of each disclosure item; the scoring of
the annual report disclosures, and the reporting of those results by means of
numerical tables and statistical analysis. Qualitative aspects included an interview
with each member of the stakeholder panel, and the transcription, coding and
reporting of those interviews. In addition a number of validation checks were carried
out. Verbatim transcripts of the interviews were sent to each interviewee for
comment and correction. A pilot study was carried out to test the robustness of the
disclosure index and this was sent to the stakeholder panel for validation. Each
annual report was scored by the researcher and another accountant and arbitration
followed. Final scores from evaluating each annual report were sent to Chief
Financial Officers for their feedback and the research process ended with interviews
of stakeholders and electricity company representatives to discuss the research

findings.

This holistic approach to the research problem required subjective and interpretive
analysis — a qualitative approach. The use of a stakeholder panel rather than a large
sample survey was considered a more appropriate technique as it enabled qualitative
data to be incorporated thus giving breadth and depth to the research and meaning to
the numbers written in the questionnaire responses. By this means the researcher
was able to gain a better understanding of the issues of concern. As a result, this

tailor-made approach supports the interaction of the researcher and the researched to
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determine the optimum disclosure index. The research process is summarised in
Figure 3.1 which identifies both scientific and naturalistic approach aspects as well
as the use of quantitative and qualitative data. Such an approach has close parallels
with the “middle-range” approach as posited by Laughlin (1995). The next section

examines middle-range theory and its significance to this research.
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3.2.3 Middle-range thinking

Laughlin placed choices relating to ontology, epistemology, and methodology into
three broad bands — theory, methodology and change. Theory encompasses ontology
and epistemology. Change involves a decision on whether the intention of the

research is to achieve change in the phenomena being studied. The relationship

between these three areas is shown in Table 3.1.

The “fit” of this research into Laughlin’s (1995) paradigm is not exact. This research
has some elements of scientific method as identified by Laughlin (1995). In respect
of “Role of Theory” (ontology and epistemology) and ‘“Nature of Method”
(methodology) the research is placed “to the right” of middle-range thinking.
Adjustments to the Laughlin model are shown in bold in column 3 of Table 3.1 and
provide a summary of theory, methodology and change characteristics as used in this

research.
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Table 3.1

43

Laughlin’s Middle-range Thinking and the Tailor-made Approach Developed in

This Study

Middle-range Thinking

Tailor-made Approach

Theory characteristics

Ontological belief “Skeletal” generalizations “Skeletal” generalizations
possible’ possible
Role of theory “Skeletal” theory® with some | Definable theory with broad

broad understanding of
relationships

understanding of relationships

Methodology characteristics

Role of observer and human
nature belief

Observer important and
always part of the process of
discovery

Observer important and always
part of the process of discovery

Nature of method

Definable approach but
subject to refinement in actual
situations, invariably
qualitative

Definable approach —
structured, quantitative
method as well as qualitative

Data sought

Longitudinal, case-study
based. Heavily descriptive but
also analytical

Longitudinal and horizontal
study. Heavily descriptive but
also analytical

Conclusions derived

Reasonably conclusive tied to
“skeletal” theory and empirical
richness

Reasonably conclusive tied to
“skeletal” theory and empirical
richness

Validity criteria

Meanings: researchers +
researched

Meanings: researchers +
researched

Change characteristics

Medium emphasis open to
radical change and
maintenance of status quo

Medium emphasis open to
radical change and
maintenance of status quo

(Source: Adapted from Laughlin (1995, p. 80)

5 The skeleton metaphor is used by Laughlin (1995) to paint a picture of incompleteness. “Skeletal”
generalisations about reality require empirical detail to make them meaningful.
® «“Skeletal” theory is complemented by empirical detail. The empirical data is the “flesh” on the

skeleton.
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Middle-range thinking is appropriate to this research for a number of reasons:

e It encourages flexibility and diversity in the research process;
e It holds open the possibility that change may be important;

e It recognises a material reality distinct from the researcher and stakeholder

interpretations but at the same time is aware of the influence of bias and

perceptions;

e It acknowledges the importance of empirical detail to make the research more

meaningful and complete; and

e It incorporates both social and technical aspects of accounting systems in that
it identifies accounting as a social practice rather than a context-free

phenomenon (Laughlin, 1995, p.81).

Cooper and Sherer (1984) included some of the above aspects in their “political
economy” approach to accounting research. Hines (1989) and Dillard (1991) also
posited a sociopolitical role for accounting. This focus considers accounting within
an economic, social and political environment. Cooper and Sherer (1984) are of the
opinion that failure to reflect upon the context in which accounting operates ignores
the social value of accounting (annual) reports and leads to an emphasis that favours
the interests of shareholders over other groups in society. They suggested that
research should include three imperatives: be descriptive, be critical, and be
normative (p.219). Such an approach provides a broad framework for analysing
annual reports and understanding their role in the economy. It also acknowledges the
sociopolitical nature of the whole evaluation process. Cooper and Sherer (1984)
emphasized the importance of focusing on the annual report as a whole (rather than
just the financial statements) and called for recognition of the domination of

monopoly companies. Both these positions are endorsed in this research.

All three aspects - descriptive, critical, and normative — are encompassed within this
research. The “descriptive” element forms a substantial part of the research and
involves measuring and reporting on stakeholder needs as well as on the extent and
quality of annual report disclosures. Naturalistic approaches assist the description by

enriching the information. Recognition of the public interest concept encompasses
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the “critical” requirement. The intention is to “design corporate reports which may
lead to a fundamental improvement in social welfare” (Cooper and Sherer, 1984,
p.208). “Being normative” is reflected in the model for best disclosure practice. In
addition, Cooper and Sherer (1984) pointed out that all research is normative in the

sense that it is shaped by the researcher’s value judgements.

3.2.4 Summary and Conclusion

Although the distinction is somewhat simplistic, Morgan (1983) considered that the
scientific approach produces one kind of knowledge and that other research
paradigms are equally important and generate other kinds of knowledge. This
research seeks to be descriptive, critical and then normative. The approach used
incorporates a number of elements of the scientific approach and complements these
with aspects of the naturalistic approach using subjective processes and
acknowledging the biases, values, knowledge, and traditions of the researcher and
the stakeholder group. Therefore the ontological, epistemological and
methodological positions are generally encompassed within Laughlin’s (1995)
middle-range thinking. This approach overcomes some of the inadequacies of a
scientific approach and provides the researcher with sufficient flexibility to
accommodate some aspects of a naturalistic approach, in particular a reflection of the
needs of users of annual report information. For this research, sound empirical
understanding is necessary, enriched by qualitative insights and critical reflections
within a normative (accountability) framework that proposes better disclosure

practice.

Methodological assumptions indicate the research methods that are appropriate for
gathering valid evidence (Chua, 1986). The second part of the chapter describes the

research method.
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3.3 METHOD

This research uses a variety of research methods chosen because of their relevance to
the purpose of the research. This second part of the chapter is arranged as follows:
3.3.1 Research Preparation Process
3.3.2 Research Design
3.3.3 Triangulation

3.3.4 Summary and Conclusion

Section 3.3.1 describes each stage of the research preparation process. This
description is summarised in a flow diagram (Figure 3.2). Section 3.3.2 details the
stages involved in the research design and also includes a flow diagram (Figure 3.3).
The chapter concludes with some comments on triangulation and a summary of this

method section.

3.3.1 Research preparation process
The research preparation process is summarised in Figure 3.2 and described in this

section.
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Figure 3.2

Flow of the Research Preparation Process

Research Interest Defined

Exploratory Studies

Research Problem Defined

Literature Review

Research Objectives Stated

Research Questions Developed

Appropriate Research Method Determined

47
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Research Interest Defined

As the researcher has an interest in external financial reporting, consideration was
given to an appropriate industry on which to focus the research. It was decided that a
monopoly industry such as the electricity industry would be most appropriate. At
that time there were no Electricity (Information Disclosure) Regulations and retail
distribution companies were cross-subsidising business activities. The need for more

accountability was evident and the annual report was considered to be the most

suitable document for discharging that accountability.

Exploratory Studies and Research Problem Defined

With the corporatisation of the electricity retail and distribution industry sectors,
entities became accountable to shareholders rather than to customers / electors. This
resulted in a change in the objectives of financial reporting and in the financial
reporting itself as the focus moved from providing a service to ensuring profits for
owners. The preparation for this research began with exploratory studies that
investigated the change in financial reporting. Three separate studies were
undertaken. The first involved an analysis of the changes in the annual reports and
financial statements of five major electric power boards / companies over a period of
seven accounting periods, 1988-1994 (pre- and post- corporatisation). This was
essentially a comparison of accounting policies and key financial and efficiency
ratios over that period. The second study involved an analysis of the annual reports
of 37 electricity retail distribution companies for the year 1996-1997. The emphasis
of this study was on information disclosed in the Statement of Financial
Performance, and the extent to which segmental reporting was being used. The third
study involved a financial analyst who is also an author of an accounting text that
focuses on appropriate disclosure of financial information. The financial analyst
carried out a detailed analysis of the published financial statements of three
electricity companies and confirmed that disclosure levels were less than optimal for
a monopoly industry. The exploratory study therefore led to the definition of the

Problem Statement:

It is contended that because of the monopoly nature of the electricity lines business and the

developing role of competition in the retail sector, the annual report disclosure requirements
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of the Companies Act 1993 and the Financial Reporting Act 1993 do not fulfil an adequate
accountability role for those sectors of the industry.

Literature Review

A comprehensive review of the literature was carried out in order to gather
information on the design and use of disclosure indices as a research tool. From this

review a list of potential items for the proposed disclosure index was drawn up.

Research Objectives and Research Questions
The exploratory study and the literature review led to the development of two key
research objectives:

e To develop a disclosure index, from an accountability perspective, for assessing the extent
and quality of information disclosure in the annual reports of New Zealand electricity retail
and distribution companies, and to incorporate, within the index, a model of best-practice
reporting; and

o To apply the disclosure index to the 1999 annual reports of New Zealand electricity retail and

distribution companies with a view to making recommendations for future reporting.

The process of developing the research questions resulted from defining the research
problem and specifying the objectives. The following questions were used to guide
the research design, data collection process and data analysis:

1. What is meant by accountability in the retail and distribution sectors of the NZ electricity
industry?

2. What information do stakeholders consider should be disclosed in the annual reports of electricity
retail and distribution companies?

3. Are some information items more important than others?

4. Are the information needs of stakeholders being met?

5. How can “extent” of annual report disclosure be measured?

6. Should “quality” of disclosure be assessed as well as “extent” of disclosure? If so, how?

7. What is “best practice” disclosure for electricity companies?

Appropriate Research Method Determined
This preparatory work enabled an appropriate research method to be determined and

this is described in the following section.
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3.3.2 Research design

Following the initial preparation phase, the research was developed in three stages as

outlined in Figure 3.3.

Stage I involved the first steps in the development of the disclosure index. Full
details of this process together with justifications for the methods chosen are given in
chapter 6, “Construction of the Disclosure Index”. This section provides a summary
only. The main emphasis of the section is on the processes put in place to ensure the
validity and reliability of the research. Stage I sought to collect both quantitative and

qualitative information using methods appropriate to the research questions.

Data Collection

A list of potential items for the draft (skeletal) disclosure index was drawn up from
the extant literature and discussions with relevant parties. The data collection
process followed. The list of potential disclosure items was developed into a
questionnaire which was sent to a purposively-selected panel of experts who gave
feedback on the items they thought should be disclosed in the annual reports of
electricity retail and distribution companies from an accountability perspective. The
aim was to determine the type of information sought by different users of annual
reports. This method was chosen in preference to mailing a questionnaire to a large
random sample as the intention was to obtain an enriched study rather than to make
generalizations from the sample to the larger population. In addition, a large random
sample is likely to have a low response rate due to the specialised knowledge
required and time-consuming nature of the questions. The panel members also
weighted the items for level of importance using a five point rating scale. This
quantitative data was supplemented by qualitative data obtained by individually
interviewing each panel member. These were standardized open-ended interviews in
which respondents stated why they had rated each disclosure item as they had. This
gave an opportunity for participants to express their opinion or to clarify items in the

questionnaire.
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Data Analysis

The data analysis process involved transcription of the interview tapes and collation
of the questionnaire responses. The following validity checks were in place for each
of these processes:

* Each panel member was sent a copy of the verbatim transcription of their
interview and given an opportunity to comment on its validity.

e The weightings given by the panel of stakeholders were collated and a mean
weighting was calculated for each disclosure item. This mean was then
compared with the weightings given to each item by other researchers.
Comments from the stakeholder interviews were used to justify any
significant differences in the weightings and to enrich the numbers. Within
the context of “middle-range thinking” (Laughlin, 1995) the interviews added
“flesh to the skeleton™.

The data collection and analysis processes lead to the development of a Draft Index
of disclosure items and relevant weightings for level of importance to be used in the

index.

Development of Disclosure Index and Feedback

Stage II involved further development of the disclosure index. This development
related to criteria for assessing the quality of the disclosures. The degree of detail
required for “best practice” disclosure of each information item was identified and
stated as a benchmark against which to score quality of disclosure. Disclosures in
each annual report were compared to this benchmark and awarded an appropriate
score. Validation was an essential part of this process and involved the following
steps:

e A pilot study was carried out on 6 annual reports. The annual report
disclosures were scored by the researcher and by another academic
experienced in assessing annual report disclosures.

e The results of the pilot study were sent to the panel of stakeholders for further
feedback.

The index was finalised and made ready for stage III, the evaluation process.
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Evaluation Process

The most important validity check for this stage of the research related to the scoring
of disclosure levels in each annual report. It was important that this process be
consistent, careful and thorough. Precise and unambiguous benchmark criteria
assisted in this. A detailed score sheet was drawn up. Each annual report was read
and the page number reference for each disclosure item was recorded. Each item
was then checked carefully against the disclosure criteria and a score allocated. This
process was carried out methodically and meticulously by the researcher and
repeated independently by another accountant familiar with annual report
disclosures. An arbitration process followed. Both parties met after groups of three
reports had been scored and comparisons were made of scores given for every item
in the index. Where there were differences, the disclosure item and the best practice
criteria were read again and considerable discussion followed until a consensus was
reached. This process was conscientiously carried out for each and every annual
report and for each and every disclosure item. The intention was to provide a check
on any bias that could influence the evaluation and to ensure credibility and

consistency in the scoring.

There is support in the literature for validating scores in this way. Lincoln and Guba
(1985) asserted that reliability is typically demonstrated by replication. Because the
annual report remains constant over time there is no obstacle to repeating the
evaluation process. Christenson (1980) also noted that a result can be considered to
be objective if another observer using the same technique obtains the same results.
Marston and Shrives (1991) considered that index scores awarded to companies can

be considered to be reliable if results can be replicated by another researcher.

Final validation was obtained by sending the results to each Chief Financial Officer

for approval and feedback.

Results
The final part of Stage III involved careful analysis of the recorded annual report
scores and drawing conclusions from those results. This analysis had the following

aims:
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1. To compare the mean score obtained for each information item of the
disclosure index with the level of importance of that item as identified by the

mean weighting given to the item by the stakeholder panel.

2. To report the scores given to each information category for each company
and the final score for the annual report as a whole for each company. These
scores are arranged as follows:

e Highest to lowest scores for the annual report as a whole;
¢ Public companies compared to trust/council-owned companies; and

e Large companies compared to other companies.

3. To identify and report the strengths and weaknesses of the three highest

scoring and the three lowest scoring annual reports.

4. To examine any significant difference in the scores of large companies and
the other electricity companies, and between public companies and trust-
held/council-owned companies for the different information categories. The
analysis included the Anderson-Darling normality test, and the Kruskal-
Wallis test. Most parametric statistical techniques assume that the data
comes from a normal distribution with the same variance in the population.
An Anderson-Darling normality test was performed for each comparative
group to examine whether or not the observations rejected these assumptions.
All information categories rejected either one or both of these assumptions.
Therefore the non-parametric Kruskal-Wallis test was performed for all

information categories.
5. To examine and discuss the above findings.

Interviews with stakeholders and electricity company representatives

In order to complete the research process, further feedback was sought from
stakeholders and electricity company Chief Financial Officers. This involved a
second round of interviews in which opinions were sought on key findings from the

analysis of the results.
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An essential element in the research process has been the need to ensure that the
subjectivity involved is reduced as far as possible and to incorporate validation

checks at key points. This has involved using triangulation method as outlined in the

next section.

3.3.3 Triangulation
Triangulation involves multiple methods of observation. It is a strategy for reducing
bias in the data and is an essential requirement for ensuring that evaluation results
have credibility. Triangulation has been used in this research. Denzin (1978)
identified four basic types of triangulation:

e data triangulation which is the use of a variety of data sources in a study;

e investigator triangulation which involves different evaluators;

e theory triangulation in which multiple perspectives are used to interpret the

data; and
e methodological triangulation which involves a number of methods in the

research process.

In this research, data triangulation involved the use of quantitative and supporting
qualitative data - having interviews to support and extend the questionnaire data.
Investigator triangulation was also used. Two people independently scored each
annual report. The research included elements of scientific and naturalistic research

methods so methodological triangulation was also present.

Patton (1990) noted a fifth type of triangulation - analytical triangulation - in which
those who are studied review the findings. Analytical triangulation was also present
in this research. The results of the annual report evaluations were sent to Chief
Financial Officers for validation, and issues arising from the analysis of the results

were discussed with stakeholders and with electricity company representatives.

3.3.4 Summary and Conclusion
The research process was a structured one following through from research
objectives and questions to appropriate methods for data collection, analysis and

evaluation. Data was collected by means of a questionnaire sent to stakeholders
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represented by a panel of experts, interviews with stakeholders, and analysis and
evaluation of each electricity retail and distribution company’s annual report. The

data collection, analysis and evaluation processes were systematic, careful and
thoughtful.

Judgement was an integral part of the whole process, particularly the evaluation
process. Therefore, clearly defined criteria against which to make these judgements
were put in place. The criteria for assessing the quality of disclosures were carefully
applied but even so judgements were subjective as were the criteria themselves. The
selection of the disclosure items and the opinions of stakeholders reflected in the
weighting for importance of each disclosure item were also subjective. Accordingly,
neither the data collection nor the evaluation process could be said to be value-free or
completely objective. Nevertheless, careful validity checks were made throughout

the research process to ensure the reliability of the results.

It is unlikely that another researcher would produce exactly the same disclosure
index, but given the detailed and structured nature of the evaluation process, another
researcher is more likely to obtain the same score in applying the index to corporate
annual reports. However, the credibility of the results will be proven by their
acceptance as reasonable by those most interested in and knowledgeable about
electricity company annual reporting, especially preparers and board members. The
credibility of the results will also be proven by the ability of the findings to motivate
change in the annual reporting of information by electricity retail and distribution

companies.



CHAPTER FOUR

ACCOUNTABILITY

4.1 INTRODUCTION

This chapter describes the theoretical framework of accountability within which the
research is set. This theoretical framework influenced the development of the

disclosure index to measure the extent and quality of information presented in

electricity company annual reports.

The Corporate Report (1975) states that: “Public accountability...arises from the
custodial role played in the community by economic entities” (para. 1.3).
Corporatisation of the electricity industry has resulted in the transfer of ownership and
management of resources (particularly electricity transmission and distribution
networks) from local communities to electricity companies. Command over those
resources imposes an accountability requirement - a system of checks and balances
(Briloff, 1986). As these companies increase their power and influence in society their
accountability becomes more important. This chapter addresses that accountability by
discussing four aspects in the following sections:

4.2  What is Accountability?

43 Accountability to Whom?

44  Discharging Accountability

4.5  Accountability, Regulation, and Trust.

Section 4.2 considers what accountability is by considering stewardship and agency
relationships. The monopoly nature of the electricity lines businesses extends
accountability beyond the commonly cited two party relationship. Section 4.3 focuses
on the parties to whom accountability is owed in a general sense and then considers the

retail and distribution sectors of the New Zealand electricity industry in particular.

Having posited that the electricity industry has wide accountability obligations, section
4.4 considers how that accountability is discharged. It addresses some aspects of
information provision — financial and non-financial information; decision-usefulness

and accountability; qualitative characteristics; elements of accountability; performance
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measures; and the annual report.

Although the New Zealand economy is driven by free market policies, some sectors of
the electricity industry are subject to regulation. Accountability can be imposed by
regulation but if that regulation is not forthcoming, then accountability depends on a
relationship between management and stakeholders that encompasses trust. A
discussion on these concepts is included in section 4.5 and a summary and conclusion

end the chapter.

42  WHAT IS ACCOUNTABILITY?

Jackson (1982) considered that accountability “involves explaining or justifying what
has been done, what is being done and what has been planned....Thus, one party is
accountable to another in the sense that one of the parties has a right to call upon the
other to give an account of his activities” (p.220). A number of authors (Benston,
1982; Tricker, 1983; Stewart, 1984; Sherman, 1988; Van Peursem, 1990; Gray and
Jenkins, 1993; Guthrie,1993; Demeritte, 1995) support this concept of accountability.
If one party has a right to an account, the other party conversely has a duty to give that

account.

The Australian Conceptual Framework (Statement of Accounting Concepts (SAC2))
defines accountability as “...the responsibility to provide information to enable users
to make informed judgements about the performance, financial position, financing
and investing, and compliance of the reporting entity” (para. 5).' Mulgan (1997)
stated that accountability is the responsibility of one person to another as the result of
a relationship in which one person (or group) entrusts another with the performance
of certain duties. In return the person (group) responsible for performance, is
responsible to the person (group) to whom the duty is performed. Such “relational

responsibility” is the foundation of a company structure (p.26).

Tricker (1983) included this “relational responsibility” as part of overall corporate

governance and identified a conceptual relationship between corporate governance

' The Australian Conceptual Framework is examined here as it is a more detailed document than the
New Zealand Statement of Concepts and therefore discusses the concepts in greater depth.
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and accountability. As an element of corporate governance, accountability is the
process by which the company is held accountable for the outcomes of its decisions

and actions. In this stewardship sense, accountability ensures that delegated power is

not abused.

Accountability therefore encompasses a responsibility to “give an account” to those
to whom one is accountable. It stems from the stewardship responsibilities of
company managers and the impact companies have on society. The next section
addresses the issue: to whom are companies, and the electricity and distribution
companies in particular, accountable? Who has the right to information about the

company?

43 ACCOUNTABILITY TO WHOM?

The separation of ownership and management in a company structure has
traditionally imposed a stewardship relationship between owners (shareholders) and
managers. Managers are stewards of the resources provided to them by owners and a
stewardship relationship begins when the manager accepts the resources and related
responsibilities (Gray and Jenkins, 1993). The steward (manager) is required to
account for the resources entrusted to him or her. This relationship is demonstrated
in “The “Classical Stewardship” model adapted from Chen (1975) and shown in
Figure 4.1.

Figure 4.1
The Classical Stewardship Concept

Employees
Customers Property > > Right to use and )
Regulators > Ownershi without power to Management
Suppliers control
Society

T Stewardship \
Responsibility

Adapted from Chen (1975, p.538)
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Within this stewardship model, the owners control the business and managers are

held responsible solely for the owners’ interests.

The stewardship function may be explained in an agency relationship in which there
is a contractual relationship between two parties: the Agent and the Principal (Lee,
Staunton and Eddie, 1999). The Principal passes control of resources to the Agent on
the basis of a contractual relationship. This contractual relationship requires the
Agent to provide information to the Principal in respect of the custody and use of the
owner’s resources (Perks, 1993; Sherer and Kent, 1983). The Agent is thus the
accountor, that is, the one required to give an account. In a company structure this is
generally acknowledged to be the directors. The Principal is the accountee and the
one to whom the account is given, for example, the shareholders. Accountability is
necessary because of the separation that exists between the functions of the Principal

and the Agent. The accountability relationship provides the control linkage.

There is some difficulty in extending the Principal-Agent model to this research as
the intention is to acknowledge multiple Principals (stakeholders), a concept that
does not fit easily into the model. In this respect, Shankman (1999) noted that
agency and stakeholder views of the firm are often described as polar opposites.’

According to Sherer and Kent (1983) and Gray et al. (1995) the scope of
accountability is broader than the relationship between owners (Principal) and
managers (Agent). It extends to all parties affected by the activities of the
organisation. In their view managers are agents for each set of participants and for
the participants as a whole. Therefore, accountability has a broader perspective than
the shareholder/manager relationship of the stewardship function (Beaver, 1981;
Mitroff, 1983). Chen (1975) stated that management is not merely the steward of the
owners but also of employers, customers and society as a whole. In her opinion, large
businesses are “public stewards” (p.539). This relationship is shown in Figure 4.2
which depicts the interests of the owner group and other stakeholders as of equal

importance.

21t should be noted that Shankman (1999) argued that agency theory must include a recognition of
stakeholders in order to overcome “the institutionalized bias in the marketplace towards the interest of
shareholders over other stakeholders” (p.330).
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Figure 4.2
The Managerial Accountability Concept
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Adapted from Chen (1975, p.539)

This research recognises the responsibility of corporate management to give an
account to a broad group of stakeholders. By law, companies have an obligation to
report (give an account) to shareholders on their activities (stewardship). However,
because of the impact that companies have on society in an economic, social,
political and financial sense, this obligation is extended to the broader “responsibility
to report to society”. This view is endorsed by Gray et al. (1987) who considered
that an economic entity has a responsibility to report publicly if the results of its
activities have significant economic implications for the community as a whole. The
view is also supported by the New Zealand Statement of Concepts for General
Purpose Financial Reporting which state that the responsibility to report publicly is
broader than the legal obligation and arises from the role played in the community by
the reporting entity (cl.2.2). This establishes accountability responsibilities to user

groups other than shareholders.

Anshen (1980) stated that society gives the corporation permission to operate, thereby
contributing to the viability of the organisation. Therefore, the corporation is
accountable to society for the way in which it operates. This research posits that
“society” includes anyone who has an interest in or is affected by the decisions of the
reporting entity - lenders, shareholders, employees, consumers, suppliers, government,

regulatory authorities, communities and the public generally. This list encompasses
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those with a direct and an indirect interest in the company. The group are collectively
referred to as “stakeholders of the electricity retail and distribution companies”. Tower
(1993) used the term “stakeholders” to describe the accountee groups considered to
have a right to corporate data. This extends the concept of stakeholders beyond those
with whom the company has a contractual relationship and acknowledges that all
individuals are in some way stakeholders in the firm’s activities (Freeman, 1984) and
that the interests of those stakeholders are “of intrinsic value” (Shankman, 1999,
p.323).

Mulgan (1997) noted that SAC2’ acknowledges this by suggesting the following

groups of users of general purpose reports. Possible examples of each group are

included in brackets:
e Resource providers (includes employees, lenders, creditors, suppliers, investors,
taxpayers, parliament),
e Recipients of goods and services (includes customers, ratepayers, taxpayers);
e Parties performing a review or oversight function (includes media,

environmental groups, consumer’ advocates, analysts, auditors).*

In addition to the above groups of general purpose report users, Coy, Dixon, Buchanan
and Tower (1997) identified comparable organisations - sibling organisations/
competitors - as another user group. In acknowledging that companies are accountable
to all these groups of users SAC2 promotes the stakeholder concept of accountability

that is adopted in this research.

Parker (1982) identified annual report users as a large, heterogeneous audience engaged
in a wide variety of activities. It is interesting to note that Perry (1999) reported that
KPMG have acknowledged this wider audience in their model annual report for 1999
which moves beyond the shareholder focus to recognise a range of stakeholders

including employees, customers and local communities.

Accordingly, the accountability of the retail and distribution sectors of the electricity

3 SAC2 is the Australian Statement of Accounting Concepts.
“The New Zealand Statement of Concepts identifies three groups: resource providers; representatives
of groups such as voters or shareholders; analysts and media (c1.2.3).
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industry is considered in relation to a wide range of groups in society who effect or are
affected by the company’s performance. It acknowledges accountability to the three
categories of stakeholders as identified by Rubenstein (1986):
e Input stakeholders — owners, employees, suppliers and creditors;
¢ Output stakeholders - consumers, distributors and users of the company’s
product; and
* Environment stakeholders - the community, local and central government,

competitors and other interested parties.

It is contended that accountability to output and environment stakeholders, particularly
consumers, users, and the local community, is proportionately more important if the
product produced is essential to life, and there is no alternative supply. This applies
particularly to the lines segment of the electricity distribution industry. A continuous
supply of electricity is critical to the survival of industry, communities, and society as
we know it. There is currently only one network in each community to deliver this

commodity.

Each lines business is commonly described as a “natural monopoly”. This has been
achieved because of certain privileges which have been offered in the past to these
businesses by the government and by the community in which each business operates.
These privileges have included the granting of exclusive franchise areas, the ability to
rate property owners to provide an assured income stream, and the availability of
Government-guaranteed finance at favourable rates. While these special privileges
have now been terminated, the fact that they existed for over 60 years has given power
companies an economic advantage over any prospective new market entrants. This

ensures that the monopoly position will endure for many years.

In these circumstances it is contended that consumers and the community have a right
to demand a higher level of accountability than other industries where the barriers to
new entrants are not as high, or where the product is not so critical to modern life as it

exists.

It should also be noted that the majority of electricity company owners in New Zealand
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are trusts. The capital beneficiaries under these trusts are the councils, electors, or
electricity consumers in the area that was served by the trust when it was set up. These
beneficiaries are important stakeholders, particularly as they are likely to have dual

roles, as customers and as owners. How power companies account to these

stakeholders is therefore very important.

Because of their role in the community, electricity companies have a broad
accountability in respect of those to whom they report. This has a direct influence on
the reporting approach of the entity, emphasising the need to ensure corporate
accountability by broadening the scope of the information provided to the public.
Only then can corporate accountability be properly discharged. The next section

considers how this may be done.

44  DISCHARGING ACCOUNTABILITY
Accountability is manifested through appropriate information being made available to
stakeholders. This section considers how accountability is discharged by examining
the following aspects of information disclosure:

¢ Financial and non-financial information;

e Accountability versus decision-usefulness;

¢ Qualitative characteristics;

¢ Elements of accountability; and

e Performance measures.

Finally there is a discussion on the role of the annual report in drawing these

components together.

4.4.1 Financial and non-financial information

In considering the elements of accountability Day and Klein (1987) stated that
accountability “is all about the construction of an agreed language or currency of
discourse about conduct and performance, and the criteria that should be used in
assessing them” (p.2). From a corporate entity point of view, the “agreed language”
has been the language of accounting, and accountability has traditionally been

discharged through the publication of financial reports. Such reports are the main
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means of communicating financial information about the company to third parties and
so are fundamental to discharging accountability to these stakeholders (Walker, 1988;
Firth 1979). Miah (1990) noted that financial accountability is discharged when an
entity reports in such a manner that financial viability is revealed, the costs of providing
services are disclosed and the efficiency and effectiveness of operations can be

assessed. This reflects the legal requirement for companies to provide audited financial

statements to shareholders on an annual basis.

However, accountability requires more than just financial information. It includes
non-financial information and the evaluation of that information. According to
Stewart (1984) financial language is important to accountability, but if it is the only
language, the basis of accountability will be limited. Gray et al. (1987) agreed and
described accountability as the, “onus, requirement, or responsibility to provide an
account (by no means only a financial account) or reckoning of the actions for which
one is held responsible” (p.2). In their opinion accountability is being liable to be
called upon to account for that for which one is answerable within a wider context

than the financial statements in the annual report.

In similar vein other researchers (Ramanathan, 1985; Miah, 1988, 1991; Wallman,
1996; Hughes, 2000) have argued that non-financial information is necessary for
stakeholders to evaluate the performance of an entity. Such information enhances the

usefulness of corporate annual reports.

The New Zealand Statement of Concepts acknowledges the need to extend the
accountability of companies beyond the traditional role of providing a financial
account to stakeholders: ...As the transactions and events being reported may have
both financial and non-financial effects, general-purpose financial reports may contain

both financial and non-financial information (cl.1.5).

In summary, information — both financial and non-financial — is needed in order to
discharge accountability. Information is also used for decision making. Should one
of these roles be more important than the other when considering what should be

disclosed in an annual report? The next section considers this question.
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4.4.2  Accountability versus decision usefulness

Belkaoui (1983) expressed a commonly held view when he stated that the primary
function of corporate reports is to provide useful information to assist decision making.
More recently, others (Ijiri, 1983; Roberts and Scapens, 1985; Williams, 1987; Porter
1990; Tower, 1993; Coy, 1995) have argued that an accountability framework is

superior to a decision usefulness one.

[jiri (1983) noted that, in an accountability-based framework, the objective is to provide
a system of information flow between the accountor and the accountee. The
accountability paradigm thus has two essential aspects:

e the provision of information; and

e the accountee group.

The first aspect acknowledges the fundamental responsibility of companies to account
for their performance and position through the provision of information (Mulgan,
1997). Under an accountability paradigm corporate reports would provide more
comprehensive information. This would include a description of the organisation and
its participants, the identification of objectives and targets, the provision of relevant
information to monitor progress towards those objectives and targets (Sherer and Kent,
1983) as well as a range of performance measures and greater emphasis on future
prospects. The second aspect evolves from the accountability function of corporate
reports as described at the beginning of this chapter. It acknowledges the need to report
to a number of “accountee groups...or even the entire society” (Porter, 1990, p.51).

The accountability paradigm is thus a broad one.

The decision usefulness paradigm is based on an assumption that the purpose of
corporate reports is to assist users in making decisions about investing in or financing
the reporting entity (NZ Statement of Concepts, cl.3.1(c)). Therefore, the emphasis
is generally on providing information to investors to support economic decisions.
The decision usefulness approach implies that only information relevant to this
decision making process should be included in corporate annual reports. Such an
approach “is based on a concept of markets, and assumes resources will be allocated

more efficiently when rational economic decisions are facilitated” (Coy, Fischer and
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Gordon, 2000, p.4)

The accountability paradigm adopted for the purpose of this research is based on the
premise that accountability reports would be more comprehensive and meet the needs
of a wider user group than decision-based reports. Tower (1993) considered that an
accountability-based framework is concerned with the interests of both the accountee
and the accountor and that the objective of achieving fairness for both is not a
requirement of a decision-based system. In discussing the concept of accountability
Stanton (1997) noted that faimess is an inherent property of accountability. The
principle of fairness is important for ensuring equity among stakeholder groups. It
acknowledges that annual report information must meet the needs of all users, not
just those who have primarily economic decisions to make about the reporting entity
(Coy et al., 2000). This was a further consideration in adopting the accountability
focus for the research, and forms the basis of a call for the provision of more
information than is currently provided in the corporate reports of New Zealand

electricity retail and distribution companies.

Because the focus of the research is on the corporate report as a whole and therefore
on financial and non-financial information, the decision-usefulness objective
becomes embodied within the accountability framework to some extent. However, it
is not the primary focus in determining the information needs of users. As Mulgan
(1997) noted: “...the process of reporting is matched by a complementary process of
information-seeking and investigation on the part of those in authority to whom
accountability is owed” (p.27). This dual decision-making and accountability role is
supported by Jones (1992) who stated that “if the accountee was entirely passive,
accountability would be an empty notion” (p.260). Accountability therefore implies
some purpose which must inevitably lead to a decision. Coy et al. (2000) also
considered the dual roles of annual report information. In a slightly different
approach they postulated that information has a decision usefulness and a
stewardship role. Both these roles are encompassed within an accountability
paradigm. Coy et al. (2000) demonstrated this relationship in the following diagram
which summarizes [jiri’s (1983) concept of an accountability, stewardship

framework and a decision-making framework.
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Figure 4.3
Public Accountability

Stewardship

Decision
Usefulness

Public accountability

Hypothesized relationships between stewardship, decision usefulness, and public accountability
(Coy et al., 2000, p.3).

The significance of the diagram is that it emphasises the importance of the

accountability role of information.

The NZ Statement of Concepts separates accountability from decision usefulness and
states that financial reporting has two roles. The first relates to accountability:
financial reports should assist users to assess the reporting entity's financial and
service performance, financial position, cash flows and compliance (cl.3.1(a)(b)). The
second is an informative role: providing information to assist users in making decisions
about providing resources or doing business with the reporting entity (cl.3.1(c)).
However, the Statement of Concepts also recognises the link between decision
usefulness and accountability, as shown in Figure 4.3, and suggests that general
purpose reports assist companies in discharging accountability by providing useful

information for decision making (cl.3.1).

To be useful in meeting the objectives of financial reporting — both the accountability
role and the decision making role — information needs to have certain qualitative
characteristics. The next section describes those characteristics and their relevance to

this research.
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4.4.3 Qualitative characteristics

Accountability involves a focus on information. The usefulness of information
depends on its quality. In this research, usefulness is used in the context of
discharging accountability requirements. One of the aims is to measure the quality

(usefulness) of the information disclosed in the annual reports of electricity retail and

distribution companies.

The NZ Statement of Concepts confirms that the quality of the information provided in
financial reports determines the usefulness of those reports to users (cl.4.1). It
identifies four characteristics by which quality can be measured: reliability, relevance,
understandability, and comparability. Information is reliable when it is free from
material error or bias. It is not possible in this research to evaluate the reliability of the
information disclosed in the corporate reports. Therefore, in the context of this
research, the analysis of quality of information disclosed in the annual reports of New
Zealand electricity retail and distribution companies is mainly dependent upon the

characteristics of relevance, comparability, and understandability.

Relevance is important because it encompasses feedback and predictive value as well
as timeliness. With regard to this research it is contended that information about the
general development of the business, feedback about past predictions, and discussion of
the future economic environment are a necessary part of discharging accountability.
Feedback information is closely related to accountability. It enables users to assess
how well management has performed by comparing expectations and achievements
(Henderson and Peirson, 1995). The Australian Statement of Concepts (SAC3) defines
relevance as: the quality of financial information...which enables users to assess the

rendering of accountability by preparers (para. 5).

Completeness of information also affects it relevance and is related to the degree of
detail given. In this research the evaluation of the quality of information disclosures is

concerned with the degree of detail in each disclosure item.

Relevance encompasses another aspect of information — timeliness. This is the time

that elapses between the end of the financial year and the publication of the annual
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report. Substantial delays reduce the relevance of the information to users. The
Financial Reporting Act 1993, requires publication within five months of balance date.
Sherer and Kent (1983) reported that the effectiveness of annual reports in discharging
accountability is limited as they are not usually available until several months after the
end of the financial year and therefore the information they contain is dated. A
timeliness check was included as part of this research. The cumulative total of
availability to the public of the 1998-99 annual report was as follows:

At three months 6%
At four months 61%
At five months 85%
At six months 97%
At seven months  100%

Therefore, 85% of the annual reports were received within the statutory requirement.

The remaining 15% were all trust-held companies.

Comparability is important to enable users to compare reports of different entities and
reports of the same entity over a period of time in order to identify similarities,
differences and trends. The disclosure index developed for the electricity companies
annual report analysis places considerable importance on the need to report trends in
performance measures. Comparability implies the need to inform users of the policies
employed in preparing the financial statements, changes in those policies, and the
effects of those changes (Statement of Concepts cl1.4.15). The information required by
users to assess the discharge of accountability obligations should be presented in a
common way to facilitate electricity industry comparisons. Currently, as very few
companies include performance measures, intra- and inter-company comparisons are
extremely limited. The best-practice model, developed in this research, specifies
appropriate performance measures to be included in the annual report and recognises
the interdependence of the above qualitative characteristics of relevance, completeness,

and comparability.

Understandability relates to the way in which the information is presented.
Information should be presented in such a way that users can comprehend its meaning.
Preparing information in the most understandable manner makes it useful to a wider

range of users. An illustration of this characteristic is demonstrated in the 1999 Annual
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Report of Westpower Ltd. Westpower reported a loss on sale of their energy and
generation business of $36.8m. The assets were shown to have a book value of $39m
and the report stated that the sale price of the assets was $40m. It is not clear, from the

information given in the annual report, how the loss arose.

Coy et al. (2000) extended the concept of qualitative characteristics of financial
information to include qualitative characteristics of annual reports as a whole. They
identified two additional qualitative characteristics which they considered are important
in the context of an accountability approach - accessibility and distribution.
Accessibility refers to how easily stakeholders can access an entity’s annual report.

Coy et al. noted that this aspect is more important from an accountability perspective
than from a decision usefulness one, as stakeholders, in the broad sense, are less likely
to make a deliberate attempt to obtain an annual report than those who require an
annual report for making specific decisions.  Accessibility includes making
stakeholders aware that an annual report is available. Distribution implies that “the
greater the number and spread of reports distributed among the stakeholder groups, the
better” (Coy et al., 2000, p.22). This aspect is particularly important in the electricity
industry as a number of trust-held line companies have a broad accountability to large
numbers of consumers who, as beneficiaries rather than stakeholders, are not covered

by statutory obligations for annual report distribution.

In order to effect accountability the annual report should be accessible, widely
distributed and communicate both financial and non-financial information that is
relevant, complete, comparable and understandable. The NZ Statement of Concepts
provides a foundation for this requirement as is shown in Figure 4.4 which
demonstrates the links between the Statement of Concepts and the concept of

accountability as used in this research.
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Figure 4.4
Accountability and the Conceptual Framework
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Figure 4.4 includes the objectives of general purpose financial reports and the
qualitative characteristics essential to ensure that information is useful. It shows the
relationship between accountability and decision making and includes four components

of accountability as defined by Mulgan (1997). Mulgan considers that accountability

consists of four processes:
Reporting;
Information-seeking;
Oversight; and

Supervision.

“Reporting” relates to the concept of “giving an account to those to whom one is
responsible or accountable” (p.27). In his opinion this process is complemented by the
second process - information-seeking by those to whom accountability is owed. The
third process 1s one of oversight by means of performance assessment and audit. The
final process is a supervisory role, defined for the purpose of this research as
regulations under which electricity retail and distribution companies operate.
Accountability can thus be discharged by providing useful information to interested

parties and strengthened by assessment and regulation (Lee et al., 1999).

Figure 4.4 also identifies a number of informational aspects that together form the
basis for discharging accountability and evaluating information disclosure
requirements for electricity company annual reports. These are often referred to as

the elements of accountability and are described in the next section.

4.4.4 FElements of accountability

Accountability comprises a number of elements sometimes referred to as tenets. The
Australian SAC2 indicates that in order to fulfill the accountability function financial
reports need to contain information applicable in assessing economy, efficiency and
effectiveness of resource use. SAC2 therefore identifies three elements of
accountability: economy, efficiency and effectiveness. The meanings of these terms

adopted here are:

Efficiency refers to the extent to which outputs are maximised from a given set of

inputs, or inputs are minimised for a given level and quality of output (Perks, 1993).
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Effectiveness refers to the extent to which the objectives of operations, activities

and/or programmes are achieved (AARF, 1990).

Economy refers to the extent to which resources of a given quality are acquired at

the lowest acquisition cost (Perks, 1993).

Coy (1995) identified a further three fundamental elements in respect of annual
report disclosures appropriate to an accountability framework — compliance, future,
and equity. The meaning of these terms in respect of their relevance to the annual

reports of New Zealand electricity retail and distribution companies is as follows:

Compliance refers to information to meet the reporting requirements of Generally

Accepted Accounting Practice (GAAP).

Future refers to information that assists users in making predictions about the future.
This could include an assessment of the entity’s prospects based on assumptions
about future economic conditions and courses of action (NZ Statement of Concepts

cl.3.8).

There are two aspects to equity: equity in terms of fair distribution of wealth and
equity in terms of access to information. Coy (1995) adopts the term equity to mean
disclosure of information about disadvantaged, minority or under-represented groups.
In terms of this research, equity refers to equal access to relevant information for all
stakeholder groups (Cooper and Keim, 1983; Lev, 1988; Stanton, 1997). It also
refers to equity in respect of the information provided. Scott (1941) expressed this
concept: “Accounting must afford equitable treatment of all interests actually and
potentially involved in the financial situations covered by accounts” (p.342). This
equity-orientation and its related “public interest” criteria for disclosure choices is
one of the underlying factors in the call for increased accountability in the retail and
distribution sectors of the electricity industry through annual report disclosures.

Effective corporate disclosure requires that a company respond to all users’
information needs not just the needs of shareholders. Only then is accountability

discharged. This research considers the annual report to be the most appropriate
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means of communicating this information. The equity element of accountability

relates to equal opportunity to access the information and to all stakeholders having

their information needs recognised.

It is important that a disclosure index designed to assess the level of information
disclosed in annual reports from an accountability perspective be grounded in these
elements: efficiency, effectiveness, economy, compliance, and future. This aspect is

addressed in chapter six.

The accountability paradigm recognises the need to assess the efficiency and
effectiveness of the organisation. This involves a variety of financial and non-
financial performance measures. A performance measure is a comparison between
two or more numbers in order to show how effectively or efficiently the entity is
operating. The next section considers the role of performance measures in

discharging accountability.

4.4.5 Performance measures

Within an accountability paradigm, corporate reports are oriented not only towards
the stewardship function of the accountor but also towards measurement of
performance (Ijiri, 1983). Gray (1991) also identified a relationship between
performance measurement and accountability. In his opinion performance measures,
particularly those that report on effectiveness, are a means of discharging
accountability. Similarly, Thomas (1997) referred to the use of performance

measures as “results-based accountability” (p.29).

Financial targets and measures are an important aspect of measuring performance.
However, the electricity company disclosure index emphasises discharging
accountability though the provision of wider performance information than the
traditional financial accounting information. This is particularly important in the
electricity industry where improvements in financial performance measures may be
achieved at the expense of standards of service.  Therefore, non-financial
performance measures must also be included. Hughes (2000) noted that providing

such measures moves annual reporting from “financial” to “business” reporting as
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recommended by the Jenkins Committee (AICPA, 1994).° The aim is to include

performance measures which can be useful to a broad range of users. Boyne and

Law (1991) noted that multiple measures of performance are particularly needed

when there are multiple publics.

Davies and Shellard (1997) identified the following areas in which performance

measures discharge accountability requirements:

Measuring financial performance;

Indicating the volume of output;

Assessing the quality of service; and

Evaluating the efficiency and effectiveness of service provision.

These groupings acknowledge the holistic nature of performance reporting in that no
single measure can give an adequate picture of company performance. A number of
performance measures, both financial and non-financial, are needed to ensure

accountability, and to provide a benchmark for comparison with other organisations.

Each of these areas is addressed in the electricity industry annual reporting disclosure
index which includes a range of performance measures relating to financial

performance, pricing, efficiency and the market.

The elements of accountability include measuring the performance of the entity in
relation to pre-determined targets in order to measure the efficiency and effectiveness
of the organization in meeting its objectives. The following table relates Davies and
Shellard’s (1997) performance measure groupings to those performance measures
suggested in this research as a necessary part of discharging accountability
requirements in the electricity retail and distribution sectors. The groupings are
shown in bold on the left of the table and their relevance to the information items in

the disclosure index is shown on the right.

* Improving Business Reporting - A Customer Focus. The Jenkins Committee was the Special
Committee on Financial Reporting of the American Institute of Certified Public Accountants.
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Table 4.1

Performance measures: NZ electricity retail and distribution companies
Davies and Shellard (1997) Groupings Disclosure Index Items

Measuring financial performance: Debt to equity

Funding cost cover

Net tangible assets per share
EBIT/Average net funds employed
Dividend per share

Return on assets

Return on equity

Volume of output: Average consumption kWh per customer
Number of customers per sector
Change in market share in major areas of activity

Quality of service: Total number of interruptions
Average total duration of interruptions of supply
per customer
Average no. of interruptions of supply per
customer
No. of faults per 100 km of prescribed voltage
line

Efficiency and effectiveness: Total costs per kilometre
Total costs per customer
Average domestic power bill
Pricing information
Overhead costs per retail customer
Accounting rate of profit

The accuracy and validity of the performance measures are key issues. Van
Peursem, Pratt and Lawrence (1995) wamed that performance measures must not be
considered in isolation. In order to obtain a full understanding of the organisation a
number of indicators are needed. Van Peursem et al. also drew attention to the lack
of precision and reliability of some measures. However, they concluded that a wide
range of performance measures can serve a useful purpose in creating a holistic

impression of the organisation.

Inter- and intra-company comparisons (between companies and successive years of
each company) must also be treated with caution. In the year ended March 1999
most electricity companies have reported higher than normal profits because of

extraordinary gains from the sale of either retail or lines businesses as required by the




Chapter Four - Accountability 78

Electricity Reform Act 1998. Other comparisons also need to be made with caution.
For example, in comparing return on equity it is necessary to consider whether the

company has revalued its assets. Upward revaluations produce a higher equity base.

Performance measures, including non-profit measures, strengthen and enhance
accountability. Perry (1999) stated that the new focus for business reporting will
include a broader range of performance measures in accordance with the intention of

recognising a range of stakeholders.

Having considered that provision of information is the basis for discharging
accountability and then having described and discussed various aspects of this
information process, the final section on discharging accountability examines the
most appropriate format for presenting those information requirements. The role of

the annual report is outlined below.

4.4.6 The annual report

This research focuses on the annual report as a vehicle for discharging accountability.
This approach is supported by a number of researchers (Chenhall and Juchau, 1976;
Winfield, 1978; Chang and Most, 1985; Boyne and Law, 1991). Boyne and Law
(1991) asserted that the annual report is the only comprehensive statement of
stewardship available to the public. Similarly Marston and Shrives (1991) concluded
that the annual report is the most comprehensive document available to the public
and is therefore the “main disclosure vehicle” (p.196). Others (Cyert and Ijiri, 1974;
Hossain and Adams, 1995; Cooke, 1991), considered that the annual report
(including financial statements) is the single most important source of information to
shareholders, prospective investors and other user groups.  Similarly other
researchers (Singhvi and Desai, 1971; Firer and Meth, 1986; Cooke, 1991; Botosan,
1997) identified the annual report as an important form of corporate disclosure.
Chang and Most (1981) reported that New Zealand stakeholders exhibit a strong
belief in the importance of corporate reports as a source of information. Studies
carried out in Australia by Anderson (1981) supported this view. Anderson

ascertained that corporate annual reports were considered to be the most important
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source of information for institutional investors.® However, this focus on the annual
report does not imply that it is the only means of communicating information to
stakeholders. Gray et al. (1995), identified press releases, special purpose reports and
informal meetings with financial analysts and corporate executives as other
communication methods but supported the contention that the annual report is a
“significant element in the overall disclosure process” principally because it is the
most widely available information about public companies (p.45). Therefore, while
acknowledging that there are other ways in which companies can transmit
information to interested parties, this research limits the assessment of the extent and

quality of information disclosures to the corporate annual report.

In summary, three main areas of accountability have been considered: what
accountability is, to whom companies are accountable, and how accountability is
discharged. Figure 4.6 summarises the discussion by presenting the components of
an accountability framework for NZ electricity retail and distribution companies
annual reporting. It includes the elements of accountability, the accountability
process and the objectives of annual reporting. Input from these aspects of
accountability forms the framework of the annual reporting model used in this

research.

°Other researchers (Lee and Tweedie, 1976; Chenhall and Juchau, 1977; Lapsley, 1993), found
evidence that users often have little understanding of the meaning of information they receive and
therefore economic actions result through advice from third party users. This may have implications
for the degree to which annual reports are used by a heterogeneous audience (Parker, 1982).
However, although the annual report is not the only source of information about the performance of a
company, it is considered to be an influential source because of its wide coverage and availability. It
provides a wide range of summary information in a single source on a routine basis.
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The fourth aspect of accountability — the role of regulation in imposing

accountability on the electricity retail and distribution companies is described below.

45  ACCOUNTABILITY, REGULATION, AND TRUST

4.5.1 Regulation

Because the entities involved are structured as companies the research is set in an
environment of disclosure regulation. Therefore, it is necessary to consider briefly
the role of regulation in respect of annual report disclosures. In New Zealand three
parties regulate the content and extent of disclosures in company annual reports: the
Accounting Standards Review Board, the Institute of Chartered Accountants and the
Stock Exchange. The Financial Reporting Act 1993 and the Companies Act 1993
impose legislative requirements. Regulation applies to the man<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>