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EXECUTIVE SUMMARY

This submission responds the CommerceCommissioh s d r a f* bn odr expenditire n
proposal for the 2012020 regulatory period (RCP2).

The Draft Decision was generally supportive of our proposal and the forecasting processes,
governance approach, and customer consultationused to develop it. Our original forecasts
were developed to achieve our RCP2 objectivéshieving them will require material service
improvements while meeting our challenging productivity targets. Our objectives were
developed holistically, basedaur proposed levels of investment.

The Commission has proposed material reductions to elements of our Base Capex and Opex, and
adjustments to our service performance measures. We have considered issues raised by the
Commission and its advisors and wig@ossible have made revisions to our proposal.

In this submission, we:
9 propose a revised Base Capex programme and an associated incentive mechanism (based
on asset health and work volumes) to address concerns raised in the Draft Decision;

i expressserous concerns about the Commission’s propg
we explain how the proposed reductions in Corporate Opex:

- appear to be based on incorrect assumptions in the Strata report;

- in practice, will have direct and negative impact on our ability to deliver REP2
objectivescontrary to the longterm interest of consumers; and

9 explain why the proposed changes to our service performance measures are too severe
and should not be adopted.

Our submission ab addresses issues relating to the regulatory framework.

Constructive Engagement

We want to acknowledge the open and constructive engagement we have had with the
Commission and its advisors. These interactions have fostered common understanding and
transparency, and have resulted in some refinements to our propeaaloutlined below

Revised Capex Forecasts

The Draft Decision raised concerns with some of our Clpegasts We have reviewed the
relevant portfolios and considergtie comments andconcerns raised. We haveuvised our
proposal as follows.

9 Replacement and RefurbishmerR&R)Capexwe propose a set of asset health and
volumetric based incentives to address concerns raised about deliverability risks, removing
the need for the propose8% reduction from R&R Capex.

i Substation Management Systema/e propose a more graduedllout of SMS technology
reducing our forecast RCe2penditureby $7.9m.

P Siaaya ¢ NIy a L2 @8aigrath on2@R@0, Retzsofs for idftO&ision Co mmer c e
Commission, 16 May 2014, (Draft Decision).

2 These are explained in Chapteofour Main Proposal (MPO1).
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1 Enhancement and Development (E&D) Caper: have undertaken a full review of the
individualprojects used to underpin our proposed E&D Capex. This has resulted in a
revised programme with $24m less Capex than originally forecast.

9 IST Capex to support changes to tlieansmission Pricing Methodology PM) we accept
that there is significantincertainty over future TPM changes. Therefore, we accept the
Draft Decision to remove associated ICT Capex all815This should now be considered a
“listed” (i.e. contingent) project for which
Authority determines that a material change to the TPM is required during RCP2.

We feel confident that the revisions we propose will not undermine our ability to achieve our
objectives and recommend that these revisions be adopted by the Commission.

Corporate Opex

TheDr aft Decision-theboaondesla® taduoskWehave o Corpor
carefully considered the Draft Decision and the Strata réport

Our concern is that the proposed reductions are based on high level and/or incorrect assumptions
inthe Strata report. As demonstrated in this submission the proposed reductionkl, in

practice, significantly impact on our ability to achieve our RCP2 objectives to the detriment of
consumers.

Impact ofReductions

In our assessment, a 10% reductiarCorporate Opex could only be achieved through significant
reductions in a limited range of activities. This is because some of our costs (see below) are
effectively “‘fixed’ while reduction® to others w

1 A significanportion of Departmental Opex is directly related to the rale operation and
management of our Grid assets (e.g. the Grid Operating Centres). Reductions in these
areas could lead to unacceptable increases in safety and reliakskty

i Forecast inswance premiums are based on specialist, independent advice. Reducing these
would simply transfer risk to consumers.

TWe are effectively a ‘price taker’™ for Ancil/|
influence them.

9 Others are unavoidable costsofd oi ng business” (e.g. accommoda
regulatory assurance fees) that cannot realistically be reduced significantly.

As a resul ttheb@aat@% ra@aduasson in Corporate Opex
reducing expenditure on assetanagement; network planng; and corporate support by
20-25%.

As proposed by the Commi ssion, -arhe’s eorc,utaoct hwveoruwids
the percentage reduction required would increase as these cuts were phasékhis in effect
requiresimmediate cutdo the affected areas.

Corporate Opex comprises: investigations, ancillary services, insurance and departmental (primarily personnel
related costs). The personnel costs include all {capitalised) staff costs including the management and
engireering staff that support field operations.

Technical Advisor Report on the Transpower New Zealand Ltd IPP Proposal for RCP2, Report to Commerce
CommissionStrata Energy Consulting Limited and Energy Market Consulting Associatesy 201

While the discussion here focuses on Corporate Opex, similar categories of spend can be identified in ICT Opex.
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As detailed in our submission, such cuts would have significant implicationgfeffitiency of
capital investment, heightegafety and reliabilityisksin the mediumterm, and havea direct and
negative mpact on our ability to deliver olRCP2vork programme They would also
compromise our ability to meet our RCP2 performance targets. Our envisaged improvement
efforts in RCP2 (e.g. RCP2 Initiatives) would need to be curtailed or discontinued. Rednoction
customer and stakeholder service and reporting, including regulatory reporting would be felt
immediately. The cuts would also seriously undermine the intended operation of the IRIS.

We know from past experience that reduced investment in our intecagability, particularly in

key engineering and operating areas, leads to higher costs and inefficient delivery in the medium
to long term. These costs can be many ti mes
compromised that capability.

Overall we agree that finding efficiencies is vital, but in order to avoid adverse impacts for
consumers, they must bgenuineefficiencies It is also critical ttake accounbf the
consequences of driving down costs.

Basis folReductions

The CommissionBraft Decision to reduce Corporate Opex by 10% appears to be largely based on
conclusions reached by Strata. However, as we explain in this submission the Strata report:

i is inconsistent with the Commission's position on the use of productivity adjustniand
the purpose of the IRIS) when it suggesiductionsin anticipation ofefficiency gains in
RCP2;

9 is based on a number of high level assumptions which, as we demonstrate in this
submission, are not well founded or are in error; and

9 includes no corideration of the impact of proposed reductions, including whether they
would be in the longerm benefit of consumers.

The proposed reduction t€orporate Opekas been raised for the first time the DraftDecision
As a result, we have not had an oppanity to provide the Commission with further information
We trust that the information we provide in this submissiwitl enablethe Commission to more
fully understand theunintendedimpacts of the reduction, and to recognise issues with the
associatedanalysis by Strata.

In our view, our propose@orporate Opexwould best ensure optimal outcomes for consumers
and, accordinglyshould be approved by the Commission.

ICT Opex

gr e

The Draft Decisithebpamnpos2® mneaduatcrosst o | CT Ope

While superficially such a reduction may be seen as modest, we think that the proposed
adjustmentis not well supported by the analysis and justification provided.

Self-insurance allowance

The Draft Decision proposed removiogr seltinsurance provisionAs set out in our proposal in
December, this allowance plays a key roléhm efficient mitigation othe risks we face as a
network utility.

We intend to put in place an explicitechanisnt aingfence this funding Risk Reinsurance
Limited (RRL) is the logical vehidethis and wewill extendits remit to include identified
seltinsured risks The Commission should approve thefinsurance provision set out in this
submission

Response to IPP Draft Decision 1n
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Service Performance

The Commissiooommended our consultation approach on serviegfprmanceand accepted all

our proposed measures. Our original measures and targets were supported by our customers and
the wider industry. The Draft Decision proposes material changes to some targetsiditional
measures.

The proposed changes to our GP1 targets are too severe. Our proposed targets are already
challenging and linked to a strong financial incentive mechanism. In our view the analysis does
not support the change to the targetWe propose more reasonable targets in ChapierWe are
comfortable with removing the impact of AUFLS incidents.

Theadditionalmeasures proposesghould not be mandated Theywould beof little, if any,
benefitto customersgiven thesimilarinformation already provide. We require flexibility during
RCP2 to refingdther Measure's Theseshould be treated asustomerserviceimprovemens
rather than codified compliace requirements

Form of the Individual Price-Quality Path (IPP)

The Draft Decision sets out the proposed form of the RCP2 IPP and potential amendments to the
associated Input MethodologieswWe are generally supportive of the proposals but propose
improvements in four key areas.

i Catastrophic eventswe provide drafting to improve and clarify the test for establishing
whet her an event is ‘catastrophic

i Highruncertainty capitalprojects:we s u p ploirgt itrhgg’ ‘mechani sm for |
re-conductoringprojects and propose refinements to avoid unintended incentive

outcomes

9 Consumer Guarantees AG@CGA)we propose that indemnity costs should be treated as
‘recoverable’” to reduce overal/l costs for con
CGA

i1 Base Capex allowancwe reiterate the benefits of an expenditutmased(rather than a
commissioneebased)allowance

Conclusion

As noted above, our original forecasts were developed to achieve our RCP2 objectives. We are
confident that the revisions made Base Capex will not undermine our ability to achithase
objectives. However, Opex reductions of the scale proposed in the Draft Decision would have
significant implications foriskmanagement in the mediurterm and our longterm efficiency
Theywould havea direct and negative impact on our ability to deliver our RCP2 programme

To deliver our objectives, and promote tlengterm benefit of consumers, we need to invest in
our people-particularly in key engineering and operational areas. Thesessential
investments that will, over time, deliver increased value to consumers.

Response to IPP Draft Decision \%
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REVISED EXPENDITURE PROPOSAL

The following tables set out our revised expenditiuréhose expenditure areas that were subject
to proposed reductions in the Draft Dision. There may be minor variances in figures due to
rounding.

Tablel: Revised Base Capex during RCR eal 2012/13)

Captal Expenditure ‘ Original Proposal  Draft Decision‘ RevisedProposal
Enhancement and Development < $20m 123.8 56.6 99.4
TL and ACS Replacement and Refurbishme 683.5 649.3 683.5
Substation Management Systems 47.2 35.0 39.3
ICT Capex (Transmission Pricing Model) 151 0 0
ICT Capex (Other) 188.6 183.9 188.6
Total Base Capex 1,188.6 1,055.3 1,141.1

Table2: Revised Opex during RCF&r(real 2012/13)

Operating Expenditure Original Proposal  Draft Decision| Revised Proposa
ICT 241.2 236.4 241.2
Departmental 417.6 375.9 417.6
Investigations 54.3 48.9 54.3
Ancillary Services 16.5 14.8 16.5
Insurance 75.8 68.2 75.8
Selflnsurance 12.1 0.0 12.1°
Demand Response Platform 10.3 15 8.0
Total Qpex 1,319.6 1,237.5 1,317.3

® In the event that the Commissiatoesnot allow CGA indemnity costs to be recoverable, we would need to add a
premium for CGA, of $0.2m penmum, to our Selfnsurance allowance.

" This total represents owriginal Opex Proposal of $1,309.3m plus $10f8ndemandresponsesee Issues Paper).
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1. INTRODUCTION

This documensets outour response to the IPP draft decisfiraft Decision) published by the
Commerce Commission (Commission)16 May 2014

1.1. PROCESS TO DATE

We submited our originalproposai (Main Proposaljogether withsupporting informatioron

2 December 2013.This set out our proposed capital expenditure (Capex), operating expenditure
(Opex) andaserviceperformance targets for the five year regulatoryntml period, 1 July 2015 to
30Jure 2020 (RCP2).

Foll owing the Commission’s initial review of t he
justification for ourforecaststhrough a series of workshops, and by responding to a set of formal
information requests. Some of thissues addresedincluded:

T det ail ed exwaktamrad u g msostestahhtioroand forecasting systems;

i information outlining our internal challenge roundmd

9 further detail on the cost savings Wave incorporated into our forecasts.
The engagement press included an issues paffdissues Paper)in our responsg to thiswe:

i emphasisedhe importance of taking a holistic view of our propgsal

9 set out the rationale behindur approach to Opex productivity

i explained why our Service Performaremnsultation proceswas appropriate; and

i reiteratedthe need toconsiderthe impact ofadjustmentson other elements of the proposal

Following these reviews the Commission published its Mrafisiorand supporting material from
its advisors.

8 {SGGAYT ¢ NIy & LR @Q6aRath ton2@RR@0, Reors for Didft O&isi@ornmerce Commission,

16 May 2014.

Our original submission is availallere.

Woygrhlriaarzy G2 KIF @S &2dzNJ Zuabty paty andidposakfdrpemexNdalatoryyeshiroP A R dzk £ LIN
period: Issues PapeCommerce Commission, 10 February 2014.

9

1 Transpower Response to IPP Issues P&pdarch 2104, is availabtere.
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1.2.

DOCUMENT STRUCTURE

The remainder of tis document is structured as follows.

Overview of our Response
This chapter sets out our general response to the Draft Decision and highlights key issues.

Grid Expenditure
This chapter addresses the proposed reductionsto our Grid Capex.

ICT Expenditure
This chapter addresses the proposed reductionsto our ICT Capex and ICT Opex.

Qorporate Opex
This chapter addresses the proposed reductionsto our Corporate Opex.

Grid Output Measures
This chapter sets out our proposed Asset Health incentive mechanism and responds to proposed changes
to our Service Performance Measures.

Regulatory Framework
This chapter discusses our key concernswith proposed amendmentsto our regulatory framework.

We have provided the following supporting documents.

T

= =4 4 4 A

Cost escalation forecastisameworks, forecasts and forecast methphN& |IERJune2014
(NZIER)

E&DBase CapeXResponse to DraBecision Transpower, Mag014

A set of revised E&D PODs

Development of Demand Response as a Transmission Alterdatnge2014 (DR Response)
QibstationManagementSystemsg Business Casi#lay 2014.

Asset Health and Volurdgased Incentive Regime

- MD14—Model—-Outdoor Circuit Brakers- RCP2 Programme

- MD15-Model-Power Trasformers— RCP2 Programme

- MD16—Model-TowerPainting- RCP2 Programme

- MD17-Model-Asset Health and Volume Delivéngentive Regime
Revised financial schedules

An example demstratingcashflow adjusted revenue calculatien

Unless stated otherwise all figusa this document are presented asal (2012/13) expenditure

Response to IPP Draft Decision 2
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2. OVERVIEW OF OUR RESPONSE

This chapter sets out our general response to the Draft Decision and discusses the following issues.

1 Summary of Revised Propossets outour revised expenditure forecasts.

1 RCPZExpenditureexplains how the proposed expenditure reductions would impact our
activities during RCP2.

i Basis forlExpenditure Assessmetttighlights key concerns with the approach used to justify
proposed expenditure reductions.

Service Performanceummarises our response to proposed service performance changes.
Asset Managemenprovides an update on our asset management improvements.

RCP2 Initiativesets out our views on proposed RCP2 Initiatives.

Forecasting Methodologyesponds to concerns raiséa the Draft Decision.

Expenditure Governanceeiterates that our forecasts have undergone thorough internal
review and include challenging productivity targets.

Deliverabilityresponds to concerns raised on tHeliverabilityof our RCP2 plan.

i Changes tdRegulatory Frameworlksetsout our views on proposed changes to the IPP
framework.

=A =4 =4 =4 =9

=

2.1. SUMMARY OF REVISED PROPOSAL

This section provides an overview of our revised expenditure forecasts and their inmpaet o
overall allowancesThere may be minorariances in figures due to rounding.

2.1.1. REVISED EXPENDITURE

The following tablesummariseour revised expenditure fdRCP2. They set oekpenditure areas
subject to proposed reductions.

Table3: Revigd Base Capex during RCP2 [$m

Capital Expenditure Original Proposal Draft Decision Revised Proposa

Enhancement and Development < $20m 123.8 56.6 99.4
TL and ACS Replacement and Refurbishme 683.5 649.3 683.5
Substation Management Systems 47.2 35.0 39.3
ICT Capex (Transmissi@ricing Model) 15.1 0 0
ICT Capex (Other) 188.6 183.9 188.6
Total Base Capex 1,188.6 1,055.3 1,141.1

Response to IPP Draft Decision 3
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Table4: Revised Opex during RCF&)

Operating Expenditure Original Proposal  Draft Decision = Revised Proposal
ICT 241.2 236.4 241.2
Departmental 417.6 375.9 417.6
Investigations 54.3 48.9 54.3
Ancillary Services 16.5 14.8 16.5
Insurance 75.8 68.2 75.8
Selflnsurance 12.1 0.0 12.1%
Demand Response Platform 10.3 15 8.0
Total Opex 1,319.6° 1,237.5 1,317.3

2.1.2. RCP2 OPEX ALLOWANCE

The table below sets out our Opex forecastdalterms and the proposed RCP2 Opex allowance in
nominal terms (i.e., inflated by CPI and RPE)

Table5: RevisedRCPDpexAllowance($m)

2015/16 2016/17 2017/18 2018/19 2019/2C Total

Opex (Real) 264.6 2655 266.6 2622 2585 1,317.
Proposed Opex Allowance (Nominal) 283.8 290.6 297.7 2989 300.8 1,471.

2.1.3. RCP2 BASE CAPEX ALLOWANCE
Thetable below sets out:

1. ourrevised Base Capexragalterms;

nominal Base Capex following inflation adjustment (for example, inflated by CPI and RPE);
nominal Base Capex on a commissioned basis;

top-down productivity adjustment of 7.5%; and

proposedRCP2 Base Capex allowance.

ok wDbd

2 |n the eventthat the Commissiodoesnot allow CGA indemnity costs to be recoverable, we would need to add a

premium for CGA, of $0.2m per annum, to our $e$tirance allowance.
This total represents owriginal Opex Proposal of $1,309.3m plus $10f8ndemandresponsgsee Issues Paper).
4" Consumer Price Index (CPI) and Real Price Effects (RPE).

13
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Table6: RevisedRCP2 Base Capex Allowar{ten)

Base Capex ($m) 2015/16 2016/17 2017/18 2018/19 2019/20

Base Capex (Real) 237.8 250.3 237.1 216.9 199.1 11411
Base CapefNominal) 260.4 280.7 272.7 254.2 237.9 1306.0
Base Capex

(Nominal, Commissionex 260.6 276.0 268.0 252.7 234.5 1291.7

Productivity Adjustment

(Nominal, Commissioned) -20.2 -20.2 -15.9 -16.9 -16.3 -89.5

ProposedBase CapeRllowance

(Nominal, Commissione 240.4 255.8 252.1 235.7 218.2 1,202.2

2.2. RCP2 EXPENDITURE

The Draft Decision proposed significant reductions to our RCP2 expenditure. The majority of these
reductions apply to broad expenditure categories (e.g. Corporate Opex). Below we explain how
these reductiongto Caporate Opex in particuldmwould impact our activities during RCP2.

2.2.1. IMPACT OF PROPOSED REDUCTIONS

The proposed reductions will have a direct impact on ourtdagay activities during RCP2. This
includes restricting our ability to deliver our work progmaes and achieve our RCP2 objectives.

The impact of the reductions would be exacerbated given the productivity targets that we have

applied to Grid Capex, Grid Opex and ICT Capex in our proposal. The expenditure and performance
objectives proposed in t heatare@radicatedonifugherr esent ‘ st
development ofour planning and asset management capabilities.

Our capability improvements are unlikely to be achieved in conjunction with the proposed
reductions in Corporate Opex (and Departmental Opex and Investigatipastioular)™

Specifically, as explained in Chapiethe proposed reductions will have to be achieved by making
much more significant reductions in certain capiypareas, resulting in the following impacts:

i personnelreductions equivalent t&1 staff in our planning, asset management and key
support functions™®
reduced ability to achieve our RCP2 service performance objettives

a need to reduce the scope ofir Capex programmes, withdlpotential for increased
assetrelated risk;

reduced flexibility when addressing system issues and network constraints;
fewer investigations supporting optimal Capex/Opex tradis;

reduced scope for investigating new inntieas and improvement initiatives; and
potential for reduced levels of support for critical ICT systems.

= =

= =4 = =

> It should be noted that we considered applying similar adjustments to the remaining Opex categories however these

weren't pursued due t oassogigiedcosted upward pressure in

% This would be in addition tthe reduction of 24 full time equivalents included in the RCP2 proposal

Y particular, our ability to improve performance at “Hig

Response to IPP Draft Decision 5



TRANSPOWER OVERVIEW OF OUR RESPONSE

Constraints caused by the proposed reductions will ultimately impact on our customers, leading to:

9 reductions incustomer service and stakeholder reporting, including regulatory reporting,
which would be felt immediately; and

i over the longetterm, lower relative reliability and reduced Capfficiency.

As set out below, the proposed reductions will also undeenhre intended operation of the IRIS
mechanism, ultimately negatively impacting on the extent of efficiency gains shared with
consumers.

We know from past experience that reduced investment in our internal capability, particularly in key
engineering and oprating areas, lead® higher costs and inefficient delivery in the lemgerm.

This is a proleim for infrastructure utilities that areapitalintensive with extendeddevelopment

times ard longlived assets. Efficient, low utilisatiorof assetdlueto reducedcapability caread to

costs over the longerm thataremany t i mes greater than the initia
compromised that capability.

We are only now beginning to achieve the performance in asset management and planning
necessary to djimise value forconsumers It is important that core capability is not compromised
as we enter an era where emerging technologies must be used aggressively to maximise asset
utilisation and network performance.

We discuss these impacts in further detailoughout this submission.

2.2.2. EXPENDITURE LINKAGES

The components of our RCP2 proposal are interrelated and seek to minimise theofdhitdecosts

of our assets: for example our preventive maintenance volumes reflect our proposed levels of R&R
Capex. Adisting expenditure, and thereby scope, of certatmponents (e.g. Investigations

portfolio) will impact other activities (e.g. expansion of AHI). The proposed reductions will impact on
the activities we plan to undertake to improve and develop our ass®iagement capability.

The proposed reductions do not appear to have taken these linkages into account. There is no
commentary on either the direct consequences of the proposed reductions or their impact on
related expenditure areas. We emphasised thiegerrelationships in our original proposal aatso
highlighted it in our submission on the Issues Paper.

2.3. BASIS FOR EXPENDITURE ASSESSMENT

The Commission and its advisors undertook a review of our proposed expenditure and supporting
information. The reww included an assessment of our governance processes, samples of individual
projects, and a review of our financial models, asset management data, cost estimation systems and
supporting data.

The Draft Decisioninclude a s et -theld o a radbidionsghait have been applied to full
portfolios or groups of portfolios. These subjective reductions form the majority of the proposed
reductions and, as noted above, are largely based on the Strata report.

As explained below and in Chapter 5, the Strafzort:

1 is inconsistent with the Commission's position (and the purpose of th&)Riigere it
suggests reductions should capture poteng#ficiencygains in RCP2; and

8 Refers to thdncremental Rolling Incentive Scheme.
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i concludes incorrectly and without basis that the benefits from the RCP1 Initiatillesduce
Corporate Opex materially compared to the forecasts included in our RCP2 forecasts.

The 10% reduction proposdualy Strata is based only on high level and/or incorrect assumptions
which we address in Chapter 5. In addition the Strata report does not consider the implaet of
proposed reduction on consumers (summarised abovgdcation?.2).

The Draft Decision appesato simply rely on the conclusions in the Strata report. There is a lack of
any further detailed justification for the scale of reductions and an absence of commentafthen
the direct consequences of the proposed reductions or their impact on ieketpenditure areas
Where provided, analysis and justification for adjustmentassfficiently detailed given the scale
and impact of the adjustments.

We trust the information set out in this submission will assist the Commissidrother
stakeholders tdetter understandour limited ability to further reduce Corporate Opaxd the
practical consequences of such reductions

Issues with the Strata report are discussed in greater det@h@pters. Specific issues relevant to
the Commission's reliance on the Strata report are highlighted below.

Use of a Productivity Adjustment

The Strata report concludes that a reduction of 10% to Opex reflects reductions that should be
available from four listed areas, one bei’r?g:

"... extracting benefits from proposed business improvement initiated and investment in staff
capability, retention and recruitment proposed to be undertaken in RCP2,

This position is directly inconsistent with the Commission's view that a productivity adjustment on
Opex is not appropriateand accordinglyt does not provide a sound basis for the proposed
Corporate Opex reductiof?.

As efficiencies are achieved, prices in competitive markets will reduce over time, thereby sharing
efficiency gains between the servipeovider and its customers. If a regulatory regime is to mimic
this aspect of a workably competitive market, it is important for the regime to provide confidence to
the regulated company that it will benefit from efficiency improvements. This ultimathefits
consumers as the efficiency improvements are shared.

The Commission has previously statetiat the IRIS incentive mechanishoulddrive Opex
efficiency improvements over timeThe IRIS is designed to mimic the operation of a workably
competitive market by allowing us to retain the benefit of efficiency improvements for a limited
period. These savings are subsequently passed through to customers through lower prices.
However, if our Opex allowance already includes future efficiency improvesmtra IRIS will not
deliver outcomes that are consistent with a workably competitive market. In particular:

9 if we achieve the assumed efficiency improvements, our share of the cost saving will be zero
as prices already anticipate tlaehievemenbf thesesavings; and

Tif we don’ t a ceffidiescyimprovements,dhe BRLS meuldl require us to further
reduce prices in RCP3. This is because the IRIS treats Opex above our allowance as an
inefficiency that should be penalised.

Such outcomes are corary to the intended operation and purpose of the IRIS.

9 strata, paragraph 592.

% Draft Decision, page 63.

2 Input Methodologies (Transpower) Reasons Pap2iDecember 2010, Commerce Commission paragraph 7.1.5.
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Asisclear fromitsrepdftiSt r at a’'’s proposed 10% productivity feé
forward-looking productivity assumption that the Commission considers should not apply. In

particular, it is a speculative assessment of efficiency gains that have not yet been achieved. As

explained above, it changes and undermines the incentive properties of the IRIS. The incentive
effects are further di mini s hjesthentswatthe staetofdhpp!| i cat i
period rather than as gradual reductions.

We note that the Commission does not refer to Strata's view that benefits can be extracted from
RCP2 as a reastor the reduction in Opex. Nor does the Commission cite Strata'ssdigcuof a
“productivity factof' to be applied toour Opex forecastsWe assume this reflects the Commission's
position tha a productivity adjustment anfdr anticipating efficiencies during RCP2dg

appropriate. It is of concern, therefore, that the Commission has nevertheless simply adopted the
10% reduction proposed by Strata without adjusting for this fundamentainsistency

Opex Categorisation

Seeking to understand the rationale for theductions to our Corporate and ICT Opex categories has
led us to the conclusion that they are, at least partially, driven by the perception that they are not
directly related to Grid activities.

Referencesg itdd ‘eMerndi t ur ethehsauesePapereamdtthe Draftd i n bot h
Decision. We raised concerns about this approach in our response to the Issue&’MBalow we
provide further explanation of our Opex categories.

0Gride vs. oNon-Gridé
The Draft Decisioseeks to differentiate our Opex based on whether the expenditure supports our Grid
activities. Ultimatehall of our activities support the Grid and the delivery of transmission services.

Bel ow we set out exampl es ofGraicd”i vyt itehse dlerearfet
are intrinsically related to our Grid assets.
i Corporate Opex:
- Non-capitalisedengineering stafe.g. Grid planning, operationasset managers and field staff
- Regional operatingentres
- Ancillary Service payment
- SCADA modelling
- Maintenance management
i1 ICTOpex:
- Asset management systefis
- Telecom and security operations
- Geographicriformation systems(GIS)
- Qutage management systems
- SCADA maintenance
The potential for confusion around Opex categories is increased due to the inconsistent terminology u

refer to it in the Draft Decision and Strata report. We do not use a number of the teferenced by the
Commission and Strafa.g., norGrid Oex, routine Opex and nenetwork Opex).

% strata, paragraph 592.

= Page 8 of ouresponse tahe Issues Paper.

# There are 65 ICT systems that support our asset management activities.
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For clarity we havagainset outthe componentof expenditure itluded under Grid Opex.

1  Grid Opexincludes Opexhat isoutsourcedto external service providers, including:
routine maintenance
maintenance projets
external technical traininfpr field staff
outsourced field switching

We have explained the make of these expenditure categories in detail throughout our propoddie
attempts to distinguistb e t we e n * G¢Gir dare urhelpfu) and\potentally misleading.

Potential for misunderstanding arises from a lack of consistandysing different terms to

describe our expenditure. We remain concerned that such misunderstanding may have led to the
Commission's reliance on the assumptions in ttrat& report (without closer scrutiny of the basis

for the assumptions) and, ultimately, its proposed Opex reductions.

At the very least, such inconsistency is unlikely to foster common understanding amongst
stakeholders.

Level of Analysis

Reductions iforecast expenditure should be based on reasoned, factual analysis, rather than
speculative or arbitrary efficiency factors. Using speculative assumptions from a single portfolio
(Departmental) to adjust unrelated expenditure typesg., Ancillary Sengs) further undermines

the approach used. This will create pressure to make cost savings in activities where such reductions
are not warranted.

The use thebo'aadr oseducti ons without factual basi
the IMs are intended to foster, and undermines regulatory certainty. More importantly, it risks cost
reduction decisions that may result in adverse outcomes for consumers.

Other issues with the Strata report, and the Commission's reliance on its conclusiatesioe
incorrect assumptions around asset investigations and the application of the vacancy adjustment.
These are discussed further in Chafid¢ogether with our concerns regarding proposed reductions
to AncillaryServices andnsurance.

2.4. SERVICE PERFORMANCE

The Draft Decision commended our consultation approach and subsequent development of Service
Performance Measures and targets. These included a set of measures and targets for Grid
Performance, Asset Performance and Other Mea<treBhe Draft Decision:

9 accepted all of the proposed measures;

i proposed removing the impact &UFL$cidents on our frequency of interruption measure
(GP1) and amendments to a subset of the associated targets; and

i proposed threeadditional’ Ot her sMeasur e

In principle, we are comfortable with removing the impact of AUFLS incidents. However, the
proposed changes to GP1 targets are too sewase@not readilyachievable, undermining the
effectiveness of the service performance incentivége have proposg more reasonable alternative
targets in Chapte8.

% see Chapter 10 of our Main Proposal for details on the measures.
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As set out in our response to the Issues Paper, we compiled a set of representative measunges hav
considered the views of stakehol ders. We believ
provide little additional benefit for customers given the informafitwe already provide.

Moreover, they would be difficult to implement if the propaseeduction in Corporate Opex is

adopted.

2.5. ASSET MANAGEMENT

The Draft Decision recogniséhe improvementghat we have made to our asset management
approach. These have culminatedur application folPAS 55 certification the audit for whichwe
are arrently undergoind”’

Notwithstanding our progress to date we agree there is scope for further improvement.

We had intended to continue developing our asset management capability to support our service
performance and efficiency objectives during RCP&se improvements and those suggested as
potential RCP2 Initiatives will require significant internal resources and potential external advice and
support. Our ability to undertake these improvements is likely to be significantly undermined by the
proposed reductions to Corporate Opex

2.6. RCP2 INITIATIVES

As discussed above we agree that there is scope for further improvement in our asset management
approaches and other capability areas. Our asset management documentation sets out a series of
such improvemetninitiatives. These correlate well with those suggested in the Draft Decision and
together provide a basis for discussions on a new set of initiatives.

It should be noted that the extent and timing of any RCP2 initiatives will depend on both staff
capabiity and their availability As a resultour ability to undertakduture initiatives would be
undermined by the proposed reductions to Corporate Opex.

The suggested date of July 2015 for finalising an agreed set of RCP2 initiatives is appropriate,
allowing us to take into account the implications of the final decision on our capacity to deliver
further business improvements.

2.7. FORECASTING METHODOLOGY

The Commission and its advisors reviewed our forecasting methodologyaihas part of their
assessmenprocess. In the sections below we respond to the main findings.

2.7.1. NEeD CASE

In general, analysis supporting the Draft Decision agreed with the identified needs and options
analysis undertaken as part of our forecasting process. A number of issuegaiged in relation to
our E&D forecasts and we have addressed these through updated justification material (see
Section3.2). We have also provided additional regal supporting our decision to develop a
Substation Management System platform.

% we provide information equivalent to OM7 and OM9.

21 At the time of submission we are beingrfally audited by PAS 55 assessors.
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As a more general comment, we believe that theterministic approach (based on assessnserfit

discrete projectsysed to assess ERexpenditure is not wholly appropriaté€onsideration of an
‘“expendi ture envel o{beprojedt revietvsavouddeetter vneflect the yariablg e c t
nature ofE&Dexpenditure(over the mediuraterm).

2.7.2. CoOST ESTIMATION

BoththeDr aft Deci sion and Stratamaéepont binaslude obef
processesAs explained belowhese discussions appear inconsistant we are unsure to what
extent, if any, they havinfluencedthe proposedexpenditurereductions.

The Draft Dwedcave domcerns svith @dtimmason basd the probability of projects

rolling into RCP3. Consequently, we are proposing to reduce the expenditure by $34.2m t0’$649.3m

The consideration of estimation bias is inconsi s
recommendation based solelyongon t i adu t“sr”’o Iflr om ®RCP2 t o RCP3.

The only evidence adiggregatebias presentedby Stratais towards undesestimation of costs,
“Transpower has assumed a lower unit cost for its RCP2 budget than its most recent actual/forecast
unit costs for that tpe of project.”® TheDraft Decisiofs proposedeductionto R&R Capeis

inconsistent with a bia®wards underestimation

More generally, Strata acknowledge the progress made in improving our cost estimation approach
st at i n g costhstinmation tols and processes appear to be on a path towards good practice
In relation toour specification of unit costs angrocesdor updating thesethey conclude that

t h e r eno specific weaknessesTheyalso statethat if our cost estimation frameworkas been
implementedas documented t i s | i k el ymeethitha expenditure cfiteria e cast s

In summary, we would be concerned if a perceived bias towards overestimation was a factor in the
Co mmi s prapased resluctions

2.7.3. COST ESCALATION INPUTS AND ASSUMPTIONS

The Draft Decision accepted the majority of our cost escalation proposals. It proposed the following
amendments.

1 The Commission has sought views from interested parties on the approach used to forecast
metals costs. We provide furtharformation below.

1 Removal of the foreign exchange exposure assumgtoiST hardware and software cost
escalation. We discuss this below.

9 Repladngour proposed NZ dollar/ US dollar exchange rate forecast with forward exchange
rates from Bloomberg Weare comfortable with this approaclsubject tothere beingan
appropriate mechanism that corrects for the differences between the forward exchange rates
used to forecast RCP2 expenditanmed the actual rates achieved.

i Amendngthe Capex IM definition of forecast CHlhe Commission &onsulting separately on
the associatecamendmentand we will engage with this process in due course

% pa ge 58 of Strata states t havbluntethiceprojectsadesnotipmvida unégaivocav ol umet r

evidence for a cost estimation bias that would lead us to recommend a specific cost estimadimn adj ust ment ”

% Strata, page 56.
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Metals Cost Escalation Factors

While the Commissiohasprovisionally agreg with the metal ©st escalation factora/e proposed
it is concerned that sharp changésrecastfor some commoditiekavelimited explanatior®® They
have sought u b mi t t e rthississuei ews on

The indices used fayur forecasts were derived by an external specialistazdtancy, the New
Zealand Institute of Economic Research (NZIER). NZIER set out the forecasting methods and indices
in a papet" submitted as part obur original poposal. This paper statethat:

“The forecast method for metals prices used:
i futures marlets prices for copper and aluminium prices 1 to 2 years ahead (futures
prices are not available for steel)
i average consensus forecasts for
- steel prices
- copper and aluminium prices beyond futures market horizons
T22NXR .ly]l TFT2NBOlrada G2 F2NBOIFad GKS 22NIR
In response to the Commissiomsoncerns NZIER has updated its paper to include further reasoning
for their chosen methodology, including the following overview on the use of consensus for&casts.

& ¢ K S-poWithofRconsensus forecasts are used to forecast prices on the grounds that these
reflect a variety of different perspectives and forecast methodscandequently embody
more information and better formed expectations than the forecasts of a single forecaster

The updated NZIER paper is attached to this submission. We continue to believe that the cost
escalation factors determined by NZIERectthe most suitable method for forecasting metals costs
overRCP2.

ICT Hardware

The Commissiohaspr oposed removing foreign exchange expo
and s o f'liSTv@therpreal prige effects ratevhichappliesto a proportion ofour ICT
portfolios. The Commission used the following rationale to justify the ch&hge:
GCNI yalLR2 oSN KIFa y20i LINPGPARSR adzZFFAOASydte RSOl
exposure in this cost category.
In the absence of suitable justification we@pose to remove the foreign currency exposure.

Under our approach the real IST other (hardware and software) costs will be escalated by
F2NBOlLadG /tL AYyFElLaAz2ys O2yaraidsSyd oAGK b®nLIOIwWQ

We disagree with the propasto disallow thd STOther rate.

In our original proposal, the IST Other rate used to escalate a proporti@i abkts was determined
and provided by NZIER. The proportion of ICT costs escalated was determined from the products in
each portfolio that are affected by, ot to, exchange rate¥.

% Draft Decision, Paragraph X21.

3L Cost escalation forecasts: Frameworks, forecasts and forecast metdBHER, October 2013.
NZIER, page 13.
Draft Decision, paragraph F21.

The proportion of ICT costsescalad by t he | ST Ot herl nmfalteet iaone asred Pruitc e nl n pRul
provided with our original proposal.

32
33

34
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It includesCapex costs relating 1o

i software licences (e.g. Oracle, Alstom, IBM Netcowidt

i large systems (e.¢elecons equipment, SAN storagegirtualisation environmats, Cisco
networking products).

It includesOpexcostsrelating ta
9 annual support of software (e.g. Oracle, InfoVista); and

9 third level support and maintenance agreements with original equipment manufact(eers
Ciscdwhere services are provided from efhore.

In response to the Draft Decision NZIERUpated its paper to include the IST Other rate &md

clarify the type of ICT expenditure that this rate should apply to. The updated paper $tates:
Gt NPRdzOG & &2dzZNOSR RANBOGEE@ 2NJ AYRANBOGEE FTNRY
also equire adjustment to account for exchange rate movements, in addition to CPI indexation,
as these products are exposed to potentially large exchange rate movements.

Products which are exposed to potentially large exchange rate movements ispkalised

capital equipment, technical software and services supplied in conjunction with these products.
International markets for these products are characterised by few suppliers and prices which are
tied to prices denominated in currencies othertiiak S b S¢g %Sl f I yR R2f f I N¢

The IST Other rate and its application in our original proposal is consistent with advice originally
provided by NZIER and now set out in its revised report.

Wewill have a significant volume of ICT transactions that are expimstmeign exchange
movements in RCP2. In order to recover these costs the IST Other rate provided by NZIER and used
in our original proposal should talowed

2.8. EXPENDITURE GOVERNANCE

As set out irour Main Proposalpur RCP2 expenditure is based onalled bottomup forecasts that
have been subject to a robust approvals process and a series-abigp challenges. During these
reviews, our proposal was thoroughly challenged, both in terms of estimated cost and deliverability.
This is evidenced by ttseries of reductions to both programme scope and associated expendfture.

It should be noted that our internal approvals and challenge process:

i applied to all expenditure categories;

9 made considered adjustments that aligned scope and expenditure withitiolios;
i resulted in material productivity improvement targets; and

1 was commensurate with the scale and complexity of the expenditure.

Despite acknowledging the thorough nature of our internal challenges the Draft Decision seeks to
apply further reductons to the resultant expenditure.

As discussed above, we consitiee proposedreductions to be inappropriatas a number of the
assumptions used to justify them are incorrect or inappropriaidis is particularly the case given
our internal challenggrocesss and the productivity targets already included in our allowances.

% NZIER, page 13.
® This was set out in our response to a Commission’s inforn
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2.9. DELIVERABILITY

During the assessment process we discusBedieliverability of our RCP2 programme with the
Commission and its advisors. This included discussions on speditdigo(e.g. tower painting)
and ourapproach to mitigating deliverability risk

These risk have been used to justiy p r o pooossihalb 0 a adpistmentto our AC Stations
and Transmission Lines Cap&ke Draft Decision and supporting matenaly include higHevel
discussions on deliverability, and provide no basis for the scale of the reduction, or its coverage.

We note the Commission may be recepfi\® an incentive mechanism that linksir proposed
expenditure to our Grid Capex outpltiteluding Asset Health

2.9.1. BASIS FOR ADJUSTMENT

The Draft Decision states théh material difference between the grid capex programme that was
delivered compared to what was submitted before RCP1 raises concern about delivebelieve
this view is ovey simplistic and doesot take sufficient account of factofsthat drivesome

variation The presence of full substitutability under an IPP also limits the significance of historic
variance®’

The Draft Decision states thatie issue is not that the vations have occurred, rather the effect of
thesevariationsé We agree withthis statement but would expand it to also include the reasons for
variations. However, in the absence of any disc
the Draft Decision proposes a significanta c the-ls @ a redliction on the basis that variations

may occur.

We agree thati édiiced spending can be seen as positive so long as it is efficient and not detrimental
in achieving network performance targetsThe basis for theproposedreduction appears at odds
with this view given the use afnincentive regime that underpins our network performance.

There is limited forwardooking analysito supportthe view that deliverability will be a significant
issue dumg RCP2In our view, there will be a number of factors during RCP2 that will support the
successful delivery of our programme, most notably:

i areduced level of Major Projects will increase the availability of service proyiders

9 our proposed incentivelinking asset health and delivery performance to revenue will support
our R & R programme

i our proactive developrant of tower painting resources; and

i the increasing maturity of our R&R programmes incorporating improved practices and
planning

Reflecting theabove factors we are confident that we will deliver our RCP2 programme and believe
that the deliverability based reduction should be remové noted above, our ability to deliver our
RCP2 programme is likely to be significantly compromised if the riedisdib Corporate Opex are
adopted.

3" Draft Decision, paragraph 5.38.

% We define Asset Health and associated measures in our original proposal.

% The Draft Decision (page 57) lists such factors.

%" Notwithstanding this point, we have provided the Commission and Strata with detailed explanations and justification

for the variances that occurred during RCP1.
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2.10. CHANGES TO REGULATORY FRAMEWORK

The Draft Decision sets out the proposed form of the RCP2 IPP and potential amendments to the
associated Input Methodologies. We are generally supportive of the proposals but have &incern
four key areas.

To address our key concerns, we proptsefollowing improvements:

i revised wording to remedy the test for determiningwhéd er an event is ‘cata
i refiningthe' | i st i ng’ me c hghlywuncemain tapital projectsge or  hi
T defining Consumer Guarantees Act indemnity <co

consumers, while preserving the intended properties of the indemiaity
i changing to an expenditureasedallowance foBase Capeto improve efficiency.
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3. GRID EXPENDITURE

The Draft Decisiommposesa reduction of$113.6m on our proposed Grid CapeX his includes a
reductionof $46.4mto Replacement and Refurbishme®&R portfolios and$67.2m for
Enhancement and Developme{ii&D).

We have already set challenging cost reduction targ&tse lower level of expenditure can only be
achieved by significant scope reductions.

As discussed iBection2.1, reductions of this significance would impact:

i our capacityto maintain Asset Healthndachieve our RCP2 service performance objectives;
9 ourflexibility to address changing circumstances on the Grid; and
i our ability toprovide an appropriate service to our customers and meet their requirements.

Following our robust challenge process and the applicatiauoproductivity adjustment we
believethat thesefurther reductions are unwarranted.

The remainder of this chapter addresshe proposedreductions to Grid Capekoth R&R and E&D

3.1. REPLACEMENT AND REFURBISHMENT

The Draft Decisioproposes aignificant redudbn to our R&Rprogramme dumg RCP2Thisis
based ona‘ a c the-ls ¢ a redlctionto 21 portfolios across ouifransmissioriine and AC
Sation assets.

In addition there is a separateduction to our proposed substation management systems (SMS)
programme. Our response to theroposed reductions iset outbelow.

3.1.1. GENERAL REDUCTION

TheDraft Decisionproposesa 5%reduction acrossur Transmissiortine and A@ation Capex. This
equates to a reduction ¢§34.2m We note the Commission may be recepfie an incentive
mechanism that linkthe scale of this reductioto Grid Capex outputsncluding Asset Health
during RCP2

As discussed in Secti@B, we considef a c 4the-ls & a adpistmensto be inapprriate. In
addition, we have the followingeservationon the proposed reduction as it relates to R&R Capex.

i It has beerapplied to21 portfolios each of which hadifferent forecastingapproaches and
potential delivery risks

1 By appl!l yi praguctivity adjustmentwe have alreadynade a conmitmentto
deliverefficiencies in &d Capex.

9 Qur challenge round procesdreadyreduced the scope of our programmes to a prudiavel

i Constraining R&R programmes may lead to increassgaelated riskand the potential for
deterioratingreliability forour customers

Forthe above reasons, the proposed reductimnR&R Capeis inappropriate

*L Draft Decision, paragraph 5.38.
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Notwithstanding this view, and to address concerns raised in the Draft Decision, we propose to
directly link the outputs of ouR&Rprogramme to reenue. Weawould do sousing an incentive
mechanism based on our performance delivering our Asset Health targets and planned replacement
volumes.

For practical purposes, our proposal is focussed on our larger portfolios encompassing the fhajority
of our dannedR&R CapexOur proposal is set out in detail$®ction6.1.

On this basis, we propose that the reduction be removed.

3.1.2. SUBSTATION MANAGEMENT SYSTEMS

The Dré& Decision proposea reduction of $12.2m to ourudbstation Management SystemNiS)
portfolio. Thisreduction isbased on a slower rollout through RCP2.

Strata accepted our assessment tioalr RTU fleeheedsto be replaced by modern equivalent
equipment They questioned the pace of the deployment and elements of the needs case as set out
in our original business case.

We have reassessed and updated the SMS business case based on feedhaiikg upto-date
delivery performancefrom the ongoing RAPprogramme. This included a reassessment of the
programmes overall benefits. Based on this analysis we believe a relésscaggressivBMS
rollout in RCP2 is acceptable.

The revisedEMSrogrammelowers required Capdsy $7.9m compared to our original proposal
Substation Management System

Our existing telemetry fleet is based on Remote Terminald{RiT U}Yhat requirereplacement due to:

1 60% of the fleet approaching end of life;

1 30% of deployed RTUs no longer have the cip&o transfer the increasing volume of data required;
1 25% are obsolete and no longer supported by the manufacturer; and
1

poor functionality of existing RTUs presents a significant safety issue due to inconsistent and pooi
situational awareness during fteoperations.

Our strategy iso replace RThased telemetry systems with SMS based systems. SMS allows for
implementation of advanatremote engineering access, situational awareness at adjacent sites, improy
resilience, and tolerance to faults on dawl systems.This approackas the highest net benefit relativto
other replacement options.

Strataagreed with the need to replace these assets and propasealternative roltout plan. We have
reassessedur originalroll-out planbased on robustup-to-date information ancour experience during
RCP1Based on this we have revised our approach and now propose a more conservatoud.rdlhis is
based on 14 SCADA facing Rpé&tyear as opposed to 18 in our original plan.

Thechartbelow compareghe alternative expenditure profiles. U@ original SMS deployment pladatted),
Strata’s panedquroeviaed SMShléployementénge.

Our revised approach is generally consistent with the expendjtuoposedby Strata but reflects the
practicalities of the rolbut (e.g., site sizeelative priority,and number of RTUgser site).

2 The six portfolios cover 68% of total expenditure sabje the proposed 5% reduction (on a nominal commissioned

basis).
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- Updated Plan - Strata Proposal Original Submission
Our updated plan has been prioritisbdsed on the following criteria:

i sites that haveobsoleteor end of lifeRTUsand those that haveeachedtheir processing capacity limit
i1 those withlimited functionality;and
i aligning work at sitewith other protection projects

Qur updated forecast represents a practical fwlit at a similar scale to that proposed by Stratiais based
on robust and ugo-date information and uses experience gairfeain the roll-out to-date. As a result we
are confident thatti will be successfully delivered.

Our approachs described ifiurther detail inthe accompanying business case

Supporting Material Business Case

3.2. ENHANCEMENT AND DEVELOPMENT PROJECTS

The Draft Decision proposedreduction in our E&ES Capexrom $123.8m to $56.6m The
combined reductions amourtb $67.2n or 54% of our original forecast requirement.

A reduction of this sizeill restrictour ability to efficiently manage our E&D portfolio and to respond

to changing circumstances on the Grithiswill increasethe risk thatwe will not meet the Grid

Reliability Standards at sonp@intson the coreGrid during RCP2Lower levels of reliability would
impact our Service Performance Measures as we would run a higher risk of interruptions particularly
during maintenance.

Our assetsandthe networkin general, would have higher risk of failure This ould have a direct
impact on our customers if, for examptlge System Operatonadto manage customer load or
constrain generation

“ Unless otherwise stated all references to ‘' E&D’ relate to

of our Base Capex.
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The remainder of this section
i explains our concerngith the approachused to reviewE&DCapex
i addressesoncerngaisedabout our general forecasting and planning approach;
9 discussespecific projectplanned for RCP2; and
i sets out our revised E&Dapex for RCP2
We havealsoprepared a supporting pap&rin response to the Draft Decision and the Strata Report.

3.2.1. APPROACH TO REVIEWING OUR E&D CAPEX

The approach used to review our E&D Capex was based on an assessment of irinjectal
OverviewDocuments (PODs) leading to individual projects being eithmrepted, amended, or
declined. We believe that sole relnce on a deterministic approach, based on the assessment of
discrete projects, is not appropriate aglites not adequatelyecognisehe uncertainties involved in
the associated expenditure drivers for E&D.

Estimating E&D Capex over a five year periachisrently uncertain. While we plan 10+ years into
the future and identify issues and projects through our Annual Planning Report we do not make
definitive decisions to invest until the investment need is relatively certain.

Reviewing projectspurelyon a caseby-case basis makes no provisimn the following sources of
uncertainty.

1 ManyE&D projectare dependent on third party decisiorandcan arise very quickly once
third partiesdecideto connectnew generation or loadWe consider it likely thatnejects, not
identified in our proposal, will be required during RCP2.

i System conditions and constraints will arise unexpectedly leading to a need to reprioritise our
E&D expenditure.

i1 There idimited scope for effective substitutigmsE&Dprojects addess specific issues and
can vary greatlyn scope and valu&.

i1 To maintain a degree of flexibility,is often appropriateto delayfinalisng a preferred option
until late in theE&Dplanning processvith potentially significant impacts ogproject cost

We seek to manage this uncertainty by adopting a portfblsed approach. This approach
concentrates on the most likely projects lnetcogniseghat otherswill emerge and thatthesemay
be higher priority Changing circumstances may also lead to identpiegects being deferred or
brought forward

The projects that we used to builgh our E&Dportfolio represented our best view, at the time of
submission, oinvestmentneeds driven by forecast growth andcseity requirements during RCP2.

Project priorities and optimal solutions will inevitably change as new information becomes available
and we complete more detailed investigatiorisis neither practical nocosteffective to complete
exhaustivedetailed option investigations for projects many years in advan@ndRCP submission

For this reason, total E&D Capex is as important as the individual component prdjeetproposed
reduction in the Daft Decision restricts our ability to efficiently adess actual system issues and
constraints, and may leave us unable to adequately respond.

* E&D Response to Draft Decisi®nanspowerMay 2014.

%5 Whereas in an R&R portfolio substitutions will tend to involve reprioritising similar projects that address the same

fundamental driver (e.g. Asset Health or fleet obsolescence).
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3.2.2. GENERAL CONCERNS

The Draft Decision raised general concerns about our demand forecamtid@umeeds
identification and option analysidNe respond to theseoncensbelow.

Demand Forecasting

Our demand forecasts were based on our 2013 APRingthe Co mmi s si on
we provided informatioff on the impactof the updated2014 APR demand forecast.

[BOoCessS S € S S mer

Our supporting papéf provides an explanation of our revised demand forecasting approach, and
summariseshe impact onour growth driven projects

This includeopportunities to defer the following two asset interventions.

1 Upper North Island Reactive Supp{PD32)alower regional demand forecast indicates that
one of the new capacitorsanbe deferred to RCP3.

9 Opunake and Te Awamu{@D44)supply transformemworks carbe deferred to RCP3.
Need Identification and Option Analysis

Strata reviewed the needs identificati@md gotion analysis for each E&D projedie have
responded to theiprojectspecificconcerns in our supporting papelm addition, tvo general
concerns were raised perceivedack of customer consultation on negdmdalack of
consideration of Special Protection Schemes (SPS) and Demand Rg8i®asealternatives to
largertransmission investmenst

We consult with our customers on an annual basis asamepileour APR.Thisincludesc ust o mer ' s
demand forecasts at their patis of supply andheir views onregional E&D investment need®ur

investment approvaind planningprocess includes further consultatipand we continudo discuss

our projects with customers as they progress throaiglivery.

We have included SR&d DR in our optiaanalysis for a number of projects. SPS are a reasonably
well established option for deferring investment but can be complex and expensive in some
situations. We have also considered DR in some projects. However, we did not éxpiiditde the
costs in our estimateBecause, undethe Capex IM, DR expenditure cannot be included.

3.2.3. CONCERNS WITH SPECIFIC PROJECTS

We addresshe Draft Decisioh @oncernson individual projectsincludingrevised costsin our
supporting paper.For sane projects wehave alssubmitted revised PODs.

Strata argue® that there is scopéo substituteprojectsas it will be possible to delay some. We
have reviewed the PODs to test the need dates lier pprojects. In some cases theyuld be
deferred, but similarly therés justification to bring others forward. Whilst there may s@mescope
to substitute smaller projects, the proposé&m®Dallowance of $56.6m witleriouslyrestrict our
ability to introduce new projects, and effeetilymanage and prioritise existing projects.

Below we describe thmain projects that the Draft Decisioajected(completely or partially) that
following a furtherandmore detailed revieware most likely to be required duringCP2.

“ This was set out in our ransepuesh(Qel)t o a Commi ssion’s inforn

" E&D Response to Draft Decision.

8 Strata Report, paragraph 321.
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OtahuhuWiri Trarsmission Capacity $18.0m

We will not meet the Grid Reliability Standards at Boméag Wiri from 2014. An outagd one 110kV
BombayOtahuhu circuit will cause the remaining circuit to overload at peak demand from 20a#.
current preferred option isd install an interconnecting transformer at Bombay with a tee connection on
one of the HuntlyOtahuhu circuits.In addition to meeting the Grid Reliability Standards, we expect this
option to have significant losgductionbenefits of around $0.9m a year, which further justifies the
project's inclusion in RCP2.

Since our December submission we have completed a detailed option a?‘?aMni'rm includesxpanded
need analysiand comparison of options

Supporting POD PD300tahuhuWiri Transmission Capacity
Main Driver Grid Reliability Standards
Bus Section Fault Reliability $10.9m

This portfolio improves reliability on three important 220 k\dar10 kV buses on the coid, these are:
Haywards, Bunnythorpe and Mt RoskHollowing the investments, a fault on one of these bus sections \
no longer result in a loss of supplyhe Draft Decision proposes to decline MeRoskill investment

Without investment at Mt Roskill we willot meet the Grid Reliability StandardBurther work will be
required in RCP3-or this reason waeed to undertake this project in RCP2.

Supporting POD PD33 Bus Section Fault Reliability
Main Driver Grid Reliability Standards
North TaranakiTransmission Capacity $13.7m

This project enables us to exit the New Plymouth site by 2018 with resgbstgavings and reduced
systemlosses. It involves installation of a new interconnecting transformer at Stratford and conversion «
the 220 kV New PlymoutBtratford circuits to 110 kVThe new Stratford transformer would meet future
peak demand in the area.

We have made significant changesthis project since our submission, taking into account discussions v
the site owners, Port Taranaki, and economic analysis of our options for New Plymouth. The analysis
indicates a net benefit of at least $2m, primarily from avoidiqanned$8mreplacement of New
Plymouthinterconnecting transformem RCP3, control room relocation, and conditidniven cable
replacement, and loss benefits.

Supporting POD PD37 North Taranaki Transmission Capacity
Main Driver Economic benefit

9 OtahuhuWiri Transmission Capaci§Options Analysis.
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Hororata and Kimberley $3.4m

This projecwill install a 27 MVAr capacitor bank on the Hororata 66 kV G capacitor bank avoids the
need to manage load at Hororata or to constraim Coleridge generationThe IslingtorKimberlyHororata
circuits ae not part of the core grid as defined in the Electricity Industry Participation Code. Any investi
to mitigate the effects of an outage of one of these circuits needs to show a net market benefit.

We have prepared a revised POD which includes an itndBdaut conservative benefit of $6m NPV avoide
lost load.

Supporting POD PD31 Transmission Option to Relieve Generation Constraints
Main Driver Economic benefit

3.2.4. REevVISED E&D DURING RCP2

Based on our rassessmendf our programmaeusing the most up to date information, we propose to
reduce E&D Capex during RCP338.4m. We believethis will provide sufficient flexibility to
respond to system needs as they arise.

Table7 belowsummarise®ur revised Capex for each project.

Table7: Revised E&Projectsfor RCPZ$m)

Original Revised | Revised
Project 9 Draft Decision -
Proposal Proposal POD

OtahuhuWiri TransmissioCapacity $18.5 $O 3 $180 \Y
31 Relieve Generation Constraints $16.7 $6.0 $6.1
32 Upper North Island Reactive Support $8.0 $8.0 $8.0
33 Bus Section Fault Reliability $13.9 $6.4 $10.9 Vv
34 Wellington Supply Security $11.4 - -
35 Otahuhu and Penrositerconnection Capacity  $16.6 $11.0 $10.9
36 Bunnythorpe Interconnection Capacity $8.8 $8.8 $8.8
37 North Taranaki Transmission Capacity $3.0 - $13.7 \%
38 Timaru Interconnecting Transformers Capacit ~ $2.5 $2.5 $2.5
39 Southland Reactive Pow8upport $6.0 $4.2 $6.0
40 High Impact Low Probability Event Mitigation $9.2 $9.2 $9.2
41 Hororata and Kimberley Voltage Quality $3.4 - $3.4 Y,
42 lIslington Spare Transformer Switchgear $2.4 - $0.5 \%
43 Haywards Local Service Third Incomer $1.8 - $0.6 \%
44 E&D Other $1.7 $0.3 $0.85 Vv
Totals $123.8 $56.6 $99.4
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4. ICT EXPENDITURE

The Draft Decision proposes reductions to our ICT Qagefolios of$19.7m and$4.8m across ICT
Opexduring RCP2.

This chapter sets out our views on the proposed reductions and the basis by which the reductions
have been determined. It also discusses the potential effect on our ICT capability.

4.1. ICT CAPITAL EXPENDITURE

The Drdt Decision proposes two reductions to our ICT Capesacrossthe-b oar d’ reducti on
2.5% to all portfoliog$4.7m), and the removal of the TPM replacement projé¢g15.1m).

4.1.1. GENERAL REDUCTION

The Draft Decision impose&%‘ e f f i c i e n ¥ adjuspmentah eunl€TyCapex. This would
apply in addition taour own7.5%productivity adjustment.Again, forthe reasons set out in
Chapter2 we consider thiform of adjustmento be inappropriate.

Our proposal, incorporating a 7.5% productivity adjustment, is at a level that requires all proposed
projects to be implemented at optimal efficiency. This is already a significant challenge.

The further reduction proposed would put undue pressure on@agpex programme, leading to cuts
that may lead to our systems deterioratifgecoming more expensive to maintand reduced
levels of business capability

As set out previouslyour ICT Capes based on a number of distinct drivers. These include:

i refresh/capacity expansion Capex allows us to maintain benefits from established systems;
i compliance and risk mitigation projects manage residual risk within the business; and
i cost saving/avoidance projects that seek to reduce our ICT Opex.
We would be eluctant to further reduce expenditure in our refresh/capacity expansion or
compliance/risk mitigation projects. The bulk of any cost reduction would therefore likely fall on

projects seeking to ensure effective Capex/Opex trafle. As discussed in $iea 2.2, this form of
shortterm saving is likely to haveegative implications in thisnger term.

There does not appear to be a clear justification for a furth&% adjustment. Indeed, the
proposed reduction has been applied despite the overall positive assessment of our Capex
programme and forecasting process. For example, Strata concluded that:

i the link between strategic objectives andpenditure is sound

i our strategy to switch to recognised othefs h el@T platformsand software is well
established;

9 our policy of staying within vendor support agreemeigsppropriate;

0 Strata, page 126.

°L This information was provided as part of our response to Commission information reQQB8t
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i the balance of spentbwards maintaining capability rather than adding neapability is
appropriate

i our cost estimation approach is sound; and
i the programme is deliverable.

We believe this reduction is unwarranted @sr programme isippropriate(a view supported by
St r at a), was subjectecctasbustinternaland externatchallenge, and has alreadyda
challengingoroductivity adjustment applied

The main basis for the reduction is a perceived lack of benefits analaBtrataacknowledgetf it
is more difficult to estimatehe costs and benefits afansformational ICT programmes than
transmissiorsystem upgradeser replacements. Theurrentrapid changes in technology make
predictions over & year timeframemore difficult.

To mitigate against thjsve managerisks and benefits at a whole of portiolievelas well as aa
project level® This ensures that oveime aggregatéenefits can be tracked and reported.

We areimplementing improved benefits measurement and analysis, allowingéye detailed
performanceanalysis.However forecastingtangible benefits will continue to contain a level of
uncertainty due to the variance in the technologndscape.

4.1.2. TRANSMISSION PRICING METHODOLOGY

The Draft Decision proposed a reduction of 3b%to our ITFinanceportfolio based on the removal
of a proposed system upgrade to implementajor revision othe Transmission Pricing
Methodology (TPM).

A major revision of the TPRRs been the subject of a series of consultations byBleetricity
Authority EA. Toimplement the major changes in the signalled timeframe would require large ICT
system investmentduringRCP2.

Stratacommented that the timing and scope of the required changes are not certain at this time
while acknowledging that the upgrade may evegity be necessaryWe acknowledge that the need
for an upgrade of this scale contingent ormajor revision of the TPMnd that hese consultations
are ongoingand protractedeading to a degree of uncertainty.

Therefore, we understand and accept the@posed removal. However, were this situation to

change in RCP2 due to the decisions of the EA, and a confirmed timeline and scope tq emerge
would legitimatelyseek agreemenfrom the Commission to recover threquiredexpenditure

before committing ag expenditure. We think this is a reasonable compromise and would leave the
Commission and the Authority to resolve the requirements and regulatory implications.

In the absence ahe upgradet will be necessary to invest in a lifecycle extension projébts may

be commissioned in RCP2 and is estimated to cost in the order of $1.5m. There is no provision for
this within our forecasts. The potential need to fund this work within the current forecast is made
more onerous by the proposed 2.5% reduction

2 Strata, paragraphs 49596.

% This information was provided as part of our response to Commission information request Q053.
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4.2. ICT OPERATING EXPENDITURE

The Draft Decision proposen a a ¢ the-s ¢ a 2%réduction across our ICT Opex portfolios. This
equates to a reduction of $4.8m during RCP2. As discussed in Sx8time consider thigype of
productivity adjustment to benappropriate.

Similar to other areas of the Draft Decision the level of analysis presented does not, in our view,
explain or justify the application or level of the proposed adjustment. In particular, we have the
following reservations on the assessm@pproach used for ICT Opex

i1 The adjustment is indiscriminately applied to portfolios with different driveosne of which
include materiakxpenditurereductionscompared with RCR1

9 Our decision to outsource data &iing to a service provider has increased Shared Services
expenditure significantly (appro$l 7 m dur i ng RCP2) . Strata viewe
sound busi reTe minidige the everall impact of this increase we have sought
and achieved opet#nal efficiencies in this and other portfolios.

9 As set out in our response to the Issues Papemnegotiated significant savings to telecoms
(TransGo) support and maintenance costs through renegotiation with our service provider
We also reduced owsupport costs for security servicasibstantially limiting théorecast
increases inlte number of security device®mw required to ensure safe operatians

i Toillustrate that we are pursuing operational efficiencieshvave set out additional
information (below) demonstrating how our original Shared Service and Telecoms and
Networking forecasts havareadyincorporated material cost savirigrgets. DuringRCP2
these represent an aggregate savingstft 5m (approximately 6% of total T@pex).>

Table8: ICT Opex Example ofCostSavingTargets

Budget Item 2015/16 2016/17 2017/18 2018/19 2019/20
Telecomm & Networking Telecom leased services 15 15 15 15 15
Shaed Services Support- Server Minagement 0.8 1.1 1.1 1.1 1.1
Shared Services Software LicencesOther 0.2 0.4 0.4 0.4 0.4
Total Savings ($m) 2.5 3.0 3.0 3.0 3.0

i Strata speculate that there are opportunities for Opex savings by simply noting that contracts
are being renegotiated. While we have successfully reduced support cordraatg RCP1
the opportunity to realise further savings will depend on a numbérofors, including

- prevailing market conditions
- the numberof competing vendorsand
- the role or criticality of the services

i Strata raise no issues with tlexternalbenchmarking analysis that deems our Opex to be
appropriate This analysed our performance against peer institutions in New Zealand. Strata
suggest that benchmarking with Australian transmission utilities would be of benefit. We note
that the neither Strata nor the Commission pursued this approach

*  Strata, paragraph 613.

The figures represent reductions compared to our 2013/14 budgets. Details of our ICTalipgs svere provided to
the Commission as part of our response to Q032.
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Our expenditureplans were subjected to robust internal challerayed external benchmarkingWe
assessed whether a productivity adjustment could be made to ICT Opex but concluded that upward
cost pressure during RCP2 would make this approach inappropriate.

Our ICT Opeensures that critical business functions are properly maintained and supported. The
proposed reduction would undermine our ability to provide required service levels to the wider
business.
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5. CORPORATE OPEX

The Commission has proposech  ‘ @he-boasd’ 10% reduction to Corpo
of Departmental Opex, Investigations, Ancillary Services and Insurance portfolios). The Commission
uses the following rationale to justify the 10% reductn.

1 & XSEGNI Oheneffisof biliin&ss ifpiivément initiatives and investment in staff
capability, retention and recruitment that were made in RCP1;

9 a more rigorous focus on activity that enhances and improves the performance of the existing
asset base compared with ngnid activities;

i eliminating the average vacancy rate from the Departmental cost assumption on the basis
that there will always be ag®%% active vacancy level;

i disallowing the proposed $6m opex for the proposed Wellington Head Office relocation and
consolidaton, as it is not supported by a business case; and

1 NEBRdzOAYy 3 O2NL1LIR2 NI S aSNBAOSa Ay@SaidAadardarzya |If
This largely replicates the findings in the Strata report although the Strata report included the
following addition rationale’

i "...extracting benefits from proposed business improvement initiated and investment in staff
capability, retention and recruitment proposed to be undertaken in RCP2,"

We disagree with the proposed 10% reduction and the analysis and justification upon thich i
based.

The remainder of this chapter:
i sets out the impact of the proposed reduction on our capabilities, future efficiency, and the
impact on asset risk and reliability;
9 describes how a reduction of this size would not promote the @mm benefit ofconsumers;

i demonstrates that Strata's (and the Commission's) assumptions and associated rationale (as
set out above) are incorrect; and

1 notes where the Strata report is inconsistent with the position of the Commission and the IRIS
mechanism.

In addition b the 10% reductions the Commission has proposed removing thnsetance
allowance entirely. This is discussed in Section 5.7 of this chapter.

5.1. IMPACT OF PROPOSED REDUCTION TO CORPORATE OPEX

Our RCP2 proposal sets out the necessary expenditure redoirgchieve an appropriate

transmission service for our customers in RCP2. Our Corporate Opex has been developed alongside
Grid and ICT expenditure with the objective of reaching an optimal balance between Capex and
Opex and delivering on our RCP2 objexdi

*® Draft Decision, paragraph 5.67. Note that it is unclear from the Draft Decision whether the rationale set out in

paragraph 5.67 applies to insurance premiums.

°" Strata, paragrapb92.
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Corporate Opex includethe costs of thepeoplethat design, build, and operatether i d; ' f i xed'’
costs of doing business such as audit, insurance and building leases; and necessary support services
including finance, treasury, legal and human resesrt

The primary activities covered by Corporate Opexdaictedbelow.

Figurel: Corporate Opex byctivity

Audit
1%
Building
5%
Ancillary
3%

Grid Operator
14%

Asset Mgmt
8%

Planning
16% Maintenance
7%

\_Delivery / Build
4%
A significant proportion of dctyrelatedtatheeayd>daye x i s ef
delivery and operation of the GridThese are set out belowExpenditure in these areas cannot
realistically be reduced significantly as doing so would lead to unacceptable risks to safety, reliability,
and the deliverability of our Capex programme.

i GridOperator: Activities directly related to the real time operation and management of our
Grid assets® Any reduction to these costs would lead to unacceptable increases in risks to
safety and reliability.

i Insurance Premiums base@n specialist, independent advice from Marsh Actuarial. Reducing
these costs would simply transfer risk to consumers.

i Ancillary Services Payment for ancillary services, where we are effectively a price taker with
little scope to influence the costs.

i Grid maintenance Activities related to the management of our service providers including
service delivery standards and policies.

i Grid delivery The activities related to programme delivery that cannot be capitalised.

T WYyl @2ARI oTth®Q */f 2 afiddunyg business sush asstaccommodation costs, audit
and regulatory assurance fees that cannot be reduced significantly.

As aresult, the effectof A0 % * -the-ls @marsd’ reduct i oocouldontyb&or por at e
achieved by reducingur asset managemenhetwork planningand corporate supporservices

activitiesby 2025%. In terms of headcount the proposed reduction would recaireduction of
approximately61°® full time equivalents As proposed, these cuts woul c
one” owise, the pehcentage reduction required would increase as these cuts were phmased

% For example our Grid Operating Centres were insourced in 2012 and now form part of Corporate Opex.

This would be in addition to our forecast reduction of 24 full time equivalents (FTE) (after capitalisation) by 2019/20
included in the RCP2 progal. Regulated transmission headcount is forecast to reduce by 19 FTE during the last two
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5.1.1. AFFECTED ACTIVITIES

We have undertaken an assessment of the activities that would have to be reduced or discontinued
in RCP2 to achieve a reduction of this size. mbigded the associated impact on our ability to

deliver a cost effective service. The activities and impact on the business if{iohpdets are

italicised for ease of reference

i Grid Planningall long and medium termgwer system planning and outageordination
would need to be reduced. This would directly affect our ability to forecast and plan for
changes to the grid resulting in a reactive approach to planning. Reduction in outage
coordination would lead to inefficient allocation of the scarcgame resource, increased
cancellations and associate-weork. Over time capital costs would increase and there would
be a potential decline in system reliability and overall reliability.

i ICT PlanningThe planning activities undertaken byhiause solubn architects would need to
be discontinued. This would directly affect the planning and continuity of the programme to
separate the critical and neeritical systems; ICT design and approval process; and the
selection of appropriate technologies througie RCP2 lifecycle investment programme.
Over time Capex would increase and wider operational support costs would be given less
scrutiny putting at risk efficient expenditure in licensing, maintenance contracts and
outsourcing.

i Performance and ConditioAssessment Asset incident and failure investigations, asset
condition and risk assessments and asset performance improvement work would need to be
reduced. Over time information used to manage asset incidents and make asset management
decisions would dgade resulting in increasing in costs, potential decline in the health of our
assets, and reduced service performance.

i Asset Information Policyand Process Improvement$laintaining and improving the
accuracy of existing dsuilt information, developing and improving quality control processes,
ensuring operation and maintenance documentation is fit for purpose, and updating existing
policies and standards based on enwimeental requirements would need to be reduced. This
would lead to incomplete or incorrect information and processes being used to make
operating and asset management decisions, resulting in an increase -stanahard, higher
cost and less reliable workarctices, increased risk of nmompliance, and an increased level
of rework. Over time this would impact our asset management capability resulting in a
potential decline in the health of our assets and reduced service performance.

i Landowner RelationsThe landowner relations service would need to be reduced, limiting this
to supporting individual capital projects. This would have a material impact on how we deal
with landowners and land occupiers including lower levels of engagement, less flexibility to
accommodate requirements, greater number of issues, and longer issue resolution time.
From experience we know that this would detrimentally impact on the access we require to
maintain, operate, upgrade and build our transmission lines, substations andutigations
network, ultimately resulting in programme delays and increasing costs.

5.1.2. IMPACT ON CONSUMERS

Reducing or stopping the above activities would reduce Corporate Opex and the net cost of
transmission services in the shderm, but would have the filowing negative impacts on
consumers

years of RCP1 to 500 FTE (after capitalisation) at the start of RCP2 (note this reduction is not related to major projects).
A further reduction of 5 FTE to 495(afteapitalisation) is forecast to occur by 2019/20.
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9 increased Grid and ICT Capex in the medium term leading to an increase in prices;

9 increased risk of asset failure and lower reliability in the long term, reducing our ability to
improve service performance in line Witustomer expectations;

9 reduced ability to plan and deliver our Capex and maintenance in a cost effective manner
leading to a potential increase in prices; and

9 constrainingour ability to deliver improved customer service and further improvement
initiatives .
We know from past experience that reducing investment in our internal capability, particularly in key

engineering and operating areas leads to higher costs and ireffidelivery in the long term.
These outcomes are not consistent with promoting the long term benefit of consumers.

Before reaching its final decision the Commission should consider the impact of any proposed
reduction to Corporate Opex.

5.2. ISSUES WITH COMMISSIONG CONCLUSIONS

We agree with the Commission’s conclusion that 8
applied toOpex This recognises that the proposed price quality path, including the IRIS incentive
mechanism, provides continuous incars to innovate and achieve productivity gaifis.

In keeping with this view, any proposed reduction€jpexshould be based on evidence that our
2014/15 expenditure levels and associated RCP2 forecasts are to¥ high.

Strat a’ dorpomte Dpexuses ddth anecdotal evidence and forecast productivity gains to
justify a 10% reduction in corporate operating expenditure. Specifically, Strata label this 10%
reduction a ‘pnbobduct SBv i &y dceertipating bendfits foom brggsed e f e r
business improvement initiatives and investment in staff capability, retention and recruitment
proposed to be undertaken in RCB2.

It is evident from the aboveyfacwrdschetygetofi on t hat St
forward-looking productiviy assumption that the Commission considers should not apply.

‘

The Commissiohasremoved anyr e f er ence to Strata’s productivit
from RCP2 business improvement initiatiirests Draft DecisionHowever, it is of concern #i no
corresponding adjustment is made to the 10% reduction recommended by Strata.

The Commission provides no explanation of the selective use of the Strata analysis or the change in
focus from a productivity adjustment in the draft decision.

Notwithstandn g t he i nconsistent use of Strata’'s analys
Stratato justify a 10% reductigrand adopted by the Commissiarg incorrect. These are
discussed below.

5.3. ISSUES WITH COMMISSIONG ASSUMPTIONS

As stated above, the Gomission has largely replicated Strata's findings without further analysis or
justification. In our view, these findings do not provide a good basis for the 10% reduction and risk
adverse impacts for consumers.

0 Draft Decision, paragraphs 5-6871.

 our forecasting approach used 2014/ 15 as a ‘base year’' fo

2 Strata, paragraph 592.
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As referred to above, the Strata reportieonsistent with the Commission's position on productivity
adjustments and the IRIS mechani§i.

In addition, the Strata report incorrectly assumes that the benefits from initiatives in RCP1 will
materially reduce Corporate Opex compared to our forecaStherwise thereport relies on
high-level and incorrect assumptioms conclusionselating to "NonrGrid activities", application of
the vacancy rate, asset investigatipaad Wellington Head Office relocation.

Theissues relatingo total Corporate Ope are discussed below with those specifically related to
investigations and the Wellington head office relocation discussed in sections 5.4 and 5.9
respectively.

5.3.1. BENEFITS OF BUSINESS IMPROVEMENT INITIATIVES

The Commission has referenced extracting the figh&om the RCP1 business improvement
initiatives when justifying the 10% reduction @rporate Opex relying on the Strata repartlt is
incorrect to conclude that the benefits from the RCP1 initiatives will re@arporate Opedelow
the forecasts included in our RCP2 submission.

During RCP1, we have delivered a programme of business improvement initiatives focused on core
areas of our business includirgafety managementsset risk managemerperformance

monitoringand costestimation The objectives, benefits and milestones for each of the RCP1
Initiatives were set out in the RCP1 Business Improvements Initiatives report provided to the
Commission in March 20F2.We are planning to complete other initiatives in RCP2 thatza

natural extension to the work undertaken in RCP1.

A summary of the RCP1 initiatives and associated benefits is set out below.

Table9: RCP1 Initiatives

Initiative Benefits Overview

Enhancedwareness of safefyreductiorsin serious injuries and asset damage

Safety transparentdata management

Asset Management Improved risk and integrated asset management across the organisation

Replace the maintenance management system resultiregliatter understanding
Asset Management of the condition and performance of assets, improved works delivery through
Information System better scheduling and cost management tools, consistent work methods,

works/stock management integration, reduced health and safety reporting cos

Introduce a framework for identifying and assessing asset risk and implement
control measures to identify areas for improvement in the management of gric
assets, demonstrate effective management of asset risks

Asset Rk
Management

Establishasset health indices for three fleetis provide a robust, consistent and
Asset Health Indices  readily accessible means of identifying, assessing and managing the health o

assets
Asset Criticality Introduce an asset criticality framework to provide a consisegroach for the
Framework prioritisation of investments

% See also Section 2.3 above.

64 Busines$mprovement InitiativesTranspower, March 2012.
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Set longterm performance measures to provide a simple, clear and readily

Network Performan ) o . .
CIWOrK Ferormance - ccessible means of monitoring and reporting the risks to, and the performanc

Measures - o .
of, the supply of electrity transmission services
. Align contracted service deliverables with our objectives and move towards
Maintenance L : . . . . . .
Management conditionbased risk maintenance to improve efficiency, including reduced site
9 visits, reduced outages, better understandingotdnned and unplanned work
Integrated Works Improve policies and processes for managing, monitoring and prioritising
Planning expenditure
Cost Estimation Enhance cost estimating practices across the business
Procurement Improvement plan and implementrgew contract management system
Grid Operating Bring operations function shouseto improve capability and its integration with
Centres maintenanceand make an overall reduction @perating costs

The majority of the initiatives reflect the ongoing enhancement of our approach to asset
management and provide:

i a greater focus on the achievement of outcomes, linking those outcomes to expenditure and a
more consistent and robust approach to the ideiatition, assessment and management of
asset health and risk;

i performance measures and targets for the level of grid reliability improvement in the medium
and long term with the medium term measures directly linked to revenue;

i the application of a formal sk management system for grid assets, including the use of asset
health, to determine and justify the link between required investment and the overall asset
condition of the grid; and

T improved | ine of sight from t hssetroanagemerts at i on
policy, asset strategies and objectives and asset manageplans.

Collectively, the result is impved risk maagement (and service performance) and more efficient
captal investment both in terms of dynamic efficiency (i.e. better Btugent decisions) and
productive efficiency (i.e. delivering investments at lower cost). Thatm®mmes are reflected in our
proposel capital investment requements and network performance expectations during RCP2.

The majority of the initiatives do ng@irovide savings i€orporate Opexhrough RCP2. The one
exception is the replacement of the asset management information sy8teFhis project will

deliver productivity improvements from health and safety reporting; more accessible works tracking
and defet flagging; tighter coupling between financial systems and works management; and
improved visibility of the linkage between work and outages. The benefits were quantified as
$0.34m per annum and included in the forecasts contained in the RCP2 submission.

5.3.2. REFERENCE TO “NON-GRID” ACTIVITIES

As part of its justification for the 10% reduction to corporate operating expenditure the Commission
refers to ®atweshoaldhaver|i nYdgokdSg focus on activity that enhances and
improves the perfanance of the existing asset base compared with-gidi [sic] activities ®

5 Note that the insourcing of the grid operating centres results in a reduction in Grid Opex and an increase in corporate

Opex with a net saving overall. These changes were included in the RCP2 forecasts.

% Draft Decision, paragraph 5.67.
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Transpower’s RCP2 propos al requiestl to achidve reaboeabla e c e s s ar y
service performance expectations for the national transmission grite proposal contains no

“nNngmid” activities. -gWhidl acttheintefearemag the Ome
it is important to stress that there are no parts of our proposal unrelated to the grid and the delivery

of the “temwnisené ssi on s

The statement seems to be drawn from an assumption by Strata that our capitalisation rate is too
low and that too many staff are involved in ngrid project work®’

GDAGSY GKFG ¢NIyalLR2eoeSNI adl TF 02271 ofopexSadAIl GA2
category, at an average of about 26%, the capitalisation rate appears to be low.

Our conclusion is that Transpower has too many staff involved hymadproject (or
Ay@SadAaaridAazya ¢2NJ0 2N AG Aa y24G O2NNBOGfte o2
We disagree with the Commi ssion’s conclusion ano

Analysis of the capitalisation and investigation (transfer) rates varies by division level based on the
functions each division performs.

Tablel0: Capitalised Salary Costs

Division Transferred Capitalised Non Capital/Invex Total
to Invex (%) (%) (%)

Grid Projects 1% 83% 16% 100%
Grid Development 46% 23% 31% 100%
Grid Performance 2% 14% 84% 100%
ICT 9% 30% 61% 100%
Support 1% 5% 94% 100%
Total 9% 26% 64% 100%

The capitalisation rates reflect the functions undertaken by each division:

i Grid ProjectsCapitalisation rate of 83% reflects its primary responsibility for delivering capital
projects. It also provides the projectanagement office and supply chain management
services which are capitalised to the extent that they relate directly to capital project delivery.

i Grid DevelopmentInvestigation rate of 46% and a capitalisation rate of 23% as it is
responsible for providig the initial investigations (across a number of options) that are
expensed and the detailed investigations based on a chosen option that are capitalised. It also
undertakes activities such as leteym network planning and provision of the cost estimatio
platform that cannot be capitalised.

i1 Grid PerformanceHas lower levels of investigation and capitalisation rates as its primarily
responsible for perating and maintaining the gridt includes the grigperating centres
outage planning, grid skillsaining, geospatiand drawings management angeneral
landowner relationgnost of which cannot be related to capital projects.

1 ICT Undertakes a mix of operational and capital related work. Staff ¢padialist contractgr
time is capitalised wheréhis relates tacapital projects

9 Support groupsLow levels of capitalisation as it is made up of divisions that provide functions
that support the grid functions including finance, regulatory affairs, legal support, human
resources, corporate affairs etc.

¢ Strata, paragraph 57871.
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In summary: all corporate operating expenditure relates to grid work directly or in support of the
service delivery groups. Investigation and capitalisation rates vary by division based on the nature of
the work undertaken. All capitalisation is unddea in accordance with applicable accounting
standards.

As set out i n momgdgacteites 2 ( ahbdest eaf mat wvariants useEe
material) is confusing and should not be used when discussing and analysing corporate operating
expenditure. Ther e inmgrid activitied p eamddi tawcrceo rrde Inagtl egd ntoc

ability to change our focus to grid activities in order to reduce our corporate operating expenditure.

5.3.3. APPLICATION OF VACANCY ADJUSTMENT

The Commissiostates that an average vacancy rate should be eliminated from our departmental
forecasts, given that there will always be-&% active vacancy level.

Our RCP2 submission was based on the approach proposed by the Commission, with departmental
expenditure brecasts including an ongoing vacancy adjustment of 3.4% ($1.9m) per annum. The
3.4% vacancy adjustment was based on historic average vacancy levels through RCP1.

Given that our RCP2 submission includes an ongoing vacancy adjustment within the rangegropo
by the Commission and calibrated with historical data, it is incorrect to cite the inclusion of a vacancy
rate in justification for the proposed 10% reduction to corporate operating expenditure.

This reference to the inclusion of the vacancy rate appéa stem from an error in the Strata
report.

5.4. INVESTIGATIONS

The Draft Decision proposes a reduction of 10% to our Investigations portfolio. This represents a
reduction of $5.4m over RCP2. As with departmental expenditure, we disagree with the form of
adjustment and the lack of rationale in the Draft Decision.

Strda questioned whether there would be similar levels of project investigation and business
improvement work during RCP2 as there have been in RCP1. Before discussing this in detail, it is
helpful to resummarise the activities funded under the investigaggortfolio.

Investigations includes four distinct types of activities (including approximate annual expenditure):

1 Asset Investigation ($3.4m p.a.): investigating technical options for complex asset
interventions. For example alternative options to laging overhead line conductors or
selecting the best option to increase transmission capacity into a region (options could range
from a STATCOM, a new substation, or a new 68e).

1 Innovation ($2.1m p.a.): trialling and testing new technologies or systemsindertaking
research on specific Grid issues.

i Business Improvement ($4.1m p.a.): is associated with improvement initiatives focused on our
business processes. Examples originally planned for RCP2 include the asset management
improvement objectives saiut in our lifecycle strategies (similar to the proposed RCP2
Initiatives) and the continued development and maintenance of our technical standards, (e.g.
design, construction, testing, commissioning) in accordance with good electricity industry
practice.

® These investigations are distinct from ‘capital investiga

effectively the detailed design for the chosen technical solution.
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1 ICT ($1.3m p.a.): developing options and recommended solutions for IT infrastructure and
systems that support operation of the transmission network and the business as a whole.

Strata’s comments are relevant nsandtbusimes f t hese ¢
improvement.

5.4.1. ASSET INVESTIGATIONS

Strata's view that asset investigation work wil!/l
Capex Project (MCP) investigations compared with RCP1.

We disagree with this conclusion. The majorityhef large, recently completed MCPs were
investigated and approved prior to the start of RCPThis results in MCP investigations
representing a reducing portion of asset expenditure in both RCP1 and RCP2.

Given project lead times the primary driveragset investigation costs through both RCP1 and RCP2
are the Grid Capex plans (both R&R and E&D) through RCP2 and RCRap&isdorecast to be
relatively constant through that period, with the later years of RCP2 and RCP3 characterised by large
re-conductoring project®.

In summary, to undertake the level of asset investigations required by our forecast Grid Capex plans
we will require the level of investigations expenditure set out in our original Proposal.

5.4.2. BUSINESS IMPROVEMENT

Our RCP2 objectigehave been developed to build on our RCP1 initiatives. This includes seeking
further improvements in asset management, increasing our operation efficiency, and embedding our
Service Performance Measures and targets.

Our asset management documentatiomosnitted as part of our expenditure proposal identified a
number of business improvements to meet this goal. There is considerable overlap between these
initiatives and those initiatives recommended by Strata and proposed by the Commission.
Notwithstandingour comments in Sectiop.6, we would expect the extent of RCP2 initiatives to be
similar to those undertaken in RCP1. On this basis a similar level of effogsmuace will be

required to achieve these.

5.5. ANCILLARY SERVICES

The Draft Decision proposes a 10% r-thellucarid'n t o &
Corporate Opex reduction. This equates to a reductiorild®®n during RCP2. This adjustmés
i nappropriate and contrary to the advice of the

The cited reastheboatrdr t10Oé& rYaduwoesson (including F
non-grid activities and vacancy rates) have no impact on Ancillary Servipesditre.

The procurement of ancillary services is governed by the ancillary service Procurement Plan,
developed by the System Operator and approved by the Electricity AutHotityits analysis of the

ancillary services f csumiogdhattthe SystenaQperator is adeptinga e s t h s
prudent approach to procuring Ancillary Services
met hodol ogy is reasonabl e”.

% This included the HVDC, North Island Upgrade and North Auckland and Northland projects.

" Total Grid Capex costs are set out in R¥08egrated Transmission Plans, submitted with our original proposal.

™ In accordance with the Electricity Industryrf@pation Code 2010, Clauses 8:48.54.

Response to IPP Draft Decision 35



H

TRANSPOWER CORPORATE OPEX

Our ability to control these costs extends only to ensuring an effective approach to reuptieese
costs on behalf of the electricity markeln 2013 we asked the Commissimrtreat Ancillary Srvice
costs relating to black start and ovEEequency arming as recoverable costs.

The Commission indicated to‘Ghat it would consult on thisssueas part of its IPPraft Decision
paper. We have not been able to identify where this issue is dealt Witirecommend that the
Commission make this change in its final decision

5.6. INSURANCE

The Commission has applied a 10% reduction to insurahleere is no specific reasoning given for
the reduction and, in other comments, the appropriateness of the proposed-¢etfipinsurance
expenditure is endorsed. Accordingly, the Commission should confirm in its final decision that the
proposed insurancepend is approved as part of the final Opex allowance.

We undertake a competitive process to place insurable risk with underwriters at the lowest possible
cost. The approach involves effective marketing of our insurable risks to local, European and other
international underwriters, layering of policies, meaningful retained deductibles and participation by
our captive insurer (RRL) to provide additional tension.

Were a material reduction imposed, the only realistic option available would be to purchase less
insurance.

Using estimates from our most recent insurance renewal (2013), options to reduce premium costs
by 10% include:
1 reducing the limit of cover on Material Damage/Business Interruption from $750m ton$350
i reducing cover across our three maalicies:
- on Material DamageBusiness Interruption from $750to $500m.
- on submarine cables from $80to $40m.
- on the General Liability programme from $18@o less than $78.
The reduced | evel of cover means vethawesholdonsi st en
recover prudent net additional costs incurred due to a catastrophic event, consumers would bear
greater risk®. In other words, a 10% reduction in the costs of insurance, that is already efficiently

procured, effectively transfers catasghic risk from underwriters prepared to accept and manage
this risk, to consumers.

5.7. SELF-INSURANCE
The Commission should:

i approveour proposedselfinsurance allowance of 811m; or

1 in the event that the Commission does not allow CGA to be a recoveratiléncoease the
allowance to $3.1m to include cover for potential claims under the Consumer Guarantees Act
(CGA).

2 Commission letter to Transpower, 14 March 2014.

3 Attachment D of theéDraft Decisiordiscusses mechanisms the Commission can use to enatderecover costs in

excess of its insured limits.

Response to IPP Draft Decision 36



B TRANSPOWER CORPORATE OPEX

The Commission has proposed removing anyissifrance allowance. The decision is based on the
l ack of a specifencé médehanhil smatne e’ fiomg finsurali ng t he
events.

As set out in our proposal in December, the $eturance allowance is an important element of the
mitigations we have in place for the risks we face as a network utility. As paut ofiginal

proposal, we commissioned and provided a regostn Marsh Actuarial? Our approach and
methodology is similar to that used in our RCP1 proposal and that used in other jurisdictions.

To provide a more transparent and explicit Higgmcing mechnism, we plan to utilise, where
practical, our captive, Risk Reinsurance Limited (RRL) in future to resemwsselhce allowances.
We have begun the process to seek the necessary RRL and Transpower Board, and regulatory
approval€®t 0 e x t e n dto RduME identifieé selfnsured risks.

5.7.1. CONSUMER GUARANTEES ACT EXPOSURE

In our RCP2 proposal, we requested that CGA claims be considered as a recoverable cost. Treatment
of the costs as recoverable (i.e. conditionally able to be passed throughjaseaefficient means of
managing this new and highly uncertain risk.

In the event that the Commission were not to allow CGA to be a recoverable cost we would need to
add a premium for CGA to the seisurance allowance. Based on advice from Mastuaial this
would increase the selfisurance allowance by $0.2m pgmnum($1m over RCP2).

We discuss the appropriate treatment of the CGA exposure further in settlod

5.8. DEMAND RESPONSE

Our submission to the Issues Paper included a request to increase our Opex allowance by $10m over
RCP2 to develop demand response (DR) capability for use as a future transmission alternative. This
initial amount comprised internataff costs, DR programme costs, and costs of operating and
developing a Demand Response Management System (DRMS).

The EA raised a number of concéfrabout the potential uses of DR. These concerns appear to
have arisen from a misconception on the scap®R and our role in that development. Our
development of DR is limited to its role as a transmission alternative.

There may also be a lack of clarity around the differences between the DRMS and the DR
programmes that we are proposing to undertake tdlda DR capability. The former is the software
platform which enables the eordination and management of DR.

The Draft Decision concluded that only the DRMS operating and development costs should be
included in the Opex allowance for RCP2. We agratestiaff costs were already included in other
portfolios, and therefore, should be excluded. However, we believe there is a strong case for
including the norstaff DR programme costs ($6.5m). Our rationale for this view is set out DR
Response pape Reflecting this view, our foreca@pexfor DR should be amended to1$8'.

“RCP2 Selfigurance Quantificatioh, Mar sh Actuarial, 1 November 2013.
RRL is regulated by the Cayman Islands Monetary Authority (CIMA).

Letter to the Commission of 14 April 2014.

Made up of $1.5:1 DRMS operating and development costs and 8608R programme costs.
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5.9. WELLINGTON HEAD OFFICE RELOCATION

Our RCP2 proposal included the forecast costs (capital and operating expenditure) for the relocation
from Transpower House (TPH) to alternati¢/ellington premises. A move from TPH was
contemplated in RCP1 but, ultimately, not undertaken in the absence of identifying a suitable, cost
effective alternative.

There are strong drivers for reconsidering a move away from TPH in RCP2.

To meet our needm this period, TPH would require significant refurbishment to maintain the
integrity of its facade, replace the current lifts and modernise other building services. These
measures would be highly disruptive to staff and operations if the works were tot@uctedwhile

we remained in TPENdin any event some worksay need to be undertakeim an entirelyvacant
building. In addition, based on recent engineering reports, the seismic capability of the building is
unlikely to be suitable for commitment @nother extended lease period, even if the proposed
upgrades currently under discussion are successfully undertaken.

These practical factors are in addition to other potential benefits from relocation, of which one

would be celocation of staff currenthgpread over various Terrace locations and multiple floors.

Other potential benefits from moving to more modern premises may include: more efficient space
utilisation, applying floor layouts that support more supportive collaborative working arrangements,
more flexible working arrangements such as greater use of mobile technology, desk sharing etc. The
extent to which benefits of this type can be realised will dependent on the specific nature of the
alternative premises.

In its draft decision, the Commiesi, drawing on advice from Strata, questioned the justification of
the forecast Opex increase associated with relocation and cited it as one of the reasons for seeking
an‘ acthelssar d’ reduction in Corporate Opex.

Our RCP2 proposal identified a fomstincreasen Opex of $6m ($2m per annum for the last three
years of RCP2) to reflect anticipated higher rental ¢BsfEhis estimate in turn reflects an expected
increase in unit rental costs moving from TPH to an alternatngge modern office develament

that meets 100% of the new building standard. There is limited stock of such accommodation in
Wellington. It is based on reasonable estimates for the costgréle or upper Byrade spacé’

Given the Opex incentive regime, and recognisimgmonopoly role, there are strong pressures on
us to minimise the cost of (alternative) office space and negotiate a cost effective arrangement,
including seeking introductory incentives from a new landlord.

Opportunities to defray cost increases will arise @ity by finding ways to reduce the total net
lettable area from that currently occupied. Measures such as-dhaking and increased occupant
density may be applicable. Although, as suggested above, the ability to accommodate such
measures is a functioof the particular building and how readily it can be configured ariitted to
allow more flexible working arrangements.

In summary: we must plan for a move finoTPH during RCP2. The reasonable costs of a move
(Capex and Opex) were identified in our original proposal and remain appropriate.

® The projected increases are estimated by reference to the existing rent levels. If and when Transpower House is

refurbished, the rental sought for this building is likely to rise reducing the effective rental increase assodiated wi
relocation.

" Based on market soundings and our previous experience in RCP1, the forecast cost increase would not be sufficient for

a new build development in central Wellington.
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6. GRID OUTPUT MEASURES

For RCP2 we are now proposing Grid Output Measures based on AssefH&aithand Asset
Performanceand a set of Other Measures. This chapter describes the Asset Health based measures.
Detailed discussion of the remaining measures can be found in our Main Proposal and
accompanying reporf!

In summary, our response to the Draft Decision is asvisll

9 As discussed in Secti@rl, the Draft Decision proposesa a c thelssar d’' 5% reduct |
across Transmission Line and AC Std&i&RCapex.Belowwe set ou a proposel incentive
mechanisnthat addresgsthe rationale for this adjustment

9 The Draft Decision commended our consultation approach and accepted all our proposed
measures. However, it proposes changes to some targgiish we believe are too sexe
Below we propose more reasonable targets.

i The Draft Decision also proposes additional measuféssewill provide little additional
benefit forconsumergiven the information we already provide

We would also like to reiterate thatuw originalmeasuresand targets were supported by our
customers and the wider industryWe are reluctant to revisit them unnecessarily.

6.1. ASSET HEALTH INCENTIVES

Unless stated otherwise all figures in this section are presentedasnal commissioned

6.1.1. OVERVIEW

Tosupport the integration of Asset Health Indices (AHI) in ourtdajay activities, and to address

the Commi ssion’s concerns around deliverability
financial incentives to link outputs of the R&R programmredly to revenue. This would form an

expansion of our proposed reverdlieked grid output measures.

We have proposed a target index, a cap and collar and an incentivéoratach asset fleet
proposed for inclusion in the incentive regime. The regmeisigned to underpin efficient delivery
of our planned RCP2 programme.

® While we refer to these as * ApsrfiormancetkhalaliVeting dn réplaceneedt, t hey al s
volumes in key asset fleets.

8 gervice Pedrmance Measures Report (BR04) was included as part of our original submission
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Included Asset Fleets

We have chosen to apply these incentives to six key portfolios in total, with the first three linked to
asset health and the last three linked to volumes dekder

Tower Paintingis our largest Grid Capex portfolio;

Power Transformersisour largest AC Stations portfol®;

Outdoor Circuit Breakerswhich includesassetsaffecting our servic@erformance

Outdoor to indoor conversions (ODINcludes large compx projects that have led to
historical variance;

= =4 =4 =

i Grillagesis one of our largest transmission lines portfolios; and
9 Insulatorsprogramme includes a large number of volumetric projects.

The above portfoliosover68%(by value) of oufiransmissiorlines and AGtationR&R portfolios?
Asdepictedbelow theserepresent our five largest portfolios. In addition, we have included Outdoor
Circuit Breakers, which has an available AHI model.

Figurel: AHI Incentive CoverageytPortfolio ($m real 2012/13)
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The portfolios were chosen with the objective of striking an optimal balance between the value
covered and the number of portfolios included.

Role of Substitution

We provide for substitution of work between the fleets wiilthe incentive framework, but propose
a cap such that we cannot benefit from net oxdalivery across the portfolios. This allows flexibility
to change the mix of work to respond appropriately to operational demands, changes to asset
condition assessmes or other situations. Substitution means that, from a financial incentive

8 To ensure the impact of the R&R works are accurately reflected we will only takecotard asset replacements

within the specific portfolio, i.e., for the purpose of calculating the incentive we will ignore the impact of customer

funded works, E&D projects and maintenance projects.

8 We assessed the i ncen tadrfolies tesreflecbtive saopze gfehe prapasedredducton hes e p
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perspective, ovedelivery in one or more fleets can offset uneiglivery in others. The cap means
we cannot achieve an aggregate benefit from the asset health incentive amargs.

6.1.2. LEVEL OF REVENUE AT RISK

During RCP2, we propose to link $14.3m of revenue to our performance under the AHI incentive
mechanism. This figure has been set with reference to the Base Capex incentive mechanism (under
which we ordinarily retain 33% afhy underspend and bear 33% of any ovarend) and the level of
proposed expenditure reduction in the Draft DecisférThe financial weighting between the fleets

is based on the relative forecast splnmhdf om eaach

portfolio.

Tablel1: Revenue atRisk by Portfolio

Revenue at ik (3m)

Tower painting 5.64
Power transformers 2.74
Outdoor to indoor conversions 271
Grillages 1.53
Insulators 1.08
Outdoor circuitbreakers 0.57
Total 14.26

6.1.3. MEASURES AND TARGETS

To ensure transparency and to simplify implementation, we have specified a single representative
measure for each fleet. In some portfolios, targets are set for each year of the period. In others,

duetothelumpypr of i l e of work, we faveCPropasegedt a ‘ who

The rationale for the choice of targets by portfolio is described below. The intention is to avoid small
changes in project timings giving rise to perverse incentives or unintended outcomes.

Asset Health Based Measures

Somefleets (e.g steel towers) have relatively well developed asset health models making them
suitable for assessment based on an asset health measure. These models calculate, for each asset,
the remaining life (RL) in any given year based on the condition assessmdrasamber of other

factors. For example, towers are identified as being in one of a number of different corrosion zones,
each zone having a different rate of expected
galvanising).

For towers anather fleets with sufficiently developed asset health data (transformers and circuit
breakers), the health measures are a function of the remaining life of the fleet, for example:

9 total aggregaterLof the fleet;

8 We have set the asset health incentive rate to be approximately 10% more than the Base Capex incentive rate (i.e. at

approximately 36%). That relationship will provide further incentive &ivdry of the planned work (relative to
underdelivery). This revenue at risk figure of $14.3m corresponds to the nominal value of the proposed reduction
(being about $40m) at the asset health regime incentive rate of about 36%.
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i averageRL
i change in averge RL and
1 number of assets irertain RL band&.g.,RL<0Q/ears.

For thesefleets the measure we have selectedtimnge in average RL

Volume Based Measures

For the other fleetgoutdoor to indoor conversions, grillages and insulators), a simple vehased

measureis more appropriate than asset health. This is because the related asset health models are

still under development or relatively immature. Grillages and insulators also involve high volumes of
reasonably wuniform ' uni t difiableahdaherefare lend thamsetveséot e a n 0
a volumebased approach.

6.1.4. PORTFOLIO TARGETS

During our assessment of potential targets for the selected portfolios, we used the following criteria
to inform our choice so that measures would be likely to géliable financial outcomes.

i Targets need to be statistically meaningful and stable as far as possible, to get the best
correlation between delivery and the selected measure.

i Annual targets are not suitable for portfolios with low replacement numbers, juprpfile of
work and/or high value units (such thette time ofcommissioning foanindividualunit can
materially shift incentive outcomes).

1 Where annual targets are suitable, they should reflect incremental progress during a year,
rather thananabsolue measur e. This avoids the risk of
failure to meet the target early in the RCP makes it impossible to meet the target in
subsequent years reducing the effectiveass of the incentive regime.

The following tablesets ait the chosen basis for the targets for each of the six portfolios.

Tablel2: Summary of Target Type

Basis of Targets Units Timeframe

Tower painting Asset Health Change in average RL Annual
Power transformers AssetHealth Change in average RL RCP
Outdoor circuit breakers Asset Health Change in average RL RCP
Outdoor to indoor conversions Volume Delivered Number of conversions RCP
Grillages Volume Delivered Number of grillages Annual
Insulators Volume Delivered Number of insulators Annual

Below we set out the caps, collars and targets for each portfolio including a brief explanation of how
these have been determined.

Tower Painting

There are sufficient towers (more than 24,000) and a sufficient number beingedagach year

(>500 on average) for an annual target to be used. The remaining life profile of the towers,
combined with the annual variability in planned work, leads to annual variations in the remaining life
of the fleet, which is reflected in varialiargets for the period (se&ablel3).
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The RCP2 plan for tower painting produces an improvement in remaining life over the peridd of 1.
years, compared t &° We usedltis rematve impravement of Eyeansaovei o
the period, at 36.3% of the nominebmmissionegortfolio cost of $2110m, to calculate the

incentive rate of $52.4m/year of remaining Ifte.

The revenue at risk ($1.13m per year and $5.64m over the RCP) and the incentive rate
($52.4m/lyearh ave been used to determine the ‘spread’ k
years. The following table sets out the annual targets, collars and caps for the tower painting

portfolio.

Table13: Tower painting targets, collarand caps

Revenue at Target Collar Cap Spread
Year :
risk VCEIS) (years) (years) (years)

2015/16 $1.128m (0.696) (0.718) (0.674) 0.043

2016/17 $1.128m (0.565) (0.587) (0.543) 0.043

2017/18 $1.128m (0.678) (0.700) (0.656) 0.043

2018/19 $1.128m (0.712) (0.734) (0.690) 0.043

2019/20 $1.128m (0.697) (0.719) (0.675) 0.043

Total over RCP2 $5.64m (3.348) (3.456) (3.240) 0.216
Transformers

The asset health model for transformers uses the year of manufacture and a number of other
characteristics to arrive at an expected remaining life. The remaining lives in the model are notional,

in the sense that they are used to rank transformers in ofepriority, rather than representing an
actualexpected remaining lifeThemo d e | produces a ‘long tail’ of n
could distort the results and incentive effects in the regime unless they are all given the same

weight.

Toaddress this simply, the transformer asset | iV
each has is assigned a single value. For example, all transformers with five or fewer years of
remaining life are assigned a remaining life of zeroygars. e. ‘due’ ) and all trar

fewer years but more than 5 years are assigned a remaining life of 10%eEms. principal effect of
this approach is to remove the long tail of negative remaining lives, which normalises incentives
across theail end of the fleet.

Having allocated transformers to these buckets
average remaining life of 263/ears compared to doing nothing. We use this improvement @& 2.2

years over the period, at 36.3% of theminal cost of $102m, to derive the incentive rate of

$16.5m/year of remaining life.

It should be noted thethe average remaining life of the fleet deteriorates over RCP2 despite the proposed painting

programme. Thexpenditureproposed is, effectively, constrained by painting contractor resource availability.
86

The incentive rate has to be expressedintermof $/ year and t he plan vs do nothin
reliable average for that rate. It also includes, by default, an average over the number of units in the plan and

therefore an implicit full average cost per unit.

87 Targets, collarand caps are applied on an annual basis. The totals over the RCP are not used in practice

¥ The other categories are ‘15 to 25 years’ (=20 years) and
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The RCP2 transformer plan is quite luffignd the units are relatively higialued®. If an annual
target, collar and cap were used, there is a risk that small ticiiragges' could have a significant
impact on the financial outcome, potentially leading to perverse incentives.

The revenue at risk of $2.74m and the incentive rate of $16.5m/year are used to determine a
‘“spread’ between t he cas.pWegpropbsethe followingwhet-RGPb out 0. 3
target.

Tablel4: TransformerAHI Target, Gollar and Cap

. Target Collar Cap Spread
Revenue at ris
(years) VCES) VCES) (years)

Total over RCP2 $2.74m (0.194) (0.359) (0.028) 0.332

Outdoor Circuit Breakers

The asset health model for outdoor circuit breakers uses a similar approach to that for transformers.
This model also produces a large tail of negative remaining lives and similar remaining life buckets to
those used for transfornms have also been used for circuit breakers.

The outdoor circuit breaker plan is also relatively lufipgompared to the spread between the
collar and the cap, and so we have proposed a wobRCP target for this fleet as well.

Using the circuitbreakenod el , and al l ocating circuit breaker :
planned work results in an improvement in the average remaining life over the period of 3.63 years
compared to doing nothing. We use this improvement of 3.63 years over the peti8@, 3% of the

nominalcost of $21.#, to derive the incentive rate of $2.1m/year of remaining life.

The revenue at risk of $0.57m and the incentive rate of $2.1m/year are used to determine the
‘“spread’ bet ween the cap aopadsetbheddlidwing forthé ciraib out 0. E
breaker portfolio.

Tablel5: Outdoor Qrcuit Breaker AHI Target, Collar and Cap

Target Collar Cap Spread
(years) VCES) VCES) (years)

Revenue at ris%

Total over RCP2 $0.57m (0.258) (0.526) 0.010 0.536

Outdoor to Indoor Conversions

The outdoor to indoor (ODID) conversion plan over RCP2 is lumpy (ranging fr@c@rneersions

per year). The commissioned value of each conversion is also relatively high, $6.4m on average.
Based on aimilar rationale to the transformer fleet, we propose a whofeRCP target for the ODID
portfolio.

8 The plan is to replace 26 transformers as follows: 2015/16 (26/2@ (8), 2017/18 (7), 2018/19 (5), 2019/20.(4)

© The planned 26 replacements are forecast to have a nominal cost of $102.4m (i.e. average $4m per transformer)

A general principle of the IPP is that expenditure is fungible during an RCP such thaysabstitute projects or

change their timing if these changes are justified.

2 The plan is to replace 155 circuit breakers: 2015/16 (24), 2016/17 (33), 2017/18 (40), 2018/19 (15), 2019/20 (43)
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Using the 36.3% incentive rate, the revenue at risk of $2.71m and the average unit cost of $6.4m, we
calculate a theoreticuanli tcsap tHoo weeovlelrarwe' srperqeua d’e o
restricting the spread to being a whole, even numbén this case 2. We propose the following

target, cap, and collar for the ODID portfolio.

Table16: ODIDAHI Target, Collar andap

Revenue at risk Jlarget Cap Spread
(no.) (no.) (no.)
Total over RCP2 $2.71m 16 15 17 2
Grillages

The number of grillages planned for RCP2 is sufficiently large and consistent over time to permit a

constant annual target. Using the 36.3% incentive rate for this measure, the annual revenue at risk

of $30& and the average unit cost of $R8e calculate a theoretical annual cap to collar spread of

60.1 units. As for ODI D, we requii e ®@d’anofeve®, unvih

We propose the following annual targets, caps, and collars for the grillages portfolio.

Tablel7: Grillages AHIdrget, Gollar and Cap

Revenue at Target Collar
risk (no.) (no.)
2015/16 $306k 408 378 438 60
2016/17 $306k 408 378 438 60
2017/18 $306k 408 378 438 60
2018/19 $306k 409 379 439 60
2019/20 $306k 409 379 439 60
Total over RCP2 $1,530k 2,042 1,892 2,192 300
Insulators

The level of planned work on insulatorssiach year of RCP2 is sufficiently consistent to allow an
annual target, but not sufficiently consistent over time for a constant target. We propose, therefore,
to set the target for each year equal to the RCP2 plan.

Using the 36.3% incentive rate for tmmeasure, the annual revenue at risk of $RHhd the average
unit cost of $5,700 we can calculate a theoretical annual collar to cap spread of 208.8 units. To
ensure that we have a whole even number we have

We propose tle following annual targets, caps, and collars for the insulators portfolio.

% The precise target would be 408.4. We have used whatabers requiring a change in the latter two years. A similar

approach has been used for the cap and collar.

94 Targets, collars and caps are applied on an annual basis. The totals over the RCP are not used in practice
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Tablel8: InsulatorsAHI Target, Collar and Cap

Revenue at Target Collar Spread

risk (no.) (no.) (no.)
2015/16 $216k 1,526 1,422 1,630 208
2016/17 $216&k 1,466 1,362 1,570 208
2017/18 $216 1,402 1,298 1,506 208
2018/19 $216 1,315 1,211 1,419 208
2019/20 $216« 1,380 1,276 1,484 208
Total over RCP2 $1,080k 7,089 6,569 7,609 1,040

6.1.5. REPORTING

Subject to the Commipspdedimcéntve regineave wihpmopase agpfocessh e
to manage the reporting needed to support revenue adjustments and to provide transparency for
stakeholders. This process would be aligned with our annual disclosure and revenue setting process
and wouldinclude:

9 annual disclosure of performance against the targets, and resulting revenue impli¢atiahs
i independent assurance and Director certification.

To make the regime manageabl e, performance woul ¢
at the time of the final decision. Each year we will updasetcondition to reflect asset

interventions Wewill not updatecondition information(e.g., baed on inspectiondpr the

remainingassetsbut will reduce their remaining life If material divergence emerges between the

frozen models and our “live” operational model s
the incentive settings to ensuréé¢ regime properly recognises the optimal work plan.

6.2. GRID PERFORMANCE MEASURES

The proposed framework reflects our RCP2 objecteeChapter 2) to improve service
performance with a focus on high priority and importgaints of service The Draft Desion
commends our consultation approach and subsequent development of Service Performance
Measures and targets.

Prior to the draft decision the Commission asked us to adjust our data and targets to exclude AUFLS
events. This generally resulted in tightargets for GP1 (number of interruptions) and relaxed

targets for GP2 (average duration) and GP3 (P90 duration). We are comfortable with excluding
AUFLS events.

The Commission accepted our adjusted targets for all measures except féti@PRriority,
GP1IN-security and GR$tandard. In these cases, the Commission proposes more challenging
targets.

9 Targets, collars and caps are &pg on an annual basis. The totals over the RCP are not used in practice
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Our proposed targets should be reinstated. The rationale for change is not strong and the resulting
targets are tocsevere In addition, the spread betweehe cap and collar for GF&tandard should
be increased to expand the operative range of the incentive.

6.2.1. NUMBER OF UNPLANNED INTERRUPTIONS — REVISED TARGETS

Our targets are based on transitioning from historic performance towardstienmg targets over

two control periods. The RCP2 targets aterem based
performance by 40%. Accordingly, the targets are forWaoding but rely on measuring historic

performance as a key step in setting the RCP2 transitiayetar

GP1 Target — High Priority

The following table sets out our revised target, cap and collar for the number of unplanned
interruption (GP1) targets for RCP2 at High Priority points of service.

Tablel19: RCP2 GPTarget¢ High Priority

Original Proposaf Draft Decision Revised Proposal
Target 4 2 4
Cap 1 0 1
Collar 7 4 7

The amended target (set at 4 interruptions) for High Priority sites is too low to provide an effective
incentive—in our historic sample we have never achieved better than the amended target and there
have been several occasions where a single event wwaud caused the number of interruptions to
exceed the collar.

In our view, the effectiveness of the incentive regime is severely diminished if it is not based on
achievable targets. The Commi ssi on’ stherational e
median is more representative of historic performance than the mean. This analysis is not strong

enough to support a significant tightening of the targ we discuss this below

The original target, caps and collars should be reinstated.

GP1 Target — Standard

The following table sets out our revised target, cap and collar for the number of unplanned
interruption (GP1) targets for RCP2 at Standard points of service.

Table20: RCP2 GPTargetg Standard

Original Proposal Draft Decision Revised Proposal
Target 28 26 28
Cap 11 21 19
Collar 45 31 37

% Adjusted to reflect exclusion of AUFLS events.

o7 Adjusted to reflect exclusion of AUFLS events.
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The Commi ssion’s rationale for significantly ti
rests on establishing an incentive rate to VoLL relationship thadse to 85% for important,

standard and generator sites. This is not a compelling rationale (given the VoLL analysis lacks a

robust empirical basis) and produces an excessively tight operative range for the ineemst@ric
performance was outside thproposed collar or cap in three out of seven years. In our view this
diminishes the effectiveness of the regime.

The original target should be reinstated and the cap and collar should be set a 19 and 37,
respectively, to broaden the operative range sticat it spans historic performance.
GP1 Target — N-Security Sites

The following table sets out our revised target, cap and collar for the number of unplanned
interruption (GP1) targets for RCP2.

Table21: RCP2 GPTargetg N-Security

; Original Proposal Revised Proposal
66 50 63

Target
Cap 53 26 39
Collar 76 74 87

The Commi ssi on’ s -geauritypsites demiands aarfgreance in excessNof our
proposediongterm performance target. This is inconsistent with our approach of setting
forward-looking targets founded on customer expectations (rather than simply perpetuating historic
performance). We are comfortable with the size of the cap to collar spread prognyse
Commission.

We haveusedourlonger m per f or mance target with the Commi
revised proposal.

6.2.2. ASSESSMENT OF PERFORMANCE MEASURES

This section provides more detailed assessment of the revised performance measures-foigBP1
Priority, GPAStandard and GPNl-security.

GP1-High Priority

The amended GPHligh Priority target and collar are set so low that they undermine the
effectiveness of the incentive. For example, there have been several occasions in the past seven
years when a single uncontrollable event would breach the collar. This is unacceptable and the
Commission should revert to our proposed target of four interruptions, with a cap and collar of one
and seven.

For our proposal, we took the average (mean) parfance during the seven years to June 2013 to
represent historic performance. There are only 23 High Priority sites and outelondarget is that
interruptions should have a X¥gear return period. With a small population and a sampling period
shorter than our target return period, we cannot obtain an accurate measure of underlying
performanceby considering the mean or median alonRonetheless, the Draft Decision argues that
the median of our sample provides accuratendicator of underlying perfor@nce. This is based

% Adjusted to reflect exclusion of AUFLS events.
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on assuming that the number of interruptions at high priority sites has a significantly asymmetric
distribution.

The data in our sample includes a clear outliégr 2009/10 there were 20 interruption$ compared
to a mean of 5.2 and edian of three. The next highest number of interruptions in a single financial
year was four in 2011/12.

Because performance is strongly influenced by the timing of large, random events, it is valid to
consider how the sample data would alter if thesewets hadnot all occurred in 2009/10. To do

this, we modified the data by shifting the forklift event to 2006/07, leaving the fire event in 2009/10
and shifting the other three interruptions from that year to 2007/08. These modifications leave the
mean wchanged, but lift the median from three to four. The skew is also reduced from 2.6 to 0.9.

This experiment shows that:

i we cannot be confident that the underlying distribution is materially asymmetric;

i the observed median is sensitive to the timing afidom events (e.qg. fires and forklift clashes)
while the mean is not sensitive to the timing of the observed random events; and

i it may be more appropriate to express historic performance as being within a range, rather
than using a point estimate.

The mostimportant consideration is the incentive effects of the target, rather than which point
estimate of historic performance is most accurate. Thegeplem with adopting a low target is

that the collar must be set no higher than four if the incentive megis to be symmetri®®. This is

too low as it means there is a strong likelihood of reaching or exceeding the collar in multiple years,
and there is a plausible risk of exceeding the collar due to a single'&veTiis undermines the
effectiveness of théncentive®.

Important Sites

The amended cap and collar are too close together, such that the range within which the incentive
operatesistoo small. These should be changed so that the spread between the cap and collar
encompasses the range of histodata points. The target should also revert to 28, as the reduction
to 26 is founded on the questionable assumption that the mediecuratelycharacterises

underlying performance.

Unlike High Priority sites, where we intend to lift performance, our Ribjetive for Standard sites

is to hold the historic level of performance. Our initial analysis of theenq target is that a

reduced level of performance would be appropriate, but we intend to test this further before RCP3.
Accordingly our initiabing-term target is for a tweyear return period, whereas our proposed RCP2
target is a return period of 2.8 years. Given that the overarching objective is to hold performance,
particular care should be taken not to set targets for Standard sites thatreopyre a level of
investment inconsistent with our best view of theeds of our customers

% The yearr009/10 is aroutlier because there were two significant events iattiiear—a forklift contacted lines in
Auckland in October 2009 causing interruptions at six High Priority sites, and a vegetation fire in January 2010 led

interruptions across eleven High Priorit{esi

190 \we agree with the suggestion by Carter Holt Harvey that an asymmetric design may be appropriate in future (e.g. from

RCP3) if the target is reduced to 2 or 3 interruptions. For example, settings of 0, 2 and 8 could be appropriate for the

cap, colr and target in future control periods.

191 We note that exceeding the collar in one year does not imply that we are not meeting the performance target. The

innate variability in the occurrence of interruptions means that we should expect to exceedltaeiosome years,
even if underlying performance is at the target level.

Y2 we also note the Commission’s ability to seek pecuniary p
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N-Security Sites

Our proposed target of not more than 66 interruptions fosscurity sites is based on closing the

gap between historic average (mean) perforroarof 68 and our lonrterm target of 63. The

long-term target reflects an interruption return period of 10 months. The Commission proposes an
amended target of 50.

The Commi ssion’s revised target is bamwnd on ar gu
performance, and that we have made investments that should be lifting performance. There is no
discussion of whether it is appropriate to target performance in RCP2 that is significantly better than

our longterm target. Our view is that a targef 50 is not appropriate and the Commission should

not adopt a target any tighter than 63.

It is particularly important that we do not to set targets forscurity sites that are more challenging
than economically justified. This is because customelésacurity sites are often in a position to
make a direct pricguality tradeoff.

The key driver of performance for$ecurity sites is the absence of redundant connection circuits
and supply transformers. Customers can, if they wish, elect to fundtimemt in additional assets
that will provide redundant supply. In doing so, they can lift the target interruption return period
from 10 months to two years (which is the target for standard sites). In additiseclirity
customers can elect to purchasigeir assets from us and make their own prupeality tradeoff for

all drivers of performance (e.g. maintenance level, spares, contractor call out times, etc.).

We do not agree that there is an observable trend of improving performance in the histaical

The seven year sample is too small to conclude that this is the case given that weather and other
environmental events drive more than half of the interruptions asé¢urity site¥’®>. The following

chart illustrates that the (linear) trend line ftme sample has a low’Ralue, and is strongly

influenced by 2012/13 performance. This reinforces that the underlying performance is variable and
care should be exercised in concluding there is a trend.

Figure2: HistoricPerformance at NSecurity Sites

GP1-N-secturity Historic Performance
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193 This is ased on cause analysis for a five year period.
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The Draft Decision also refers to investment in argolose capability as a driver of improved
performance. During RCP1 we have installed -etose functionality on six circutt§ two of

which were subsequently traresfred to an EDB custoniér. There are three Necurity points of
service that could experience reduced (ARmomentary) interruptions due to the autmeclose
capability of three of the remaining upgraded circuits. This capability was put in place this year

The following table analyses the uplift insicurity performance that could be anticipated from
investment in autereclose capability.

Table22: Auto-reclose capabilityg uplift in performance at Nsecurity sites

Circuit Historic Interruption Avoidable normomentary interruptions
ircui
Rate (per year) Quccess rate (60%)  Success rate (80%)

OAM-WTKBPT1 1.8 1.1 14
OAM-STUWTKBPD2 2.1 1.3 1.7
BALBWKHWB1 4.9 2.9 3.9
Total 8.8 5.3 7

At best, autereclose may reduce thmean number of interruptions acrossdecurity sites from 66
to 59. In summary:

1 we cannot be confident that there is a trend of improving performance given the underlying
variability and the high contribution of environmental factors to annual performance

i investment in autereclose may, at best, drive a 10% improvement in performance, whereas
the Draft Decision is based on a 24% improvemant

9 our RCP2 target reflects that our leteym target (which is not based on historic
performance) is for a modeta improvement only.

6.3. OTHER MEASURES

The Commission has accepted our proposedtnanv enue | inked ‘Ot her Measur
these into the draft IPP determination. The Commission has also proposed three further measures
estimated energy not supplied (OM7), outage start time complia@dg) and posbutage

reporting compliance (OM9).

We accept the rationale for OM8 as a complement to OM4 (outage end time compliance). We do
not accept OM7 and OM9 because these duplicate contractual reporting obligations governed by
the Electricity Indatry Participation Code.

In our view, it is also inappropriate for any of the Other Measures to be codified into the IPP
determination.

1% These areOAMWTKBPT1, OAMSTUWTKBPD?2, BLIMRGKIK1, HWHPAL1, HWRAL2 and BABWKHWBL1.
105 \we transferred the HWARAL circuits to OtagoNet in April 2014.

Response to IPP Draft Decision 51



H

TRANSPOWER GRID OUTPUT MEASURES

6.3.1. CODIFICATION

Development of the Other Measures is part of our work to understand the aspects of our
performance thatare important to our customers. The Other Measures are not part of the Grid
Output Measures framework under the CapexiMnd should not be codified in IPP.

The Other Measures we have proposed variously:

1 do not fit the Capex IM definition of Grldutput Measures at all (e.g. our performance against
the measure “time to provide information foll
product of the grid assets or our investment in those assets)

9 could be Grid Output Measures in the future, but dlpment is required to establish the
best measurement approach and to capture base
momentary interruptions’ andsé€ecewrtietnyt’ )t;o omhi ch

1 not only require further development but may albave perverse incentive properties if
linked to revenue (e.g. the outage window compliance measures).

By measuring and reporting the Other Measures during RCP2 we expect to strengthen our focus on
the aspects of our service customers have identified g@mant to them, to develop a clearer view

of how well we are meeting customer expectations and to refine our methods and systems for
future measurement and reporting. In short, the measures are about business improvement and
not at all about Capex IM cqhiance.

This does not preclude their codification as part of the broader IPP framework, but our concern is

that codifying the requirements will impair our ability to learn and develop. This concern is
reinforced by the Co mfithe mesasumes which gbesddydnd theaddtailf i c at i o
we had proposed. This clearly undermines our ability to develop the best ways of reporting these

new measures.

Accordingly, the Other Measures should not be codified in the IPP and should be treated as akin to
the business improvement initiatives we agreed in REP1

6.3.2. ADDITIONAL MEASURES

The Draft Decision proposes three additional Other Measures that the Commission proposes to
codify into the IPP. As discussed above, codification is not appropriate fordbesmpmental
measures in RCP2 Our view is that the Other Measures should be finalised as papfcesso
agreebusiness improvement initiatives.

Without prejudice to our view on codification, we provide comments below on each of the
additional meaures.

19 1n our proposal we identified that our proposed Grid Performance Measures and Asset Perferii@asures

comprise the Grid Output Measures required under the Capex IM, and that the Other Measurex @rid Output

Measures.

97 As discussed in Secti@r, we will agree business improvement initiatives with the Commission by 1 July 2015 in light

of the draft decision. If the Commission takes the view that it should codify the Other Measures in the IPP then it must
adopt a nonprescriptiveapproach that provides flexibility for these measures to evolve. Our submission on the IPP
draft addresses how this could be achieved.

198 \We also note that two of the additional measures (OM8 and OM9) would not meet the Capex IM definition of Grid

OutputMeasures.
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Table23: Commentary onAdditional @ther Measure§)

The benchmark agreeme]r?? requires us to provide customers with
postevent reports within 42 days. These are required to include ai
estimate of unserved energy.

The proposed ‘additional
requirement with a different timeframe.

We are not onvinced that it would be helpful to customers generall

meas.lL

OM75 ) ) to publicly report interruption information in multiple forms:
Estimated Estimated MWh not supplied . . . )
energy not for each point of service || our primary disclosure will be pumber and duration of
supplied m_terruptlons—an approach _arrlved at through thorough and
widely commended congtation
T under the Commission’s inf«
must continue reporting RCP1 interruption metrics (number
events above certain system minute thresholds)
1 our customer&treceive estimated GWh information, and
EDBs also report informatioon transmission interruptions.
For the key HVAC circuits and
(separately) for the HVDC: Outage start time compliance is a logical complement to OM4 (out
1 percentageplanned end time compliance).
OMS8: outages started within 30 We are working through how we best operationalise these measur:

Outage start

minutes of notified start

in a manner that is cost effective, captures valuable informadind is

time time compatible with outage management processeascluding those
compliance {1 percentageplanned governed under the Electricity Industry Participation Code.
outages started more Given this is a work in progress, it is particularly inappropriate to
than 60minutes after codify detailed requirements at this time.
notified start time
OMO9:
Timelness of Numper of posievent reportg As with OM7, this requirement overlaps with our Code and contrac
supplied more than 15 working L . "
postevent governed obligation to provide postvent reports within 42 days.
days after the event
reports
The benchmar k agreement provides default or ‘fall

agreement is set out in the Electricity Industry Participation Code, which is governed by the Electricity Authority. We

publish information on customer contracts and any negotiated variations to the benchmark agreements on our

website
110

We acknowledge that the suggestion we publish estimated GWh information was made by Carter Holt Harvey who,

following recent network recordjuration at Kinleith, is no longer a direct transmission customer.
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1. REGULATORY FRAMEWORK

This Chapter is structured as follows:

i1 Key Concernproposes ways of addressingrdey regulatory framework concerns
i IPP Desigmesponds to other regulatory framework matters raised in the Draft Decision

9 IPPEvolutomr esponds to the Commission’s views on e

7.1. KEY CONCERNS

To address our key concerns with the regulatory framework, we propose:

i revised wording toemedy the test for determiningwhieh er an event 1is ‘cata
i refiningthe* | i st i ng’ me ¢ hghlynuncenmain tapital projects;ge or hii
T defining Consumer Guarantees Act indemnity <co

consumers, whé preserving the intended properties of the indemniand
i changing to an expenditudeasedallowance forBase Capeto improve efficiency.

7.1.1. TREATMENT OF CATASTROPHIC EVENTS

I n Attachment D of the Draft Deci sTranspowettee Co mmi s
recover prudent net additional costs that arise in the period between the occurrence of a

catastrophic event and a reconsidered individualpdce al i ty pat'H Theaki ng ef f ec
Commission argues that this treatment will strengthen oueirtoves to focus on restoring network

services in the aftermath of a catastrophic event, and recognises that normal planning and oversight

of expenditure may not apply under such circumstances.achieve this outcome (which we

support), requires a cleatefinition of what constitutes a catastrophic event.

The existing test is defective and requires amer
objective. In this section, we provide a draft amendment to clarify the catastrophic event definition

andto improve its operation. This includes decoupling the cost threshold from consideration of

insurance proceeds.

Defective Cost Threshold
The cost threshold is set out in clause 3.7.1(c)(iv) of the Transpower IM:

“the cost of r e medea tompensatoreentitlementsavould haven s ur anc
an impact on the price path over thisclosure year®f the IPPremaining on and after

the first date at which a remediation cost is proposed to be or has been incurred, by an

amount at least equivalent to 1% dfi¢ aggregatedorecast MARdor the disclosure

yearsofthelPPi n whi ch the cost was or wil/|l be i ncurrt

The wording of the clause is convoluted and open to different interpretation. It appears to specify
that the threshold:

" Draft Decisionparagraph D5.
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1 is a function of the aggrege forecast MARs for the years in which the costs are incurred. This
means, for example, that the threshold doubles if expenditure spans two financial years rather
than occurring entirely within a financial yeand

i depends on the impact of the expendre on the price path: for Opex there is no impact on
the price path from additional expenditure until the following control period, whileGapex
the impact is delayed by several years.

The following table illustrates how the threshold would vary acthesyears of RCP2 under the
existing threshold, based on the (unrealistically simplified) scenario that all of the catastrophic event
expenditure is incurred and capitalised within one financial {féar

Table24: Capital expenditurghresholds in RCP2 under the current clause

CapexCost Threshold for a Catastrophic Event ($m)

Insurance Cover
2015/16 2016/17 2017/18 2018/19 2019/20

0 984 85 31 [ 00
$100m 1084 185 131 o0 0
$500m 1484 585 531 o0 0

The threshold is erratic for the first three years of the control period and there is no amount of

capital expenditurehat could trigger the catastrophic event mechanisms in the final two years. The
reason for this is that the price path impact occursotigh offsetting EV account entries from the
Capexwvashup process and thBaseCapexncentive mechanism. There is no waghprocess for

Opex so there is no amount of expenditure that would alter the price path and qualify as

‘cat as tfThisagtteiaa’l.y not the Commission’s intention.

A further problem with the existing cost threshold is its interaction with insurance cover:

i the threshold is net of insurance entitlements, meaning it cannot be assessed with confidence
until after insurance claimare resolvegdand

i an event must give rise to costs significantly in excessiohsurance cover before the
catastrophic event mechanism is available.

The first point exacerbates the lack of clarity as to what constitutes a catastrophic event. The
second under mi nes t he Co mstdrecever proders additibrjalenett i ve of
costs after an event.

To correct these defects the cost threstiehould be based on costs incurred (rather price impact)

and should be independent of the level of insurance cover. Insurance proceeds should be taken into
accountex post(in the process of determining prudent additional net costs) rather than asgbart

the entry test.

Improved Cost Threshold

The following redrafting of the Transpower IM addresses these defects and supports the
Commi ssion’s objectives as described in Attachme

12 \we can provide the worksheet used to calculate these figures on request.
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3.7.1 Catastrophic event
Catastrophic event meara event
(a) beyond the reasonable control ®fanspower

(b) that could not have been reasonably foreseerTbgnspowerat the time the most
recentIPP determinationwas made; and

(c) in respect of which

(i) action required to rectify its adverse meequences cannot be delayed until a
future regulatory period without the grid outputs associated with the
revenuelinked grid outputmeasures being outside the range specified by the
relevant cap anccollar in the remainingdisclosure yearsof the regulatory
period;

(i) remediation requires either or both ofapital expenditure or operating
expenditureduring theregulatory period

(iii) the full costs of remediation are not provided for in tHR{P determination
and

(iv) the cost of remediatiomet-ef-any-insurance-or-compensatory—entitlements
would-have-an-impact-on-theprice—pativer thedisclosure yearof the IPP

remaining on and after the first date at which a remediation cost is proposed
to be or has been mcurred;y—an—ameunts at least e(mlvalent to$10 ml||I0rﬂr%)

This drafting provideas, the Commission, consumers and other interested parties with clarity as to
the cost thresholdefore which the Commission will contemplate alterBase Capexcentive
adjustments or permitting recovery of increas@&pex The threshold is independent of the timing

of expenditure within a period and is independent of whether expenditure is tbateOpex or
Capex.

A cost threshold o$10m is appropriate because it:

i exceeds the deductible amounts four material damage (property) insuranpelicy —
meaning that the incentive effects of the insurance deductibles are presgerved

i is commensurate witlthe total revenue at risk through revendimked grid output measures
—this provides a degree of consistency between the grid outputs trigger and the cost trigger
and

i is roughly equivalent to 1% of average transmission revenue and 2% of average atalual t
expenditure— providing consistency with the way the existing drafting was arguably intended
to operate.

Once an event has met the test for a ‘catastroph
insurance and disposal proceeds (and any returdamaged assets) and the prudency of net
additional remediation costs (including whether substitution opportunities have been exhausted).

If the Commission decides to permit recovery of additional costs then, as described in Attachment D
of the Decision Rzer, the IPP provides relatively simple anddocest mechanisms for this to
occur. The ability for the Commission to fully consider the situagarpost and the existence of

low-cost mechanisms for recovering costs both support a case for not setniptéshold too
high*3,

13 e also note that there is no cost threshold for firms with defauite-quality path control seeking a customised

price-quality path to deal with remediation following a catastrophic event.
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7.1.2. LISTED PROJECTS

The Commi ssion proposes to introduce a mechani sn
initial Base Capeallowance used to set the RCP2 price path, but can be added at a later date on

approval by the Comission. This mechanism has been adopted in response to a concern we raised

i.e. that large projects with high cost or timing uncertainty (such as largemductoring projects)

are a poor fit with theBase Capelk r a me wo r k . We we | c oeptencetoltree Co mmi s s
issue we raised, but the proposed inclusion of these projects within the Base Capex incentive is likely

to generate material rewards or penalties due to estimation uncertainty rather than underlying

efficiency gains or losses.

Our originalproposal was to enable these projects to be approved on an individual basis during the
control period for treatment in the same way B&jor Capexprojects. This provides timing

flexibility and, due to the incentive arrangements for major projects, avadsrding or penalising
estimation uncertainty.

I n the Commi ssion’s analysis of this issue, it nh
these projects is a transitional issue that will be resolved by RCP3. We disagree with this view.

Accurat cost estimation for lines projects is inherently difficult, even at a relatively advanced

planning stage. As a guide, cost uncertainty of 30% or more is expected at the regulatory approval

stage, reducing to 20% following detailed design work. Tleergtive to reduce cost uncertainty

below 30% is to significantly increase resources foringestt i on wor k for the ‘“1I|is
re-conductoring projects prior to seeking approval.

The Commission is proposing to list projects with an aggregate cost of cam$2&aresult, the
Base Capeincentive regime would exposesto an economic reward or penalty of-$27m™*. In

our view, this exposure undermines the proper operation of BaseCapexncentive framework on
the remairder of theportfolio with the rik that genuine efficiency gains could be swamped by the
impact of estimation uncertainty.

A further difficulty with the Commission’s propog
spanning RCP2 and RCP3. It is unclear how this would be accommanid¢edheBase Capex

framework. This situation would require the Commission to approve BEg3Capeallowance

components in advance of considering the RBB& Capeprogramme as a whole. This does not

fit well with the regulatory control period fraework.

In light of these issues, we remain of the view that the listed project mechanism should be:

i available for capital projects with high cost or timing uncertainty that renders them unsuitable
for inclusion in the Base Capex allowance

i a permanent fature of the IPP, not just a transitional mechanism for R@r@
9 built on the Major Capex framewaork rather than Base Capex.

We are comfortable with other aspects of the Con
We note that the analysis, consation and approval process for4@nductoring projects should be

more straightforward than for typical E&D projeetthe need case is conditidoased, options are

relatively constrained and the benefits should be relatively uncontroversial.

InSection4.12we di scuss the Commi s s i alm'ofcapitheergperslifjuren no't
on a pricing system capable of diSeDypricingr i ng t he EI
methodology. We accept this decision but emphasise that new pricing capability is likely to be
required during RCP2 based on the Electricity Au
this is outside our control. Although this vias very unlikely to exceed $20m, it is not part of a

14 That ispne-third (the Base Capex incentive rate) of the uncertainty.
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portfolio of projects and it has very uncertain costs and timing. In our view, this makes expenditure
on i mplementing the Electricity Authorittey’' s chan
for treatment as a listed project.

7.1.3. CONSUMER GUARANTEES ACT (CGA) INDEMNITY COSTS

TheDraft Decision arguabat CGA indemnitpaymentsshould not be treated as a recoverable or
passthrough cost on the basis that these costs should be undercontrol. The Commission
proposesto observe how the operation of the new provisions devslwppractice, and may
consider an allowance for material claims that are outsideufcontrol for future regulatory
periods

A new and unknown cost that is not in our control

The CGA requirassto indemnify retailers for payments made to customers for breaches of the
acceptable quality guarantee where the failure *
circumstance, orandition associatd  w iour $ervices.

Our earliersubmissions to the Commission explained that the statutory indemnity creates a new and
difficult-to-quantify commercial risk faus. The costs of responding to an event are determined by

the retailer, o by the Electricity and Gas Complaints Commission (EGCC), and areuratantrol.

As suchwe areunable tocontrol or accuratelyorecast its exposurés there is no suitable evidence

bas@. In these circumstancesje proposed that the indemnity gyments under the CGA should be
treated as a “recoverabl e c o s t-isurdnceralloRa@de.2 or i ncl

All submitters agree thawe will incur additional costs as a result of the CGA indemnity obligations
and none suggest thate should not be permitted to recover its efficient costs

Interaction with other incentives and potential for quadruple jeopardy

We are concerned that thBraft Decision does not provideswith a reasonable opportunity to
recover its efficient operatigp costs. In addition, we are concerned that effective operation of the
Incremental Rolling Incentive Scheme (IRIS) would be compromised.

As proposed, an event will attract financial penalties undersierice performance incentive
arrangementsandwe will be exposed to two further penalties:
i there would be no mechanism to recover the efficient costs arising from our exposure

i the IRIS will carry additional penalties into the next regulatory period if GCA costs exceed the
regulatory allowance (which iggposed to be zero).

The Commission also proposes that, for the same evemmayalsobe subject to pecuniary
penalties or criminal sanctions under the Commerce Act. For example, the impact of a single
interruption to aHigh Priority site could be:

1 a @id Output Measure chargeof $606k;

1 CGA indemnity costsas determined by a retailer (or the EGCC)

1 IRIS multiplieras CGA indemnity costs flow through IRIS into the next peaiod

i Commerce Act chargepecuniary penalties or criminal sanctions

Our proposal has been misunderstood by MEUG and the Commission

We agree with MEUG thates houl d not be *“i mmuni s ewdésupportom eXxpo:
the application of revenue linked performance measureswapadsupportiRIS We alsaespect the

Commissiohns di scretion to t ake (vtooutiprejudicetonodrer t he Co mn
comments on how this discretion is exercised)
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We have not suggested thate are* i mmuni s e d” . This @ mhywhrapos&iteating
CGA cost s a'gnot'as @ attwreight cadis)lor the basis of the distinction between
these terms in the Input Methodologies Reasons Paper in Decembet'2010

a t tkraugh costs are those costs that are outside the control of Transpower. Recoverable
costs may also be passedtim@ K (12 LINAOS&as odzi | NB &dzoa2S0G G2 |y

As a recoverable cost, therefore, the Commission would need to approve the annual CGA costs
claimed byus. While the detail of the approval process would need to be develogediould,as a
generalprinciple expect the Commission to consider whetlveg had acted reasonably to minimise
the compensation paid to the relevant customers.

The guiding principle for designing an appropriate regulatory approach to the CGA costs is that the
outcome should b consistent with a workably competitive market. In a workably competitive

market, transmission revenue would reflect the efficient costs of providing transmission services. To
achieve this outcome, the regulatory approach should allocate risks appiegrizetween
ourselvesandour customers, and provide incentives to deliver efficient outcomes.

In applying these regulatory principlege maintainthe view that treating the CGA costs as
recoverable is an appropriate approaftht RCP2 In particular, tis approach:

i does not diministour incentive to minimise the compensation paid to customers;

1 manages the uncertainty associated with the CGA provisions by allowing cost recovery,
subject to regulatory approval on ax postbasis;

i providesuswith a mechaism to recover its efficient costs; and

1 preserves the incentive properties of the IRIS, as recoverable costs are excluded from the
operation of scheme.

There are two alternative regulatory approaches to addressing the CGA costs that would be
consistentwith good regulatory practice and the effective operation of the IRIS:

1. provide an operating expenditure allowance that reflects the expected cost of the CGA; or
2. provide an insurance premium that places a limitoam exposure.

In relation to the first aproach,our RCP2 submission explained that the data to support such an
assessment is not currently available. As a consequence, any estimate of the expected costs arising
from the CGA may be subject to material error.

In relation to the second approachfirm with an uncapped exposum@perating in a workably

competitive marketwould seek insurancand set prices at a level that recovered its premiums and

deductible It is a design feature of any insurance policy that the insured party continues to face
incentives to minimise its I|liabilities in order
regul atory approach, therefore, would be in keepg
competitive market environment no business could immunise ifseth some risk of exposure to

CGA indemnity obligations."”

We haveobtained advice from Marsh regarding the structure and premiums that would be expected

in the insurance mar ket for the type of perfor ma
that an allowance for an insurance premium @k per annum would be an appropriate cover in

order to cap the exposure at il Wewould obtain cover fronour captive insurer, Risk

Reinsurance Limited.

5 Commerce Commission, Input Methodologies (TranspovRaasons Paper, December 2010, paragraph X33.
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By including an insurance premiumduar Opexallowance the Commission would preserve the

incentive onusto minimise payments under the CGA, while making an appropriate allowance for

the expected costs of the new risks theg face. It therefore provides a more appropriate outcome
compared to the draftdesii on, whi ch precludes Transpower ' s
from the CGA.

For the reasons set out abovayr preferred approach is to treat the CGA costs as a recoverable
cost®.

7.1.4. FORM OF THE BASE CAPEX ALLOWANCE

The Draft Decision dismissegr proposal that the Capex IM should be amended such that the
Commission would approve an amount of Base Capex directly, rather than approving a
commissioned value allowance. The Draft Decision discusses the difficulties applying CPIl and FX
disparity agustments to a commissioning allowance, but does not discuss any of the efficiency
benefits of a spendbased allowance. In our view:

T the proposed ‘practical protocol’ does not
disparity adjustments to a ecomissioned value allowance

1 CPI and FX difficulties are a secondary concern in any eteatmain driver for change is the
potential for efficiency gains

i the Commission should pursue the efficiency gains associated with moving to atseet
allowance ow, rather than waiting until RCP3.

Efficiency Gains

Like any businessje haveto manage projects on a spend basis. The costs associated with
managing our finances on a spend basis are unavoidable. The commissineallowance means
that we must ale manage ouBase Capegrogramme on a commissioned value basis. This adds an
unnecessary layer of complexity and uncertainty.

Unlike expenditure, it is not possible to accrue a portion of an incomplete asset. This means that the
commissioned value of asset at year end is very sensitive to the timing of physical commissioning.
For example, a shift of one day in the commissioning date for a single transformer could alter
performance against thBase Capeallowance by $5m or more. Commissioning timsand

should be) dictated by engineering and network considerations rather than regulatory deadlines.

The challenges associated with managing to a commissiealke@ allowance will become more

acute in RCP2 due to the value at risk throughBhseCape incentive regime. Shifting to an
expenditure based allowance would allow a tighter link between corporate governance actions and
regulatory outcomes- producing more predictable and less volatile outcomes, and simplifying
management of our capital progmme at all levels of the business.

We note that shifting to a sperbased allowance would not alter how our revenue is determined
our forecast MAR and MAR wasp would still be based on forecast and actual commissioned
values (respectively). Howevéne BaseCapexncentive mechanisms would operate based on the
difference between actual and approved expenditure.

16 |n the event that the Commission were not to allow CGA indemnity costs to be recoverable, we would need to add a

premium for CGA, of $0.2m per annum, to our $etlirance allowance.
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We appreciate the Commission’s proposal to

BaseCapexadiustment. Having considered the single large project concept, contemplated at C45,

wor k

we have reservations about its efficacy. It does not address the fundamental concern that there is a
variable (and potentially large) delay between the time when we tanSPI and FX risk to our

suppliers and the time we commission the resulting assets. Most of this delay relates to the time

between expenditure outlays and commissioning and could be eliminated by moving to an

expenditurebased allowance. This would make CPI and FX adjustment more closely aligned to

underlying variations in input costs.

7.2. IPP DESIGN

The Draft Decision discusses various design decisions regarding the RCP2 IPP. We provide our

responses in the following table.

Table25: IPP Design Features

Standard Syear control period

Agree. Our proposal is on this basis and there is no compelling re
to adopt a shorter period.

Compliance point isx ante
forecast MAR based on
unsmoothed building blocks
updated annually to washp
under- and overrecoveries and
apply incentive adjustments

Agree. This approach has worked well in RCP1. Our expectation
that washups will stabilise in RCP2 because thdtehprogramme
has fewer large commissioning events.

Substitution of opex for approved
major Capexo be allowed

Agree. This situation arises when work carried out under an MCP
required under GAAP to be classified as opéor example, if a stagec
approval approach is taken (as per the USI MCP) then an output o
MCP may be investigatiestage design work that cannot be
capitalised. Recovery of suct
cost’ mechani sm, with a mateisi
a sensible way to deal with this situation without interfering with the
IRIS.

We will comment further on this proposed new feature in our
submission on proposed IM amendments.

Legacy 2011 EV account balance!
to be cleared by the end of RCP2

Agree. This remains an appropriate transition approach.

Outstanding RCP1 EV entries to k
carried forward to RCP2

Agree. This aligns with our understanding of how the framework
should operate.

We may voluntarily underecover
the forecast MAR

Agree. This isonsistent with the concept that the IPP controls
maximum allowable revenue.

Mid-yearcash flowtiming
assumptions to be applied to
forecast MAR and MAR wasip
building blocks

The IPP drafting carries forward an error from the Transpower ID F
formula. The error treats the mismatch between our pricing and
disclosure years as generating a revenue douigiewhereas the
actual effect is to advance the timing of any change in revenius
the adjustment is zero if forecast MAR is constant from one year t
the next, positive if the forecast MAR is declining yeatyear and
negative if the forecast MAR is increasing. We provide &urtletail

in our supporting documents
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Major Capex and &eCapex

incentive rates will be 33% Agree.

Agree. We expect that this mechanism should produce adjustment
to the Opexallowance that are reasonably valid. We remain
concerned about the CPI disparity adjustms forBase Capeand for
MCPs.

ForBaseCapexour concern is that CPl movements influence
expenditure whereas the adjustment applies to a commissiovelde
allowance. The lag between expenditure and commissioning
degrades the accuracy of the disgigradjustment.

For MCPs our concern is that the adjustment cannot account for tr
fact that it is not valid to adjust for CPI disparity that occurs at any
time after we have transferred escalation risk to our suppliers.

The approvedpexallowance for
the MAR washup will adjust for
the disparity between actual and
forecast CPI

Wemay request a reduction in the
Opexallowance for material Agree
changes to the scope of a project.

‘Ot her regul at e

defined Agree.

Accounting treatment of
passthrough and recoverable cost Agree.
will be codified.

Agree. This is a prudent inclusion. We note that in addition to
supporting more stable and predictable prices, spreading can assit
avoid financial shocks that coulacreaseour costs and deter
investment.

We may request approval to
spread large EV adjustments over
one of more pricing year.

7.3. IPP EVOLUTION
This Section responds t dhe®diadpal peicguay pathh evdalvese Dr af t

over time . We wel come the Commission’s effort to sh
Commi ssion that predictability is important and
gradualandwels i gnal | ed” .

7.3.1. SUPPORTING PREDICTABILITY

The regulatory framework under Part 4 of the Commerce Act was explicitly designed to support
predictability, but the way that the Commission operates the framework (and how we engage) has
an important bearing on whether this is achieved in practice. ttiqudar, predictability is
supported by:

i professional, constructive working relationships

i careful, thorough and transparent decisiomaking processesnd

i principled, evidencéased decisions.
Our overall view is that development and operation of thenflework to date is progressing well in

these areas despite the challenges posed by the volume of work involved in establishing the initial
IPP and IMs. The key threats and areas for improvement include:
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1 managing the availability of key resources. Cagyut IPP framework development and IM
changes concurrently with assessing expenditure allowances can stretch resources for us and
the Commission. This can result in efficierajpancing developments (such as apex
all owance basi s )atory pracessem(sucheaa thd NdGU amemdment
application) being displaced by resouicéensive workstreams such as the WACC percentile
review and the telecommunications TSLRIC determination

9 adopting different, fitfor-purpose processes for different tgp of IM development. In our
view, predictability could be enhanced by establishing a clear policy that complex; value
shifting IM settings (such as the WACC percentile) will be subject to deliberatsjgnellled
process with a high hurdle for change contrast, efficiency is enhanced by adopting a
comparatively nimble, responsive process for stmmtroversial IM changes (such as the
twelve we proposed prior to the RCP2 processid

i providing the conditions needed for incentive mechanisms to oeedectively. The
Commission has carefully designed and implemented incentive mechanisms, which we
support as the best way to continually drive towards sustainable, efficient expenditure levels.
We want to cotnrtu sntu'e appr dangpdgehtly wu foerwaed owr bestt r
view of costs with confidence that, while our analysis will be tested carefully, the Commission
will not make broaebrush cuts.

7.3.2. DEVELOPMENTS FOR RCP3

Bel ow we respond to sever al of tthe PP Qayavdlopimi on’' s
RCP3.

Table26: IPP Developments for RCP3

We agree that, for the sake of efficiency, we should strive to minim
administrative burdens created by the IPP.

We support moving to an arrangement where the Commission is n
required to make annual priegath update determinations. This
would not reduce assurance costs, but would reduce the
. . Commi ssion’s costs and would
The Commi ssi on - : . -
. . peaks created by the timing requirements in the current process.
during a period may reduce .
? would enable us to focus more of our effort on ensuring the
over time. . . . .
information wegenerate is adding value for our customers and oth¢
stakeholders.

Given the efficiency gains that could be created, we encourage the
Commission to challenge itself again as to whether we could move
from a determinationrbased to a disclosurbased updatgrocess in
RCP2.

The Commi ssi on
of expenditure proposals may
move further towards a high
level (topdown) approach, with
greater emphasis on
governance and monitoring
reasonableness.

It is not clear whether this comment refers to examinprggress
against plan within a period, or to assessing expenditure proposals
the latter, then we agree that the Commission should rely on the
incentive mechanisms it has put in place as the primary means of
establishing and maintaining efficient expgbture levels. This is the
most effective way of driving efficient whets-life costs.
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RCP2 Grid Output Measures
(GOMs) are based on historica
performance.

We disagree with this observation. We have developed-tenig
targets based on our efforts tonderstand customer preferences.
These targets are not on based on historic performance.

Because some of these lotgrm targets (particularly for High
Performance and Important sites) present a significant challenge tl
will take some time to achieveye have used a transition model to
inform RCP2 targets. The trar
gap’ bet ween htérm pedormacce-l.e. iisnad | ¢
forward-looking model.

RCP3 GOMS should include
asset health and criticality
measures

We are open to the idea that there should be one or more
revenuelinked GOMs relating to asset health in RCP3teiasset
health and volumdinked measures we propose for RCP2 should ne
be a permanent feature of the IPP.

The RCP2 measurhave been poposed specifically to allay
deliverability concerns. They
data set and they are constructed to neutralise Base Capex
incentives for the irscope asset fleets. It would be counter
productive to repeat this pproach again in RCP3.

We may, depending on resources available for business improven
be in a position to put forward network or circtével asset health
metrics in RCP3 or 4 that properly complement the suite of service
output measures while reinfaing our internal asset management
practices and avoiding interference wiBaseCapex incentives.

RCP3 may include more
granular or Vol-based service
measures

We are not convinced that either of these developments would be
constructive. There areenefits to have a relatively simple (five
category) framework given that:

T there are diver se closacsrilyiG¥Rss
with varying willingness to pay for reliability (and hence vary
VolLL)and

i GXPlevel performance is influenced by netvk and firmlevel
investments in assets and capability (meaning performance
cannot be ‘twuned’ too finel

In addition, while there have been advances in methodologies for
estimating VoLL (notably by the Electricity Authority in recent year:
we doubt itwill ever be possible to derive a matrix of VoLL figures t
accurately capture the economic cost of interruptions.

In addition to the above comments, Chapteofzhe Draft Decisiomppears to imply that measures

will be added to each control periodn our view, the set of measures should be adaptive rather

than additive. The next set of measures will build on experience with RCP2 measures, development

of our asset management capability and engagement withcustomers
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