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Executive Summary

Purpose of this paper

X1

X2

X3

This paper provides our draft decisions and supporting reasons for the following key
components of the individual prieguality path for Transpower New Zealand Limited
(Transpower) for the next regulatory period from 1 April 2015 to 31 March 2020
(referred to in this paper as RCP2)

X1.1 Howmaximum revenues will be calculated and the effect of incentive
mechani sms on Huesanspower’'s reve

X1.2 Thegrid output measures, some of which make up the quality standards, for
RCP2

X1.3 Transpower’s operating expenditure (0]
(base capex) allowances for RCP2. These allowances are key components of
the maximum revenues Trapower can earn.

This paper also identifies areas that we expect Transpower to develop before
submitting its next proposal in 2018 and suggests a number of business
improvement initiatives for Transpowdnat may assist Transpower in making that
proposal

We seek your feedback on the draft decisions we have reached in this paper as well
as thesuggestedusiness improvement initiatives

X3.1 Submissionsn our draft decision are due by 5pm on 27 June 2014

X3.2  Crosssubmissions are due Bpm onll July 2014.

Transpwer is subject to individual priceuality path regulation

X4

X5

X6

We are required to set an individual prigeiality path for RCP2. An individual price
quality path determines the maximum revenues Transpower can recover from
consumers for its services, and s#ts quality standards it must meet, for each year
of the regulatory period. The prieguality path relates to the transmission services
provided by Transpower and excludes system operator revenues.

This is the second such path sibe newPart 4 of the Gmmerce Acivas
introducedin 2008.

Certain rules and process referred to as input methodologies, apply to how we set
the pricequality path and how Transpower complies with it. Additional input
methodologies which were developed over the course of R@Papply for the first
time in RCP2.
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X7  For RCP2 we have used the first individual pgigality path as our starting point and
have adapted it where appropriat¥/e see effective individual prieguality
regulation as being a dynamic process over multipgulatory periods, whid being
mindful of the importance of providing regulatory predictability. The regulation will
necessitate changes as we better understandeffect of theincentives that we
have set, and to respond to changing external conditidie expect to continue to
develop a suite of mechanisms that are of ldegn benefit to consumers.

We received a quality and expenditure proposal from Transpower

X8 On 2 December 2013, we received Transpowe
Theproposal ncl udes Transpower's proposed oper ;
base capital expenditure (base capex) allowances, and grid output measures for
RCP2.These are important components of the individual pripeality path.

Our draft decisions

X9  Our draft decisia follows adetailedr evi ew of Transpower’'s qua
proposal.

X10 We have engaged independent experts to help inform our decisions in certain areas.
The independent experts were Strata Energy Consulting Limited (Strata) and Partna
Consulting Ionited (Partna). Our consultariteports have been published alongside
this paper.

| 26 ¢NJIyalLReSNRa YIFEAYdy tt26l06fS NBGSydzsS 6

X11 We proposethalfl r anspower s forecast maxi mum all o
continue to be calculated usingaibd di ng bl ocks appupdbach wit
Passthrough and recoverable costs will be added to the forecast MAR to arrive at
the forecast revenue; the amount which is recovered from consumers.

X12 Key changethat are prgosedin the individual pricequality path from RCP1 to
RCP2 are:

X12.1 incentive mechanisms will apply to the base capex and quality standards as
provided for by the Capital Expenditure Input Methodology Determination;

X12.2 Transpower will be able to voluntarily undexcover from consumers if it
wishes, withouttheundesr ecovery b-ephgah@wasbedver el
consumers in a subsequent year;

Transpower’'s proposal chidpd/wimeconicamugovtinz/cequlatedu r websi t e a
industries/electricity/electricitytransmission/transpoweindividuatprice-quality-
regulation/transpowersprice-quality-path-from-2015t0-2020/.
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X12.3 economic value account (EV account) adjustments are able to be smoothed
over more than one year to avoid prisbocks;

X12.4 mid-year caskHlow timing assumptionsvill be applied to forecast MAR and
MAR waskup building blocks to better account for the tinvalue of
money; and

X125 certain | arge reconductoring projects

an individual basis once certain criteria have been met.

Propo®d grid output measures andiglity standards for RCP2

X13

X14

X15

X16

X17

We agree with thegrid outputmeasures proposed by Transpower but have set more
challenging targets for some measures. We have also added three additional grid
output measureghat have reporting requements, which are not linked to revenue

Transpower proposed both revendimked grid output measures and ngavenue

linked grid output measures. The revenligked grid output measures comprise

asset performance measures and grid performance measu@sré&venuelinked
grid output measures a-basedheaanerdes 'oteaired
reporting only.

Theproposedquality standards that will apply to Transpower in RCP2 will be the
same as the targets for the reverdiaked grid output measure

For each of the grid output measures theraisroposed target, cap, collar, and
incentive rate. The cap and collar set the range of performance for which
Transpower will be penalised or rewardedder the grid output adjustment
incentive mechanismwith the cap being the upper bound for reward$ie incentive
rate is the value of the revenue loss or gain for eaait (%,interruption or minute
away from the target, up to the cap or collar

We propose that $10 million of revenue be at risk per anribrough the grid
output adjustment mechanisrroughly 1% of revenueJ.able X summarises the
quality standards for RCP2.

1747579.3
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Table X1 Draft decision orgrid output measures andjuality standards for RCP2

Incentive
Grid output Point of service Quality Target Cap Collar rate ($0.00
measure category standard per unit
changg
Asset performance measures
Availability of AP1: HVDC 98.5 98.5 99.5 97.5 1,000
Lo
circuits (%) AP2: HVAC 99.6 99.6 100 99.2 2,500
Grid performance masures
GP1: Number of High Priority 2 2 0 4 606
interruptions (per Important 9 9 4 14 242
annum)
Standard 26 26 21 31 133
Generator 11 11 6 16 133
N-security 50 50 26 74 10
GP2: Average High Piority 70 70 30 110 15
duration of Important 100 100 30 170 9
interruptions (per
annum in Standard 65 65 0 130 5
minutes) Generator 130 130 50 210 4
N-security 80 80 45 115 3
GP3: PO Longest High Priority 120 120 80 160 15
durations (er Important 240 240 170 310 9
annum in
minutes) Stendard 130 130 60 200 5
Generator 350 350 260 440 4
N-security 215 215 170 260 3

Note:Based on simplified assumptiomise revenueat risk for each measure reflects between 69% and 141% of
the value of lost loagvOLL).

Opex and base capex allowances

X18 CQur draft decision iso reduceT r anspower ' s pexalloadncogr opos ed
$71.8mand the baseapex allowance by $1338n. For comparison with
Transpower’ s proposed expenditure, these
constant prices.

X19 Our proposed agistments for RCR2n constant price termsre set out inTable X2
The 7.5% productivity adjustment proposed by Transpoiserot applied to these
adjustmentsyather it isapplied to the nominal allowances.
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Table X2Total proposedexpenditureadjustmentsfor RCP2 (2012/13 constant prices)

¢ N¥ yaLl ¢ SNX Ourdraft adjustments Adjusted expenditure

($m) ($m) ($m)
Opex 1,309.3 -71.8 1,237.5
Base Capex 1,188.6 -133.3 1,055.3

Note: we have provided for additional expendituegating to demand response in the opex allowance. In this
table, our draft adjustments have been reduced to account for the $1.5m demand response allowance.

X20 We set the opex and base capex allowances in nominal terms for each year of RCP2.
These allowanceare shown in Table3XThese allowances incorporate the 7.5%
productivity adjustmenproposed by Transpowavhere we consider it should still
apply in light of our proposeddjustments

X21 We seek submitters’ vi ewgrowsionalyagreeemita st i ng
Transpower’ s proposed metals cost escal at
that sharpchanges in cost escalatidor some commoditieseg, steel which
increases at an average yearly rate by 4.8%wvbeh 2013 and 2020 (denominated in
USD)are forecast with limited explanation.

Table X30Opex and base capex allowances (hominal) for each year of RCP2

2015/16 2016/17 2017/18 2018/19 2019/20  Total RCP2
Opex ($m) 2648 2718 2780 278.8 281.2 1,3746
Ba?;;;"pex 2243 246.4 206.4 219.5 200.3 1,096.9

X22 Ourfinal adjustment to base capex may be less if Transpower can propose an
appropriate incentive mechanism that lin84.2m of expenditure to delivered
| evel s of asset health. This i s because w
deliver ts grid replacement and refurbishmemtork programme. Transpower has
indicated that it is willing to develop and propose such a mechanism.

Suggested business improvement initiatives

X23 We have identified areas thatwould be helpful fofTranspower to develo before
submitting its next proposal in 2018 ahdvesuggested a number of business
improvement initiatives.

X24 These are a continuation of current initiatives undertaken by Transpower and have
been informed by observations about the processes Transpowvest tessdevelop its
work programme and expenditure allowances for RCP2.
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1. Introduction

1.1  We are required to set an individual prigeality path to apply to Transpower New
Zealand Limited (Transpower) for the next regulatory period from 1 April 2015 to 31
March2020. This period is referred to in this paper as RCP2.

1.2  Anindividual pricequality path determines the maximum revenutasit Transpower
can recover from consumers for its services, as well as the quality standards it must
meet, for each year of the regutay period.

13 On 2 December 2013, we received Transpowe
for RCP2. The proposal includesnspower groposed operating expenditure
(opex) and base capital expenditure (base capex) allowances, and grid output
measures These are important components of the individual pripeality path.

14 We have now completed our assessment of T

Purpose of this paper

1.5 We have reached a draft decision on key aspects of the individualquiéy path,
includingthoseapect s that were coverThaiglpagey Tr ansp
provides our draft decisions and supporting reasons for:

151 how Transpower’ s maximum revenues Wwil
RCP2 and the effect of incentsve mech

1.5.2 the grid output measures, some of which make up the quality standards, for
RCP2; and

153 Transpower’s opex and base capex all o
are key components of the maximum revenuleat Transpower can earn.

16 After asses s propgsal,we havesiderdifie@ sorhesareas consider
need to be improvedo enable Transpower to submit a substantially improved
proposalat the end of RCP2 and we suggest measures to monitor that development.
These are calledusinessmprovement initiatves

1.7 We seek your feedbaaboutthe draft decisions we have reached in thegperand
aboutthe proposedbusinessmprovementinitiatives:

1.7.1 submissions on our draft decision are due by 5pm on 27 June 2014; and

1.7.2 crosssubmissions are due tBpm onll July 204.

Transpower’'s pr op owwvicomcon.gavinz/requlatedwe bsi t e at
industries/electricity/electricitytransmission/transpoweindividuatprice-quality-
regulation/transpowersprice-quality-path-from-2015t0-2020/.

1747579.3


www.comcom.govt.nz/regulated-industries/electricity/electricity-transmission/transpower-individual-price-quality-regulation/transpowers-price-quality-path-from-2015-to-2020/
www.comcom.govt.nz/regulated-industries/electricity/electricity-transmission/transpower-individual-price-quality-regulation/transpowers-price-quality-path-from-2015-to-2020/
www.comcom.govt.nz/regulated-industries/electricity/electricity-transmission/transpower-individual-price-quality-regulation/transpowers-price-quality-path-from-2015-to-2020/

10

This paper follows on from previous consultation
1.8 We published an Issues papen 10 February 2014 and subsequently received
submissions and crossibmissions from interested persofis.

1.9 We also asked Transpower for additional information in certain awelaen
conducting our evaluation. A full list of the informatiam requested from
Transpowelis on our website.

LYRSLISYRSYyG SELISNIa KIFI@gS aaAaiSR 6AGK 2dzNJ S

1.10 We engaged Strata Energy Consulting Limited (Strata) and Raotmaulting Group
Limited (Partna) to assist with our evaluwu

1.11 Strata and Partna have produced reports that have informed our draft decisions and
are referred to throughout this paper. 8have published these reports alongside

this paper:

1.11.1 Strata Energy Consulting Limited and Energy Market Consulting Associates
“Technical Advisor Report on the Tran:
for RCP2: Report to The Conmveferrea e Comm
to as the ."Strata report’

1112 Parta Consul ting Group Limited ®“ Review
Measures: How they compare with international practice in Australia and
t he MKpl2@14—~+ ef erred to as the ‘Partna

We will consult on the draft individual pricguality path determination separately
1.12 Our decisions will be given effect to through an individual pgaality path

determination.

1.13 Weintend topublish a draft individual pricguality path determination that reflects
our draft decisions on 30 May 2014. This idlaccompanied by a companion paper
that will discuss compliance reporting requirements for the individual paaality
path.

There may be changes to input methodologies and information disclosure requirements

1.14 We are proposing a number of changes to inméthodologies that are consistent
with, and will affect, our draft decision on the individual prapeality path.If we

Commer ce Cdmmiigsitomn® t o hav e ingividualpriceqaality pathanir ans powe |
proposal for the next regulatory controlperiod | ssues paper” (10 February 201

For submissions received from our Issues paper, please see our website at
www.comcom.govit.nz/requlatethdustries/electricity/electricitytransmission/transpoweindividuat
price-quality-requlation/transpowersprice-quality-path-from-2015t0-2020/.
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proceed with our draft decisions, we wallsoneed to amend certain information
disclosure requirements.

1.15 We signalled that we intendkto amend a number of input methodologies when we
issued our notice of intention to start work on proposed amendments to the input
methodologies for Transpower in February 2614.

1.16 These potential input methodology amendments will be consulted on as péneof
Transpower input methodology amendments procé3se consultation paper for
these amendments is intended to be published on 30 May 2014 along with the draft
individual pricequality path determination.

1.17 In Attachment C we have summarised the poterdigendments we consider may
be required.

1.18 In this paper, we have assumed that all input methodology amendments that directly
affect our draft decision will be made. If following on from consultation we decide to
not amend certain input methodologies, ourdsion will be changed to reflect this
and we will consider whether any further consultation is necessary

1.19 We may need to make amendments to the information disclosure requirements to
give effect to our draft decision. We will address potential amendmantke
companion paper that will accompany our draft individual piaelity path
determination.

Other input methodology amendments that may affect our decision
1.20 Several other input methodology amendments are currently being consultethain
willhavean mpact on Transpoqwaltypath. i ndi vi dual pr

1.20.1 We included threef these potential amendments in odd March 2014
consultation papef.

1.20.2 We have consultedn potential amendments to the weighted average cost
of capital (WACC) and the IncrementallRRglIincentive Scheme (IRIS) input
methodologies’

Il nput met hodol ogies are the underlying rules and pr

Commerce Commission “Notice of Intention: proposed
Transpoweraaly 2014).0 Feb

Please see our website http://www.comcom.govt.nz/requlatedndustries/inputmethodologies
2/amendmentsand-clarifications/

See Commer c e Pr@osedraimsndmentsto ifput methodologies for Transpdwer( 1 1 Mar c h
2014).
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What this paper does not cover

1.21 The matters listed below are not covered this paper.
1.21.1 onsultationon input methodology amendments
1.21.2 Approvalof major capex-this is done on a project by project basis

1.21.3 Thedollar amount of revenu¢hat Transpower will be allowed to recover
from consumers for each year of RCP2

1.21.4 The Transmission Pricing Methodology (TPM).

How the approved expenditure allowances affect electricity prices

1.22 The maximum revenues that we allow are used to determine the ppae&sby
consumers for the transmission of electricifyhe Electricity Authority estimas¢hat
transmission chargemakeup about 7.5%per cent of atypicalhousehold electricity
bill. *°

1.23 The opex allowance that we approve directly affects prices paidbguwners in
RCP2 for the transmission component of an electricity Thik.recovery of thebase
capex allowancehowever,is spread over a longer term and has a less direct effect
on prices during RCP2. This is because the capex we approve will be added t
Transpower’' s asset base with the return o
the assets, being recovered from consumer
typically 3640 years.

124 Not all the information needewknuéesdor comput e
RCP2 is presently availapleg, t he outturn of Transpower’
RCP1However, in December 2013, Transpower advised its customers on the
expected forecast revenues for RCPZo arrive at its forecast, Transpower used a
number of assumptions including that all proposed expenditure would be approved.
Transpower proposedround$1.4 billion in opex and $2 billion in base capex for
the five years of RCP® nominalterms Tr anspower ’ sinesti mate i
Tablel.1.

See Commer c e In@aionrto have yoar say 6n whether the Commerce Commission should

review or amend the cost of capital input methodgles (20 February 2014); Commer
“Further work on the cost of capital i nput met hodol
evidence on the WACC percentile” (31 March 2014); a
toControlExpendi ture During a Regulatory Period: Proces:

10 Seehttp://www.ea.govt.nz/consumers/abouyour-power-bill/ .

See Tr anGEYHwREIP0 Transmission Reventgl 9 December 2014) at
https://www.transpower.co.nz/sites/default/files/uncontrolled docs/rcp@venueinitial-forecast

information.pdf

11
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Table 1.1¢ NI YA L2 g SNR&a SadAYIl (S Znemira NSOl ad NB

Year 2015/16 2016/17 2017/18 2018/19 2019/20 :Z:tzlz
Transpowerforecast ($m) 985 1,002 1,041 1,044 1,064 5,136
Change from previous year 4% 1.7% 3.9% 0.3% 1.9%

1.25

We have estimatedthad ur dr aft adjustments to Transp
all owances, discussed in Chapter 5, would
revenue by 2.5% per year on average. This equates to $26 million per year on

average or $130 million over the fiyears of RCR2n nominal terms

Structure of this paper

1.26

1.27

1.28

1.29

1.30

131

In Chapter 2 we discuss our expectations of how the individualuedity path will
develop over time. We also discuss the challenges we face in setting appropriate
opex and base capex allowances.

Chapter 3 sets out how we proposecalculateT r a ns p o we revesuesafétr| o we d
each year of RCP2. This includes how building blocks will be used to calcelate t

forecast allowable revenudbow t hi s revenuwpg’ wedadchbegedmwasid
effectthat incentive mechanisms will have on revenue.

Chapter 4 sets out our draft decisions on the quality standards and grid output
measures for RCP2

Chapter 5 explains our draft decision on the opex and base capex allowances for
each year of RCP2. Tmsludes how we have reachealir draft decisions.

Chapter 6 then discusses observations we
where we suggest Transpower improves before submitting its next proposal in 2018.

The attachments to this paper provide detail aifshal to the chapérs.

We want to hear and consider your views

1.32

Beforeissuingour final decisionwe want to hear and consider the views of
consumers and stakeholders. We welcome submissions on the draft decisions we
have reached in this paper as welltas suggestedusiness process initiatives.

1.32.1 To give us time to review submissions and meet our timeframes, we ask that
we receive emailed submissions iym on 27 Jun014.

1.32.2 There will then be an opportunity for cressibmissions on matters raised in
submssions. We ask thate receive any crossubmission®y 5pm on
11 July 2014.
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1.33

1.34
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Please email your submissionregulation.branch@comcom.govt.math the
subject | ine ‘' Tr aquaitypmtvsubmissiondciossiudouna Is sp roinc] €
and your name.

All submissions will be published on our website. Please identify any content
considered confidential. If a submission contains confidential information, we ask
that you provide a confidential version aadoublic version.

Our process from here

1.35

1.36

1.37

1.38

1.39

Following receipt of submissions and cresfbmissions on our draft decisions, we

will make our final decisions on the base capex and opex allowances, and grid output
measuresand quality standardsor RCP2 by 29 Aust 2014. We may also publish a
revised draft individual pricguality path determination at this tim& seek

feedback on how the requirements have been drafted

We will then issue Transpower with an information gathering notice that will require
Transpaver to apply the values to calculate a draft forecast maximum revenues for
each year of RCP2.

We intend to publish the final individual pricpiality path determination by
31 October 2014. Thisouldbe delayeddepending orthe timing of the WACC input
methodology review.

We intend to complete any necessary changes to the information disclosure
requirements byl3 December 2014.

Table 1.Zummarises the next steps in our process including key dates for the
potential input nethodology amendments.
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Table 1.2 Next steps in our process

Processstep Indicative date
Publish draft |nd_|V|duaI prlequallty path determination and companion 30 May 2014
paper on compliance reporting

Submissions on draft decisions in this paperdue 27 Jure 2014
Crosssubmissions for draft decisions in tisiaper aredue 11 July 2014

Submissions on draft individual prigeality path determinatiorare due 11 July 2014

Publish decision on any amendments to input methodologies applicabl
setting Transpove r ° s i n d-quality gathaelxcept foricadcalating 29 August 2014
the cost of capital

Publish decision and supporting
individual pricequality path for 20152020, including decision on grid 29 August 2014
output measures ad expenditure allowances

Revised draft individual prieguality path determination, excluding

. 29 August 2014
revenue figures
Issue information gathering notice to Transpower to calculate its reveni
(this may be delayed depending on whet it is advantageous to seek 29 August 2014

feedback on the drafting of the revised draft individual prigelity path
determination)

Publish cost of capital det er-mi |
quality path (this may be delayed dependingtoming of decision on cost 30 September 2014
of capital review)

Response to information gathering notitssue 11 October 2014

Final individual pricguality path determination (this may be delayed

depending orthe timing ofthe decision on cost of cédial review) 31 October 2014

Publish decision on any amendments to information disclosure
requirements related to deci si el 13December2014
quality path
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2. The individual pricequality path evolves over time

Purpase of this chapter

2.1  This chapteprovidesc ont ext f or how we have approach
individual pricequality path for RCP2, and the draft decisions that we have reached
in thispaper. Itdiscuses

2.1.1 our expectations that individual prieguality path regulation will evolve;
2.1.2 what it means to set aecondprice-quality path for Transpower
2.1.3 our role in setting and administering an improving prepeality path;and

2.1.4 ourchallenge in setting appropriate quality measures and expenditure
allowances at ay given time.

We expect pice-quality regulationwill evolve over multiple regulatory periods

2.2  We see effective individual prieguality regulation as being a dynamic process over
multiple regulatory periodswhile being mindful of the importance of provitg
regulatory predictabilityThe regulation will change as we better understand the
effect of theincentives we have set, anid respond to changing external conditions.
We expect tocontinue to develop a suite of mechanisms that are of ldagm
benefitto consumers.

2.3  Theindividualprice-quality path for RCP2 is intended to imprawewhat was in
place for the first regulatory period, which we refer toREP1The changes
between RCP1 and RCP2 also indicate how lgwieksee the regulation evolving for
subsequent regulatory periods.

2.4  The pace and direction of the development track we are settmggsiders the
practical constraintshat Transpower faces. The track also takes into accthent
need to give the various regulatory instruments time to bed damd matureso
their effectiveness can benderstood before making further changes.

2.5 The pace and direction are also informed by observing, comparing and contrasting
the development of like instruments in other jurisdictions, particulamlthe UK and
Audralia.
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17

Setting asecondprice-quality path for Transpower

2.6  The individual pricguality path that we finalise later this year wik the second
path that we set for Transpower. The pattas the duration of RCR&nd will apply
to the electricity lineserviceshat Transpowesupplies.*?

2.7 In the sections below we discuss:

2.7.1 how some characteristics of the pricgiality path are already fixed, given
the input methodologies that apply; and

2.7.2 how we have used the RCP1 priopugality path as our staing point.

Same characteristics of the prigguality path are already fixed

2.8  The primary purpose of thedividualprice-quality path is to promote the lontgerm
interestsof consumers, consistent with the purpose of Part 4 of @@mmerce Act
1986 We are guided by c&in input methodologiesn how to set a pricguality
path for Transpower that promotes this purpose. Theagaut methodologiesare
discussedn AttachmentA.

2.9 The purposeand provision®f Part 4along withthe input methodologiegjivesrise
tothe followingc har act er i st i ecequaltypathr anspower ' s

2.9.1 We set the maximum revenues that limit what Transpower can recover
from its consumers. These maxi mum r evVv.
forecast costs for the next regulatory period. Revenue is tatled using a
“building blocks’ approach that appl i
have set (ie, f oRegulatery AssetrBgse RABQnspower '
commissioned assets, tax and cost allocation).

2.9.2 We do not set the prices that Transpower can chargéviddal customers,
as these are calculated using a methodology for setting transmission prices
which is governed by the Electricity Authority.

2.9.3 The quality standards and grid output measures that we set should reflect
theservick hat Tr ans p o deanand and caluelhisdsee thas
Transpower invests appropriately in its network and consumers do not
receive a lower quality service than possible given the level of expenditure
accommodated by the price path.

12" The individual pricguality path provisions in the Commerce Act of s 53ZC apply to Transpower by way of

an Order in Council under s 52Rlectricity lines services include both transmission services and system
operatorservicesHowever, Transpower's systemowipdvideat or ser vi
price-quality path. This ibecause we considérh e e x i st e n c e -length entracehetwveemt e ar m’
Transpower and the Electricity Authority for these serviessiltsin outcomes consistent with those that

would be observed in a workably competitive market
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2.9.4 Expenditure allowancesnimportant deternminant for calculating maximum
revenues, should reflect efficient investment. This provides for investment
to occur at the appropriate time, and results in service being provided at an
appropriate quality.

2.9.5 We set the pricequality path beforethe regulatoryperiod startsso that
Transpowercan expecto earn a normal return on its investment in the
grid. We do this also so Transpowmsas incentives to continue to make
efficient investments in its network.

2.9.6 We provide financial incentives for Transpower torspéess than the
forecast costs, which wilesult in above normal returnis the short-term.
Any efficiency gains made during a regulatory period eventually benefit
consumers as they are shared in the next regulatory period.

We have used the priggpuality path for RCPAs our starting point

2.10 Our starting point in settinghe price-quality path for RCP2 is the approach used for

RCP1

2.11 We have however,developed features during RCP1 that are yet to be appisd

some of the provisions for RCP1 were traiosial -

2.12 Theprice-quality path thatwe proposes consistentwith the input methodologies

that applyandaims to be integrated witinformation reporting requirements that
were developed during RCP1 and that now apply to Transpdwsignificant new
feature for RCP2, for example, is the full application of@agital Expenditurnput
Methodology (Capekvl)**to:

2.12.1 implement revenudinked quality measure§* and

2.12.2 set the base capex allowant®.

2.13 We propose developments for RCihat we considemre incrementalgradual and

well-signalled. They are a sufficiently challenging stewhat we expect would ba
further-enhanced individual pricgquality path for RCP3. This measured incremental

13

14

15

16

We first set a pricequality pathfor Transpower in 2010 which covelee period 1April2011 to31 March
2015 Prior to that Transpower was subject ta administrative settlement.

Transpower Capital Expenditure Input Methodology Determing@06t&2] NZCC 2 (31 January 2012),
clause 1.1.3 (‘"Commencement’) and clause 1.1. 4
the date of publicatio in the Gazette for major capex projects, including those commenced before and
from the start of RCP2 for base capex and grid output measures.

See Chapter 4.
See Chapter 5.
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approach has been taken to reduce uncertainty and promote predictalulity f
stakeholdergconsumers, Transpower or other interested perspns

2.14 Particularareas thatwe have focused our attention atevelopingfor RCP2 are:

2.14.1 quality, and how the individual pricquality path best reflects what
consumers want; and

2.14.2 incentives and he processes to put in place to reward (or penalise)
Transpower for improved efficiency, energy efficiency, use of demand side
management in place afapex and robust forecasting of opex and capex.

2.15 The next reset athe price-quality pathwill presentfurther opportunitiesfor
refinement This will be for the regulatory period starting from 1 April 2020, which
we refer to as RCPBor example, the setting of the pricpiality for RCP3 will be the
first time when implementation of any changes stemming friov@ required Zyear
review of the Capex IM is possibifdn Chapter 6 w discussuggestedusiness
procesgnitiatives forTranspower to carry out in RCP2 to maintain the pace and
direction for RCP3.

Our role in setting and administering an improving indlual pricequality path over time

216 Overt i me we expect that our rol e tqualty egul at
path will also evolve. We will continue to geebetter understanding of:

2161 Transpower’' s performance alpdcehow t he
quality path is contributing to, or hindering, this; and

2.16.2 the costs, benefits, risks or uncertainties for Transpower and consumers of
the rules that we have set, including how much intervention is necessary.

2.17 Our interventions during a regulatory ped may be less necessary once we get that
better understanding of Transpower’'s perf
price-quality path is delivering against the Part 4 purpdbe.

218 Our examination of Transpower ' stowandsoposed
a highlevel (topdown) approach where we place greater emphasis on how
Transpower applies its governance over that expenditure. We can then monitor the
reasonabl eness of Transpower’'s expenditur
Chapter 3.

17 Commerce Act 1986, s 52Y(1).

For example, interventions in RCP1 ineldgearly determinations for updates to forecast maximum
allowable revenue.
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Ourchallenge to set ppropriate quality measures and expenditure allowances

219 I n setting appropriate quality measures a
we areon the developmentrack forthe pricequality path, we are mindful of
various factors. fiese factors includéhe relationship between the demand for
services, quality of services demanded by
decisionmaking on its assets, the investment in the giiid; a n s p roawagenmerd
of its operations, and the re&nue Transpower requires to meet these expectations.

2.20 One challenge is to understand current consumer value preferences and then
convert that understanding into the most cesfficient means of satisfying those
requirements.This requires some level of jgdmentto achieve the desired
connection. That relationship is described at a Hegrelin Figure2.1.

Figure 2.1 Relationship between demand, consumer preferences and expenditure

— Demand for services N

Quality of services expected by
consumers
g >
(5]
— >
& o
€ ©
m -
: g
g 3
Z Sate of Transpower
CNYA 26@ | policiesand
assets processes
AN 4 Expenditure requirements
221 Transpower’' s proposal demonstrates its wun

services and its understanding of consumer preferences on price and quality. That
information is combined with the forecast state of its grid assets and its policies and
processes to give an investment strategy. That strategy is costed to give us the
proposed op& and capex requirements.
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The understanding of consumer preferences and required expenditure will improve over time

2.22 We discuss below how we expélctr a n s p popasals’ tosevolve from period to
period. This evolution is characterised across three pluslaggry periodssince the
start of the individual priceguality path, described in Figure 2\#here:

2221 * RCP1" |l ooks back at what we have obs
2222 * RCP2' considers what TrafKandower's cu

2223 ‘ RCoPmBwar d’ sets out spoveeto gettoby thestimgie ct  Tr
is required to submit its proposal for RCP3.

Figure2.¥ t NPAINBaadAz2y Ay RS@GSt2LIYSyd 2F ¢ NI

RCP2: RCP3 onward:
& K- GENYEL26 SNE QI where we expect
proposal istelling us Transpower to get to

RCP1:
what we have observed

1  Major project builds
‘ Demand for services
@ T Asset criticality not formalised T Measuresindirectly reflect
1  Quality measuresrequire consumer value preferences
reporting of past performance
Quality of services expected by
consumers
1  Quality measuresallow for  Gid output measuresbased

CNyA26SNE | policiesand measures

assets processes 1  Businessprocessinitiativesto
develop asset health and asset
criticality frameworks

Focuson major capex projects 1 Expendlture declson models
(HVDCPole 3, NAaN project
and NIGU project)
Low threshold for base capex

1T Little reliance on expenditure
input models for decision-
making

reactive monitoring of actual
performance
Sate of Transpower 1 Norevenue linkage of quality
Bxpenditure requirements }

19" our evaluation of the progress Transpower has made in developing and presenting its RCP2 quality and

expenditure proposal are commented on in more depth in Chapters 4 anchBaegely.
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2.23 By setting out our expectations now, we are giving predictable signals to Transpower
and othe interested persons of the direction we see the quatihdexpenditure
proposals developing for the future. We understand that we broadly agree with
Transpower on this.

2.24 Some notable pointers onow to progressre:

2.24.1

2.24.2

2.24.3

2.24.4

flattening of demand and less focus daliveringmajor capex projects;

greater sophistication in addressing consumer preferences and value, and a
finer granularity in the measurement diem;

implementation of measures that forecast the future condition of assets
and of outputs rather thamelyingon measures based on reactive
monitoring of historical performanc& .and

full development of expenditure decision models with waiticumented
interventions and systematic feedback loops.

2.25 Steps in that progression are:

2.25.1

2.25.2

2.25.3

RCPL1 is characterised by the w$eguality measures that demonstrate

actual performance, with only limited measures for asset management and
operations that demonstrate the results of business improvement
initiatives.

RCP1 has only limited incentives linked to reveflmsencentivesare
supported by norrevenuelinked targets and the reporting of information

that we consider useful in developing future measures. The limited revenue
linked incentives were initially reflected solely in the individual pgoelity

path determination foRCP1Theyhave since been supplemented for RCP2
by the capex incentive measures and output incentive measures in Schedule
B of the Capex IM.

For RCPZranspower has proposed quality measures that indirectly reflect
customer preferences and the developmeri measures for asset
management and operations for RCR8this respect, the revenuknk for
RCP2 can be seen as transitional.

20

Reactive monitoring can be characterised as providing data on undesirable suehtasystem failures

or asset failures. They are a final check on the effectiveness of an asset management system and are
limited in circumstancesuch asnonitoring high impact low probability (HILP) events, long lead time
events, or indirect effects such as customer satisfaction. In contrast, proactive monitoring aims to provide
best indications of warning signs of potential problems before they occur ombeaignificant. For

example, a measure of current and future asset health and criticality, which can be used to better inform
the amount and timing of future replacement capex before replacement becomes a critical issue.
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2.26 Given the time until RCP8peculating on the detail of the RCP3 individual price
quality path wouldnot be productive Howerer, we do expect that incentive
mechanisms for that later individual pricpiality pathwill be progressively
developed over RCP2 atiuat it will include measures for:

2.26.1 quality, that are at a more granular level and directly reflect customer value
preferences; and

2.26.2 asset health and criticality, that reflect targeted delivery of specific
customer outputs.

2.27 We comment in Chapter 6 on a number of arézet we expect to sedranspower
advance before RCP3 to improveirtgestment decisions and delivergiven ar
observations while evaluating Transpower'’

228 To monitor Transpower’' s development of it
improvements in those areas for RCP3, we propose to set a requirement for
Transpower to identify by 1 July 2015 thdsesiness process improvements it will
undertake in RCP2, including those already in progress. Transpower will be required
to report yearlyin RCP2 on progress in developing against any improvements it plans
to make

2.29 To ensure we get timely informatonomTa ns power s progress tow
grid outputmeasures we might be asked to consider in evaluating its RCP3 proposal
the first report must be produced at the same time as the 4padnt Integrated
Transmission Plan in 20¥6This timing is scheduleso that we and interested
persons can give Transpower useful feedback that it can incorporate in their plans
before it must submit its RCP3 proposal.

21 . . " L
Commer ce Commi s sDii esre | “olsrufr cer MReetqiudmr ement s for Transpo)

February 2014), paragraph 3.48.
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Incremental changes to the price path for RCP2

Purpose of this chapter

3.1

3.2

3.3

This chapter outlinesur draft decision orthe incremental changes we propose to
make t o T rindindsg) priceguality path forRCP2 from the individual
price-quality path that applied for RCP1 and how these changes better promote the
purpose of Part 4 of the AGt.

This chapter o discusses specific features of the individual pgigality path we
propose for RCP2, including how we w@tT r a n s pforecast magsimum
allowable revenue (MARIN the suite of incentive mechanisms that will apply.

This chapter does not set therecast MAR values for RCIRA2.set out in Chapter 1,
we intend to publish these by 31 October 2014

We propose incremental changes to the individual prigeality path for RCP2

3.4  We propose to adopt a similar approach to the individual pguoality path fo RCP1
Table 3.1sets out asummary of the similarities and differencesour draft decision
Table 3.1 Summary of key draft decisions on the price path
Draft decision for RCP2 Change irapproachfrom RCP1
1. RCP2 will be &year period. The standard-year peria per the

CommerceAct will apply. See
Attachment B.

2. Compliance with price path is with the forecast MAR, to be se No changeSee Attachment B.
on a forwardlooking €x antg basis.

3. An unsmoothed building blocks approach will be applied to s¢ No change. See Attachment B.
the foreast MAR.

4. We will apply all relevant input methodologies in the building No change in approacur draft
blocks to set the forecast MAR and the MAR waph decision reflects proposed

amendments to input methodologies.
See Athchment C.

5. The values in the building blocks used to calculate the foreca No change. See Attachment B.
MAR will be set by reference to relevant expenditueduesand
other valueqeg, depreciationjor each disclosure year ending
30 June in RCP2.

6. Trarspower will apply revenues based on the forecast MAR, No change. See Attachment B.
forecast pasghrough costs and forecast recoverable costs in
setting its prices for each pricing year ending 31 March in RC

22

Commerce Act (Transpower Individual R@eeality Path) Determination 20J2010], Decision No. 714.
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Draft decision for RCP2
7. Revenue waships are to be made yearly (tiAR waskup).

8. Substitution of opex foapprovedmajor capex to be allowed
based on Generally Accepted Accounting Principles (GAAP)
accounting during the regulatory period.

9. Revenudinked grd output measures will be applied lime with
the Capex IM.

10.TheEconomic ¥lue (EV) account is to be used to account for
under/overrecovered revenues until the next pricing yeaith
balances carried forward &g adjusted at the WACC rate

11.Gains and losses on ineffective currency and commodity hed
for GAAP are to be recorded as EV entries.

12.Incentive adjustments are to be recorded as EV entries.

13.Legacy 2011 EV account balances are to be cleared by the e
of RCP2.

14.RCP1 EV account entries that have not already been dealt wi
in revenues and prices will be carried forward into RCP2.

15.The forecast MAR will be updatgéarlyfor EV adjustments.
16.EV adjustments will be smoothed to avoid pricing shock effec

17.Transpower may voluntarily undeecover the érecast MAR
from consumers.

18.Mid-year casHlow timing assumptions will be applied to the
forecast MAR and MAR wasip building blocks.

19.The major capex incentive rate will be 33%.
20.The base capex incentive rate will be 33%.

21.The approved opex allowance for the forecast MAR will be se
using the forecastonsumers price index (CPI)

22.The approed opex allowance for the MAR wash will adjust
for the disparity between the actual CPI and the forecast CPI.

23.The allowed controllable opex for the IRIS will be set equal to
the opex allowance used in the MAR wagh

24. Transpower may request a reduction in the opex allowance fc
material changes to the scope of a project.

25.The forecast MAR may be updated during RCP2 to take accc
of approved listed contingnt projects.

26.Additional opex approved after a catastrophic event may be
recovered in recoverable costs.

27.Thepriceqgual ity path determinat
regulatedincome ’

28.Forecast pasthrough costs and recoverable costs included in
prices may be washedp for accrual accounting adjustments.

Change irapproachfrom RCP1
No change. See Attachment B.

New feature. See below for reasons.

New feature. See Chapter 4 for
reasons.

No change. See Attachment B.

No change. See Attachment B.

No ctange. See Attachment B.

No change. See Attachment B.

No changeSee Attachment B.

No change. See Attachment B.
New feature. See below for reasons.

New feature. See below for reasons.

New feature. See below for reasons.

Nochange. See Attachment B.
New feature. See below for reasons.

No change. See Attachment B.

No change. See Attachment B.

NewFeature.See Attachment B.

New feature. See below for reasons.

New Feature. See below for reasons.

New Feature. See Attachment D for

reasons.

New Feature. See below for reasons.

New Feature. See below for reasons.
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These changes to the prigeality path will better megethe purpose of Part 4 of the Act

3.5 We have incorporated new features into the individual pripelity path for RCP2 to
better meet the purpose of Part 4 of the Act. We consider these features will give
Transpower further incentive to innovate and investprove efficiency and will limit
Transpower’ s ability to extract excessive

3.6 Examples of how we consider the individual prigelity path in RCP2 will better
meet the purpose of Part 4 of theommerce Acare described in Table 3.2.

Table 3.2How thepurpose of Part 4 of th&Commerce Actvill be better met

Purpose of Part 4 of the Act Example

Transpower will have a further incentive to Inclusion of a mechanism to allow identified

innovate and invest, including neplacingassets. reconductoring projectghat are currently not
justified for inclusion in the base capex allowance, t
be approvedduringthe regulatory period and
adjusted in the forecast MAR.

Transpower will have further incentives to Inclusion of revenudinked grid output measures as

improve efficiency and provide service at a the quality standard under the individual pricgiality

quality thatreflects consumer demands. path. See further detail in Chapter 4.

Transpower will share with consumers the In RCP2 the full suite of incentive measures

benefits of efficiency gains, includitigrough introduced in the Capex IM come into effect. These

lower prices will have a revenue effect through the EV account.
See the discussion on the incentive framework in
Attachment A.

Transpower will be liited in its ability to extract In RCP2 we will apply migtar casklow assumptions
excessive profits. in the formulae for setting the building blocks that
comprise the forecast MAR for each pricing year

We will continue to update the forecast MAR oyearly basis

3.7  Whileworking with theindividual pricequality path for RCP&e have, along with
Transpowerjdentified ways to improve workability and integratiomith the other
regulatay instruments set since the individual prigeality pathwas first
determined in 201G°

3.8  We currently amend the individual prigguality path determination each year to
calculate the yearly updated forecast MARThis update accounts for, as an
example, differences in timing of capex from forecast or the revenue adjustments

2 The Capex IM was set in January 2012 and the informdigswhosure determinatiomnvasset inFebruary

2014.

Commerce Act (Transpower Individual R@eeality Path) Determination 20J2010], Decision No. 714,
clause 3.3(2).
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3.10

3.11

3.12

3.13
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that arise from incentive mechanisms. See Attachment B for details on the forecast
MAR calculation.

OQur aim is to eventwually automate’ the
that process Transpower wouldechanicallynakeyearly updatevased o defined
conditions set out in the determinatioandincludethe associatedalculationswith

its annual compliance reporting. This would be a less complex procedure than the
currentyearlyprocess and would potentially reduce the cost of complianceHer t
Commission and Transpower.

We have weighed up the pros and cons of adopting this approach for RCP2. In
particular, we have looked at the changes coming into effect in the individualprice
quality path, especially the measures in the Capex IM comingeifeat for the first
time. Given this, we have concluded that we will continue to determine the forecast
MAR each year.

Even so, wwill look to simplifythe forecast MAR update process for RCP2. For
example we will look to embed compliance reporting nrégements that affect the
forecast MAR update calculations within a determination to littmé& number of
information notices. Also, in out-year review of the input methodologiewe may
considerwhetherthe points at which the input methodologies allow @quire us to
make decisions that affect the forecast MAR stillnecessary”

We will also be retaining the MAR wagp mechanism and thEVaccount. The MAR
yearlywashup calculation is designed to ensure that, over time, Transpower's actual
financid per formance reflects the i mpact of

The MAR waship mechanism and how the EV account works are described in more
detaillater in this chapter and in Attachment B.

Transpower will be incentivised to improve performance

3.14

3.15

By setting Tanspower's forecast MAR in advance, the individual paigality path
provides Transpower with incentives to improve its performance. This is because
Transpower may retain the benefits of any outperformance of the assumptions
underpinning the individualnce-quality path.

For examplelf Transpower cadeliver the specified grid output measures dbaver
cost than theamount of theexpenditure allowanceghesefinancialbenefits are
then shared between Transpower and consunmérsugh the incentive
mechanisms.

25

Commerce Act 1986, s 52Y(1).
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3.16 We provide specific incentive mechanisms for Transpower to improve its efficiency

and deliver services at a quality that reflects consumer demands. There are four
groups of incentive mechanisms that will fully apply in RCR@se mechanisms will
ultimately impact on Transpower's MAR, nam#&ly:

3.16.1 incentives that apply to base cap®X;
3.16.2 incentives that apply to individual major capex projetts;
3.16.3 the revenuelinked grid output measureS:and

3.16.4 the IRIS that applies to opéX.

Incentive decisions

3.17 To give effecto the incentives set out in the input methodologies, we must make a

small number of decisions to include in the individual pacelity path
determination

3.17.1 The major capex incentive rate will continue at 33%. This is the rate that has
applied since th&€apex IM was determined.

3.17.2 Consistent with the major capex incentive rate and the effective rate of
sharing of rewards and penalties under the IRIS, the base capex incentive
rate will be set at 33%

26

27

28

29

30

31

Thepapers referred to belowdescribe in detail thelements of the incentive regulation framework under

which we set the individual prieguality path and set the values for each Transpower incentive. See
Commerce Commi ssi-Qumalilitmydi Ratdlwma( TrPransgower) Reasons
Chapter 3, Section 3.9 and Chapter 4, Section@.6;mmer ce Commi ssi on “Input Met
(Transpower) Reasons Paper” (22 December 2010), Cha
Scheme undamdCoRmamet cé4’ Commi s s i ocahExperdituee npupMethedologC a p i t
Reasons Paper” (31 January 2012), Chapter 3 (base c

The base capex expenditure adjustment, and the policies and processes adjustapek IM Schedule
B, clauses Blna B2.

The major capex overspend adjustment, major capex project output adjustment, major capex efficiency
adjustment, and major capex sunk costs adjustment.

The grid outputs adjustment that will apply as a result of the setting of the rewiinkedgrid output
measures. See Chapter 4.

Transpower Input Methodologies Determinati@®12] NZCC 17, Part 3, Subpart 6 and clause 3.1.3(1)(a).

We refer to this det er mNoteahatuoder clause 3tl.B, ¢he IRE mechasigmo we r |
is curently asymmetric (ie, only reflect positive net balances from the IRIS mechanisms in recoverable

costs). However, we have recently been consulting on making this incentive mechanism symmetrical for

RCP2. We intend to publish our draft decision on any p@eamendment during the submission period

for this paper.

Capex IMclause 2.3.1(2).
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3.17.3 The allowed controllable opex for the IRIS will be settie regulatory
period at equal to the approved opex allowaneged in the MAR wastp
calculation which isdjusted for the actual rate aPlinflation >

3.18 Please refer to the012Capex IM reasons paper for why we consider 33% is an
appropriate incentiveate 34

3.19 Our draft decision to align the allowed controllable opex for the IRIS with the
approved opex allowance used in the MAR waplhcalculations is discussed in
Attachment B.

Possible further incentive mechanism

3.20 In our draft decisions on the base cambowance we have removed a proportion of
expenditure for replacement and refurbishment (R&R).

3.21 Transpower has an option pfoposingan expenditurelinked asset health
measure®® We mayreinstate the R&R expenditure into the base capex allowaince
wearesati sfied with Transpower’'s proposal

3.22 We have noprovided forany additional asset health index measure in our draft
determination as thisvould preemptany proposal fromTranspower. We comment
on progress on our discussions with Transpower on advarigisignatter in
Chapter5.

The MAR wastup will correct for any revenue overr underrecovery from consumers

3.23 We propose to retain the revenue wasip approach from RCP1 and for the EV
account to operate in a similar way. Balances in the EV account drtarglard
from RCP1 will be applied in initially setting or later updating the forecast MAR for
RCP2, as applicable.

3.24 The MAR washp is designed to ensure that, over time, Transpower's actual
financi al performance refl daes s the I mpact

3.25 Details of the MAR washp calculation areset outin Attachment B.

32 Ibid, clause 2.2.2(1)(b).

The result of the calculations under the IRIS mechanism is applied to revenues and prices through
Transpower ' s r e cwoovapplied thioegh theoEY ticsourd ar the forecast MAR.

33

% Commerce Commission “Transpower Capital Expenditure

2012), para. 3.6.9 and 4.6.6.

% Capex IMclause 2.2.2(c)(iv).
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Washups of pasghrough costs and recoverable costs

3.26 Tr ans p o wthroughscosts argl secoverable costs are excluded from the MAR
washup. As a result, no entry is made in thed&¢ount for any differences between
the forecast passhrough costs and recoverable costs used in setting the forecast
revenues each pricing year.

3.27 In RCP1 Transpower made accrual accounting adjustments for differences between
the forecast costs and the adl costs incurred, and for any disparity between the
actual costs incurred and the actual revenues recovered from consumers for these
COsSts.

3.28 Noaccounting approactvas specified in either the input methodologiesRCP1
individual pricequality path deteminationfor setting or washing up paghrough or
recoverable cosithat are used to sethe forecast MAR or the MAR wasp. We
considered the GAAP accrual accounting treatment adopted by Transpower to be
appropriate.

3.29 To provide certainty to Transpowend its customers, our draft decision is that in
RCP2 we will explicitly includeference totheseaccountingadjustments in the
individual pricequality path determination.

How the EV account will work

3.30 Any resulting revenue difference between the MAR #melactual net transmission
revenues receivedd, revenues net of pasthrough costs and recoverable costs)
during RCP2 will beecordedas an entryin the EV accounThe EV account will also
record the results of the yearly incentive adjustment caldolas.

3.31 The entries to the EV account will also continue to include gains and losses on an
instrument that ceases to be an effective hedge or a commaodity instrument that is
not an effective hedge.

3.32 Any balance in the EV accoumtl thenbeap pl i edads uanh meBY ' t
the forecast MAR for Transpower's pricing in the next available pricingyediow
Transpower to recover revenue from consumers or return revenue to consumers to
clear the relevant entry from the EV accotiftVe refer to thisprocessas the
forecast MARuIpdate,

3.33 The balance in the EV account for a disclosure year is rolled forward from year to
year with interest calculated at the WACC rate.

% The waskup can adjust the futre forecast MAR either up or down depending on the result of the wash

up calculation.
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TheexistingEV account entries will be cleared over RCP2

3.34 The EV account at the start of R@®htained large balancel our decision for that

regulatory periodve determined that those initial EV account balances should be
spread over eight years of Transpower's revesjuecluding three years of the first
regulatory period®’

3.35 Consistent with thadecision our draft decision is that the amounts of the original

legacyEV account balaes remaining at the end of the first regulatory periwil be
spreadas EV adjustmenwver the five disclosure years ®#CP2This will clear all of
the historical2011EV account balances.

3.36 The balances in the EV accounts will be applied as EV adjustments to the forecast

MAR on a similar basis as for RCP1. The entries in the EV account at the start of RCP2
will include:

3.36.1 the legacy EV account balances brought forwfandh 2011 that have only
been partially recovered or returned in revenue during RCP1 under an eight
year spread, and which will be recovered from and returned to revenue in
the forecast MAR over the five years of RCP2 (see below for draft redSons);

3.36.2 the result of the MAR washp calculation for the 20134 disclosure year,
which will be recovered from or returned to revenue in the forecast MAR in
the 201516 pricing year?

3.36.3 the allowable hedging gains or losses for the 2023isclosure year, which
will berecovered from or returned to revenue in the forecast MAR in the
201516 pricing yeaf” and

3.36.4 the result of the major capex overspend adjustment, major capex project
output adjustment or major capex sunk costs adjustment, if applicable, for
the 201314 disdosure year, which will be recovered from or returned to
revenue in the forecast MAR in the 2016 pricing yeaf:

37

38

39

40

41

Commerce Act (Transpower Individual RP@ueality Path) Determination 204380 October 2013), clause

5.3(4)(a). The eight year spreading period comprises the 3 pé#ine Remainder Period of RCP1 (the

201213 through 201415 disclosure years of RCP1) and the next 5 disclosure years, on the assumption

that RCP2 would be the standard length of an RCP of 5 disclosure years, as reflected in sections 532C(2)(a)
and 53M(4)f the Commerce Act.

Commerce Act (Transpower Individual Paeality Path) Determination 204380 October 2013), clause
5.3(4)(a).

Ibid, clause 5.3(4)(b) and Schedule E.
lbidPart 2, definition of *‘EV account entry’, paragr 8
Ibid, clause 5.3(4)(e); ar@apex IMSchedule B, clause B4 to B6.
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3.37 Due to the timing of the start of RCP2 and the time when the compliance
calculations are carried out for the end of RCP1, the following éuréimtries will be
made in the EV account in respect of RCP1 after the commencement of RCP2:

3.37.1 the result of the MAR washp calculation for the 20145 disclosure year,
which will be recovered from or returned to revenue in the update of the
forecast MAR ithe 201617 pricing year;

3.37.2 the allowable hedging gains or losses for the 2Q54isclosure year, which
will be recovered from or returned to revenue in the update of the forecast
MAR in the 20147 pricing year;

3.37.3 the result of the major capex overspend asjment, major capex project
output adjustment or major capex sunk costs adjustment, if applicable, for
the 201415 disclosure year, which will be recovered from or returned to
revenue in the update of the forecast MAR in the 2a1Gpricing year;

3.37.4 the resut of the major capex efficiency adjustment, if applicable, for the
201415 disclosure year, which will be recovered from or returned to
revenue in the update of the forecast MAR in the 2ATBpricing yeaf?

3.37.5 any minor capital expenditure overspend adjusim calculated for RCP1 at
the end of the 201415 disclosure year, which will be recovered from or
returned to revenue in the update of the forecast MAR in the 2076
pricing year*> and

3.37.6 the result of any major capex overspend adjustment or major capepubut
adjustment following the commissioning in RCP1 of the North Island Grid
Upgrade (NIGU) project, which will be determined once we make our
decision on Transpower’'s request for .
allowance and approved major capex projectpuus. This will likely be
returned to revenue in the update of the forecast MAR in any remaining
years in RCP2 following our decision regarding that project (see below
“*Avoiding price shocks ®aused by | arg:

42 Ibid, 2013, clause 5.3(4)(e); and 2012, Schedule B, clause B7.

43 |bid 2013, clause 5.3(4)(d).

44 H H “ H G
Commer ce Commi ssi on Amending Transpowend s all owanc

Upgrade Project; Our proposed approach and issues 't
2.55.
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Avoiding price shocks causeyllarge EV adjustments

3.38 We signalled in the Capex IM reasons paper that we would consider whether EV
account entries should be spread over more than one year to avoid price shocks in
exceptional circumstancés.

3.39 These circumstances might include particyldarge entries fronMAR waskups or
from the incentive mechanisms. For example, it might apply to large major capex
overspend adjustments.

3.40 The experience to date in RCP1 has been that the MAR-wasHo not cause
shocks in the later forecast MAR updaté&his is because they arise principally from
forecast variations and project commissioning variations which are largely under
Transpower’' s control

3.41 Of potentially greater significance would be large incentive adjustments arising from
capex overspends in ¢hmajor capex overspend adjustment or the base capex
expenditure adjustment.

3.42 Given that the major capex overspend adjustment is asymmedsjorily applies to
project overspends) and the chances of Transpower materially underspending its
base capex are pbably low, we would expect any exceptional circumstances to
relate to material overspend adjustments rather than underspend amounts.

3.43 Given the size of the adjustment proposed by Transpower to the major capex
allowance for the NGUproject, there is the ptential for a price shock effect if we
were to not allow a material portion of the amount requested by Transpower.

344 Such adjustments for project overspends w
should arguably be returned to consumers at the next abéd opportunity.
However, we consider there is a balance between giving consumers such a
temporary reduction in prices for one year and the objective of predictability of
future prices?®

3.45 Consistent with our decision described in the Capex IM reasons pidweeindividual
price-quality path determination will provide for Transpower to be able to request
approval from the Commission to spread the resulting EV adjustment over more
than one pricing year.

45 CommerceCommission, Transpower Capital Expenditure Input MethodolpBgasons Paper",

31January 2012, paragraph 2.3.8.

See MeridianEmegy Li mited “Transpower RCP2" Psrudbgmiasnsaglboin” ( 3
washup process

46
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3.46 Subject to the circumstances at the time, we would notmally expect the
spreading of the EV adjustment over multiple years to cross between regulatory
periods.

We propose that Transpower can voluntarily undeecover revenues from consumers

3.47 We propose that Transpower would be able to make voluntary reveadeations in
RCP2 if it wishes to do so. We also propose that any voluntary reduction in the
allowable benefits under the IRIS in RCP2 would also be treated as a voluntary
reduction in the forecast MAR.

3.48 Transpower has to date indicated two instances wheproposes to make voluntary
revenue reductions in RCP2. These total $49.1m across RCP2 ($27.1m for the NIGU
project voluntary reduction and $22m for the RCP1 maintenance scope adjustment
in the IRISY’

3.49 Given that such adjustments apeima faciebenefical to consumers, we see no
reason to put in place a calculation mechanism for these voluntary adjustments
However, we will ensure that the drafting of the individual propeality path
determination is done in a way that does not interfere with the intehthe
adjustments.

3.50 We propose that Transpower will report on the reasons for any voluntary revenue
adjustments or IRIS benefit adjustments in its annual compliance statement. This is
so weand other interested personsan understand whether the outputs@posed
for RCP2 are affected or whether any consequent adjustment will be required to
expenditure, outputs or revenues for RCP3 in due course.

3.51 For more detail on this voluntary revenue adjustment process, see Attachment B.

We proposeto apply cashflow timingassumptions in setting the forecast MAR

3.52 The building block calculations used in setting finecast MAR and the MARash
up each year of RCP2 veifiply midyear casklow timing assumptions. Thisill
better account for the timevalue of money withi a disclosure year and similar to
the assumptions we have adopted in other regulated sectd@urrently, the
building block calculations and MAR waghuse an enef-year casklow timing
assumption.

4 Transpower “2015/16 to 2019/20 Tr.ansmission Revenue

8 For background discussion on the cash flow timing assumptiongted in the electricity distribution

sector and in the gas distribution and transmission sectors for customisedqualiy paths, see
Commerce Commi ssion, “Electricity and Gas I nput Met
2012, R e a s oNogembeaz2ple.r " 15
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3.53 More accurate modelling of the building blockglie price path will reduce the
likelihood that Transpower will undeor overrecover returns for the regulatory
period after taking account of the timealue of moneyThis will result in a price path
that more accurately reflects the expenditure that wdlbe seen in competitive
markets. In particular, it limits any excessive profits that may arise when assuming
end-of-year timing of casfflows.

3.54 This change in timing assumptions recognises that Transpower will incur and receive
cashflows at various timesgluring each disclosure year. Using the amended forecast
cashf | ow ti ming assumptions will more accur
cashflows.

3.55 The details on the timing assumptions we propose to apply to the building blocks are
described in more deilin Attachment B.

Substituting opex for major capex during the regulatory period

3.56 Transpower has identified circumstances where the expenditure amounts we
approve in a major capex allowance may ultimately be required under GAAP
accounting to be accountefdr as opex rather than capex as they become incurred
during the project.

3.57 A key issue is the respective treatments of opex and capex under the incentives we
have set for Transpower. The major capex overspend adjustment incentive in
Schedule Bfahe CapexM is asymmetric €. it only penalises overspends and does
not reward underspends). The IRh@chanisnfor opex is currently asymmetric, but
we are currently consulting on whether to make it symmetric (which is our preferred
approach).

3.58 If our preferred pproach of making the IRIS symmetrical is adopted, this would
mean that the effective substitution arising from the GAAP accounting classification
of expenditure that was originally forecast in the major capex allowance as capex,
but then actually gets actinted for as opex under GAAP, could have the effect of
incentivising Transpower to spend on projects in a way that does not encourage
efficiency.

3.59 To maintain the incentive neutrality would require an adjustment mechanism to
allow actual expenditure incued against the approved major capex allowance that
ends up being accounted for under GAAP as opex to be classified and recovered in
revenues in the course of the regulatory period as recoverable costs.

3.60 Transpower has not identified a need for any mechamisr similar substitution of
opex back to major capex. Neither is a mechanism required between base capex and
opex, as the respective expenditure incentives are symmetrical and the incentive
rates are approximately aligned.
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3.61 If the symmetrical treatmentfoopex is adopted in the IRIS, we propose to proceed
with an adjustment mechanism between approved major capex and the actual opex
incurred in order to deliver major project outputs. The mechanism would have the
following features:

3.61.1 The mechanism would onkpply to expenditure incurred by Transpower
after our approval of the major capex project under the Capex IM;

3.61.2 The expenditure that the mechanism applies to must have been initially
forecast as capital expenditure in the major capex proposal and
subsequetly required to be accounted for under GAAP as opex;

3.61.3 The total approved expenditure (both capex and opex incurred on the
project) would not change as a result; and

3.61.4 The expenditure must be necessary to deliver major capex project outputs.

3.62 This mechanism wadd require an amendment to the Capex IM. See Attachment C
for further details on our consultation for the necessary amendment.

The base capex allowana@2 dz2f R 6 S | R2dzZ2AGSR Ay w/ tH F2N WA

3.63 The cutoff point between base capex and major capegetin the Capex IM in one
of two ways*®

3.63.1 By technical description of the type of project: capital expenditure on
replacement, refurbishment, business support d@dassets is base capex
irrespective of the size of the project; or

3.63.2 By dollar value: projestor programmes that exceed $20 million and that
are not base capex under one of the above technical descriptions is major
capex.

3.64 Separately from th&kCP2xpenditure proposk Transpower asked us to consider an
input methodology amendmertb the Capex IMo allow R&Rprojects that have a
high cost, broad scope and/or uncertain timing (such as line reconductoring) to be
included as part of the major capex approval process.

3.65 We consider it appropriate to exclude any reconductoring expenditure from the
draft decision on the base capex allowance to be used in the setting of the forecast
MAR for RCPRecausedhe need, timing or cost of each project was uncertain when
Transpowersubmitted itsproposal>®

49 Capex IMclause 1.162) , definition of ‘base capex

0 Details of the specific projects as provided to us by Transpower are set out in Chapter 5.
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3.66 If the expenditure is included in setting the base capexaitce the riskis that the
uncertaintiesaboutamount and timingnay result in the base capex incentive
mechanismaltimately producing revenue adjustments that are not in the best long
term interest of consumers. For example, Transpower may incur a veveenalty
for not being able to forecast the costs of a reconductoring project accurately even if
the amount spent is efficient.

3.67 Even spwe do not considethat excluding the expenditure for the full term of RCP2
would meet the purpose of Part #e(incentive to invest in replacement and improve
efficiency). The projects relate to a number of reconductoring requirements that we
consider might justifiably need to be carried out in R@R&aying the projects to
RCP3 for inclusion in the base capex allovesior that regulatory period may not be
in the interests of consumers.

3.68 We consulted on this matter in our Issues papeh e Maj or El ectricity
(MEUGQ suggested two options for dealing with the identified uncertainties on these
large projects:

3.68.1 shorten the term of RCP2 to say 3 years hnidgforward the RCP3
proposal to allow the projects to be forecast more accurately fertthird
regulatory periodor

3.68.2 provide for an allowance for contingent expenditure within RCP2.

3.69 We do not consider the awgnents for shortening the regulatory period from the
standardfive years as set out in th&CommerceAct, are sufficiently strong in this
case.

3.70 In its submission on our Issupaper, Transpower agreed that the large
reconductoring projects did not fit corftably with the base capex approval
framework, but also did not automatically fit within the major capex approval
framework, because the investment need is brought on by asset condition rather
than the need for capacity and netwoudse>*

3.71 Afterconsideringfr anspower’ s request paperdourdrafn s ul t i n
decision is that the individual prieguality path determination will instead include a
framework for considering increases to the base capex allowance during the course
of RCP2.

°1 Transpower “Response to | PP issues paper” (3 March
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Our draftdecision to include this framework in the individual pripeality path
determination rather than as a permanent input methodology reflects our
expectation that Transpower will be in a position to comprehensively propose a base
capex allowance for RCP3igwould include all foreca®&Rprojects. Our

expectation is that the framework would not be required for RCP3 or beyond.

Subject to the outcome of consultation on an amendment to the price path
reconsideration input methodology to give effect to thigamanismn the individual
price-quality path determinationany adjustments to the base capex allowance
would then feed into theyearlyupdates of the forecast MAR his isimilar to the
price path reconsideration allowed in the input methodologies fewty-approved
major capex project¥

Under the proposed frameworkranspowemould submitto the Commission for
approvalan applicatiorcertified by its Chief Executivié, after reviewing the
application, we believeonditions outlined in the individugrice-qudity path have
been met, we wouldeconsider the individual priequality path to provide for the
revenue impact of the additional base capex allowance for theveglelisted
project. This element of the listed project framework would require ardments to
the Transpower I—see Attachment C for further details.

Where asset enhancement is more than merely incidental as an outcome of the
project, Transpowewould insteadbe required tosubmit a major capex proposal in
line with the relevant provisins of the Capex INF.

ARSTFAYAGAZY 2F W2GKSNJ NB3IdzA FGSR AyO2YSQ A& N
3.76 In RCP1 there was no formal definition of other regulated income in the individual
price-quality path determinationHowever, in practice Transpower has included
income, other thartransmission chargesyhich isassociated with its electricity
transmission services in the MAR waghcalculations.
377 The definition of *“other regulated i ncome

information disclosure determination for the purposes of tleturn on investment
calculation. This is to ensure that all forms of income are included in the MAR wash
up calculation where the underlying expenditure giving rise to the income has been
allowed as an approved amount in the MAR building blocks.

52 Itis

alscsimilar to the contingenproject mechanism that is provided for gas transmission businesses. See

Gas Transmission Services Input Methodologies Determination R6&Bion 712clauses.7.3(1)

53
Se

IM,
in

e respective paragr apthsr ¢fbur boifs htnheen td e fa Gagex ‘i aosnsse to f
clause 1.1.5(2). These effectively exclude a proc
‘“maj or capex’ if the project i mproves the origin

materially improves the original service potential (for asset replacement).
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3.78 Two examples of other forms of income are:
3.78.1 the proceeds of disposal of assets from the RAB; and

3.78.2 the receipt of insurance proceeds, which in the case of recent catastrophic
events in New Zealand have been shown to be very material.

3.79 For consistency, we propose thiie same definition as for information disclosure
would apply under the individual prieguality path determinationThis definition
would exclude:

3.79.1 income that has already been accounted for in the MAR washn
transmission prices;

3.79.2 investmentrelated inome?* and

3.79.3 capital contributions received as a contribution toward the cost of an asset,
which under GAAP are offset against the RAB rather than being recognised
as income.

3.80 Given the potential difficulty in forecasting other regulated income, we do not
propose to require it to be forecast in the forecast MAR calculatiowill be
recognised in the MAR waslp. This is consistent with the way Transpower has
accounted for such income in RCP1.

54 . . . L - .
For example, insurance proceeds received by Transpower from its captive insurance subsidiary Risk

Reinsurance Limited under the terms of an insurance policy held by Trasspawld be classified as

‘“other regulated income’ for these -ppuutmdigdersd and wou
payment from that subsriediaatreyd wonuclodmeb e a'nidn vweosutl nde nbte
MAR waskup.
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Our proposed grid output measureand quality
standards

Purpose ofthis chapter

4.1

4.2

This chapter sets out our draft decisions on the grid output measamesjuality
standardshat will apply to Transpower for RCPAt discusses grid output measures
that are revenudinked and not revenudinked separately.

Attachment Esets out additionabnalysighat supports our draft decisions on the
grid outputmeasures.

Our draft decision on revenudinked grid output measuresnd quality standards

4.3

4.4

4.5

4.6

4.7

We proposehat specifiedgrid output measuresvill be linkedto revenue which are
grouped intotwotypefas per Transp®wer'’'s proposal

4.3.1 asset performancéAP)measuresfor whichthere are two measures AP1
and AP2.

4.3.2 grid performancgGP)measures, for which there are three measuf@B1 to
GP3that eachhave five categories that represedifferent points of service.

Eachof the 17 measureshasa proposedtarget, cap, collar, and incentive rate. The
cap and collar set the range of performance for which Transpower will be penalised
or rewarded with the cap being the upper bound for rewartise incentive rate is

the dollar amount ofevenue los®r gainfor each unit of deviation from the target.

The total amount ofevenue at risleach yearor all revenuelinked measures is
$10m,which is the maximum amount of revenue Transpower loge o gain
through this mechanism

Thequality standards thatve propose to apply foRCP2 are thgrid outputtargets
for each of the 17 revenuknked measures

Table 4.1shows the quality standardmnd grid output targetgor RCP2 along with
the cays, collasand incentive rate.

55

56

A grid output masure quantifies the benefits delivered by the grid. Clause 2.2.2(1)(c) of the Capex IM
defines five types of grid output measures: grid performance; asset performance; asset capability; asset
health and other.

Transpower has proposed its grid output aseires in section 10 of its proposalranspower
“Expenditure Proposal for Regul &itsoprogosal; branspower Peri od
refers to ‘grid output measures’ as ‘service perfor
measir es’ atsheusCadpeixn | M 'or just ‘measures
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Table 4.1 Quality standardsand components ofevenuelinked grid output measures

Incentive
Grid output Point of service Quality Target Cap Collar rate ($0.00
measure category standard per unit
from target)
Asset performance measures
Availability of AP1: HVDC 98.5 98.5 99.5 97.5 1,000
o
circuits (%) AP2: HVAC 99.6 99.6 100 99.2 2,500
Grid performance measures
GP1: Number of High Priority 2 2 0 4 606
interruptions (per Important 9 9 4 14 242
annum)
Standard 26 26 21 31 133
Generator 11 11 6 16 133
N-security 50 50 26 74 10
GP2: Average High Priority 70 70 30 110 15
duration of Important 100 100 30 170 9
interruptions (per
annum in Standard 65 65 0 130 5
minutes) Generator 130 130 50 210 4
N-security 80 80 45 115 3
GP3: P90 Longest High Priority 120 120 80 160 15
durations (per Important 240 240 170 310 9
annum in
minutes) Standard 130 130 60 200 5
Generator 350 350 260 440 4
N-security 215 215 170 260 3

4.8 Asset performance measu/Pl is the masure ofenergyavailability of thehigh
voltage direct current (HVD®Dple 2 and Pole 3. Asset performance measure AP2 is
the average availability of a selected groughah-voltage alternating current
(HVAGcircuits®’

57

Transpower

“Service

Period 22 December 2013), BR0O4, pp-GI.
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4.9 The threeGPmeasures provide imrmation on the number and duration of
unplanned interruptions to supply’

4.10 Thefive categoriesor the GPmeasuregeflect the different needs and expectations
of customersconcerningheir points of servicd® The categories are high priority,
important, gandard, generator and {security.

Our draft decision on the other performanebased grid output measures.

4.11 In addition to the revenudinked measures, we propose to sahe other
performancebased grid outpumeasures for RCP2These are a combination tife
sixmeasures that Transpower proposed and three additional measures. We will
require that Transpower reports against these other performahased measure,
but they are not linked to revenud.able 4.4ists theseother measuregOM).

Table 4.2 Other performance-based gid output measuresproposed for RCP2

E:aizsouur:apsm Description
OM1 Time to provide initial information following an unplanned interruption
OomM2 Time to provide updated information following an unplanned interruption.
OM3 Accuracy ohotified restoration times following unplanned interruptions.
OoM4 Extent that Transpower meets planned outage restoration times.
OM5 Extentthat Tr anspower places customers on
OM6 Number of unplanned momentargfless than one minute) istruptions.
OoM7 Energy not supplietbr eachpoint of service for each interruption.
OM8 Extent that Transpower meets planned outage start tiffecritical circuits and

equipment.

Extentthat Transpower provides its reports to affected partieswplanned
OoM9 interruptions within 15 workings days of the interruption. Transpower will report
anyexceptions on the number of times it did not meet the timeframe.

Note: OM1 to OM6 are as proposed by Transpower.

8 Transpower has also proposed letggm targets for thegrid performancemeasures. Our view on the

longterm targets is discussed Attachment E

%9 Transpower “Expenditure Proposal for Regulatory Con

We have used t hebasadn drpied foou tigingtslethesa measuresswith the o
‘“other grid output measures used i n the -lasegpex | M.
measuresanrabhéaertpgrid output measures

60
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How wehave reachedur draft decision

4.12 We haveaimed to selectjuality standardsgrid output measures and set targets for
the applicable measures so that consumers will be able to assess whether
Transpower is providing the quality of service thay expect™

4.13 In reaching our draft decisionetaveconsidered:

4131 consumer s fIxpaencstpaotwieanss oger f or mance,;

4.13.2 the alignment between consumer expectations and the proposed grid
output measures and targets, caps and collars;

4.13.3 recommendations by our external consultant;
4.13.4 the consistency of our decision Wwithe Capex IM; and

4.13.5 the consistency of our quality standards with those set by the Electricity
Authority %2

4.14 We set out the rules and processes that we have followed in setting grid output
measures and quality standards in Attachment A.

4.15 We engaged Partna teeview the grid output measuregeveloped by Transpower
and assess howose measuresompare with practice in Australia and in the #K.
ThePartna report is available on our websi&rata peer reviewedhis work.

416 Partnd s aalswinfocnmed our draftdecisions orihe revenuelinked incentive
rates, caps and collars.

4.17 In the following sections wdiscuss:

4.17.1 the relationship between quality standards and grid output measitwes
RCP2

1 The purpose of Part 4 includes that regulated suppliers khdarovide services at a quality that reflects

consumerdemands; Commer ce Act, clause 52(1)(b).

%2 Section 54V of the Commerce Act requires that the quality standards we set should be based on and

consistent with the quality standards for Transpower essty/ the Electricity Authority. We discussed our
proposed quality standards with the Electricity Authority and our view is that the two are consistent given
the direction the Electricity Authority plans to take and the different roles of the two setsialfty

standards. The Electricity Authority quality standards focus on the performance of the core grid while the
ones we proposéocus on thecustomer.

%3 Partna is also the secretariat for the ENA Quality of Supply and Incentives Working Group. The

Commission is an observer on this group.
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4.17.2 how our revenudinked measures and quality standards reflect
Tr an s ppopesal but are more challengirand

4173 how we propose addi tbasecgadoutpubt her per f
measures

The relationship between quality standards and grid output measures for RCP2

4.18 Aspart of the pricequality path, we are required to determirguality standard$?

Through the Capex IM we established a mechanism to measure performance against
grid outputsand link this to revenué® This provides incentives to balance

cost/quality tradeoffs, consistent with the provisions in s 53M(2) of the Conuaer

Act.

4.19 When we set the Capex IM we explained thaslity standards for any given

regulatory period will comprise, at minimum, of a subsegofl output measures$or
that period(eg,performancebased measures that quantify the level of service
receivedby consumerys We also explained that the quality standards may
incorporate additionameasures.

A subset of the grid output measures that are determined and apply to a given RCP
[regulatory control period]will be, in part, the quality standards that dpgo that RCP. This

will fulfil the requirement of s 53M for the Commission to set quality standards. However,
the determination that specifies the quality standards may set additional quality standards to
those captured by the grid outpufﬁs6

4.20 The qualitystandards that we set arguantifiablemeasures, such as targets or

bands. For RCP2, Transpower has proposed targets fevgauelinked grid output
measuresSimilar to RCP1 these have focused on availability (ie, HYDC, HVAC) and
interruptions of suppt. Submissions indicated a general level of support (albeit, not
unqualified) for the grid output measures and targets propo&ed.

421 We propose for RCP2 t Hiskedgradlodtputtérgetssars p ower ' s

quality standardsThe revenudinked grid otiput targets are performancéased
measures that quantify the level of service received by consuriléeshave not
proposed any additional quality standardsidzoutput measureshat are not
revenuelinkedwill be reported on onlyhowever, these may infon quality
standards in the future.

64

65

66

67

Commerce Act 1986, s 53M.

Commerce Commi ssion “Transpower Capital Expenditure
2012), pp 3445.

Ibid, paragraph 3.4.4, p. 39.

Maj or ElectricinspyoWwser RCPEGr csuwpmi Bsa on”, 3 March 20
RCP2 submission”, 3 March 2014, p. 2; aMachCarter Hol
2014, p. 4.
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Our revenuelinked measuresand quality standardsNB ¥t SO0 ¢ NF yalLl2 ¢ SNRa L.
more challenging

4.22 As set out above, our draft decision isadoptthe same 17 revenuéinked grid
output measures as proposed by Tegower, ando impose agjuality standardshe
grid output targetdor those17 measuresAs discussed in Attachmentgaragrapls
E5 toE8 we consider these measures are adequate and meet the requirements for
the grid output adjistment set out in the Cagx IM8 The grid output adjustment is
the mechanisnused to give effect to revenue adjustments concerning grid output
measures.

4.23 We proposeo use the same targataluesas proposed by Transpower, except for
GP1 which measures the number of interruptions penum. For GP1 we propose
excludeautomatic undesfrequency load shedding (AUFLS) evamis setmore
challenging target$or high priority, important and Mecurity points of supply.
Transpower s fprGPhvwers based brahistgrieal perhance that
included interruptions due to AUFESents We consider that the AUFLS events
Il nappropriately skeweddisdussedarthgsiower ' s t ar ge
AttachmentE

4.24 We have set caps, collars and an incentive rate that capture a number ofdact
including theVOLLThese are discussed further below. As our draft decision is to set
more challenging target®r GP1lthan those proposed by Transpowdéne caps and
collars will also differ from those proposed by Transpoteeznsure the revenue at
risk remains agbout1% of MARThe caps and collars are symmetri&al.

4.25 We propose to havé10 millionof revenue at risleach year® We consider this will
provide Transpowemith sufficient incentive to consider ceguality tradeoffs of its
investmentdecisionsWe estimate 1% of revenusqualsapproximately a 2% change
in earnings before interest and tax, all things being eqti@lurdraft decision is
consistent with the amount of revenue at risk in similar mechanisms in overseas
regulatoryregimesof similar maturity’”We have adopted Transpow
distribution of the revenue at risk across the different measufes.

8 The Capex IM specifies that Transpower must propose a suite of grid out@stunes that includes asset

performance measures and grid performance measures Cagex IMclause2.2.2(1)(c )

® Commerce Commission “Transpower Capital Expenditure

2012), paragraph 3.4.3, p. 38.

This mans that Transpower may be penalised by up to $10m a yednifsttosurpass all collars that are
set, or receive up to an additional®m in revenue iBll capsare exceeded$10 million is approximately
1%0f Tr anspower’' s esti menueandRCR2v er age annwual rev

70

" Based on Transpower’'s forecast revenue for 2014/ 15.

72

The Australian Energy Regulator’s recent decisions
revenue with reliability targets. In some cases, an additional 2% of revenue Wwed tmmmarket impact
measures. See for example Australian Energy Regul at
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4.26 In the remainder of this section we explain:

4261 how the grid output adjustment | inks
performance;

4.26.2 whatthe grid output adjustmentomprisesand how it works;

4.26.3 how a number of factors influence how caps, collars and incentive rates are
determined; and

4.26.4 the potential implications of not meeting the quality standards.

The grid output adjustment links Transpo®ei NB @Sy dzS A GK Ada LISNF2N

4.27 Theannualgrid output adjusment is the mechanisrthat connects the revenue
linked grid output measures aly whi ch Tr ans pdusies’ ' s revenl

4.28 Thegrid output adjustments intended to incentivise Transpower to prde services
at a quality that reflects consumer demand by balancing the-qastity tradeoffs.
The incentive schemalso reduces any incentives for Transpower to uAdeest
that may result from other incentive mechanisms.

What thegrid output adjustnent comprisesand how it works

4.29 The grid output adjustmentomprisedour componentstarget level of
performance, cap, collar, and incentive rate.

4.29.1 There is darget level of performance for each of the grid output meees
included in the adjustment;

4292 A pa and asthe @amgé of perfdrmasce for which Transpower
may be penalised or rewardedlhe cap is the upper bound and the collar is
the lower bound.The purpose of the cap and collar is to limit the amount of
revenue that is atisk under thencentive scheme; and

4.29.3 Anincentive rate determines the financial impg&iss or gainpn
Transpower of eachnit (number, minute or percentage)f deviation from
the target up to the cap or collar

determination, 201314t0 20171 8", Apri Il 2013, p. 45. Ofgem’ s deci s|
transmi ssi on sy s ¢wveasatishferouperfonmanse agamst thenreliability targets, and
up to 1.5% was at risk for underperformance. Ofgem

2011, page 32.

80% of the revenue at risk is linked to grid performance measuresfitinis, most related to load
customers with NL security. Thisaflects the most important aspect of service to customers and
consumers, and the higher costtioesecustomers from loss of supply

Capex IMScheduleB, clause B3.

73

74
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4.30 The revenue at risis the maximum amount of additionaévenue Transpower may
receive if it exceeds the targets established, and the maximum it may be penélised i
fails to meet these targets

431

Together these components determine the extetiiat Transpower is likely to have
revenue gains or losses as a restithe quality of service it provides in RCB2low
we provide some stylised examplef how the adjustment is calculated.

4.31.1

4.31.2

4.31.3

Example 1for GPlhigh priority points of servicthe target is 2
interruptions, the cap is0 interruptions the collar is 4interruptionsandthe
incentiverate is $606000 per interruption

4.31.1.1 If actual performance is 1 interruption, then Transpower will be
rewarded by $60®00= (2— 1) x$606,000.

4.31.1.2 If actual performance is 4 interruptions, then Transpower will be
penalised by $1,210200 = (2—4) x$606,000.

4.31.1.3 If actual performance is 6 interruptions, then Transpower will be
penalised by $1,21000, sincethe penalty is capped at 4
interruptions.””

Example 2:dr AP1the target is 98.54 the cap is 99.%and collar is 97%
and incentive ate is $1,000,000 pelr% variation

4.31.2.1 If actual performance is 99%, then Transpower will be rewarded
by $500,000 = (99%— 98.5/4*$1,000,000

Example 3: foAP2the target is 99.64 the cap is 1000, thecollar is 99.%
andthe incentive rate is $500,000per 1% variation

4.31.3.1 If actual performance is 99.4%, then Transpower will be penalised
by $500,000 = (99%— 99.49*$2,500,000

75

1747579.3
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The caps, collars and incentive rates are determined based on a number of factors

4.32 The incentive rate is determined by the amowrfitrevenue at risk, as well as the
caps and collars.

4.33 We have set the caps and collars to ensure that the resulting incentive rate reflects,
to the extent possible, the value of lost 0@dOLL)TheVOLLstaken as $20,000 per
MWh. We have adopted Transpee r ° s assumption that there
wide load of 4,500 MW allocated across the different customer types and that the
average interruption is 30 minutes. Our draft decision on the incentive rates
recogni736es thathe VOLLs an average and witherefore vary for different customer
groups.

4.34 A crosscheck indicates that the revenus risk for each measure reflects between
69% and 141% of théOLI.depending on the measure and the point of service
category.Table 4.3ets outthe proposed incentie ratesfor each grid output
measureandcompares these values as a percentage of VOLL.

435 We have also had regard to Tr atammpower’ s h
targets when setting the caps and colldf$n some instances, our draft decision on
the capexceeds the longerm target.Howeverwe consider the resulting incentive
rates and collars will provide Transpower with the appropriate incentives to provide
services at a quality that reflects consumer demands.

8 We have tried to ensure that the incentive rate relative to the value of lost load is highest for High Priority

point of service categories, consistent with Transp

™ Inits propos Transpower set both lontgrm targets and RCP2 targets for the revesdin&ed grid

outputs measures.

1747579.3
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Table 4.3 Comparison of incentive rates again$tOLL, and revenue at risk

Grid output Point of service Incentive rate Incentive rate as  Revenue
measur: cateqor ($000 per unit % of VOLL (per at risk
gory from target) unit) ($000)

Asset performance measure

Availability (%) AP1: HVDC 1,000 NA 1,000
AP2 HVAC 2,500 NA 1,000

Grid performance measure

GP1: Number of High Priority 606 141 1,212

interruptions (per o tant 242 86 1,212

annum)
Standard 133 83 667
Generator 133 83 667
N-security 10 242

GP2: Average High Priority 15 106 606

duration of

. . Important 9 92 606

interruptions

(min) Standard 5 95 333
Generator 4 77 333
N-security 3 121

GP3: P90 Longest High Priority 15 106 606

durations (min) 1 ortant 9 92 606
Standard 5 88 333
Generator 4 69 333
N-security 3 121

Implicationsof not meeting the quality standards

4.36 In exceptionakircumstancesvhere quality standards are not meahe Commission
may seek pecuniary penalties under s 87 or crimsaakctionsunder s 87B of the
CommercéAct for that underperformane. We will not take any such enforcement
action for performance below the quality standard but above the collar that is set for
the grid output measureAnyenforcement actiorwould be in addition to the grid
output adjustment.Attachment Asets out tirther information on these matters.

1747579.3
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We propose additionak8ther performancebased grid output measure3

4.37 As set out above we propose to set nioider performancebased grid output
measures for RCPthree more thanlranspower proposed. These measungk
have compliance reporting requirements.

4.38 In the remainder of this section:

4.38.1 we discuss the details of titaree additionalperformancebased grid
output measuresand

4.38.2 we explain why we do not propose to link any performaiesed measures
to revenue.

Details m the three additionalperformancebased grid output measures

4.39 Theadditional measures have been included as a result of the submissions we
receivedonouts sues paper and our evalTheseareon of
discussed below.

4.40 Grid ouput measire OM7:Under this measure Transpower will report the
estimatedunservedenergy, inMWh, due to unplanned interruptions. The report
shoulddisclose the estimatednservedenergy, the date, time and duration of the
interruption per point of serviceThis rew measureallows consumers to estimate
the financial impact of interruptions, using thOL lapplicable to them.

4.41 Grid ouput measure OM8Transpower will report the number of times it does not
meet the start times of planned outages, and the reasonsHerdelay or
postponement. We are mindful that market requirements are one of the main
reasons for Transpower not being able to start its planned outages on time. For this
reason, OMS is likely to continue to be a reporting measure in the foreseeable future
and not linked to revenue. We note that in Australia, transmission operators are
rewarded, with an incentive afp to 2%of revenue for scheduling planned outages
that reduce the impact of the outage on the electricity mark&t.

4.42 Grid ouput measureOM9: Thisgrid output measurewill incentivise Transpower to
provide reports on interruptions to supply to affected parties within a reasonable
time frame following an interruption. Consumers indicated that they wanted
Transpower to regularly report on how it wagerforming in terms of GP1, GP2, OM5
and OM6'° We consider thategularadditional reportingon these measureis not
very productive. Instead we consider that it is more useful to consumers and
interested parties for Transpower to report, in a timely mnar, the reasons for any
interruptions and the corrective actions that Transpower has taken or plareke t

& Partna report pp. 31 and39.

 Ccarter Holt Harvey “Transpower RCP2 submission” (3
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We expect that this will assure affected consumers that Transpower isddcuns
resolving supply issues that affect them.

Other performancédasel measuresvill not be linked taevenue

4.43 We do not propose to link any other performanbased measures to revenue in
RCP2Submissions suggested we shorgstenuelink someof the other measure&®
We do not consider this is appropriate at this time bews consider that

4.43.1 there is insufficient information on these measures at this time to include
them in a manner tlat will provide the right incentivesind

4.43.2 includingadditional measurewithout appropriate analysis and supporting
datamay have unintendedonsequences

4.44 We propose that Transpower develops and reports on these gikeiormance
based grid outputmeasureduring RCP2, and considéinking some of these to
revenue in RCP3.

4.45 We will discuss how these measures will be reported in the companiperghat
will accompany the draft individual prieguality path determination.

8 Meridian “Tr anspdwdgr3 R@RZ hs RIOrhid9si @n 2.
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5. Our proposed perating and capital expenditure
allowances

Purpose of this chapter
5.1 The purpose of this chapter is $&t out our draft decisions and supporting reasons
for Transp w e opexsandbasecapex allowancefor RCP2.

5.2  This chapter also sets out our draft decision on the cost escalators used to convert
the 2012/13 constant price allowances into nominal allowances.

5.3  Transpower presents iferecastexpenditure in its proposain a 2012/13 constant
prices basis. We have evaluated the expenditure on the same batigsih this
chapteraretherefore expressed in 2012/13 constant pricegless otherwise stated.
What we approve though is a nominal expenditure allowance for gaah of RCP2.

5.4  This chapter should be reawdth the Strata report.

Our draft decisionon opex and base capex allowances

5.5 Following adetailedr e vi ew of Tr a naupdoaivaecisiosisopeduce os al
Transpower’ s total p r78manslits daseacgpexx al | owanc
allowance by $33.3m.

5.6  Ouradjusted expenditure allowances for RCP2 are set oliable 5.1

Table 5.1 Total proposed expendituradjustmentsfor RCP2 (2012/13 constant prices)

¢ NJ yaLl ¢ SNX Ourdrat adjustments Adjusted expenditure

($m) ($m) ($m)
Opex 1309.3 -71.8 1,237.5
Base Capex 1188.6 -133.3 1,055.3

Note: we have provided for additional expenditure relating to demand response in the opex allowance. In this
table, our draft adjustments have beeeduced to account for the $1.5m demand response allowance.

5.7  This constant price expenditudmesnot take intoaccount the 7.5% productivity
adjustment proposed by Transpow®rFor comparability, this is applied to the
nominal allowances inthe samemanrees Tr anspowee75% proposal
adjustmentapplies toR&Rand information and communications technology (ICT)
capex onlyand not the base enhancement and development (E&D) expendisire
proposed by Transpower

81 Transpower “Expenditure Proposal for Regulatory Con

1747579.3



53

5.8  The reduction in the base capex allowarneludes $3&.2m relating totransmission
lines and AC station portfoliofhereductionto base capex may be less if
Transpower can propose an appropriate incentive mechanism that links expenditure
to delivered levels of asset health for transmissiondia@d AC stations portfolios.

5.9 For the purposes of the individual priggiality path, we approve nominal opex and
base capex allowances. This requires converting the constant price allowance into
expenditure valued in the dollars of the forecast year. Tpauger forecast cost
escalators to convert constant price expenditure into a proposed nominal
expenditure allowance.

5.10 Our draft opex and base capex allowances are set oliable 5.2The tablealso
shows a reduction to the basmpex allowance of@d.8mowing to the 7.5%
productivity adjustment.

Table 5.2 Total gpex and base capex allowances (nominal) for RCP2
Opex($m) Basecapex ($m)

Adjusted expenditure 1,237.5 1,055.3

CPl inflation 117.5 98.6

Real price effects 19.7 46.1

Nominal expenditure 1,374.6 1,200.0

Nominal commissioned - 1181.9

USD foreign exchange adjustment -0.2 -4.2

7.5% productivity adjustment - -80.8

Draft nominal allowance 1,3746 1,096.9
Note: the base capex allowance is approved on a commission&dsbate nominal expenditure has been
converted to a commissioned basis using assumptions as to when certain base capex will be commissioned (able
to be used to provide electricity lines servicEguresmay notadd exactly due to rounding. See AttachmhE for
a discussion on the cost escalators used to convert constant price expenditure into nominal allowances.

5.11 The allowances for each year of RCP2 are set Otdlite 5.3

Table 5.30pex and base capex allowances (hominal) for egelar of RCP2
2015/16 2016/17 2017/18 2018/19 2019/20 Total RCP2
Opex ($m) 264.8 271.8 2780 278.8 281.2 1,374.6
Base capex 543 2464 206.4 219.5 200.3 1,096.9
($m)
5.12 The proposed base capex allowance excludes expenditure associated with certain

condtion-based reconductoring projects. As discussed in Chapter 3, we propose to
provide an all owance for the ‘' IThedidtedd"’
projects are discussed later in this chapter.

1747579.3

pro



54

Cost escalatorsare applied to the constanirice expenditure allowances

5.13 Cost escalators are made up of econewigle increases in prices as measuredhsy
consumer price indexdP), and real price effects which reflect the difference
between CPI changes and changes in the prices of inputs ofydartrelevance to
Transpower. We discuss cost escalation factors in more detail in Attachment F.

514 Our draft decision is to accept oflceanspowe

5141 Transpower’'s proposed NZ dolidar/ US d
replacedwith forward exchange rates from Bloomberg; and

5.14.2 the foreign exchange exposure assumptionrtformation andsystems
technology IST hardware and software cost escalatimremoved

5.15 We also propose an amendment to the Capex IM for the definitiofooécast CPI
to allow us to use a different forecast CPI assumptotinat used by Transpower.
We are consulting separately on this proposed amendment.

5.16 We seek submitterssiews on forecasting metals costs. \M®visionallyagree with
Tr ans powe dindalsgastegaasion factotdowever, we are concerned
that sharpchanges in cost escalatidor some commoditieseg, steel which
increases at an average yearly rate by 4.8% between 2013 and 2020 (denominated in
USD)are forecast with limited explation.

Howwe have reached our draft decision

5.17 We have reached our draft decision followingetailedreview ofTr ans power ' s
proposal, and supporting information that was provided with the proposal or
subsequently requestedn Attachment Ave setout our approach for evaluating
Transpower.’ s proposal

518 We have also relied on Strata’s advice 1in
followed the Capex IM criteria in our decistoraking, and asked Strata to do the
same inits advice. At a higtevel we considethat the criteria are consistent with
assessing whether Transpower’'s proposal r
supplier. We discussed this with Strata and asked them to keep this question in mind
throughoutits work.

5.19 Strata and the Commissiononked closely together throughout the review. This
included:

519.1 comparing both of our initial observa:

5.19.2 jointly participating in briefing sessions from Transpower and question
sessions with Transpower, including meeting debriefs;

5193 regul ar meetings to discuss Strata’s |
findings and proposed recommendations;

1747579.3
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5.19.4 reviewing additional questions to Transpower and subsequent replies from
Transpower,

5195 reviewing the findings ofonsSricludng a’ s r e
the assessment against the evaluation criteria in the Capexaid

5.19.6 reviewing and commenting ctme Strata report.

5.20 Due to the large volumes information used by Transpow#ws support its
expenditure proposale did not find itpracticalor efficient to review all the
information or projects. We adopted a more pragmatic approach whereand
Strata performed a toglown review Thisstarted at the governance level and
worked down to the individual projects for @epresentativesample of prgects.
Furtherinformation on the approach can be found iritAchment A.

5.21 Wealsoperformed a targeted reviewf Tran s p o sfieancial models, asset
management models, cost estimating systemd supporting dat#o verify that they
were developedand usedn line with Transpowe’s stated policies and procedures

522 Wehaveré i ed on Tr ans ptermakprotessesma quality systesms |,
for areas such as:

5.22.1 the historical information used to build up the cost estimates for volumetric
portfolios eg, towe painting;

5.22.2 condition assessment procedures and the resultant data; and
5.22.3 the processes used to determine cost and quantities estimates.

5.23 The topdownreview and sampling of individual projects has provided a check on
the areas where we have relied on Trang@o.

5.24 In the following sections we discuss:

5.24.1 thereasons for our draft decision on the base capex allowance, and what
expenditure we consider grudent and efficienfor RCP2;

5242 how the base capex all owance can incr.

5.24.3 our draft decisdn for the opex allowance, and what expenditure we
consider igprudent and efficienfor RCP2; and

5.24.4 the proposed nominal expenditure allowances.

1747579.3
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Our proposedbase capex allowance

5.25 This section sets out our supporting reasonsdor draft decisioron a basecapex
allowance.Transpower proposed base capexllowanceof $1,188.6m (2012/2013
constant pricesjor RCPZThe sectiordiscusses proposed adjustmeriits the

groupings of portfolios that were used to
capex allowanc& A summary of adjustnrgs proposed for each groupingsstout
in Table 4.

Table5.&4 | R2dzaGYSyda (2 ¢NIyaLR2goSNRa LINPLIZASR

¢NJ yaL | roposed Adjusted totals
Base capex category adjustments

proposal ($m) ($m)

($m)

Grid RRR Capex-Transmission lines and AC 683.5 -34.2 649.3
stations
Grid R&R CapexSecondary Assets 115.7 -12.2 103.5
Grid R&R CapexHVDC 214 - 21.4
Grid E&D Capex RCP2<$20m 123.8 -67.1 56.7
ICT CapexT finance 22.1 -150 71
ICT Capex excludihig finance 1887 -4.7 183.9
Business Support 334 - 33.4
Total 1,188.6 -133.3 1,055.3

Notes Figuresmay notadd exactly due to rounding.

5.26 The adjustments expressed for each grouping are not specific directions or
requirements for TranspoweRather, they are used to calculate the overall base
capex allowancerovided for under the Capex IMranspower can reprioritise its
work programme and corresponding expenditure as it sees fit.

How wehavel LILJt A SR ¢ NI yall2gSNRAE LINRPLIZASR 717 op: LINE

5.27 InitsproposalTr anspower has applied a 7.5% ‘'prod
majority of base capex.ranspower indicates that this a topdown adjustment
that reflects gains in productivity that have been realised through investment that
has alreag taken placend that should be passed through to customers.

5.28 The adjusted nominal amount propasby Transpower is thexpenditurethat it
believes isequiredfor RCP20 deliver the proposed level of outputs

82 \When referring to portfolios we are referring to expenditure groupings such as power transformers,

tower painting, indoor switchgeaeplacement etc.
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5.29 Inits review, Strataonsideredl r a n s p popasedadpistment andaccounted
for this when proposindurther reductionsto specific portfolios of constant price
expenditure®®

530 Wehaveaccepted Strata’ s r ecadjustmentfa B&Di on t o r
projects.Strata conduatd a project by projecteviewthat resulted in expenditure
levels for individual E&D projects that we consider are prudent and efficient.

5.31 Transpower has labelled the adjustment a productivity adjustment. This raises

guestions as to how this i rethenismsscdgshewi t h T
base capex expenditure adjustmeantthe Capex IMwhich aims to improve
efficiency.

5.32 We do not consider that there is a conflict owing to the fact that Transpower
considers the proposed nominal amount minus tbp-down adjustments to e
sufficient to deliver the necessary outputs as at the time of the proposal. Any
efficiencies representinfuture increases in productivity that accrue to Transpower
will be recognised by the incentive mechanisms we have in place.

We consider $83.5m is for combinedGrid Replacement and Refurbishment Cdpex
transmission lines and AC statiaesppropriate

5.33 We consider that $683.5m udent and efficienfor transmission lines and AC
stationsR&Rcapexover RCP2Howeverwe haveconcerns withestimation bias and
the probability of projecsrolling info RCP3Consequently, @ are proposing to
reduce the expenditure by $34.2m to $649.3m.

5.34 A material difference between the grid capex programme that was delivered
compared to what was submitted before RCRikes concern about delivef§There
are a number of potential reasons why there are variations between forecast and
actual capex®

5.35 The issue is not that the variations have occurred, rather the effect of these
variations. Reduced spending can be seepasitive so long as it is efficient and not
detrimental in achieving network performance targets. Forséafions if deferral of
transformer expenditure was driven by improved asset information, this can be seen
as a positive variation as the life is extied and replacement deferred.

8 strata report, paragraphs 24%66 and 441442.

8 Strata report, paragraph434-442

85 The reasons for differences between forecast and actual may inabodé estimation inaccuracpjasin

planning/forecasting, changes in key asgiions (egasset condition),changes in policy and strategy (eg
asset lives), changes in statutory obligations, productivity/efficiency gantjelivery issues (egleferral
due to resource constraints)
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The variation in transmission lines replacement appears to be mainly attributable to
constraints on delivery, including a limited pool of contract painting resources. In this
case, the health of the assets is likely to beedligirating below the ideal state.

Transpowethasimproved its modelling and forecastingf expenditure Even sp
given the doubts about Transpowbkeing in a position to delivehe outputs
indicated in RCPStratahasrecommended a reduction in RCP2 8#%m.®

Thereductionto base capex may be less if Transpower can propose an appropriate
incentive mechanism that linken asset health measun® the expenditure for
transmission lines and AC substations portfolios.

The characteristics of the mechanisnatiwe expect are:

5.39.1 the three fleets with welldevelopedasset health models (power
transformers, tower painting, and outdoor circuit breakers) should link asset
health with expenditure;

5.39.2 other fleetsthat do not have weltlevelopedasset health models should
link the number of units delivered to expenditure;

5.39.3 each fleetwould likelyhave aseparate asset health capollar, target,
incentive rate; and

5.39.4 if material, some gbstitution may be allowed between fleets take into
account improved asset health infoation.

We have discussed the expectations for the proposed asset health measure with
Transpower. Transpower has committed to investigate and propose a mechanism
and will include details in its submission on this paper.

We consider $03.5n for combinedGridReplacement and RefurbishmeapexXor
secondary assefs appropriate

5.41

5.42

We considerthat $103.5mis prudent and efficienfor secondary assetsver RCP2.
This is a reduction of $12Zm from what Transpower proposed.

The reduction relates to a large amouwftexpenditurefor the substation
management systenihis expenditure is not adequately justified in the business
case provided by TranspowaiNerecommend that Transpower should consider
changing the implementation programme for the SMS to allow a rewvictive
business case and further quantification of the costs and benf¥fits.

86

87

Strata report, paragraph 44
Ibid, paragaphs 424431.
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Weconsider 21.4m for combinedGrid Replacement and Refurbishm&atpexor HVDUs
appropriate

5.43 Weconsiderthat $21.4mis a prudent and efficierlevel of expenditurédor HYDC
over RCP2. This is the amount thianspower proposedVe have reviewed
Transpower '’ s pr opH¥YBGagexaadthe @ropdsed work kst f o r
appears to be reasonahfé

We consider $6.7m for GridEnhancement and DevelopmeDapexs appropriate

5.44 We consider that$56.7mis a prudent and efficient level of expenditufer E&D
capexover RCP2This amount ia reduction of$67.1mfrom what Transpower
proposed.

5.45 In RCPZ:&Dbase capex is based on a $20m project upper threshold, which is a
change from the $m threshold that applied to RCBAThe result of the increase is
that a greater number oE&D projects have been included ingbategoryas
compared toRCR.

5.46 Transpowelproposedl5 E&Dprojects in itgproposal. The projects proposed by
Transpowemainlydeal with regional capacity and security

5.47 A review of an initial sample of two E&D projects by Strata raised a number of
concerns in respect of the needs identification, options anglgsid selection of the
preferred options. Strata also found issueshathe demand forecasts used by
TranspowerGiven the result of the review of the first two projects, Strata
proceeded to review each of the remaining 13 E&D projeissreview uncovered
substantial issues with a number of projeetsd these are detail project by project
in the Strata reporf®

5.48 We agree witlStratd ecommendatd reductionon the basis thafranspower has
not satisfactorily demonstratethat the projects are justifiedThe Strata report
raises a number of issues concerning demand fotaugsneeds identification, and
options analysis issues.

We consider $90.9mfor ICT Capex is appropriate

5.49 Weconsider that$190.9m isa prudent and efficient level of expenditufer ICT
capex oveRCP2This amount ia reduction of $19.8 fromwhat Tranpower
proposed.

88 Transpower “Portf o2i-dVDOvetl ni wabepomwemt Expenditure

Regulatory Control Period 2 (2 December 20P8)29

89 Capex IM, clause 1.1.5.

% Strata report, paragraphs 6Z8B1.
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5.50 The reduction comprises the proposed removal of the @M system($15.1M)
and a further 2.5 % reduction on the remaining balargteata concluded that the
expenditurefor the TPMsystem was uncertain in terms s€ope and thing>*

5.51 Thereduction of $4.7m relates to the applicatiaf a further2.5%downward
adjustmentarising fromthe limited benefits analysisndertaken by Transpowedor
RCP2 projects and the uncertagctognitionof RCP1 benefits in the RCP2
expenditure foreast’?

We consider $33.4m for business support capex is appropriate

5.52 We consider that the $33.4m that Transpower proposed for business support capex
isa prudent and efficient level of expendituasd have not proposed any reductions.
This expenditure wasdequately justified by Transpower.

¢KS o0F&aS OFLISE +ftt26ly0OS Oy AyONBIlI a&asS F2N wt
5.53 Transpower has predicted that a numberaoindition-based recoductoring projects

will start inRCP2Asthere is considerable uncertainty about the timing ahe tcost
of these projectsTranspower excludethem from the expenditure proposal.

5.54 As discussed in Chapter 3, we propose to allow for annual resets of the forecast MAR
by way of changes to the base capex allowance for specified listed projects. Listed
projects will have a defined approval proce$able 5.5ets out the listed projects
for RCP2 and their estimated costs for the project in RCP2 and for the project in
total.

Table 5.5 Proposed listed projects and estimated costs

. . . Estim in RCP2  Estim | proj
Line forreconductoring (and section) stimated cost C stimated total project

($m) cost ($m)
BPEWIL A (WHJFD section) 49 49
OTBHAY A (Churton Park section 463) 28 28
CPKWIL B (complete line) 26 26
BRKSFD B (complete line) 11 65
BPEWIL A (BPH-D section) 4 107
Total estimated costs 118 275

b2iSY 5SilAfa 2F GKS NBO2yRdzOG2NA Yy 3 LINBRRKGGNALn® Yy 0S5 T2
| 2YRdzO0G2NAE YR LyadzZFi2NAEZE AY ¢N}yYyaLR 6 2MBere01B)LISY RA G dzNB
section 4.1.2.

o1 Ibid, paragraph 475.

92 Ibid, paragraph$05507and 517523.
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Our proposedopex allowance

5.55 This section sets ouhe supporting reasons foour draft decision on thepex
allowance Transpower proposed opex 01309.3mfor RCP2012/13 constant
prices) We discuss theroposed adjustments fogroupings oportfolios that were

used to buil d up opaxalovwapceWeealso set oupouro p o s e d

analysis for the following areas not addressed by Strata

5.55.1 Indemnity payments under th€onsumer Guarantees At993
5.55.2 DemandresponsegDR.

5.55.3 Insurancepremiums

5.55.4 Slf-insurance.

5.56 A summary of adjustments proposed for eaglouping and the specific areas that

we have assesseatte set out inTable 5.6

A o~

Table5.6/ ! R2dzAGYSyGa (2 ¢NIyalLRgégSNRa LINRLIRZASR

« P d .

¢ NI yaL _ropose Adjusted totals
Opexcategory adjustments

proposal ($m) ($m)

($m)

Grid OpexRoutine maintenance and 491.8 - 491.8
maintenance projects
ICT business support projects 241.2 -4.8 2364
Corporate opex (excluding insurance and-self 4884 -48.8 4396
insurance§
Consumer Guarantees Act indemnity payment: - - -
Demand response - 15 15
Insurance 75.8 -7.6 68.2
Selfinsurance 12.1 -12.1 0
Total 1,309.3 -71.8 1,237.5

Note: 'These figures differ frottose presented ithe Strata report.93

93

Strata recommend a 10% downward adjustment for corporate pper Strata reporparagraphs 592 to

594Thi s equates to an adjustment of $57.6m in 2012/
corporate opex allwance of $576. /. We have removed Transpower's prop
i nsurance. This consequently decreases Transpower'’

$563.7Mm. 10% of the remaining corporate opex allowance (excluding insurance Hridsseance) now
equates to $56.4m which is the $4&&djustment to corporate opex (excluding insurance and self
insurance) plus the $7.6m adjustment to insurance as shown above.

1747579.3

1

S



62

5.57 As for base capexhé adjustments expressed for eaghoupingare notspecific
directions or requirements for Transpower; rather they are used to calculate the
overall opex allowance. Transpower can reprioritise its work programme and
correspanding expenditure as it sees fit.

We consider$491.8m for Grid Opex Routine maintenance and maintenance projects is
appropriate

5.58 We consider tha$491.8nisa prudent and efficient level of expenditufer routine
maintenanceand maintenance projectever RCP2. We havberefore not proposed
a reduction.

5.59 During RCP1 Transpower initiated a maintenance efficiency study of its grid opex,
and has developed a model to help optimise the maintenaifibés resulted in
potential efficiency gains being identifiechd Transpowehas stated that these
efficiency gains have been taken into account when preparing the expenditure
forecasts.

5.60 From the information that Transpower providediia proposal, subsequent
information requests, and meetings with Transpower, gvglent that Transpower
has made a significant investment in improving the efficienats@frid opex.

5.61 Balancing off these reductions are increases in the transmission line maintenance
projects such as tower steel replacement.

562 Strat a’ s a ntlatthe yalumeandrcabiof evark faexast seem to be
prudent and efficienf* Although there are concernsi t h Tr acopower ' s
estimation accuracywhich wehavenoted inChapter 6. Strata did not recommend
any additional adjustment to the proposepid opex Wea gr ee wi t h Strat a
conclusions and recommendatians

We consider$2364m for ICT business support projects is appropriate

5.63 We consider that $238m isa prudent and efficient level of expenditufer ICTopex
overRCP2, a reduction o#488m from wha Transpower proposed.

5.64 Transpower has provided little evidence to indicate that operational efficiencies are
aggressively being pursuednd there appear to be pential opportunities to reduce
costs.We agree withStratd ecommendtion foradownwardadjustment of 2% be
applied to IST opex.

% Strata report, paragraphs 54863.
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We consider $396m forcorporate opexs appropriate

5.65 Weconsider thatb4396misa prudent and efficient level of expenditufer
corporate ope»over RCP2a reduction of$48.8mfrom what Transpower proposed.

5.66 Transpaverisimprovingits asset management processasd modelling of asset
criticalityto better target work andeduce thecostof delivery There is an
expectation that it would also look to make reductions in the cost of its corporate
operations. As MBG sugested in their submission on the Issues paper, Transpower
should have company specific “stretch” ta
current performance to best practice, and reduce the cost of delivering the sétvice.

5.67 Strata identified a numberfgotential opportunities for cost reductions in corporate
opex and weagree with the recommendatioto reducecorporate opex by 109
This is taeflect the reduction in opex that should be available from:

5.67.1 extracting the full benefits of business improvent initiatives and
investment in staff capability, retention and recruitment that were made in
RCP1,

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

5.67.3 eliminating theaverage vacancy rate from the Departmental cost
assumption on the basis that there will always be-8% active vacancy
level;

5.67.4 disallowing the proposed $6m opex for the proposed Wellington Head
Office relocation and consolidation, as it is not supportgdtbusiness
case; and

5.67.5 reducingcorporate serviceswestigations allocation by 20% to $43.5m.

We do not consider a productivity adjustment on opex is appropriate

5.68 Unlike capex, Transpower did not propasép-down productivity adjustment for
opex. In thelssues paper we asked whether there was agreement that it is
inappropriate to make a similar productivity adjustment for opex as Transpower had
proposed for capeX’

% Maj or EIl ectr i aiatnhys plbsmerrs 'R CE®r2o ispu b“mifespensedonquestiprdll Mar ¢ h 2

% Strata report, section 8.4.2.

% Commerce Commission “Invitation to -Guality pathyamdu r s ay o

proposal for the next regulatory control pericdlss ues paper ” ( Jp@ge Peghestora7r y 2014)
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5.69 In its submissionMEUG stated that businesses in workably competitive markets
expect theircompetitors will in the future achieve productivity gains in both capex
and opex andhat to survive each business must strive to achipxaductivity

98
gains

5.70 We agree with MEUG, but consider tmitr proposedprice-quality path including
the IRIS mechdsm, providesincentives for Transpower to innovate and achieve
productivity gaingo outperform the assumptionased to set thipath.

571 We have agreed with Str at £Tasd carmomteopes.me nt f
We canmonitor how the IRIS mechanisincentivises efficiency over the course of
RCP2This may provide opportunities to reviefathe pricequality path and the suite
of incentive mechanisms can be improved to further encourage efficiency.

We do not propose an allowance f@onsumer Guaraaes Acindemnity payments

5.72 The Consumer Guarantees Act (CGA) was amended recently such that Transpower
indemnifies retailers for paymentbat the retailersmake to their customers to
remedy breaches of an ‘acceptalesitthequal ity
event giving rise to the b%Thaambndeentose on
will come into effect on 17 June 2014.

5.73 Transpower has stated that the statutory indemnity creates a new and difficult to
quantify commercial risk for Transpower, atidht it isunable to reliably forecasts
exposure as there is no suitable evidence bdsanspowemhasalso stated thatt is
unable to purchase effective insurance for this risk.

5.74 Transpower proposed that the indemnity payments under the CGA shoulcaet
as a recoverable cost for RCP2mmluded asan additional sedinsurance allowance.

5.75 In our Issues paper we specifically asked for views on the materiality of Transpower's
exposure to the new indemnity obligations arising under the CGA and whdtbes t
were any preferred views on how Transpower's exposure to the (at this time)
unknown cost impacts of the amendment to the CGA should be treated for RCP2.

5.76 We received submissions from Transpower and MEUG and-subssissiongrom
Transpower, Powerco anGenesis on this matter.

5.77 In its submission MEUG commented that in a workably competitive market
environment no business could immunise itself from some risk of exposure to CGA
indemnity obligations. This therefore creates an incentive on managers of those
businesses to be cognisant of that risk and decide how best to manage it accordingly.

9% Transpower “Response to | PP |Issues Paper’”, 3 March

“Transpower RCP2 submission”, 3 March 2014.

% The indemnity applies to t hsystehmroperawrfunations.’” s gr i d mana
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MEUG commented that it saw no reason why Transpower should be treated any
differently, and that the onus to forecast the number of claims and likely aggregate
value shold be on Transpowet°

5.78 This position was supported by Genesis in its espgBsnission'® Transpower and
Powerco both argue that the risk is hard to quantify and that the cost of any claims
should be a pasthroughor recoverable cost®

579 We agr ee wdorhnmentdvaBdiv@ dosnot consider that treating these as a
recoverable or pasthroughcost is appropriate for matters that should be under
Transpower’s control. We propose to obser
provisions develops in practice, and may sioler an allowance for material claims
that are outside of Transpower’'s control

We consider $1.5m forethandresponsés appropriate

5.80 Weconsider that$l.5m isprudent and efficienfor DRover RCP2an increaseof
$1.5from what Transpower proposed

5.81 Transpower did not include a specific allowance for DR in its proposal. Transpower
requestedDRbe added to its opex allowance for RCP2 in its submission olssues
paper, and provided an estimate of $10.3m over RCP2 for theseities.

5.82 Transpower states that during RCP1 it has advanced its ability to procure cost
effective DR for use as a transmission alternative. This involved a programme which
included successful development of a technology platform, organisational capabilit
commercial arrangements and an understanding of the achievable price points for
DR products.

5.83 Transpower states that the DR programme has potential economic benefits beyond
deferring major capex projects. Demand response may also be economic for
deferring base capex projects and for other operational purposes.

5.84 The Electricity Authority has some specific concerns about the uses of DR, especially
where it can affect market outcomes. These concerns are expressed in a letter to the
Commission dated 14 Apri241%

100Major El ectricity Users’ Group *“respansesopuestions37 RCP2 sub

and 38
101

Genesis Energy “lssues paper -dualtypashdromt 201890 2T0r"a n(slplo we r
March 2014)
12 poweRE0 ‘Cross submission on the | s squaditgpatRang er on Tr

proposal for the next regulatory control peribd ( 10 March 2014) .

103 | etter from the Electricity Authority to the Commerce Commission of the 14tH 2(t# titled

“Transpower’s Demani Response Progr amme
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5.85 ThekElectricity Authorityhas suggested that these concerns could be mitigated by the
Commission approving funding for DR with the following conditions.

5.85.1 Before Transpower plans to first use its DR programme for any purpose
including for the deferrabf transmission investment, it must obtain the
El ectricity Authority’s approval . Thi
Transpower developing and publishing a protocol on its overall approach to
the use of its DR management tool.

5.85.2 Transpower must repoiits use of DR in its monthly report to the Electricity
Authority (which the Electricity Authority publishes on its website).

5.85.3 Transpower must work with the Electricity Authority during R€R#evelop
a mechanism to incorporate its DR programme into thet sparket and
other DR schemes, such as work to be prioritised with Transpower and
Electricity Authority work.

5.86 Transpower propose to continue to enhance and develop its DR capability during the
rest of RCP1 using pexisting approved funding, but expectéxhaust that funding
at around the time RCP2 starts.

5.87 Transpower provided an estimate of approximately $2m per y@abR in its
submission to ourssuegpaper. Subsequently Transpower provided a breakdown of
the annual costs. The cost breakdown is sdtindrable 5.7

Table 5.7 Breakdown of costs for demand response allowance proposed by Transpower
(2012/13 constant prices)

Cost category Annual expenditure ($m) Total for RCP2 ($m)
Staff 0.5 2.3
Operating and development costs 0.3 15
Programme costs 1.3 6.5
Total 21 10.3

Notes: Figures may not add exactly due to rounding.

5.88 Wehaveconsidered the estimates that Transpower provided and concluded that
only the operating and development costs should be included in the opex allowance.

589 We consider that the staff costs have alr
proposeddepartmental costsWe also consider thdR willikely beused primarily
for nonrtransmissiorsolutions orused as enabling works for other projeetgh the
allowancef or DR i ncluded in the estimates for

1747579.3



67

We conside$68.2mfor insurance is appropriate

5.90 Our draft decision is to alloweB.2mthat Transpower proposed for insurance.

5.91 Transpower operates its own captive insurer Risk Reinsurance LirRiRdd \(\e are
satisfied, from the information that Transpower has supplied on RRL &nd it
operations, that it isubject to the same or similar prudential tests as provided for in
the Insurance (Prudential Supervision) Act 2010

5.92 RRL is a wholgwned subsidiry of Transpower New Zealand Limited Transpower
that is incorporated under the laws of the Cayman Islands, Monetary Authority Law
(MAL)

593 Al t hough RRL is not |icenced as an ‘insur
(Prudential Supervision) Act 2010, ispower has confirmed to us that RRL would
currently be capable of complying with most of the prudential requirements for a
|l icenced ‘insurer’ under the Insurance (P
areaswhere Transpower desnot comply are:

5.93.1 the disclosure of overseas policyholder preferenaad
5.93.2 the appointment ofanactuary andan actuarial review

5.94 The actuarial review is of most relevance and we would be more comfortable if
Transpower could meet the actuarial review requirements.

We do notsuppot provision ofan allowance for sefhsurance

5.95 Our draft decision is to disallow $12.1m that Transpower included in its proposed
allowance for selinsurance.

5.96 Transpower has stated that ¢fselfinsurance would not be placesith RRland
would instead beetained as a Transpower risk.common definition of self
insurance is a risk management method in which a calculated amount of money is
set aside to compensate for the potential future loss.

5.97 In the documentation provided by Transpower there is no infolioraabout how
this selfinsurance would be set aside and the funds managed. In addition the self
insurance is not subject to the same or similar prudential tests as provided for in the
Insurance (Prudential Supervision) Act 2d1bBased on the informatioprovided
we consider that it would be inappropriate to provide an allowance for self
insurance.

104 - . . .. . .
This is consistent with our past decisions on whetherto allowasalfs ur ance al |l owance i n

opex allowanceWe consulted on this matter when we reset the electricity distribution défprice-
quality path in 2012SeeCo mmer ce Co mmi s s i o0 fl5 DeRudt PricdualitynPgthstfon e 2 01 0
16 Electricity Distributors” (30 November 2012), p.
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The nominal allowances we propose to set

598 We set Transpower’'s allowance on a nomi

proposed real expenditure into nominakpenditure by applying real price effects
and CPI. Our proposed nominal allowances are shown below in Tabfé 5.8.

Table 5.8 Total proposed opex and base capex allowances for RCP2 ( nominal allowance)

Transpower ' Ourproposed Propcsed allowances
($m) adjustments ($m) ($m)

Opex 1,469.7 -95.1 1,374.6

Base capex 1,250.6 -153.6 1,096.9

5.99 We are satisfied that Transpower has applied CPI and real price effects in an
appropriate and consistent way.

5.100 CPI and real price effects are calculated independently dgf@io level. The real
expenditure is then escalated by the sum of the two inflationary effects.

5.101 The real price effect for each portfolio is calculated as a weighted average of
exposures to each cost input. The weightings for the exposures are derived by
Transpower from their cost estimation systems. Although we have some
reservations about the quality of data in the system, we are confident that these
weightings would not lead to an overstated level of the real price effects inflator.

195 The proposed allowances shown in Table 5.8 have been calculated by Transpower. \eltliahed the
spreadsheet detailing the calculations on our website.
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6. Ourviewon Transpo8 ND& LINRP L2 al f | yR
we propose Transpower implements

Purpose of this chapter

6.1  Thischapter contains our views on areas that Transpower should develop in RCP2. It
suggests possible business improvement initiatives for each of these development
areas and measures to monitor developmehhe objective of thesbusiness
improvementinitiativesis to improve Transpower isvestment decisiosand
delivery, which will benefit consumers in the longrm.

6.2  Transpower will submits next proposal in 2@ The business improvement
initiatives should also help tonprovetheqa | 1 ty of Transpower '’ s
can best understand what Transpower believes it needs to spendeitritie best
path for consumers. Transpower is already working towards this.

6.3 The chapter discusses

6.3.1 Tr an s ppositigeprogsessoward completing its business
improvement initiativedor RCP1

6.3.2 ourobservatonspTr anspower’s processes used t
programme and expenditure forecasts for RCP2; and

6.3.3 the business impreement initiatives that we sugge3transpowemundertake
during RCP2

6.4 The detailed reasons for tHausiness impreementinitiatives andsuggested
monitoring measureare set outin Attachment G

Transpower has made positive progress on its RGRdiness improement initiatives

6.5 Transpower has made a number of improvemetotés business processes in RCP1
This is evidenced i r a n s ppopasal foreRCP2 arde supporting information
that we have receivedSpecific improvements are commented on in the next
section.

6.6 In part these were driven by the business improvement initiatives Tmahspower
committed tomakingfor RCP1These initiativesover the following areas:

6.6.1 safety

6.6.2 assetmanagemen{PAS 55)

6.6.3 assetmanagement information systems
6.6.4 assetrisk managemet and

6.6.5 assethealth indices and criticality.
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6.7 A large number of the initiativasaveeither beencompleted or are substantially
complete.In the remaining part of the current period it is expected that Transpower
will continueto makethe improvements thait committed tomakein RCP,land will
start work on planning and implementing the initiatives RCP2

6.8 OurobservationsnT r a n s ppopasalfor RCR, however,highlightthat more
refinement or extension iseededin applyingsome of the initiativesThese are
discussed in the following section.

Our observationon¢ NI ya L2 ¢ SNRa LINRPOS&aasSa dzaSR (2 RS@S
expenditure forecasts for RCP2
6.9 This sectiomiscussesur observations otthe processeshat Transpower hagsed

to develop itswork programme and expenditure forecasts for RGNF& have relied

on multiple sources in forming our views, which include our own analysis of

Transpower’ s proposal and supporting info
Partna.

6.10 Our comments broadly fall ia three categories

6.10.1 howT r a n s pwopasalior RCPhas been positively affected lbiye
improvements thait has maden RCP1;

6.10.2 areas where we expect improvements before Transpower submits its next
proposal; and

6.10.3 other areador potential development texplore before Transpower
submits its next proposal.

Customer engagememn cevelopment ofervice performance measuress positive

6.11 Transpower submitted proposed grid outputeasures as part of the propodar
RCP2As part of the procesdor developingts proposed measures, Transpower
consulted withits customers and took thiefeedback intcaccountwhen finalising
the measures. There has generally been positive feedback from customers about the
consultation process anithe proposedmeasuredor assessig service performance

Transpower has developed models to optiniisenaintenance activities

6.12 Transpower has developedmodel to optimise its maintenance activities
Transpowelis using the information from the model to reduce the overall cost of its
maintenance activities® The development and application of tneodelis positive
as wel |l as Tr ans power 'asd agsét eriticality fraameveork.n a n c e

198 Strata report, paragraph 212.
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We expect to see furtheredelopment ofisset health models

6.13 Transpower has completed assetdith models fothree assetfleetswith the
modelsbeingused to forecast the expenditure for those fleets for REPZhese
model s have positively supported Transpow

6.14 We expecthat Transpower will continue to develop its assetlie models for the
majority of its assets, as signalled in its proposal. We would also expect some
refinements to these models as they are tested and better information becomes
available. For example, we notgeatential issues with the calculations in the
transformer modelwhichappear toprovidea pessimistic view afssetcondition'®®
Theconsequence ithat Transpower mayeplacetransformersearlierthan is
possibly necessaryVe discuss this further ifable 6.land in Attachment G.

We expect to seaifther developmenif the asset criticality framework

6.15 Transpower has developed an asset criticality frameviioak it has used as an input
to its asset health model#As indicated above, these models have positively
supported Transpowweg s proposed expendidt

6.16 We expect that Transpower will continue to develop its asset criticality framework.
At present hese models provide relatively coarse resultsanspoweihas indicated
it plansto improve theasset criticality frameworkuring therestof RCP1 and dung
RCP2We discuss this further ifable 6.1and in AttachmenG.

Potential development of measures to assess economic impact of interruptions

6.17 Transpower has proposegtid output measureghat usecategorisatios
predominantly based on the size of theatbor generation and the significance
(national importance) of the service at a particular connection point. This provides a
relatively coarseneasureof service performancaVe consider there may be
opportunities to develop grid output measures that batteccount forthe economic
impact of interruptions at a connection point levdlhis mayrovidea more granular
assessmenof service performancalVe discuss this further ifable 6.1and in
Attachment G.

We expecfturther developmenibf policies and prasses that underpin expenditure
forecasts

6.18 Transpowelperformedan internal challenge proces® improve therobustess of
its expenditureforecastsincludingthis challenge procedsas positively influenced

Tr ans p o we randswe pcknovdeage ghé wlithat Transpower hadoneon
this.

107" asset fleets refer to a grouping of like assets or components, eg, towers, poles, conductors and insulators.

108 strata report, paragraph 378.
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6.19 The information provided by Transpower provides clear evidence that the various
challenge stages have resulted in material changes as the forecasts have matured.

6.20 Even soa number of decisionappear to benade outside bthe asset health
models and it is unclear how these decisions are being fed back into the mtdels
improve them For example,iie asset health models providéy Transpowedid
not reflect theproposedexpenditure.For the RCP3 proposal, we expect that
Transpower would document any challenge process interventions and any
systematic interventions would be reflected in its mod#l& discuss this further in
Table 6.1and in Attachment G.

We expect to see furtherestelopmenif cost estimationprocesses

6.21 Transpower has implemented a standard cost estimation,tadiich it has used to
inform its expenditure forecast&Vhilke notingwe have notudited the cost
accumulation models detail the cost accumulation processes and methodologies
described by Transpeer appear to berudent and efficientBased on the
informationthat we consideredthe cost estimation tools and processae tracking
towards good practice.

6.22 We have observed, however, sonssueswith the processes and cost estimation
modek. As a redyj we have reservations abotite outputsfrom the cost estimation
models ina number of areas.

6.22.1 There isinsufficient evidenceo show that Transpower is usiiige system
for the majority ofits projects

6.22.2 Manual adjustmentfiave been madéo the outputs d models because of
perceived issues with the models

6.22.3 We have identified issues with reviewing actual costs and feeding changes
back into models.

6.23 We therefore expect that Transpower will continue to develop its cost estimation
processesWe discuss this fther in Table 6.1and in Attachment G.

We expecfurther consideration of how decisions are supported tyr®mic asessmers

6.24 Transpower uses policies and models to provide justification for expenditure in many
areas There is aexpecttion that Transpover doappropriateeconomic
assessmersto ensureit is makingoptimal decisions are being made.anspower
has donesconomic assessmesitor some areasHowever there are a number of
other areas where there is insufficient evidence to show that Transptaedone
such assessment3his lack of economic analys@uld lead to investment decisions
that are less thamptimal.

6.25 We expect that Transpower wdive further consideration to whatconomic
assessmerstare appropriate to support ifgolicies and modis We discuss this
further in Table 6.1and in Attachment G.
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We expect further consideration of hoespurce availabilityisks may be mitigated

6.26

6.27

Lack of resource has éecited as a reason for ability to deliver some capex and
opex work in RCP1. Thisa general issue, but there are some specific areas such as
tower painting where this is a significant issue. Transpower has tdkps ®©

address theshortfall. Even soJranspoweihas indicatedhere still may not be

enough resource tadeliver its plamed work programme for RCP2.

We expect that Transpower will give further consideration to how best mitigate
potential resource shortfalls. We discuss this furthefable 6.Jand in
AttachmentG.

Potential development of measursassessnarket impact vhen planning outages

6.28

We consider there is potential for Transpower to develop market impact measures
to assist in ptimising the timing oplannedoutages tominimisethe economic
impacton its consumersMarket impacts of outagesaused by Transmission

Network Service Providesre monitoredin someoverseagurisdictions We discuss
this further inTable 6.Jand in Attachment G.

Our suggestedbusiness improvement initiatives for RCP2

6.29

6.30

6.31

6.32

In the previous section, we identified areas where we expect Transpmiwaake
improvements before submitting its next proposal, and other areas for potential
development. Some of these areas overlap with the areasThatspower has
stated that it will develop durinRCP2.

This section provides a summarysofggesed business improvementnitiatives for
the areasthat we haveidentified for developmentWe also suggest measures for
monitoring developmentThese are summarised in Table 6.1.

What we propose is for Transpower to take the next steps to determinat

initiativesit advances in RCP2, which may include initiativesdahanot identified in

this paper This is because Transpower is best placed to determine where it focuses
its efforts.

We propose to set a requirement for Transpower to identify by 1 July 2015 those
businessmprovement initiativest will undertake in RCP2, including those already in
progress. Transpower will be required to report yearly in RCP2 on progress in
developing against any improvements it plans to make. are keen to engage with
Transpowelion the initiatives it plans to advance and it how it plans to monitor these
initiatives
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Table 6.1 Summary ofsuggestedousiness improvemeninitiatives

Identified area

Asset Health
Modelling

Asset Criticlity

Economic Impact
of Interruptions

Process, Policy anc
Data Maturity

Cost Estimation

Economic
Assessment

Resource
Availahlity

Market Impact of
Outages

Suggested initiatives Suggested monitoring measures
1 Develop and rdlout assethealth models 1 Annual eport on development
across all fleets and roll out ofassethealth

1 Continuous improvement of existing and new ~ Models
models

1 Asset health models for all fleets rollout and
usedfor developing RCP3 proposal

1 Implementassetcriticality frameworkfor all 1 Annual eport on development of
circuits and branches assethealth models

1 Assefcriticality framework for all circuits and

branches implace and used for developing
RCP3 proposal

1 Investigateviability of implementingeconomic  § Oneoff viability report,
impactmeasure preferably before the end of RCF

1 If viable,developdata andassessment models { Panfor implementation if viable

9 Developguidelines forquantitative analysis 9 Document completed prosses
1 Documentmanual decisiormaking

interventionsused to develop forecast

expenditure

9 Proces®sfor developingexpenditure forecasts
(from assetmanagement models to TNJ1
tested forreproducibility

9 Update and review cogistimation system 9 Annual report on progress

(TEEB {1 Annual report oraccuracy of cost
1 Assess effectiveness of cost estimation proce estimations for each project
(from BC1to BC3to actual)

1 Identify policies that directhyaffectexpenditure { Implementation plan
(eg in Fleet Strategies and Design Standards q pocumentcompleted

1 Completeappropriateeconomic assessmesit assessments
for policies that directhaffectexpenditure

1 Forecasting resage requirement vs 1 Annual report on variance agains
availability requirements, effectiveness of

1 Develop nitigation plan to address resource ~ Mitigation, and economic impact
shortfalls

9 Develop measures to asssmarket impact of Annual reporton market impact
forecast vs actuadutages of forecast vs actuatutages
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Attachment A Rules and processese followed

Purpose of this attachment

Al

A2

This attachment sets out:

Al.1  whatwe are required to do under th€ommerceAct 1986

Al.2 the methodologies we followed to make our decisions; and

Al3 howwe have evaluated Transpower ' s fore

We also comment on the extethat Tr anspower’ s proposal pr ov

necessary information.

What we are required to do nder the CommerceAct 1986

A3

A4

A5

Part 4 of theCommerceAct provides for the regulation of the price and quality of
goods or services in markets where there is little or no competition and little or no
likelihood of a substantial increase in competiti&.

Tranpower is subject to individual prieguality path regulatioi:® under the Part 4

We have proposed a draiftdividual pricequality pathfor Transpower, for the
period commencing on 1 April 2015, that sets out:

A5.1 the maximum revenue which Transpower can chatggsed on an
unsmoothed building blocks approaefeeChapter 3;

A5.2  the quality standards that will apply, based on the revesinged grid
output measures we anticipate determining under the CapeX-i\nd

A5.3  theregulatory period, in this case five yedf$.

109

110

111

112

Comrrerce Act 1986, s 52.

Theindividual pricequality pathprovisions of s 53ZC apply to Transpower by way of an Order in Council
under s 52N of the Commerce Athe Order in Council came into force on 1 October 2010 and expires 20
years later, on 30 Septeber 2030.

Capex IMclause 2.2.1.

Section 53M of the Commerce Act sets out the necessary components of ajpality path.
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A6  TheCommission has a broad discretion to determine itidividual pricequality
path under section 53ZC:

53ZCPricequality path for individual businesses

(1) Ifiindividual pricequality regulation applies to goods or services supplied by a supplier,
the Comnission may set the priequality path for that supplier using any process, and
in any way, it thinks fit, but must use the input methodologies that apply to the supply

of those goods or services.

(2) The following provisions of subpart 6 apply (with alt@ssary modifications) where
individual pricequality regulation is imposed:

(a) sections 53M and 53N:
(b) section 53ZB.
A7  In exercising this discretiomwe are bound to:
A7.1  applythe relevant input methodologies:
A7.1.1 Transpower Id-seeChapter 3and
A7.1.2 Capex IM (dsussed below);
A7.2 makedecisions that promote the purpose of Part 4 of tiemmerce Act*®

A8  The purpose of Part 4 is set out in s 52A of@menmerce Actin essence, in the
absence of workable competitioRPart 4 seeks tpromote outcomes consistent with
outcomes inworkably competitive markets, by providisgppliers withcertain
incentives(eg, incentiveso innovate, invest, and improve efficiecyvhilelimiting
excessive profit§"

113 |ndividual pricequality regulation does not have its own express purpose statement under the Commerce

Act, unlike otherforms of Part 4 regulation.

14 1n our previousdetermination processes we hadeveloped our understanding of the Part 4 purpose in

some detail. See for exampBmmerce Commissiomput Methodologies (Electricity Distribution and
Gas Pipeline Servicd®asons Papgep2 December 2010.
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Themethodologies we followed to make our decision
Transpower IM

A9 Consistenwwi t h our appr oac h indeidual pricequalitygathT r an s p o
for RCP1, we applied the input methodologies set olRart 3 of the Transpower
IM*®in determining key inputs to the calculation of maximum revenue under the
individual pricequality pathfor RCP2. A description of how those input
met hodol ogi es apply when cal cAtthkcAmentBrg Tr an

Capex IM

A0 We applied the Capex I M when setting Tran
RCP2see chapter 51° This forecast of bascapex during the regulatory period
f eeds i nt o RABrakutatop,avianah is thesn used to calculate the return
onandfromc apit al components of "™ ranspower’'s |

All We also applied the Capex IM when setting quality standards (which aesllmn
Capex IM grid output measures) and incentives for Transpower in theiddaftdual
price-quality pathdetermination.

Base capex
Al2 We set Transpower’' s base capex all owance
the Capex IM.

A13 The general criterithat we must follow arée:'®

A13.1 evaluatingwhether the proposal is consistent with all applicable input
methodologies-**

15 The specification of price, cost allocation, asset valuation, treatment of taxation, cost of capital,
incremental rolling incentive scheme, and reconsideration of an individual-pgtiaéty path in case of a
catastrophc event, a change event or an error.

Capex I'M, clause 2.2.2(1). Note that the Capex | M w
price-quality path was set for RCP1.

116

U7 The Capex IM also sets out the process for Transpower seeking appraveljéo capex proposals. These

proposals are made and determined during the course of a regulatory period, with any approved major

capexe x pendi ture then impacti ng Trendergheindigidual pricema x i mu m
quality pathvia periodicadjustmentsTr anspower may seek the Commission’
project that was originally accounted for in the base capex allowance to become a major capex project, eg

if forecast scope or cost variations means it exceeds the base capex pghogstiold of $20 million. The

components of the base capex expenditure adjustment calculation allow any such transfer to be reflected

by removing any portion of the base capex allowance to which the base capex incentive rate applies

Major capital expenditre cannot be transferred to base capital expenditure.

Capex IM, Part 6.
Capex IM, clause 6.1.1(2)(a).

118

119
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Al13.2 evaluatingthe extentthat the proposal will promote the purpose of Part 4
of the Commerce Act*’ and

A13.3 whetherthe data, analysis and assumptsm theproposalare fit for the
purpose of the Commission exercising its powers under Part 4 of the
Commerce Act?

Al4 Further specific evaluation criteria include:

Al4.1 generalfactors we must have regard to when evaluating the proposal, such
as reasonableness key assumptions, overall deliverability of the proposed
base capex during the current regulatory periadd theextentthat grid
output targets were met in the previous regulatory period;

Al4.2 anon-exhaustive list of criteria we may use when evaluatinghadentified
programme set out in the base capex proposakh ageviewing
Transpower’s process to determine the
reasonableness and cestfectivenessand

Al14.3 alist of evaluation techniques we may empleych agprocess
benchmarkingand process and functional modelling.

Al15 The specific evaluation criteria are not exhaustive. The weighting of different criteria
I's at the Commission’s discretion.

A16 While Transpower is required to submit a base capex proposal 1’ tre final
decisiononTanspower’ s base c apestzwitathel owance ult
Commission: we are not required to agreéh Transpower abouany aspect of the
allowance.

120 Capex IM, clause 6.1.1(2)(b).

Ibid, clause 6.1.1(2)(c).
Ibid, Schedule A.
Ibid, clause 2.2.1(3) and Part 7.

121
122

123
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Proposed grid output measuigguality standards and reporting requirements

Al7 We have set a number of grid uut measures under the Capex IM:

grid output measurene ans measure that quantifies the output
may include reduction in risk) delivered by the grid or investment in the grid

Al18 The Capex IM provides for two types of grid output sw@as: revenudinked and
non-revenuelinked

A18.1 Revenudinked grid output measures: these are the proposed quality
standards for Transpower under section 53M of emmerce Act*

A18.2 Nonrevenuelinked grid output measures: these are not quality standards.
However, we propose to put reporting requirements in place to better
understand Transpower's performance.

A19 In setting the grid output measures, veee primarily seeking to provide Transpower
with incentives to provide services at a quality that reflects corsudemands, in
line with the Part 4 purpose. We alapply the criteria in Schedule A of the Capex
IM, includingfor example

A19.1 the extentthat each measure is a recognised measure of either or both of:
A19.1.1 in the supply of electricity transmission services; and
A19.1.2 performance of the supply of electricity transmission services;

A19.2 therelationship between the grid output measure and expenditure by
Transpower.

A20 For the revenudinked grid output measures, Transpower will be rewarded for
outperforming the performance taegs, while being penalised for underperforming,
as a quality incentive under section 53M(2) of the Act. We have propG3ed:

A20.1 Grid output target;
A20.2 Cap-o limit the amount of positive revenue adjustment;
A20.3 Collarto limit the amount of negative revenue adjustmerind

A20.4 Grid output incentive ratethe quantum of money at ristor eachunit of
output between the cap anthe collar.

124 \While are able to settber non-Capex IM quality standards for thiredividual pricequality path we have
elected not to for RCP2.

125 Capex IM, clause 2.2.2(1)(d).
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A21 The Commission is also able to seek pecuniary penéitiesor havecriminal
sanctiongplaced on Transpowewhere Transpower breaches tlygiality standards
under sections 87 and 81Btatutory Penaltiesdf the Commerce Act

A22 The Commission considers that any Statutory Penalties are different to section 53M
quality incentives, and that it is not barred from seeking a Statutory Pebglty
sedion 87(5) simply because a negative revenue adjustment has already occurred
under the revenudinked grid output measuré&®®

Opex

A23 There is no input methodologhat sets out rules aboutow we should determine
forecast opex for RCP2.

A24  Where appropriate we hae used the criteria applied to base capex under the Capex
IM to make our decision on opex.

126 6S KIF @S SOl tdzr ISR ¢NIyaLR2sSNNRa SELSYRAGM
standards against the methodologies
A25 While base capex, grid output measures and inc&gtiare determined as separate

items under the Capex IM, in practice they combine with opex as an integrated
quality and expenditure proposal for Transpower. For example:

A25.1 decisionon one aspect of the path (eg, quality) have a direct impact on the
other decisions we make (eg, base capexl

A25.2 someopex and capex decisions ate some extentsubstitutable.
A26 We have therefore not made any of these decisions in isolation.

A27 Further, he assessment of forecast expenditaed proposed quality standards
not amechanistic procesd he procesaecessarily involves the exercise of
judgement.In assessing Transpowepsoposal, we have focused particularly the
asset management framewornderwhich Transpower both developed ifgoposal
andrelied onthe inputassumptions.

A28 Achieving the required levels of service, at leass$t, over the full life of the network
assets requires expenditure to be planned and implemented through business
processes that are based on sound grid strategies, asset management paranple
methodologiesFigureAl represents such an approach afiavchartthrough which
output forecasts and key performance measures are produced from a range of input
assumptions and policy parameters.

12 The Commission's policy view on how the section 53N
operatetogether is set out in Chapter 4.
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Figure A1Asset management approach

Inputs

- Customer service
requirements

- Reliability requirements
- Availability requirements Reliability requirements

- Network Resilience I~ .
Reliability requirements

- Forecast Generation
- Condition assessment of
assets

Modelling  AssetHealth) - -
- Failure history -Is there a gap between Option Analysis
- Defect Profiles theservice provided and - Transmission and non- Prioritised Wor_k Pack_age * Waork list
therequired service level ? transmissionsolutions Output Optimisation
-Isthere a statutory analysis
requirement? - Sensitivity analysis
Inputs
- AssetStrategies
- Strategicdirection Resource availability
- Statutory requirements Plant outages
(safety ,environmental etc) Cost estimation
- Transport Rule requirements

- Design policies
-Risk appetite

A29 In evaluating the propsal against the evaluation criteria we asszbthe quality of
the framework used and thextentthat Transpowermpplied its framework in
practice.Good Electricity Industry Practic@ EIPprovides a useful reference for the
sound grid strategies, assetanagement principles and methodologies that a
prudent transmission operator could be expected to have in pfate.

A30 We consider this approach is approprigtges t he extent to whi ch T
expenditure forecasts are prudeand efficientwill depend uporthe quality of its
asset management framework and the appropriateness of the input assumptions.

A31 We didnot do detailed reviews of each project and programme. An assessment of
Transpower's proposal can be achieved through an assessment of a representative
sample of projects and programmedowever, he extent to which the underlying
strategies, policies and assumptionsre robust and consistent with the Capex IM
evaluation criteria determinéthe extent to whichwe performed detailed reviews of
project/programme expenditure and madour own judgements about what level of
expenditure is appropriate.

127" A useful definition of GEIP, in relation to electricity transmission services, is foundifetttacity

Authority’ sThe“Electricity Industry Participation Cd@91q”, 3 October 2013 The exercise of that

degree d skill, diligence, prudence, foresight and economic management, as determined by reference to
good international practice, which would reasonably be expected from a skilled and experienced asset
owner engaged in the management of a transmission netwodeunrconditions comparable to those
applicable to the grid consistent with applicable law, safety and environmental protection. The
determination is to take into account factors such as the relative size, duty, age and technology status of
the relevant trarsmission network and applicable law
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A32 As an example of how this works, in its proposah§power statedhat it considers
that its expenditure forecasts are prudent. In reachihgs tconclusion Trapower
statedthat it hasrelied on the application of a tojlown review and challenge of its
expenditure forecasts. We considirat a top-down challenge to forecasts produced
on a bottomup basis is very important and if done rigorously provides some
assirance that expenditure forecasts areasonable and prudent. Where we saw
evidence thafTranspower had appliethese challenges have been applied with
approfpriate rigour, thisreduced the extent and depth oflirect testing that we
performedto conclude that the forecast expenditure is appropriate.

A33 We alsomake these points about available information, opex and base capex, and
grid output measures.

A33.1 Our consideration of efficiendgok into account the information available
at the timeTranspower developeds proposal We expect Transpower to
mitigate risks that lead to cost inefficiencies to the extent they are
foreseeabl e and controll able. For
control, it should seek to minimise costs through planning and
implementinga reasonable mitigation strategy. However, we also recognise
that some of these risks may not be foreseeable at the time of approval.

A33.2 We did not assesspexand basecapexin isolation.Capexshouldbe
directed towards achieving casffective and efficiat solutions,which
implies some level of potential cost traadf between capex and opex.

A33.3 Partna reviewedhe grid output measurethat Transpowedeveloped
Partna reviewed themagainst international practice in Australia and in the
UK:!?®

Transpower has pvided us with the necessary information

A34 Transpower’'s proposal, together with
provided us with the information necessary to meet the process and content
requirements of the Capex IM.

A35 The further information weequired related to the Integrated Transmission Plan

128 pbartna is also the secretariat for the ENA Quality of Supply and Incentives Working Group. The

Commission is an observer on this group.
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Attachment B How wepropose to calculate maximum
revenues

Purpose of this attachment

Bl This attachment provides details support.i
forecast MAR will be calculated and how awer- or underrecovery of revenue by
Transpower in RCP2 will be washguleach year.

What compliance with the price path means

B2  Therewill bea single point of compliance withr ans power ' s price pat

B2.1 the total revenues used by Transpower in Bedtits prices for the pricing
year under the TPM, lessypassthrough costs and recoverable costs (as
defined in theTranspower input methodologi¢smust not exceed the
calculated forecast MAR for the equivalent disclosure y&hr.

B3  This form of requiredompliance continues the approach adopted in REPIVe
have found that theex anteapproach in setting the price path has been effective.
We did not receive any submissions in response to our Issues paper to suggest a
switch to anex postapproach to setig maximum revenues.

B4  The issues raised by submitters related more to the accuracy of the forecast MAR
and the smoothing (if necessary) of the results of the MAR wapsand incentive
calculations™* We have proposed to address those particular concernkercash
flow timing assumptions used in the forecast MAR building blocks (see below in this
attachment) and the spreading of EV adjustments (see Chapter 3 for our proposal).

What the price path would look like

B5  The form of calculation of the price pathishm s peci fied in Transpo
met hodol ogies. The ‘specification of pric
revenue cap net of pagbrough costs and recoverable costs. It does not set out how
that cap is to be calculatetf?

129" commerce Act (Transpower Individual R@eeality Path) Determinatiod010[2010], Decision No. 714

clauses 3.1 and 3.4.
130

Ibid.
Bl see for exampl e, Meri di an Energy Limited “Transpowe
“Predictabil iutpy porfo caensnsu’a.l wash

132 Transpower IN, clause 3.1.1.
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B6  Thisis in contrasttthe form of calculation for customised prigeiality paths which
is specified in the input methodologies for electricity distribution businesses and gas
pipeline businesses. The form of calculation of the price path is specified in the
respective input rethodologies->®

B7  The form of calculation of the price path for Transpower must therefore be set out in
the individual pricequality path determination, which determines the price path in
the form of the forecast MAR that Transpower can receive and the wathiich
forecast MAR is to be calculated (or recalculated, if necessary).

B8  Background on the decisions and reasons for the original setting of the calculation
fundamentals of the RCP1 individual prapgality path can be found in our 2010
Reasons Papét?

Keyfeatures of the price path
The term of the regulatory period

B9  Wewill set a regulatory period dive yearscomprisingthe period 1 April 2015 to
31 March 2020 Although this differs from the four yesof RCP1fjve yearss the
standardlength ofeach egulatory periodas set out ithe Commerce Act®®

B10 Theshorterterm of RCP1 reflected its transitional nature, comprising the Transition
Year and the Remainder Period (three year#@. have not identified any reasons
why the default period of five years shiol not apply for RCP2

Unsmoothed building blocks to be used to set maximum revenues

Bl1l Consistent with the RCP1l, Transmuwwer s ffo
path for RCP2 will be determined using an unsmoothed building blocks appttfach.
The forecast MAR foeach year of RCP2 will again be set doravard-looking
(exante) basis using forecast values for each building btdck

133 See for example the aallation of a customised price path for electricity distribution servi€dsctricity

Distribution Services Input Methodologies Determination 4@022] NZCC 26 (28 September 2012),
clauses 5.3.2 t0 5.3.4.

13 commerce Commi ssi-QualtyPandi yTdaasp®wecg Reasons Paper

135 Commerce Act 1986ection 53M(4) and (5). The Act prescribes that the regulatory period is to be five

years unless the Commission determines a shorter period.

1% commerce Commi sseQual'ilindi Ratdhua( TPangpower) Reasons

Sections 3.4 to 3.7.

137 Transpower will be required to apply the forecast MAR for each disclosure year to the equivalent pricing

year ending 31 March when it sets its transmission pricing gaehunder the Transmission Pricing
Methodology (TPM)The Electricity Authority is currently consulting on fbem of the TPM and it is
possible that the way therice path compliance in the individual prigeiality path determinatioris
described may ned to be amended at some later stage.
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B12 This building blocks approach closely follows the method used to measure

Transpower's return ienmisciosud®st ment for inf

Pricing year vs disclosure year

B13 Transpower’'s di scl os urqgealtypmth and hformatianh e i nd i
disclosure ends on 30 June. This aligns with its corporate balance date.

B14 Allforecastvalues used in the forecast MAR builigliblocks are calculatday
reference to a disclosure year. The forecast MAR is then applied to calculate
Transpower’ s revenues and prices for the
ending on 31 March immediately before the end of the disclosues .y@r example,
the forecast MAR calculated for the disclosure year running from 1 July 2015 to
30June 2016 (202 6 di scl osure year ) wild@l be used
and the prices it charges its customers for the pricing year that runs frépril

2015 to 31 March 2016 (20415 pricing year).

B15 This alignment with the disclosure year for calculations and repowsgjused in
RCPT*and is intended to

B15.1 keep to only necessary reconciling ad)]
reporting (in the case dhe disclosure year); and

B152 align revenues and prices with the pe
customer €g,the electricity distribution businessggalculate their prices
(in the case of the pricing year).

Building blocks will be used to calculate therrast MAR

B16 The forecast MAR for RCP1 was set based on the sum of the forecast building block
values for each year. The resulting price path over the four years of that regulatory
period has not been smoothed. This differs from the default pgaelity pah that
applies to norexemptelectricity distribution businesse#n that case a smoothed
price path is calculated.

B17 We consulted publicly on whether the building blocks approach should again be
adopted in setting the forecast MAR and asked for comment bether a
‘“smoot hed’ price pat Wuaktypath dp@lying to requlatdéde d e f a
electricity distribution businesses should instead be adopféd.

138

Commerce Commission “lnformation Disclosure Require
February 2014), Attachment D.
139 commerce Commi ssi-Qumal'indi Ratdhua( TPamsgowerl)), Reasons

paragraph 3.4.1.

40 commerce Cdmmiig@itormn® to have your sqaalitymathandr anspowe !

proposal for the next regulatory control peried s sues paper” (10 February 20114
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B18 Our experience in applying the individual praeality path over the RCP1 has been
thatasmooth ng of the price path i sTheelMAR | ust i f
washup values to date have not been material to tearlyrevenue totals and
therefore do not cause issues for consumers with the predictability of prices.

B19 We have therefore concludedhat an unsmoothed building blocks approach should
again be applied in RCP2.

Passi KNRdzaK O2aida FyR NBO2@OSNIo6fS Oz2ada | NS Ay
B20 Passhrough costs and recoverable costs are not forecast MAR building blocks.

Forecast pasthrough costs and recoverable costs will be added to the forecast MAR

to arrive at Transpower’' s forecast revenu

B21 The forecast revenue is converted to prices through the Whitch is regulated by
the Electriciy Authority.

Forecast MAR building blocks calculation
B22 The building blocks of the forecast MAR calculation are:
B22.1 aforecast of Transpow&s RAB, including a forecast of the opening RAB

value and forecast commissioned ass&tsforecast commissioned major
capex and base capex);

B22.2 aforecast capitalchargevhi ch i1 s the forecast retur
forecast RAB @&he WACC rate;

B22.3 aforecastofthee pr eci ati on of Transpower's fo

B22.4 the forecast opex allowangsee below for more details on how we bget
and apply the opex allowance building blgck)

B22.5 aforecast allowance for income tdoasedo n T r a n ggnanigsdon ' s
revenues;

B226 an all owance for Transpower’'s term cr

adjustment to the capital charge building bl9;

B22.7 the EV adjustments covering revenue adjustments for previous MAR-wash
up calculations (discussed below); and

B22.8 the EV adjustments covering revenue adjustments resulting from the
incentive mechanisms in the input methodologies (discussed below).

B23 Figure B illustrateshowthe forecastMAR andl r a n s ptotal®recass revene
will be calculated based on thmiilding blocks. Each of these components is
discussed further below.
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Figure BL Forecast MAR bilding blocks

\

Forecast opening RAB
value
) / WACC Capitalcharge J
4 N
Forecast commissioned —
basecapex and major Forecast depreciation
capex

& y Opex allowance

Forecast tax

Forecast TCSD

k EV adjushent /
i

equalsforecast MAR
(ex antemaximum allowable
revenue)

i

plusforecast passhrough and
recoverable costs

U

lessforecast voluntary revenue
adjustment

Ll

equalstotal forecast revenue
applied to pricing in the TPM
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Setting the valus of the building blocks
Input methodologies that will apply in setting the values of the building blocks

B24 The input methodologis that are in placevhenthe individual pricequality path is
determined for RCP&ill apply for the entirety of RCP&ny amendments to the
input methodologies during theegulatory period will nogenerallyflow through to
the setting of price, revenue caps or grid outpaéasuesduring the period:**

B25 Each building block is calculated by applying relevant input methodologies. The input
methodologies that will apply in setting the forecast MAR for garetingyear in
RCP2 are

B25.1 specificationof price**which specifies that the pricpath is set by a
revenue cap and that pasthrough and recoverable costs may be recovered
in revenues in addition to the forecast MAR;

B25.2 capitalexpenditure**which primarily sets out the rules for approval of

major capex and base capex;

B25.3 costallocation***which is the rule for how costs that span both regulated

and nonregulated activities are to be attributed between them when
calculating the building blocks;

B25.4 assetvaluation*which outlines how the RAB roll forward is to be

calculated, taking into accouttte amount of commissioned asset and
deprecation in the year,

B25.5 treatmentof taxation'*® which sets out the rules for calculating the taxation
allowance building block;

B25.6 costof capital**’ which sets out the process for calculating the WACC used

in the capitakcharge building block;

141 commerce Act 1986ections53ZC(2)(b) and 53ZB(1). Although the Cdpkwas determined after the

individual pricequality pathwas set for RCP1, there was an allowed timing exception under thixact
allowed it to take effect in some respects during the regulatory period

142 Trangpower IMs, Part 3, Subpart 1.
143 Capex IM

144 Transpower IN, Part 3, Subpart 2.
145 Ibid, Part 3, Subpart 3.

146 Transpower IN, Part 3, Subpart 4
147 Ibid, Part 3, Subpart 5
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B25.7 IRIS"*®the opex incentive mechanisrand

h149

B25.8 reconsideratiorof anindividual pricequality path™"" which allows for the

annual updates of the forecast MAR.

B26 Where the value of a building block is not determined by an input methodology, we
seek to calculate the building block using a methodology that results in outcomes
that are to the longterm benefit of consumers.

The opening RAB value, commissioned assets and WACC rate determine the capital charge
building block

B27 The capitalchargeis¢h r et urn on capital .depemdaons power '’
the RAB value at thstart of the disclosure year anthe value of assets forecast to
be commissioned during the disclosure year. This value is multiplied by the WACC
rate to arrive at the forecdscapital charge.

B28 Forecast commissioned assets comprise base capex and major capex projects
forecast to be commissioned during the year.

B29 It is appropriate that Transpower only earns a return on assets once they are
commissioned and providing electricitpedis services to customers. Consequently,
we propose that commissioned assets be forecast monifie individuaprice-
quality path for RCP1 assumed a mehr timing of commissioned assets. We reason
that a monthly timing assumption will result in a maecurate forecast capital
charge

B30 The WACC rate used to calculate the capital charge is not péme dfaft individual
price-quality pathdecision for RCP2. Tieocess for setting th®/ACC is specified in
the Transpower Idand will bedetermined separtely.**°

B31 In March 2014 wéssued a notice of intention to do furthevork on the cost of
capital input methodologig for electricity distribution businesses, gas pipeline
businesses, Transpower, and specified airport services.

B32 The aimis to address the HigB@ o u cammentsregarding our use of the T®
percentileWACC estimate when setting regulated pripeality paths. The Couit
its 2013 judgmentuestioned whether empirical evidence and theoretical results
justify our use othe 75th percentile.

148 Ibid, Part 3, Subpart 6.

149 Transpower IN, Part 3, Subpart 7. Parts of the @M relating to major capex came into effect for
RCP1 at the time thi@put methodologywas set in January 2012. The parts relating to the base capex
allowance and the setting of the grid output measures come into effect from RCP2.

150 Transpower INg, Pat 3, Subpart 5.
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B33 Using the 7& percentile as we did in the first regulatory period for Transpower,
makes a material difference to the WACC, and therefore, the allowed revenues for
suppliers subject to pricgquality path regulation.

B34 Our final decision on the forecast capital charge and forecast MAR will be made
when a final decision has been made be WACQ@ercentile

Forecast depreciation allowance building block

B35 The depreciation allowance is a function of the forecast value of the RAB and of the
lives of the assets comprising the RAB.

Setting the opexrllowance building block

B36 We set anoverall opexallowance for each year of the regulatory period. Opehés
costs incurred in thelailyoperation of the gricandexcludes amounts defined in the
input methodologiesas pasahrough costs or recoverable costs.

B37 The opex allowance used in calculating tbeecast MAR is the forecast total
controllable opex for each disclosure year of RCP2. This allowance is set using the
forecast CPI.

B38 Any disparity between the forecast CPI and the actual CPI will later result in an
adjustment each year to the opex allowanfor the MAR washp (see below).

Taxation allowance building block

B39 The taxation allowance is primarily deteined by the corporate tax raj¢he
forecastMAR and the expenditure building blockshe corporate tax rate is currently
28%:>

The term credispread differential building block

B40 The term credit spread differential (TCSD) is used to adasdtflows of suppliers
which have issuetbngerterm debt than that assumed when calculating the WACC
rate. Transpowepnly needs to maka relatively minor agistment to the forecast
MAR!*®

151 Commerce CommissiotiTranspower Input Methodologies Determination [201R[ZCQ7, 29 June
2012, clauses 3.1.2 and 3.14though Transpower proposes its opex allowance by categories and for
each year of the regulatory period, Transger has the ability to transfer its operating expenditure
between classifications and years.

Transpower INg, Part 3, Subpart 4; arldcome Tax Act 200@&s at 1 April 2014), Schedule 1, Part A,
paragraph 2.

152

153 Transpower IN, clause 3.5.10.
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The economic value account is used to transfer revenue adjustments from year to year

B41 We propose to retain use of the EV account. Balances in the EV account brought
forward from RCP1 will be applied in setting or updatingR@P?2 forecast MAR, as

applicable™*

B42 The EV account is the mechaniased to transfepositive or negative balances from
one year to the next. For example, if Transpower ensgovers from consumers in
one year, that amount enters the EV account regglin the forecast MAR for the
next year being reduced

B43 Any balances in the EV account that are carried forward from one year to a later year
will continue to be adjusted at the 75th percentile WACC.

We propose casiilow timing assumptionghat will result in more accurate forecasts

B44 As discussed in Chapter 3, for RCP2 we propose to usél@astiming assumptions
in the forecast MAR calculations that more accurately reflect the timing of
Tr ans p o we rcasksflowsthan thasa used in RCP1. The cietv timing
assumptions for each forecast cabw are outlined inTable B1

Table B1Proposed caslflow timing assumptions

Cashflow Proposed timing assumption

Slightly later than migyear on average, reflecting the fact
Revenue that revenue is earng on standard cotmact terms (ie 20th of
the month following supply)

Commissioned assets Monthly based on forecast commissioning dates
Opex Mid-year on average
Tax Mid-year on average

Passthrough costs and

Mid-year on average
recoverable costs

Term credit spread dirential Mid-year on average

154 The MAR wshup and incentive adjustment entries to the EV account for the 208 4ear of RCP1 will
not be calculated until October 2015 (ie, after the commencement of RCP2), so they will not be factored
into the forecast MAR that we set in October 2014. Thoser lantries will be taken into account in the

first update of the forecast MAR and-1Wwuptlated be r ecove
forecast MAR.
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We propose to washup any over or underrecoveries of revenues from consumers
The MAR washp will apply each year in RCP2
B45 We propose to retain the MAR wasip approach from RCP1>

B46 Following theend of each disclosure yeanding 30 June, Transpower will be
required to carry out a revenue waslp calculation The waskup involveseplacing
in the building blockshe forecast values used to calculate the forecast MAR

B46.1 with the actual values for that yedor RAB, depreciatigrand taxand

B46.2 for the opex allowance, an updated version of the original opex allowance
adjusted only fothe actual CPI in place of the forecast.GRls treatment
of the opex allowance is the same as for REP1.

B47 Thiscalculationresults in theactualMAR.The waskup process is referred to as the
MAR waskup.

B48 The MAR washp is designed to ensure that, over timlganspowets actual
financial performance reflects the impact of Transpowesr i ncent i ves.

B49 Any resulting revenue difference between the actuaARland the actual net
transmission revenues receivei@,(revenues net of pasthrough costs and
recoverable costs) is recorded in tB&account. Any balarecin the EV account is
then applied in the next avatoadpdbthee pri ci n
forecast MAR for Transpower's pricingliat later pricing yearWe refer to this as
the forecast MAR update.

Washups of pasghrough costs and recoverable costs

B50 Tr ans p o wthroughscosps amsl secoverable costs are excluded from the MAR
washup. As a result, no entry is made in the EV account for any differences between
the forecast passhrough costs and recoverable costs used in setting the forecast
revenues each pricing year.

B51 As discussed in Chapter 3, for RCP2 we propose that Transp@yanakeaccrual
accounting adjustments for differences between the forecast costs and the actual
costs incurred, and for any disparity between the actual costs incurred and the actual
revenues recovered from consumers for these costs.

1% commerce Commi ssi-Qualilindi Ratdhua( TPansgower) Reasons

Chapter 3, section 3.9.

Commerce Act (Transpower Individual R@eeality Path) DeterminatioB010[2010], Decision No. 714
Schedule E.

156
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Adjustments of recovable costs

B52

B53

Transpower has advised us thaistprojecting to underspend its RCP1 opex
allowance due to scope changes to RCP1 opex projects that haveiaf®ER1. It
has indicated that it wishes to voluntarily forgo some of the IRIS benefits that will
accrue to it in RCP2 recoverable costs as a result of this underspend dfbpex.

Asthe reduction in revenues proposed for RCP2 by Transpower for underspent RCP1
opex is voluntary, we do not propose to set in place any mandatory mechanism in

the individualprice-quality path determination to give effect to the adjustment. For
simplicity we propose that any voluntary revenue reduction made by Transpower in
respect of prior underspent opex would be recognised as a further voluntary
reduction in the forecast MR (and/or MAR washp) rather than as an adjustment

to recoverable costs.

Alignment of the opex allowance for the MAR waghwith the IRIS

6.33

6.34

6.35

6.36

Under the RISnput methodology we need to set an amount of allowed controllable
opex for each disclosure year acER2">®

The term ‘allowed controll able opex’ as
allowance specified in the individual prigeiality path determination for opex in
categories specified as controllable.

The IRIS measures the difference between th@nsd controllable opex and the
actual controllable opex, being the difference between the controllable opex amount
recovered by Transpower in its revenues and the actual controllable opex incurred.

Our draft decision is that the allowance for this purpose t he-upwa s ped
allowance as used in the MAR wagh calculation.

MAR waskup process

B54

The MAR waship process is described in Figure B2.

157 Transpower IN, clauses 3.6.2(2) and 3.1.3(1)(a).

158

Ibid, clause 3.6.1.
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Figure B2MAR washup building blocks
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When the individual pricequality path may be recosidered during RCP2

B55 The input methodologies provide only limited opportunities for the pgeality
path to be reopened during the course of a regulatory peritd.

Revenue impact of major capex approved by the Commission

B56 The input methodologies allow theconsideration of the price path as a result of
approval by the Commission of major capex that was not already approved at the
start of the regulatory period. This particularly applied for RCP1 due to the significant
major capex then in train or about teelnitiated during RCP1.

B57 The revenue impact of any approved major capex is given effect through the updates
of forecast MARs during the regulatory period. In RCP1 these updates were made
yearly'®

B58 Our draft decision is to retain thgearlyforecast MAR upda mechanism in the
individual pricequality path for RCR2Vhile its effect may be less material for major
capex approvals due to the levelling off of major capex amounts, such a mechanism
woul d be justified and nec erkdescrbgdbélowr t he

Change in net costs as a result of a catastrophic event

B59 The input methodologies allow the reconsideration of the individual pauality
path as a result of a catastrophic event that materially impacts the price path or the
quality pah. The reasons for allowing reconsideration of the individual pojicality
path and the threshold for allowing such consideration during the regulatory period
are set out irour 2010input methodologies reasons pap&Y.

B60 See Attachment D for our discussion how the pricequality path would change if
there was a catastrophic event.

wS@SydzS AYLI OG 2F WiAAGSR LINRB2SOGaQ o6las OFL
B61 Our draft decision is that the individual priggality path determination will include
a framework forconsidering increases to the base capex allowance during the course
of RCP2. Subject to the outcome of consultation on an amendment to the price path
reconsideration input methodology to give effect to this mechanism, any
adjustments to the base capex allance would then feed into thgearlyupdates of

the forecast MARThis would baimilar to the updates allowed in the input
methodologies for newhapproved major capex projects.

159 Transpower IM, Part 3, Subpart 7.

%0 commerce Commi ssiQonalftgpdPatduédTrBnspewer) Reasons

Chapter 3, part 3.8.

1l cCommerce Commission “Il'nput Methodol ogies (Transpowe

7, part 7.4.
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B62 This pricepath reconsideration provision would require amendments to the
Transpower IM - see Attachment C.

B63 We haveexcludeda list ofthe proposed expenditurérom the base capex and opex
allowances used to set the forecast MAR RCPZTheexpenditureproposed by
Transpower for each listed project mag considered by the Comissionduringthe
course of the regulatory perioif specified trigger conditionand approval
conditions ae met Additions to base capex allowances may then flow through to
forecast MAR through thgearlyprice path reconsideration process.

B64 Transpowelhas identified five large reconductoring projects that would fall within
our categorisation of listed project$ranspower anticipates the projects that would
be subject to this frameworwould total $118 million foRCP2and $275 million
over the life of he proposed projectéseeChapter 5. These proposed amounts are
indicative only and would be subject to further refinement and evaluation before
they could be considered as an adjustment to the base capex allow&nce.

B65 Under our draft decisionfranspowemvould submit an application to the
Commission for appral for each project. We would thameview the applicationlf
we foundthe conditions outlined in the individual priggidity pathhadbeen met,
we wouldreconsider the individual prieguality path b provide for the revenue
impact of the additional base capex allowance for the relevant listed project.

B66 We propose that the following conditions be met before approval for the
expenditure is given

B66.1 Transpower has undertaken a cdstnefit analysis commensate to the
project size and complexityhis is a requirement for any base capex project
costing morethan $20 million®®

B66.2 The costbenefit analysis mugeflect the efficient costs that a prudent
supplier subject to individual prieguality path regulatia would require to
meet or manage the expected demand for electricity transmission services

at appropriate service standards during RCP2 and over the longer term, and

162 1y anspowerr & ERrpeepnadsialu Regul at ory Contr ol Period
indicated that detailed technical studies are yet to be completed to determine whether or not it is
economic to enhance capacity. Enhancements to capacity may cause the listectptojfall outside the
definitions of asset replacement or asset refurbishment. If this occurs, the listed projects would no longer
be base capex projects and would then appropriately be progressed instead as major capex proposals.

163 Capex IMclause 2.1.Transpower must undertake a cesenefit analysis consistent with determining

‘expected net electricity market benefit’ (see
interested persons.

1747579.3
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comply with applicable regulatory obligations associated with those
services-%*

B66.3 The costbenefit analysis must include consideration of alternatives.

B66.4 Transpower has consulted with interested persabensultation with
interested persons should be of a sco]
nature, complexity, impact and significanta.

B66.5 Transpowehas demonstrated current and future need with reference to
demand and generation scenarith§

B66.6 Transpowehasdemonstratel that its Board of Directors has considered
and approved the business case for the listed project at least at the
Transpower BC3 appralgate level.

B66.7 The BC3 approval by the Board must include a fully completed Transpower
‘quality assurance checklist’

B66.8 Transpower s @eadyuestiosapprovagnraform eoealtd
that required for major capex proposaf¥.

B66.9 Where asset enhancemeis more than merely incidental as an outcome of
the project, Transpower must instead submit a major capex proposialen
with the relevant provisions of the Capex {f#.

B67 Our proposed listed project framework would require Transpower to submit an
applicaion to the Commission to amend the base capex allowance to accommodate
expenditure associated with a listed project

B68 To provide expenditure forecasts that have dealt with current scope, cost and timing
uncertainty, we considefranspower should megdre-conditions beforemakingan
application.These conditions are set out below.

B68.1 Undertake a cosbenefit analysis and consultation line with clause
3.2.1(a) and (b) of the Capex-+Huhere a costbenefit analysis consistent

4 The “ex penditure o0bj eaperativgand cdpital expanditure is o eflectthg ect i ve o

efficient costs that a prudent supplier subject to individual piiemlity path regulation would require
to: i) meet or mange the expected demand for electricity transmission services, at appro@igiees
standards, during the next regulatory control period and over the longer term; and ii) comply with
applicable regulatory obligations associated with those services.

165

Capex IMclause 8.1.2.
As defined irCapex IMclause D4(1).
SeeCapex IMclause 9.2.1.

See footnoteb3.

166

167

168
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with determining expected net eledtity market benefit is one that applies
an expenditure objective such that the proposed capex reflects the efficient
costs that a prudent supplier of electricity transmission services would
require to

B68.1.1 meet or manage the expected demand for electricignismission
services, at appropriate service standards, during the regulatory
period and over the longer term; and

B68.1.2 comply with applicable regulatory obligations associated with
those services.

B68.2 Demonstrate the current and future need for the applicable pegd
assets by reference to the demand and generation scenarios in clause D4(1)
of Schedule D of the Capex IM.

B68.3 Demonstrate the consideration of alternative options for carrying out the
listed project, including noneplacement and demolition, enhancement o
development of alternative assets, and ntansmission solutions

B68.4 Demonstrate that its Board of Directors has considered and approved
(subject to Commission approval of additional base capex allowance) the
business case for the listed projectatleasta Tr anspower’s BCO03
in circumstances where the business c.
completedquality assurancehecklist.

B68.5 The application would also need to be accompanied by a certificate from
Transpower’s CEO, confirming that:

B68.5.1 the information underpinning the application was derived from
and accurately represents, in all material respects, the operations
of Transpower; and

B68.5.2 the listed project to which the application relates was approved in
line with the applicable requirements of Transpe rappsoval
processes oflirectorsand management.

B69 The certification element of the listed project framework would require
amendments to the Capex INDur general approach for determining pools of
expenditure (such as the base capex allowance) is toiregertification at director
level

B70 However, the significance of the cost of each listed praojact the projectbased
nature of the framework envisaged to deal with thesests)led us to a view that
certification requirements similar to those for majoapex proposals were more
appropriate here

B71 After receivingan applicationwe would consider and evaluate it Ime with the
consultation requirements and evaluation criteria in the Capex IM that apply to base
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capex Wewouldthen decide whether to apfeve an amount for inclusion in the
base capex allowance, and what that amount might be.

B72 Revenue impacts of increased base capex allowances associated with listed projects
would then flow through to the forecast MAlpdateeach year

B73 This element of thedted project framework would require amendments to the
Transpowelnput methodologiessee Attachment C for further details

1747579.3
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Attachment C Proposed changes to the input
methodologies to implement our draft decisions

Purpose of this attachment

Cl The purpose of this attachent is to identify a number of changes to input
methodologies that we consider may be necessary or appropriate to inedcze
setting Tr ans p o wueltypathfar RGP2.vi du al price

C2  These possible amendments will be publicly consulted on separabetythe
consultation on our draft decisions on the individual prgpeality path Summaries
of the possible amendments are included in this draft reasons paper for
completeness only.

Determinations affected by the possible amendments

C3  We will consult on prposed amendments to the following input methodology
determinations:

C3.1 Transpower Input Methodologies Determinatif2012] NZCC 17
(Transpower IM); and

C3.2 Transpower Capital Expenditure Input Methodology Determinafii?]
NZCC 2 (Capex IM).

Overview of propsed amendments

C4  The input methodologies proposed for consultation relate to:

C41 * Reconsiderationqodal any i padi g Ra@tat aps p «
3, Subpart 7)where a terminology change would be made to align the
provision dealing with any recongdation of the price path for a
catastrophic event with the new revendimked grid output measures that
will apply from the second regulatory period;

C42 " Reconsiderationqgodal any i padi h§Ra@tat aps p «
3, Subpart 7), to provide faevenue impacts of thease capex contingent
framework proposed for the individual prigguality pathto flow through
the forecast MAR as part of thearlyrevenue update process;

C43 “ Specification odPap3 Subpartl), (opnovedarfs power
Transpower to recovethe prudent additional net opex costsincursin the
period between the time of a catastrophic event and a reconsidered
individual pricequality pathtaking effect

C44 ' Specification odPap3 Subpartl), (odvidafors power
Transpower to recover its opex incurred in respect of approved major capex
projects as recoverable costs;
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C45 *“ Capital expenditure (Capex | ), to .
reflect changestothRe ser ve Bank of rMewBZe&l and’
Policy Targets Agreement (PT#)ich would be used, among other things,
in setting the base capex allowance for RCP2; and

C46 “ Gener al Pr ovi sg Rart¥), 'to a(ndnd taerdsfipitonveg r | M
‘“related party’ t o doatondthaitermmthe r r eac h
individual pricequality path and information disclosure.

Aligning reconsideration of the priciality path with the new quality standards

C5 The input methodologies currently refer to quality targets by reference to a specific
clause in the RCP1 individual pHgeality path determination. With the
implementation of the revenudinked grid output measures in RCP2, the reference
to quality targets will no longer apply for the individual prupaality path
determination.

C6 Aconsequece of this is that references to ‘'q
quality path reconsideration provisions in the Transpower input methodologies
should be supplementedith references to revenudéinked grid output measures
that the Capex IM requas toapply from RCR2Ne consider the appropriate
reference should be the lower boune, the collars of each of those revernliaked
measures.

C7  The input methodology amendments that we consider may be requaredo the
Transpower input methodology rensideration provisions for catastrophic events,
and to limits on extent of our reconsideration for an individual pucelity path

Base capex allowander W{ A &oiitiSgerRexpenditure

C8 Tr ans pmopasedbase capdrr RCP2 excludes expenditure @asated with
five large reconductoring projects. Transpower proposed that these projects be
submitted to the Commission for separate approtfal.

C9 The proposed expenditure totals $118 million for RCP2 and totals $275 million over
the life of the proposed prejcts. These proposed amounts are indicative only and
would need to be subiject to further refinement and evaluation before they could be
included in the base capex allowance.

C10 To allow for approval of the base capex on these projects after we have determined
the base capex allowance for RCP2, Transpower asked us to consider an input
methodologyamendment to allonR&Rprojects that have a high cost, broad scope
and/or uncertain timing (such dsme reconductoring) to be included as part of the
major capex apmval process.

169Transpower, “Expenditure Proposal Regul atory Contro
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We consider instead that expenditure &&Rprojects fall appropriately into the

base capex portfolio and should be subject to the evaluation criteria and incentive
mechanisms that apply to base capebowever we accept that until Transpoweas
donefurther assessments and detailed technical studiesté&gsroposalindicatesit
intends to do), the five projects identified by Transpower currently have high scope,
cost and timing uncertainty.

We consider it appropriate to exclude that proposexpenditure from the initial
determination of the expenditure allowances in setting the forecast MAR for RCP2
that the need, timing or cost of each project was uncertain when Transpower
submitted itsproposal.However, we do not consider excluding the erditure for

the full term of RCP2 would meet the purpose of Paiiedeclusion would not
incentivise Transpowdb invest in replacement assets and improve efficiency).

The projects relate to a number of reconductoring requirements that we consider
might justifiably need to be carried out in RCP2. Delaying the projects to the third
regulatory period for inclusion in the base capex allowance for that regulatory period
may not be in the interests of consumers.

We therefore propose that the RCP2 individpate-quality path determination
includes a framework for considering increases to the base capex allowance during
the course of RCP2. Including this framework in the individual ouiedity path
determination rather than proposing a permanent amendmémthe Capex IM

reflects our expectation that Transpower will be in a position to comprehensively
propose a base capex allowance for RCP3 that would include all foR&Rst

projects Our expectation is that the framework would not be required for RCP3 or
beyond.

Subject to the outcome of consultation on an amendment to the price path
reconsideration input methodology to give effect to this mechanism in the individual
price-quality path determination, we propose that any adjustments to the base
capex allowace in RCP2 would feed into thanual updates of the forecast MAR,
similar to the price path reconsideration allowed in the input methodologies for
newly-approved major capex projects.

Our draft decision is that the individual priggiality path will conain a framework
where:

C16.1 these base capex projects with a value greater than $20 mélwithat
currently have high uncertainty on forecast cost, scope and timing will be
identified as listed projects in the individual prigaality path
determination at he start of the regulatory period,;
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C16.2 if certain defined preconditions are later met during the regulatory period
(ie, requirements aimed at reducing the cost, scope and timing
uncertainties), Transpower may apply to the Commission for an increase to
the ba® capex allowance for the remaining years of the regulatory period
to take account of the proposed expenditure on a listed projétt;

C16.3 the Commission will evaluate any applicatiorine with the relevant base
capex criteria and processes set out in the &ajM and determine a
monetary amount for any increase in the base capex allowance; and

C16.4 revenue impacts of the increased base capex allowances associated with the
approved listed projects will flow through to the forecast MAR as part of the
yearlyupdate each year in the same way as nexalyproved major capex
projects.

Additional net opex incurred as a result of a catastrophic event

C17 Our'in principlé view is thatTranspower may recovemy additional prudent opex
that arises in the period between a catagphic event and a reconsidered individual
price-quality path taking effect, at our discretion.

C18 We propose that any such costs approved by the Commission would be a
recoverable cost. Howevethis would require a variation to the input
methodologies.

Treatng forecast major capex as actual opex during the regulatory period

C19 The individual pricguality path for RCP2 aims poovide greatemaccuracyn its
reflection of expenditure ormajor capex prjects between capex and opex. TS i
intended to reflect thathere may be some circumstances where the expenditure
amounts we apprové the major capex allowanaeayimplicitly include items that
in the course of the projectnay ultimately be required to be accounted for as opex
(such as project feasibility as$ ortreated under GAAP accounting as opather
than capex’*

C20 A similar issue arose in setting the individual pigeelity path for the first
regulatory period, where we needed to address the treatment of transmission
alternative costs, which are cldgmot accounted for as capex for GAAP purposes.

170 see Attachment B for our proposed detailed specifications for the content and CEO certification of a

application for approval of a listed project in RCP2.

M External Reporting Board “New Zealand Equivalent to

Plant and Equipment (NZ IAS 16), issued November 2004 and amended up to 28 February 2014. This
acounting standard sets out examples of various situations where project expenditure may not be
capitalised into a capital asset for GAAP accounting purposes. In those cases, the expenditure would be
treated for GAAP accounting purposes as opex.
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We concluded that allowing those costs to be treated as recoverable costs is the
most appropriate treatment under the individual pricpiality path®"

C21 This has the effect of taking the resulting opex outslteIRIS opex incentive
calculations and is intended to be neutral with respect to the incentives.

C22 A key issue supporting that same treatment for major capex that ends up getting
accounted for as opex, is to again ensure that the accounting treatmentruues
impact on the neutrality of the incentive mechanisms between the two different
types of expenditureThe major capex overspend adjustment incentive in Schedule B
of the Capex IM is asymmetric (i.e. it only penalises overspends and does not reward
underspends). The IRIS incentive for opex is currently asymmetric, but we are
currently consulting on whether to make it symmetric (which is our preferred
approach).

C23 If our preferred approach of making the IRIS symmetrical is adopted, this would
mean that the &ective substitution arising from the GAAP accounting classification
of expenditure that was originally forecast in the major capex allowance as capex,
but then actually gets accounted for as opex under GAAP, could have the effect of
incentivising Transpeer to spend on projects in a way théoes not encourage
efficiency' "

C24 No similar classification mechanism would be required between base capex and
opex, as the respective expenditure incentives are both symmetrical and the
incentive rates are approximatealigned. Any classification of forecast base capex
across to actual opex that might happen in the course of any project for accounting
reasons should not weaken those incentives when they are considered as a package.

172 CommercecCo mmi ssi on “I'nput Methodol ogies (Transpower) R

paragraphs 7.3.65 to 7.3.67.

Under the current incentive mechanisms Transpower would be penalised for exceeding its opex
allowance, but receive no benefit for underspendingnitajor capex allowance. The natural incentive is
therefore not to strive to reduce the spending against the major capex allowance and may have the effect
of rewarding spending up to the major capex allowance. The net result may be that the overall spend o
the combined opex and major capex may exceed the major capex allowance with a negligible or negative
incentive effect.

173
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C25 Maintainingincentive neutrality wold require an ajustment mechanism to allow
actual expenditure against thepprovedmajor capex allowancghat ends up being
accounted for as op§xo berecovered in revenues in the coursetbé regulatory
period as recoverable costs. This would:

C25.1 allowTranspower to recover the total costs incurred in completing the
project on a timely basis, irrespective of whether they are capex or opex;

C25.2 continue to apply the major capex allowance for the project when assessing
the major capex overspend adjustmeandso preservehe integrity of that
incentive; and

C25.3 take the opex outside the IRIS incentive and therefore not affect the
integrity of that incentive, which could otherwise potentially impact if the
opex was treated as controllable opex for that incentive.

Forecast CPI for the purposes of setting capex and opex allowances

C26 The input methodology for forecasting CPI for electricity distribution businesses has
recently been amendedf’* This amendment ensures that the method of forecasting
CPl reflectstherecentehnge i n t he Reserve Bank’s PTA.
PTA is that the Reserve Bank of New Zealand is to target a 2% rate of CPI inflation.
This is the migpoint of the target band of -B%.

C27 The Capex I M currently appCPRIle’s itrhes etl tdiemg
capex allowances and major capex allowances.i$llso used (for consistency
reasons) in setting the opex allowance.

C28 We consider that or updated approach to setting the forecast @?lelectricity
distribution businessesisalsop pr opri at e f or Tr aquaitgower ' s
path.

C29 We cortludethat the midpointof t he Reser v e appaopriatelengr an ge
term reference point in setting the forecast CPI. This approach assumes that:

C29.1 there are no shocks to inflationtafe r t he end of t he Reser
period; and

C29.2 any monetary policy that the Reserve Bank may undertake results in
inflation moving to the miepoint of the target range after two years, before
remaining constant at that level.

7 commerce Commission “Specification and Amendment of

PriceQual i ty Pat h012)(parégraghe Jotarediddh e r
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C30 We do not propose thexact same approach as for teéectricity distribution
businesseamendment.That amendmentupdatedthed e f i ni t i on tof * f or
address matters concernirtge 2012 default pricequality pathreset'”® The
definition references the time of setting hWACC so that it takeEcount of the
fact that the WACC applying &ectricity distribution businessea that time had
beenset some timebeforethe reset (iethree yearsefore) and notset
contemporaneous with the setting of the price path.

C31 Implemerting that updated definitiorfor the Transpowemdividual pricequality
pathis not required from a policy point of view, because the CPI forecast airtiee t
the WACC is set for Trawdflpe@aoase ' s next reg
approximation of the aetal CPI assumed in the WACCr(eelong time gap that
could cause material inconsistencies).

C32 The same timing issues do not apply to TranspoWehe full updated definition was
applied to Transpower it would cause practical problems in coordinatingetteng
of the WACC and the forecast MAR in time for Transpower to set its pricing for the
first year of RCP2.

C33 In Transpower's case, the tail of the for
more material impact on the setting of the opex and baapex allowances under
the individual pricequality path thanon the start of the seriesWe consider the
Transpower def i nindsticlanggoarend thé forecascCeistdtheC P |
mid-point of the Reserve Bank target after the series in the MangPolicy
Statement runs out, which is currently 2%.

5STAYAUGUAZY 2F WNBfFGSR LI NIe&Q

C34 We have identified a problem with the current definition of related party in the input
methodologies. This will apply to both the application of the individual pojicality
path andto information disclosure.

C35 The issue is that the GAAP reporting standard indirectly referred to in the existing
definition has the effect of including all Governmartated entities as related
parties to Transpowet’®Thi s i nc | ud sharelibldea (ths Prawm)ethre’ s
arms of the Crowni€, Government departments) and State Owned Enterprises such
as Meridian Energy Limited, which is an unintended consequence.

% commerce Commi ssi o5 DeRWtPcdQuinahgt yhe€aBs0for 16 EIlect

(30 November 2012), paragraph 4.19.

External Reporting Board “ New Zealmad24 Relpied Rardyl ent t o
Di sclosures (NzZ I AS 24)"” paragraph 9. | ssued Novemb
2012.

176
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C36 The intent is that the definition only ca
subs i di ar i es an d-gridl activities, pather ¢han' those of @ntities
outside the immediate Transpower group.

C37 We developed information disclosure requirements for the disclosure of related
party transactions. For the purpose of information disclesuelated parties are any
business units of Transpower that supply services other than electricity'fii€ke
same requirements are to apply to the individual propgality path RCP2.

C38 Related party transactions must be valued based on, or linked tejfsgEobjective
and verifiable information. The terms (especially price) and conditions agreed
between the related parties can influence the information disclosed by the regulated
entity. This in turn cahinderaninterested persofs ability to assess pfitability.

C39 For this reason, different considerations apply to the disclosure of related party
transactions, as compared to other transaction values, so it can be clearly
demonstrated that the transaction prices approximate what could be expected in
a r nmeéngth transactions. As a result, the disclosed transaction value may differ from
the actual transaction value.

C40 Rather than apply a limitation on our interpretation of the existing definition or
provide Transpower with an exemption from the definitiorthye accounting
standard, our preferred approach is to make a corrective amendment to the input
methodologies.

wSljdzSad FT2NJ O2yaARSNIGAZ2Y 2F WSELISYRAGIZNBQ o

C41 Transpower requested us to consider amending the baswluch the base capex
expenditure adjustment wil/l be calcul ated
recognition t o arhiswouddxopleapplyitotthe cakulation af she s
incentive for RCP2 and not to the initial calculation or updafebe forecast MAR in

that regulatory periodT hey woul d remain on a ‘commi sSsSi
and calculation.

C42 We have considered this request based on our experience working with Transpower
and its adviers in the first regulatory periotb apply the similar major capex
overspend adjustment

C43 The practical concerrthat Transpowedescribed to us by relate to the adjustments
for the disparity between the forecast CPI and the actual Ty also relatéo the
disparity between the forecagoreign exchangeates and the actudbreign
exchangeatesthat apply to base capex projects commissioned in a year.

177 . . “ . . .
Commerce Commi ssi on I nformation Disclosure Require

February 2014), paragraphs
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C44 Because the base capex allowance for a year is a fungible pool of allowable
expenditure, it is not possible to make those disparity adjusttaén the degree of
accuracy that can be achieved for the individualiyproved major capex projects.

C45 We consider these practical implementation issues can be overcome by treating the
base capex commissioned in any one year as one large project and toairgrout
the necessary disparity adjustments on a commissioned basis. This may require some
form of extrapolation of an expenditure basis adjustment for the forecast CPI and
forecastforeign exchangeates.

C46 Our draft decision ithat the matter does notequire theCapex IMo be amended
and can feasibly be handled by working with Transpower on a practical protocol for
applying the base capex expenditure adjustment.

1747579.3
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Attachment D How the pricequality path would change if
there was a catastrophic event

Purpose of th attachment

D1 This attachment sets out our conclusions on wheydo not consider that any
additionalexpenditureallowance omew pricequality pathmechanisms are required
forTr a ns p o w-qualitypathofor thecnext regulatory periad compensate
Transpower for any potential additional net costs or lowban-forecast revenues
resulting from duture catastrophic event.

¢ NI y & L2 ¢ §udaidyapath ahaik @ Seconsidered in the event of a catastrophic event

D2  Under the Transpower input methodologies) iadividual pricequality path may be
reconsidered if there is a catastrophic event that imposes material costs. If, as a
result of a catastrophic event, Transpower expects to earn belomnal returns
under its existing individual prieguality path, a reonsidered individual pricquality
path allowsfor Transpower to have an alternative path determinauanex ante
basisbased on the best information availatdé that time. This would require a
reconsideration of Tr ans prwesdéorfutise yeapsefx and
the regulatory period.

I Ol GFradNRLIKAO S@Syid oAttt KIGS I Y2NB YI iSNR
revenues

D3  Transpower is subject to a revenue cap. This meansittfetes limited exposure to
the risks associated with l@wthan-forecast revenues due tofature catastrophic
eventTr anspower’s revenue r icaskfewsandpottbi mi t ed
its ability to recover the full building blocks revenue amount for each year.

D4 A catastrophic event is therefore lilgeto have a more material impact on
Transpower’s costs. This includes Transpo
cappedexante under the individual pricguality path determination and major

capex'’®

We propose to allow Transpower to recover any prudesdditional net expenditure
incurred in the intervening period

D5 Transpower may incur additional costs between the time of the catastrophic event
and the reconsidered individual pricpiality path taking effect. Consistent with our
decision for Oriort/°we woud allow Transpower to recover prudent net additional

178 \wenote that the input methodologies allow for the value of assets that are damaged beyond repair, but

not disposed of, to remain in the RAB. Transpower will therefore be able to continue to recover the
return on and of these assets (net of any insurancecpeals).

% commerce Commission * S -gualityi patlgfor Orive New desltind bimitedendl pr i c e

reasons paper”, 29 November 2013, Attachment C.
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costs that arise in the period between a catastrophic event and a reconsidered
individual pricequality path taking effect. This would occur through:

D5.1 an adjusted base capex allowance; and

D5.2 the recoveral# costs included in the reconsidered individual pagelity
path.

D6  We consider it appropriate to providempensation for additional net costs incurred
in responding to future catastrophic events because:

D6.1 allowingcompenséon for additional net costs helps strengthen incentives
for Transpower to focus on restoring its network in the aftermath of a
catastrophic event (without necessarily maintaining the same level of
planning and oversight as it would for business as usxa¢nditure); and

D6.2 additionalexpenditure following a catastrophic event may be vital to meet
demand in a region. Consumers benefit from this expenditure because it
helps mitigate any deterioration in quality of service.

Additional base capex

D7 Under eéthevalsati on’ i nput methodol ogy, an
a result of a catastrophic event gets added to the RAB at the time of commissioning
of the resulting asset, whether that is a replacement asset or a new asset. This has
the effect underthe MAR waskup of allowing Transpower to increase future
revenues to allow it to recover that expenditure over the life of the asset.

D8 To disincentivise Transpower overspending relative to the approved base capex
allowance, the base capex expenditure adjuent ordinarily penalises Transpower
for any amount that it overspends on base capExis has the effect of neutralising
the increased revenues described above.

D9 However,theCapexIMs base capex expenditure adjus:
Commissiond make a discretionary adjustment to the amounts it applies to. This
mechanism is intended to provide the Commission with the flexibility to exclude or
include values that the Commission considers should correctly be classified as base
capex'®®We considewusing the existing adjustment mechanism would provide an
effective way of allowing Transpower to recover its prudent net additional base
capex costs. Although the only example provided in28&2 Capex IMeasons
paper contemplated a different purpose, wensiderthat the Commission could use
the discretionary element of the base capex expenditure adjustment to reduce any

18 commerce Commission “Transpower Capital Enugrnye ndi t ur e

2012), paragraph 3.3.9. The example provided contemplated flexibility to accommodate the movement of
base capex to major capex.
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additional net base capex that Transpower has prudently incurred as a result of a
catastrophic event. This would ocdoy adjusting theamount included in theearly
base capex expenditure adjustmemthichwould allow Transpower to retain the
higher revenue allowance resulting from the wagh mechanisnt®

D10 In deciding what adjustment to make we would take into account, among other
things,the extent to which Transpower has appropriately considered substitution of
any base capex already allowed for in the base capex allowance.

Additional opex

D11 There is no similar mechanism for recovery of any prudent net additional opex
incurred before the econsidered individual prieguality path takes effect and that
Transpower incurs as a direct result of the catastrophic event.

D12 Our'in principlé view is thatTranspower may recover in its revenussy net
additional prudent opex that arises in the peribdtween a catastrophic event and a
reconsidered individualpricgu al ity path taking effect, a
discretion. We propose that one way to allow recovery of net additional opfex is
any such cost® be recovered as a recoverable cost unttex reconsidered
individual pricequality path.Butthis would require an amendment to the input
methodologies for Transpower.

D13 In deciding what adjustment to make we would take iat@ount, among other
things, the extenthat Transpower has appropriately considered substitution of any
opex already allowed for in the opex allowance.

Additional major capex

D14 Any additional major capex required as a result of the catastrophic event would
similarly be dealt with through the major capex overspend adjustment if it related to
further prudent expenditure on an existing project, or through Transpower
submitting a major capex proposal to the Commission if the event caused a new
project to be iniiated.!®

181CapexIM Schedule B, c¢clause B1,. item ‘g’ in the adjust

182 Any additional prudent expenditure on majorpEx projects as a result of catastrophic event may be

recovered by Transpower applying to the Commis$twra major capex amendment for any additional
major capex incurred as a result the catastrophic ev@apex IMclause 3.3.4)The Commission also sia
discretion to reduce the amount afajor capex to which the overspend adjustment would otherwise
automatically apply, if this is considered appropriaBapex IMclause B4). Transpower would otherwise
bear 100%value of the afteftax revenue for costsiexcess of the total approved costs for a giveajor
capexproject.
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Attachment E Supporting analysis for proposed grid output
measures

Purpose of this attachment

E1 In this attachment we present additional detail that supports our draft decision in
setting the grid output measures.

How we evaluated the grid output measures anargets

E2 We have considered Transpower’' s pilineposed
with the requirements and criteria specified in the Capex'if.
E2.1 the quality of service that reflesconsumer demands;

E2.2 the extent to which the measures are recognisedasures of performance
or measures of risk, in supplying electricity transmission services;

E2.3 the extent to which a revenubnked measure is a recognised measure of
grid outputs that are valued by customers;

E2.4 the strength of the relationship between the maares, base capex and
opex;

E2.5 whether the measure was prepared in line with policies and processes in the
base capex proposal

E2.6 the extent to which the measures align with business processes;
E2.7 the extent to which the proposed measures comply with the Capexaid;

E2.8 whether the revenudinked measures are quantifiable, controllable by
Transpower, auditable and replicable over time.

The quality of service that consumers demand atie adequacy of the proposed grid
output measures

¢ NI yalLl2 ¢ SNRa LINRasiRcisDperfsrandedanButerd vglue

E3  Transpower identified in its proposal various aspects of performance that it
considers are important to customet® These are summarisebable E1This table
also compares these important aspects of performance Withmeasures of
performance that Transpower proposed for RCP2.

183 Specific criteria for considering grid output measures that we must take into account are set out in

clauses A4 and A6 Glapex IM.

184 1y anspower ‘Expendit WLrommtRrodp Pali ofdor2’ Rg u IDatccermb e r
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E4  However, we consider two aspects are not adequately covered by the proposed
measures. These include the impact of outages on the electricity market and the
financial impact of interruptions. Thview was supported by Partna, who also came
to similar conclusion&®

Table E1Proposed measureand consumerrequirements

Consumer requirementsg aspects of
¢NJ yaLl2 ¢ SNRa LISNA
consumers value

Proposed measures that meet
consumer requirements
Transpwer ' s ability t

without interruption GP1, GP2 and GP3

Partly, by targeting the availability of
circuits that significantly affect market
prices

The i mpact that out
assets can have on the electricity market

The need o provide accurate
communications during unplanned OM1, OM2 and OM3
interruptions

The financial impact that interruptions have

Partly through GP1 and GP2
on consumers

Power quality issues such as voltage quali Partly through OM6

The view of consumegion the proposed measures and targets

E5 To establish grid output measures that are valued and useful to customers,
Transpower consulted widely with its cust
be very positive about the manner in which Transpower engagédthem in
developing the measures for RCB2#’ Likewise, there appears to be a good level
of support from stakeholders for the approach that Transpower has taken, as well as
general support for the overall outcomes.

185 Partnareport, p. 7.

186Major El ectricity Users’ Group ‘Transpower RCP2 sub

% powerco *‘RE: Cross submission on t hqealitypatband s Paper o

proposal for the next regulatory control period’ (1
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2014
(3

E6 Inresponse to the questions thatenpublished in outssuegpaper, consumers
submitted additional feedbachn particular, feedback included that the following
would be valuable:

E6.1 a measure of performance and reliability of notifications for planned
interruptions;®®

E6.2 improved reporting on irgrruptionsafter anevent;**°

E6.3 quarterly reporting on GP1, GP2, OM5 and Of#6;

E6.4 reporting on the financial impact of interruptions on custométs;

E6.5 investigations on power quality measures and momentary interruption
targets!®?

E6.6 marketbased measuremcluded particularly for HYDC and HVAE;

E6.7 alinkto some of the other measures to revent;

E6.8 refining theVOLIwith the Electricity Authority?>

E6.9 arefined report of timeon Nsecurity to include the number of times special
protection schemes are activatéd®

E7  Having consided this feedback, and considered what is feasible to introduce for
RCP2 we have:

E7.1 included three additiongberformancebased grid outputmeasures (OM7,
OMS8 and OMBYthat are not linked to revenue

E7.2 revised the targets for three categories of points of siygp the GP1
measure;

E7.3 accepted all other targets proposed by Transpower.

1% Meridian *Tr anspower RCP2 submission’ (3 March

18 carter Holt Harvey ‘Transpower RCP2 submission’

19 1bid.

191 1pig.

192" |bid,

193Meridian‘Transpower RCP2 submission’ (3 March 2014), p.

194 .

Ibid.
1% carter Holt Harvey ‘Transpower RCP2 submission’

196

Ibid, answer to Q24.
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Details orthe three new performancebased grid output measures

E8  Grid ouput measure OM7Under this measure Transpower will report the
estimated energy not supplied, MWh, due to wnplanned interruptions. The report
shall disclose the estimated energy not supplied, the date, time and duration of the
interruption for eachpoint of serviceThis new measurallows consumers to
estimate the financial impact of interruptions, using @LLapplicable to them.

E9  Grid ouput measure OM8Transpower will report the number of times it does not
meet the start times of planned outages, and the reasons for the delay or
postponement. We are mindful that market requirements are one of the main
reasons for Transpower not being able to start its planned outages on time. For this
reason, OMS is likely to continue to be a reporting measure in the foreseeable future
and not linked to the revenue. We note that in Australia, transmission operators are
rewarded, with an incentive ofip to 2%o0f revenue for scheduling planned outages
that reduce the impact of the outage on the electricity mark&t.

E10 Grid ouput measureOM9: Thisgrid output measurevill incentivise Transpower to
provide reports on interruptios to supply to affected parties within a reasonable
timeframe following an interruption. Consumers indicated that they wanted
Transpower to regularly report on how it was performing in terms of GP1, GP2, OM5
and OM6'°® We consider thategularadditional reporting on these measureis not
very productivelnstead we consider that it is more useful to consumers and
interested parties for Transpower to report, in a timely manner, the reasons for any
interruptions and the corrective actions that Transpower teden or plans todke.

We expect that this will assure affected consumers that Transpower isédcuns
resolving supply issues that affect them.

The extentthat the measures are recognised measures of performance, or of risk in
supplying electricity trasmission services

Ell To evaluate their appropriateness, we reyv
with those used by transmission network owners in Australia and the United
Kingdom'®* We found that some measures used by other transmission network
ownersaremt fully addressed by Transpower'’'s ¢
measures that signal the economic impact of interruptions and the market impact of
outages had not been included’

197 Partnareport, pp. 31 and39.

Carter Holt Harvey *‘ Tr amts20l@d)w@2lan®@3B.2 submi ssi on’ (3
199
Partnareport.
Ibid, p. 6.

198

200
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E12 Our draft decision is to include an additional measure (OM7) for enavggupplied
for RCP2. This measure should enable consumers to assess the economic impact of
interruptions. We note that Transpower has stated that it will develop the asset
performance measures to be more markedsed. Transpower has included this as a
business improvement initiative during RCP2.

The strength of the relationship between the measures, base capex, and opex

E13 We consider there to be only a weak link between expenditure forecast and the grid
asset and service performance measures that Transp@naggosed. We observe the
following:

E13.1 Itis not clear to us whether Transpower has correctly targeted its
expenditure for i mproving performance
The manner in which Transpower calculated the targets for GP1 predicted
thatTr anspower needed to focus on i mpr o\
priority’ points of supply. Transpowe
directly connected to these points of supply.

E13.2 Our analysis showsthath e act ual perfor maswote of ‘I
supply is close to thleng-term targets Deviations fronactualperformance
were caused by high impact events in partshef grid not directly
connected to the points of supply. This means that expenditure may need to
be targeted elsewhere to redudeterruptions cause by the high impact
events. On this basis, Transpower may need to revise its priority.

El4 The above observations and concerns al so
seen inFigure E5in the last three years, the performance ae#e points of supply
has been close to or even below the letegm targets.

E15 As part of its initiatives Transpower will be developing a better model to link
performance with expenditure. At a high level we expect the model to be able to
demonstrate the effet shown inFigure E1

Figure E1Link between performance and expenditure

Y

Y Performance Actual Asset heath
Quality of -based Asset Capex and required to
service that »  measures » health grid > Opex [~®| deliver target

customers output performance
demand sets measures
the reliability
requirements
Asset

capability

grid out

measures

1747579.3



117

The proposed measures comply with the requirements of the Capex IM

E16 We are satisfied that the revent@aked measures are quantifiable, controllable by
Transpowey auditable and replicable over time.

E17 The Capex IM also requires the Commission to determine one reverkasl
measure of asset performance and one revetlinked measure of grid
performance®® Transpower proposed and we accepted three revetinked
measues for grid performance and two for asset performance. We are satisfied that
Transpower has met the requirements of the Capex IM in relation to grid output
measures.

E18 An asset performance measure quantifies the performance, reliability or availability
of the grid at either the level of individual assets, substations or the wholeYrid.
Transpower has proposed the number of interruptions, average duration of
interruptions and P90 duration of interruptions as three grid output measures. We
are satisfied thathese three measures comply with requirements of Capex IM.

E19 A grid performance measure is not defined explicitly in the Capex IM. Transpower
has proposed the availability of the HVDC system and availability of selected critical
HVAC circuits as grid perfoamce measures. We are satisfied that these measures
quantify the level of service provided by the core grid.

E20 Clause F11 of the Capex IM sets out the information Transpower is required to
provide for grid output measures. However, in aigw, Transpower hanot clearly
described the relationship between the measures and the key purpose of the
investment, or the effect that the base capex would have on the meastiogse
able to provide this information for RCP3, Transpower has agreed to further develop
these measures, as set out in Chapter 6.

The extent to which the proposed targets for revendimked measures are reasonable

E21 One ofourconcernswitif r anspower ' s igthaitheyseman t ar get s
constant ovelRCP2andas suchgdo notcontinue to challege Transpower to
improveits performanceover the five year period

E22 Transpower s mai n agtipgitotargetishas been taise historical
averageslt had notlinkedthe relationship betweeriorecastperformanceof the
grid andthe investmentsmadesince 2012Many of these investments, as well as

those in Transpower ' ' s RCR®&mprogerperformantes ar e
For this reason we expected to see a larger impact on grid perfornthaoas
provided in Transpower'’'s proposed targets

201 Capex IMclause 2.2.2.

202 Capex IMclause 1.1.5definitions.
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Onexamination of the informatioprovidedby Transpower, weoncludedthat the
proposed targets for high priority, standard anesBicurity points of service

appeared to beeasilyachievable. Given the focus of investment, we examined this
further.

One of the reasons we found for the soft targets is that Transpower had based its

RCP2 target on the average of its historical performance. AUFLS events had caused a

proportionately large number of interruptiorend has biased the average away from
mport e
points ofservice. These, in turn, had made the targets for these points of supply less
challenging.

underlying perfomance particularly for hi gh pri ori ty’ ,

A problem with including AUFLS in the data when setting targets is that there is a
potential that such targets may provide an incorrect focus for investments to
improve performance. This is because AUFLS events are not generally caused by the

failure of assets gboints of service but are normally due to events, often remote

from the pointsof service, that disconnect significant generation from the system.

In order to make the targets more appropriate, we asked Transpower to revise its
targets, caps and collars by removing AUFLS interruptions from the data. The results

are shown irFigure Edelow:

Figure E2Amended historic performance and revised targets for GP1
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Foexampl e Transpower proposed a target
in high priority points of supphActual performance in six out of the glaseven years
was below Transpower’s proposed target

Transpower did not exclude outliers caused by other events, such as the one in
2009/10 for high priority points of supply shownkigure E2We agree with
Transpover that in order to improve performance of a point of service, it needs to
improve the performance of all the assets supplying that point of service. Therefore
we are satisfied with Transpower including high impact incidantsusing averages

to settargets for thegrid performanceaneasures, except when the effect of such
events is disproportionately worséan the underlying performance.

Table Eahows the historical performance by the category of point of supply and
Transpowe ' s pr o p 0% ’heltablemalsg demanstrate the impact of the

of

of

removal of AUFLS events from Transpower ' s

In making our draft decisions, we did the following:

E30.1 we removed interruptions due to AUFLS from the histdeata used to set
the targets for the grid performance measures, GP1, GP2 and GP3

E30.2 we used the median of the historic data with AUFLS removed to set the GP1
target for high priority points of servigce

E30.3 we amended that target for standard points of servicdime with the
observed trend of improving performance

E30.4 we amended that target foN-securitypoints of service to allow for
improvements in performance due to recent investments to improve
reliability such as autoeclose. We intend to review this draft
decision/target once we have seen actual performance in 2013/14

E30.5 we have provisionally accepted the targets for important points of service
but intend to confirm our draft decision/target once we have seen actual
performance in 2013/14and

E30.6 we have acceptethe targets for GP1, GP2, AP1, AP2 and GP1 for generator
points of supply.

2

04Transpower ‘"Expenditure Propoédl DEoemRegubkatiayjy
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Table E2Proposedtargetsfor GP1 (number of interruptions)

Historic Historic ¢ NJ y &L

o’ o e €O YILE woe el 2 vvaaa
PRl g AUFLS prop . g draft targets
category target interruptions targets AUFLS without
P interruptions AUFLS

High

o 2 7 4 2
Priority 5 S

Important 8 13 11 10 9 9
Standard 39 33 33 28 28 26
Generator 11 11 11 11 11 11
N-security 63 69 67 68 66 50

Table E3Proposed targets for GP2 (average duration of unplanned interruptiensinutes)

Historic Historic ¢ NI yalLki

T mersgewan ¢ JIYALE e ol g vva s

bRl g AUFLS prop : 9 draft targets
category target interruptions targets AUFLS without

P interruptions AUFLS
High 30 89 65 97 70 70
Priority
Important 30 161 100 155 100 100
Standard 60 72 65 66 65 65
Generator 60 177 130 177 130 130
N-security 60 93 80 93 80 80
Table E4Proposed targes for GP3 (minutes)
L Historic ¢ NI yalLl

. N Historic o .

Point of ¢ NI yalLx . ¢ NI yaLJ average revised < x
suppl long-term average with roposed without targets f2YvAaa
PRl g AUFLS prop . 9 draft targets

category target interruptions targets AUFLS without

P interruptions AUFLS
High 60 137 100 165 120 120
Priority
Important 90 341 240 334 240 240
Standard 130 131 130 135 130 130
Generator 240 436 350 436 350 350
N-security 215 215 215 215 215 215
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Why we consider thatosne ofthe GPltargets are not challenging

E31 AsshowninTable EandFigureE3 Tr anspower’ s revised tarc
standard and MNsecurity points of supply were still not sufficiently challengifigs is
primarily because the RCP2 targets are based on averagech are either distorted
by oneoff events (high priority point of service) or do not allow for the improving
trend in performance (Mecurity and standard points of service).

E32 The reason for the high target is thiaterruptionscaused byhigh impactfaults are
significantly higher than the underlying performance without such eveetsulting
in an asymmetrical distribution of historical performarféa.

E33 Data where the distribution is asymmetric, such as for the high priority site, historic
median can be better indicator othe underlying trend than historic averagé/e
have therefore used the median to set the GP1 targetigh priority poins of
service.

E34 For these reasons, and that Transpower ' s
performance at higlpriority points of servicé®®we consider it appropriate to
revised the GP1 targets for high priority pa@wof servicedownto two interruptions
per annum

E35 Setting this measure at two interruptions per annum appears reasonable to the
Commission because hosical performance over the past seven years, shows that
Transpower has already achieved this target in three of those seven years.

205 | 2009/10 HILP events combined with underlying performance resulted in 20 interruptions.

206Transpower ‘“"Expenditure Proposal for Regulatory Con
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We have revised the GP1 targets for stamdsites to reflect current trend
E36 We have revised the GP1 target for the standard points of supply to 26 from
Transpower’ s proposed target of 28. We <co

on theaverageof seven years of historic performance does regpiresent the
current trend in performance.

E37 AsseenifigureE4 perfor mance for ‘standard’
since 2006. We have set a target that, in our view, more accurately reflects
Transpower surrent level of performance. Our dit target of 26 is the average of
the historical performance since 2007/08.

E38 We notice that Transpower has set a leiegm target of 39 interruptions for

standard points of service. This signals that Transpower plans to reduce its level of
service to standrd points of service which is inconsistent with the current trend we
observe inFigure E4Wesuggesthat Transpower reconsiders this as part of its
review of the longterm targets.
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Figure E4l A a0 2NAO LISNF2NXIyOS | yR NBeekidmQR (I NH
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We have amended the GP1 targets feséturity sites to reflect egoing investments

E39

E40

E41

E42

E43

Figure E4lso shows the historic performance and our draft decision on the GP1
targets for standard points of service.

We also assessed whether Tsap o wer ' s pr o p esscarity sitesreflece t s f o
the recent i nvestment Transpower i s makin
response and historical data, we are not
for N-security sites is reasonable, @ have amended them.

In particular, Transpower undertogkcent initiatives to improve performanda the
grid. These include includimigvesting in autereclosersyeplacing failureprone
transformers and general renewal of ageing asséfs.do not thirk that Transpower
has taken these initiatives into account in setting its targets.

For these reasons, we consider that the GP1 targets feedurity sites should be
revised to allow for the effect of these initiatives.

We have revised the targets from @6 proposed by Transpower to 50, bearing in

mi nd that Transpower’s priority is to mai
50 interruptions represent a balance between the performance achieved in 2012/13

(29 interruptions) and additional interrupins due to bad weather like the ones in

2011/12 (23 interruptions).
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GP1 targets for important and generator points of supply are reasonable

E44 We are satisfied that GP1 targets for important and generator points of service and
all the GP2 and GP3 targets atellenging. Our assessment of these targets is
below.

E45 We reviewed these targets by considering:

E451 Transpower’s priority of improving pe:

important sites and maintaining service performance at other points of

supply?”’

E45.2 Transpowe ' s pr o pesnstargets,] on g
E45.3 the best, worst and average of historical performance since 2007; and
E45.4 trend in historical performance where applicable.

E46 Figure EShowsthe historic performance and our draft decision on the GP1 targets
for generator and stadard points of service.

E47 For generator points of service, Transpower has set atferng target of 11
interruptions. In two years since 2006, however, historical performance has been
better than the proposed longerm target, as seen in Figure E5. Sinaetdrget of
11 appears reasonable, and as generators did not submit otherwise, we consider
that this level of service reflects customer demand. Therefore our draft decision is to
accept Transpower’'s proposed targets RCP2

207Transpower ‘Ex peRdadg uluateo rPy o@orstarl o If oRer i od 2° (2 Dec
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Figure E5Historic performance and GP1 tgets for generator and important points of

service
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E48 For ‘i mportant’ points of supply, our dr a
target of 9 is tentative, subject to actual performance in 2013/14. We recognise that
Tram power ' s proposed target i s higher than

2010/11. The target is the same as the performance in 2011/12 but higher than that
in 2010/11 and 2012/13. We will review our draft decision after assessing the actual
performance in 203/14.

GP2 targets are reasonable

E49 We are satisfied the GP2 targets are challenging. Our assessment of these targets is
below.

E50 FigureE&@ hows the historical performance and
GP2Figure EBhows the historic number of intarptions.

E51 We observe that thelistribution ofaverage duratiorof interruptionsisrandom and
does not correlate witlthe number ofinterruptions. For this reason we are satisfied
with Transpowelusing historical performance as the basis for setting tarf@t&P2,
provided Transpower makes allowance for outliers.

E52 For the GP2 measures, Transpower’'s propos
hi storical |l evel s, except for ‘standard’
average. We also note thalé¢ difference between historical average and the targets
Transpower is proposing accounts for any outliers in the data. For these reasons, we
are satisfied with the targets that Transpower has proposed for GP2 measures.
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Figure E6Historic performance and GP2 tartgeby category of points of supply
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Figure E7Historic number of interruptions by category of points of supply
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E53 Transpower has proposed targets for Gieowits historical averag@erformance.
Major incidents during 2009/1thowever had significant effecon underlying data
used to calculate the target3 he result is that the overall average is raised
considerably. As shown liygure E8Transpower has already beaten this target in
four of the seven historical years. However, the approach of using histanesages
seems reasonable, and our dr af tWearc.i
interested in submissions on this point.

Figure E8Historical averages and target for GP2 for high priority POSs
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GP3 targets are reasonable
E54 Figure E%hows the historidca per f or mance and

GP3Figure EBhows the historic number of interruptions.

E55 We observe that thaistribution for the P9@uration ofinterruptionsisrandom and
does not correlate witlthe number ofinterruptions. For ths reason we are satisfied
with Transpowelusing historical performance as the basis for setting target&es,
provided it makes allowance for outliers.

E56 We observed that for categories of supply that have outliers, Transpower has

proposed targets less #m the historical averages and for other categories

S i

Transpower has proposed targets close to the historical average. We are satisfied

with the manner in which Transpower has set the targets for GP3.

1747579.3
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Figure E9Historic performance and GP3 targets by category ofrsiof
supply
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Figure E10Historic performance and GP3 target for high priority POSs
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E57 We also considered whether thaajorincidentsin 2009/10 had significant effects
on the targets for GP3. In our assessment, whileséiecidents had an effect on
underlying éta used to calculate the targets, Transpower has proposadonable
targets which have beesetbelow the historical averag&his target has also,
however, been beaten by Transpower in faf the seven previous years as seen in
Figure E10We are int@ested in submissions on this point.

The target for HYDC availability is reasonable
E58 We are satisfied that the AP1 and AP2 targets are challenging.

E59 Figure E1showsthe historical availability for pole 2, and the targets, caps and
collars.

Figure E1Historical avaihbility of HYDQor pole 2,targets, caps and collars fakP1
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E60 We are satiséd that the HVD@argets are reasonablderidian also submitted that
the HVDC target is an appropriately challenging target based on historical

performance®®

The target for HVAC circuit availability is challenging

E61 Figure E13howsthe historical availability for the HVAC circuits and the targets, caps
and collars. The graph shows that Transpower has set a very challenging target for
HVAC circuit availdiy.

2% Meridian ‘“Transpower RCP2 submission’ (3 March
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Figure E12Historical availability of HVAC circuits, targets, caps and collars for AP2
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E62 There is a risk thaargetinga high level o&vailability could incentivise Transpower
to reduce maintenance on these circuits, which may lmeto the longterm benefit

of consumersT o
Transpower

test the
'S targe

appropriat egampasedof Tr an
t natworklowneréincAastalicoTéblet r a n s mi

E5compares the availability targets for HVAC transmission tsrofiiTranspower
with transmission network ownerig Australia.

1747579.3



131

Table E5Transmission line availability targets for Australidransmissionnetwork
owners and Transpower

TNO Measure Collar Target Cap
Transpower Critical HVAC circuits 99.2 99.6 100
SPAusNe?09 Taal transmission circuit 98.4 98.8 99.1
EIectraNeg10 Total transmission circuit  99.1 99.5 99.6
Powerlink211 Transmission circuit 97.6 98.8 99.9
Transcend*? Critical transmission 97.9 99.1 99.8
circuits
TransGri&13 Transmission circuits 99.1 99.3 99.4
E63 Asseen in the above table, Transpower’ s t &

of any of the Australiatransmissiometwork owners, although the collars and

targets for ElectraNet and TransGrid are
enquiry, Tanspower responded that it was comfortable with these targgtd$-or

these reasons, we have accepted Transpowe
AP1.

209

210

211

212

213

214

Australian Energy Regul ator ‘' SPO9tA20l3NAe&'t ((Jamwsan s s2 @M
p. 174 http://www.aer.gov.au/sites/default/files/AER%20Final%?20decision. pdf

Australian Energy Regul ator *‘ E{0®tc20i12aBdet (1t aApmilss20
p. 91.http://www.aer.gov.au/sites/default/files/Final%20decision%20%2811%20April%202008%29. pdf

Australian Energy Regul ator ‘' RAa3w®20161 A’k (TA@misimi 2631 2)n
229 http://lwww.aer.gov.au/sites/default/files/Powerlink%28620Final%20decision%20
%20April%202012.pdf

Australian Energy Regul ator ‘' T-10aon2818In4d’ T(r ladn sOrd tscsh eorn
2009), p. 3.
http://www.aer.gov.au/sites/default/files/Amended%20Transmission%20determination%20%2814%200
ctober%202009%29.pdf

Australian Energy Regul ator ‘' T-10daomR81Glr4i’'d (t2r8a nispnriisls i 200n
p. 117 http://www.aer.gov.au/sites/default/files/TransGrid%20final%20decision. pdf

Meeting betweenTranspower and the Commission on 14 March 2014.
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Attachment E Cost escalation factors

Purpose of this attachment

F1  This attachment discusses our draft decisiontlee cost escalators that we propose
to use to convert real expenditure into nominal expenditure allowances. This
includes:

F1.1  the NZD/USD exchange rate

F1.2 the foreign exchange exposure in IST
F1.3 forecast CPI inflatigrand

F1.4 metals real price effects.

Our proposedallowances have hadast escalabrs applied to them

F2  Transpower has compiled its proposed expenditure allowances in constant prices,
expressed in 2012/13 dollar¥o convert its real expenditure forecasts into nominal
amounts, Transpower has used cost eatmks on identified costs.

F3  Cost escalators are used for capex and opex and are comprised of:
F3.1 changes in the general rate of inflation as measured by theaGe|

F3.2 real price effects representing changes in specific cost inputs (such as
copper, steelor labaur) that are influenced by factors other than the
general rate of inflation (such as foreign exchange ratdabour market
conditions.

F4  We have assessed the escalators proposed by Transpower against the following
criteria:

F4.1 the extentthat the data, analgis and assumptions used in developing them
are robust and

F4.2  the extentthat the application of cost escalators reflect the underlying
characteristics of costs.

F5 OverallTr anspower’'s approach to developing cc
However, while weagree with the overall approach, we have used several
assumptions that differ to those proposed by Transpowee are also seeking
submitter’”s views on forecasting metals c

F6  To ensure that the cost escalators are as accurate as possible, we will rédtates
forecasts be updated before the final decision where relevant.
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Our draft decision on cost escalation

F7 Our draft decision is to accept Transpowe
changes to:

F71 repl ace Transpower’'s pr operatefaecddtZz dol |
with forward exchange rates from Bloombeend

F7.2  remove the foreign exchange exposure assumption to IST hardware and
softwarecost escalation

F8  Wealsoproposeto amend the Capex IM definition of forecast @Pallow us to use
a different brecast CPI assumption than that used in the propd&a.are consulting
separately on the necessary amendment to the Capex IM for the forecast CPI

F9 We seek submitters’ views on forecasting

What Transpower proposed

F10 Transpower commissiondtie NewZealand Institute of Economic Research (NZIER)
to forecast both the rate of CPI inflation and real price efféttsn producingthese
forecasts for Transpower, NZIER:

F10.1 identified cost items for escalation based, among othe things, cost
materiality,**° assessed in terms of the value at risk from cost escalation;

F10.2 selected indices or reference prices to understand how cost inflation has
occurred historically and how it might then change over R@RA the
chosen indices or reference prices for each aesh thenbeingforecast to
derive the cost escalation factors; and

F10.3 used different methodologies to forecast different types of cost escalation
including, n some instances clogingto use thirdparty forecasts of cost
escalation?*’

F11 Tr ans power costesqlatiompfactore ateummarisedn Table F1We note
that Transpower has given ‘1 ST other (har
exposure which is absent in NZIER’'s repor

215 For further details see: CR8Z ost Escalation Forecasts&rameworks, Forecasts and Forecast Methods

216

NZI ER al so considered Transpower’'s RCP1 proposal, c
operators, and the perceived likelihood of cost inflation, as well as the views of Transpower.

217 For metals pices NZIER used futures prices, market consensus and World Bank forecasts. For Labour Cost

Indices (LCI) and the Producer Price Index (PPI) NZIER used econometric models. NZIER forecasts the
USD/NZD exchange rate over RCP2 by taking an average of NZobardksts. The banks forecasts reach

out to 2017, and NZIER extrapolates the 2017 forecast of the USD/NZD rate out to 2020. NZIER notes its
CPI forecasting approach is consistent with the requirements of the Capex IM.
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Table F1Summary oNZIER & LINRosi2stafaBn and foreign exchange forecas{820132020)

Averageyearly Averageyearly
Cost item Applied to Forecast measure Methodology/source growth (USD) (%) growth (NZD) (%)

Labour

Grid opex labour Labour for routine maintenance an: Labour Cost Indice& ) all groups Econometric time series n/a 2.2
maintenance project pifolios model

Grid base capex Labour forgrid basecapex LCI Construction Econometric time series n/a 2.2

labour portfolios model

ISTlabour Labour for IST base capex and op¢ LCI Professional and technical Servic Econometric time series n/a 2.5
portfolios industry model

Departmentallabour  Departmental labourexcludes LCI for Electricity, Gas and Water Econometric time series n/a 2.2
labour capitalised to projects industry model

Metals

Copper Base capex and maintenance London Metal ExchangeNIB Copper Futures prices and average ¢ -1.4 1.2
projects price (USD) market forecasts

Aluminium Base capex and maintenance LME Aluminium price (USD) Futures prices and averagé 3.4 6.1
projects market forecasts

Steel Base capex and maintenance Hybrid of World Bank steel price inde: Median of market forecasts 4.8 7.6
projects and Asia HeRolled Coil (USD)

Other metals Base capex and maintenance World Bank Metals and Miner8lrice  World Bankforecast 0.5 3.2
projects Index (USD)

Other

Construction Base capex and maintenance Producer Price IndeP)-Outputs, Econometric time series n/a 3.9
projects for Heavy and Civil Engineering model

industry

ISTother (hardware  IST base capex and opex portfolios All groups CPI Extrapolation of RBNZ n/a 2.0

and softwae) forecast

Foreign exchange Used to Convert USD forecasts intt USD/NZD market exchange rate Average of forecasts and n/a -2.5
NZD forecasts extrapolationby NZ bang
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WeagSS G4A0GK ¢NIYyaLR2gSNDRa YSGK2R 2F FLWX eAay3a o

F12 Transpower has converted its real expenditure forecasts into nominal expenditure
forecasts by applying real price effects and €¥!.

F13 We are satisfied that Transpowbgas applied CPI and rfgarice effectdo its
forecasts of 2012/13 real expenditune an gpropriate and consistent way.

F14 CPI and real price effects are calculated independently at portfolio leval.
expenditure is then escalated by the sufftlee two inflationary effects.

WeKI @S NBLX F OSR ¢NIyalLR2gSNRa F2NBOlFad 2F GKS
FI5 We consider that Transpower'’'s approach to

exchange rate is inappropriate. We have r
forward exchangeates from Bloomberg*

F16 There is no single prevailing method for forecasting foreign exchange rates.
Forecasting exchange rates is often a problematic and uncertain exercise.

F17 We view the forward exchange rate as an objective measure that is internally
consstent across the forecast period. The use of forward exchange rates avoids
arbitrary extrapolation.

F18 The use of forward exchange rates is broadly consistent with that used for
Transpower in its opex capex review for the period 2012/13 to 2047 Hnd for
Orion in itscustomised pricequality pathdetermined in 2013

F19 Table Fdelow shows our proposed forecast for the NZ dollar/US dollar exchange
rates and compares this to Transpower’ s p

218 Eor further details see: RT@4nflation and Price Input Model

219 . . . . ) . - .
Bloomberg is a recognised provider of business, financial and economic information.

220 Seewww.comcom.govt.nz/requlatethdustries/electricity/electricitytransmission/transpoweprice-

path-compliance/opexcapexreview-2012-13-201415/

221 Seehttp://www.comcom.govt.nz/requlateedndustries/electricity/cpp/oriorcpp/
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TableFY / 2 YL NA &2y 2 Foset bdd yua drat deSididn for NZINdHarU'S
dollar exchange rates

2013 2014 2015 2016 2017 2018 2019 2020

¢CNI yalLl2 g SNRa LINRLRA

. 082 082 075 070 069 069 069 0.69
extrapolation)

Draft Decision (Bloomberg forward

082 085 082 079 077 075 073 0.72
exchange rates)

Note: The draft decision exchange rates are based on the f
professional data services on 27 March 201dngeaxaiecdWe he Rese
calculated the forward exchange rate (for 262@20) as the arithmetic average of the bid and the offer rates at that
time. The settlement date for the forward rates is the middle of each calendar year, ie the first week of July in each of
the forecast years. Because of data limitations, the forward rate in 2020 has a settlement date in the first week of
March. The 2013 exchange rate is the arithmetic average monthly exchange rate 091ty June 2013
provided by the Reserve Bank

Weh®@dS NBY2OSR (KS SELR&adNNBE 2F GKS wWL{¢ 20G§KSN
to foreign exchange
F20 We consider that Transpower'’'s proposed | S
price effect is unjustified. Transpower hasluded inthis cost categry an
unexplained foreign currency exposure.

F21 Transpower has not provided sufficiently detailed reasoning to allow for foreign
currency exposure in this cost category.

F22 Inthe absence of suitable justification we propose to remove the foreign currency
exposue. Under our approach the real IST other (hardware and softwarsiswill
beescalated by or ecast CPIl infl ation, consistent
Transpower??

We propose a change to the calculation of the forecast CPI

F23 Under the current definition inlause 1.1.5 of the Capex IM, which Transpower has
applied in its expenditure proposal, fore
Monetary Policy Statements. Beyond the term of the latest forecast, forecast CPI is
calculated using the arithmetic averagethe final four quarters of the Reserve
Bank’ s forecast

F24 This definition means thdongterm CPI forecasts have the potential to vary
significantly depending on the different points in the cycle at which Monetary Policy
Statements are produced.

222 For details, se€R02; Cost escalation forecasts
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F25 We havepreviously expressed a view that forecast CPI beyond the term of the

Reserve Bank forecast should move towardthe-midi nt of t he Reser ve

inflation target, given the modifications made to th& Aunder which the Reserve
Bank operates atthetimefo t he current Go’PEhismiewis s appoi
reflected in the definition of forecast CPI in the Electricity Distribution Servicé&'IM.
We think this consideration applies equal

F26 Our proposed change to forecast CPI woukluiein a change to forecast CPI (using
the June RBNZ MPS), summarisetahle F3

Table F3Proposed amendment to definition of forecast CPI

2013 2014 2015 2016 2017 2018 2019 2020
¢CNI yalLl2 g SNRa LINPL1O09% 1.4% 19% 21% 21% 21% 21% 2.1%

Draft Decision fproposed

. 0.68% 1.40% 1.87% 1.91% 1.96% 2% 2% 2%
consequential amendment

F27 This proposed approachould require an amendment to the definition of forecast
CPl in the Capex IM.

F28 The amendment would affect the predictabilityaf B nspower’ s revenues

but not the actual revenue and prices that eventuate, during RCP2. The forecast CPI

assumptions for the base ca-ppkx Bhod apewah

during the regulatory period. Therefore, improved forecaBt @sumptions improve

the predictability of Transpower'’'s revenu

actual revenue and prices during RCP2 as these are based on actual CPI.

F29 If, after consultation, we&lo not amendhe Capex IM, the forecast CPI will be
updated using the existing methodology for our final decision on the base capex and
opex allowanceé?

F30 SeeAttachment C for further details on this proposed Capex IM amendment.

223 The current Policy target Agreement sets as an objective that inflation should average areundith

point of the target range (which is 2%, between the lower limit of 1% and the upper limit of 3%).
224

Methodologies as Applicable to Default Pried i t y Pat hs Reasons Paper”™ (28
paragraph 3739.

225 \Ne note that NZIER proposes a forecast CPI inflation rate of 0.9% ir-CRfPescalation factors, but

Transpower applies the calculated rate of 0.68%.
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We have concerrmaboutthe forecasts real price effedisr metals

F31 Weprovisiorellyagr ee with Transpower’'s proposed n
dollar denominated).

F32 Transpower forecasts copper and aluminium real price effects though the use of
futures markets prices one to two years ahead, with consensus forecasts used to
make upthe rest of the regulatory period. Real price effects for steel are forecast
using consensus forecasts oAf§.

F33 We are concerned thafor some commoditiessharp changes in real price effects
are forecast with limited explanation.

F34 We are aware that commoditprice forecasts are notoriously volatile and variable
between forecasting agencies, raising doutmsthe usefulness of forecast averaging
(ie, consensus forecasts)

F35 We welcome submissions from parties, including on their experience in forecasting
metalscosts.

F36 If industry forecasts are subject to wide uncertainiye seek views on whether
appropriate guidance can be had from commodity pricing theory. For example:

F36.1 On the use of futures markets prices, what is the expected relationship
between such forwardontract prices and forecast spot prices (allowing for
the ‘convenience yield effects assoc]

F36.2 Absent information on convenience yields, would the current spot price be
an effective indicator of the relevant present valuefature commodity
purchases?

226 The other metals category isabed on the World Bank Metals and Mineral Price Index.
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Attachment G Initiatives that we suggest Transpower
implements during RCP2

Purpose of this attachment

G1 This attachment contains the detailed description of the suggested business
improvement initiatives for Transpower that are discusse@lvapter 6. Each section
contains the suggested initiatives and the reasons that the initiatives have been
suggested.

Improving links betweerexpenditureand service performance

G2  We suggest an initiative that is targetedsttengthening links between expditure
and service performan¢@andbetter targetingwhere expenditureis neededThis
initiative has three dimensions:

G2.1 continuingT r a n s pdewvelepmens ofts asset health modelling
G2.2 improvingT r a n s p o0 w eriticalisy framevsork t

G2.3 developing a betteunderstanding of the economic impaitom
interruptions.

G3  We have proposedionitoring measuresor these three dimensions. These are
discussed under separate headings below.

G4  Over RCPWe have observegrogressinl r a n s pdevelepment ofits risk-based
asset management approach. The inputs into the asset risk framework are the asset
health measure and the criticality rating. Asset health is a proxy for the likelihood of
asset failure, while criticality is the proxy for consequence of asset failure.
Tranpower has implemented selected asset health models and introduced a
criticality framework based on point of supply, but the links between expenditure
and service performanceeedsare not yet well developed.

G5 The proposednitiative aimsto strengthen the gality of asset risk assessment and
therefore improve the basis on which expenditure decisions are made. Transpower
has identified that the regular review and monitoring of the risk pradflés assetss
essential to achieving its asset risk managenahjéectives®?’ This allows for better
understanding ofinticipatedissues and therefore improved justification for
proposed expenditureMeasures that better reflect the economimpact of
interruptionswill enhancethe asset criticality framework

227 “ . . . . Y
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G6  The key knefits ofthis initiativeare:

G6.1 morerobust and explainable decisianakingthat providesimproved
justification for expenditure

G6.2 better targeting of expenditure that will result ilongterm benefits to
consumers

G6.3 determininga level of confidence in jusitfation for expenditure

G6.4 providinga consistent and appropriate ridklased approach to prioritisation
of investments across the Grid

G6.5 improved predictability of decisiemaking and results over time

Continuing to developssethealth modes$
G7  We suggesthe following.

G7.1 Transpowershoulddevelopaprogrammefor asset health modelling for
each asset portfolio. The developmeamogrammefor each asset portfolio
should include milestones with clear deliverabMhere Transpoweis not
going to develop models fomg asset fleetsit should becleaty explaned.

G7.2 Transpowershouldprovide annual reports on the progress against the
development programmeincluding the reasons for arsygnificantchanges
in the programme.

G8 The target for completion is before the subm@sof Transpower s qual ity and
expenditure proposal foRCP3. That ia)l the modelsshouldbe completed,
populated, and used by Transpowardeveloping itproposalfor RCP3.

G9  We consider that this suggested initiative will address areas of concernvidrat
identified with the RCP2 documentation

G9.1 Asset health models didot cover all assets.

G9.2 Theasset health modelprovided byTranspower didhot reconcile with the
proposed expenditureThis is becaustne modelsdid not reflect the
challenge stagesbyTa ns p o we r ' s andveere aogupdateditd
reflectanychanges?®

G9.3  Existing modelsvere untested over time these modelshould be
developed anduse most recentlata

28 Strata report, paragraphs 24%48.

1747579.3



141

G9.4 Confidence in asset healthdicators is reliant othe quality of modelsFor
examplewe havenoted potentialbiasissueswithf r ans power ' s
transformer modebwing topessimistic view forcondition?° The
consequenc®f such bias wouldesult inshorterassetlives and replaog
them earlierthan is possibly necessary.

G10 Our proposednitiativei s consi stent witforRCR2anspower '’ s
Transpowelproposedthe continued development of asset health modelling by
extendingasset health modelling across the majority of Transpower equipment and
by continungto improve asset health modelgcluding improved confidergcin
existing health indicators® Transpower hd developed asset health models for
eight asset fleetbefore submitting its proposal

Improving the asetcriticality framework
G11 We suggest that:

G11.1 Transpowershoulddevelop gprogranme forimprovingits asset criticality
framework, including havingsset criticality assigm to all circuits or
network branchegthe programme should includailestones with clear
deliverable$; and

G11.2 Transpowershouldprovide annual reports on the progssagainst the
development programmegincluding the reasons for any changes in the
programme.

G12 The targetfor havingasset criticality assigm to all circuits or branches is for
completion beforeTranspowersubmits is quality andexpenditure proposal for
RCP3. That is, the revisasset criticalitframeworkshouldbe used by Transpower
in developing its quality aneixpenditure proposafior RCP3.

G13 We consider that this proposaditiative would address an issue identified with the
RCP2 documentation that set criticality atpoint of service level only captures
consequence of failure at a very high level. Transpower appears to be using this
measure as a proxy for the criticality of individual circuit or branches in the grid

G14 Our suggested initiativesarec®n st ent wi th Trf@aRGRower ' s pr
Transpower has indicated that it intends to improve the criticality framework by
developing performance requirements for each circuit or branch in the grid and then
feeding this into the asset management modets.

229 Ibid, paragraph 378.

230Transpower “Expenditure Pr opos aembef2013), seatian@.7. a2t ory Con
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Understanding the economiimpact of interruptions
G15 We suggest that:

G15.1 Transpower report ontte viability and benefits aleveloping measures that
better account forthe economic impact of interruptionsand

G15.2 subjectto the outcome of the report owiabilityand benefits Transpower
providesa developmentprogramme foreconomic impact measures,
includingmilestones with clear deliverables.

G16 The suggested initiatives aim to enable Transpower to develop biesttgeted
service performance requirementsat can ke used to inform it@sset criticality
framework.

G17 Transpower has proposegtid output measures that useategorisatios
predominantly based on the size of the loadgeneration and the significance
(national importance) of the service at a particular ceation point. This provides a
relatively coarse range of service performance requirements. Including the economic
impact of interruptions at a connection point lewebuld help create a more
granular view ofevd of service performance requirements?

Improving proces®s, policiesand data maturitythat underpin expenditure forecasts
G18 We suggesthe following.

G18.1 Transpowercontinue to develop its systematic business processes as part of
implementingits Maximo asset management information systém
enhanceits risk-based approach to asset management.

G18.2 Transpowesshoulddocument unsystematic interventions in decision
making, the reasons for the interventions and subsequent changes made
yearlyto models or data. Further, changim risk profile from such
interventionsshouldbe identified, justified and reported on the same basis.

G18.3 Transpowershoulddevelopprocesses to verify the inpufer its models,
both source data and modelled data

G18.4 Transpowershoulddevelop a set of guidelines for quantitative analybist
are used in thedevelopment of forecasts and proposals.

232 partna report, paragraphs 445.
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G19 We consider that suggested initiatives will help address areas of concern ideitified
the RCP2 documentation

G19.1 The process on which the forecast expenditure for the proposal was made
showed evidencefdacking robustness, appropriateness in places,
repeatability and revievin some areasSomeof the decisionmaking
appears to have been unsystematic and undocumented.

G19.2 Transpower identified integrated works planning as an initiative for the
current regulaory period. This involved implementing formal policies and
processes for managing, monitoring and prioritising expenditét®uring
the review of the expenditure proposahe degree of formality in
integrating work programmes was unclear.

G19.3 The inclusion ba challenge process when setting the expenditure forecasts
is a significant improvementHowever, a number of decisioappear to be
made outside of the asset health models and it is uncleav these
decisions are being éeback into the models to impre the models>*

G19.4 Transpower has used asset management models to prioritise capital work at
the fleet level. Howeveiin the final programme of work, on which the
expenditure proposal was basesianagementappeared tchave intervened
in the prioritisation pocess of number of projectsThis intervention was
unsystematicWe suggestranspower reviewthe reasons that
interventions weremadeand usethat information tochangeor recalibrate
models or review data sources. Thisouldreduce thenumber of
interventions over time.

Improvements in the ost estimatingprocess
G20 We suggest that:
G20.1 Transpowerdevelopsa programme for updating and reviévg its cost

estimation systemTEESwith the developmentprogrammefor TEE$0
include milestones with clear delivdrkes

G20.2 Transpowerdoesregular audits to ensure the programme is being met and
the processes are being complied with

G20.3 Transpower provideannual reports on the progress against the
development programmeincluding the reasons for amsygnificantchanges
in the programme and

233 « . CoL : .
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G20.4 Transpowelprovides annual reporten the variance between BC1+ and BC3
estimates and between BC3 estimates and the actual dbss.is expected
to narrow over time as the estimation process improves.

We consider that these suggestedtiatives will address areas of concern that were
identified with the RCP2 documentation:

G21.1 We have identified aumber of issues with the cost estimation system, and
are not very confidenin the outputs from the estimating model in a
number of areas. Theris insufficient evidence to show tharanspower is
usingthe system for the majority ats projects Also theredoesnot appear
to be a consistent approach teviewingactual costs andecalibrating the

models?®

G21.2 The majority of expenditure in the cumeproposal is based on first level
business cases. There needs to be confidence that theseeasonable
estimates of the actual costs.

G21.3 One of theRCP1nitiatives was the comparison @k business case
estimates (ie, BC1(+) and BC3 estimates) agamsalkcosts This was to be
used as a measure of the estimating accuracy and for updating of models if
required. From the informatioit provided Transpower appear® have
only donethis on asporadic basis.

Undertaking economic ssessments

G22

G23

We suggest tat:

G22.1 Transpower identifiepolicies and design standartsat directly affect
expenditure

G22.2 Transpowerdevelops gprogramme for economic assessmentsiod
identified policies, standards, and modelghe development programme
should include milestones witHear deliverables for the initial economic
assessment and future reviepand

G22.3 Transpower documents theompleted economic assessments

We consider that these suggested initiatives will address areas of concern that were
identified with the RCP2 documentati.

G23.1 Transpower has strategies, policies, design standards, asset management
models and business cases tlitaisesto determine the need, the timing,
and the scope of workVe wouldexpect thatthese are supported by

2% Strata report, paragraph 22833.
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appropriateeconomic assessmesiio ensure thatit is makinghe optimal
decisions

G23.2 Transpower has done economic assessmans®ime areasHoweverthere
are a number of areas where there is insufficient evidencghtaw that
Transpower has undertakesuch assessment$hiscould lead to
Tranpower making less than optimal investment decisions.

G23.3 There are a number of areas where the timing of projects has been set using
models or policies, or even subjective decisidnamany caseis appearsan
economic assessment was raxne.

G23.4 Transpower hasffered no tangible benefits assessment for its proposed
ICT expendituré® It is therefore difficult to be sufficiently certain about
what benefitscustomers will see from the investment in terms of
operational savings for the same or higher service levels

Mitigating resourceavailability risks
G24 We suggest that

G24.1 Transpower undertakesegularlongterm forecastingof resource
requiremens againstavailabilityand develops mitigation plans taddress
any resource shortfgll

G24.2 Transpower assesses the effects envice levels anthe economiceffects
of changesn forecasts due to resource constraingnd

G24.3 Transpower provides annual repois resource requirementgainst
availability, any issues that have been identified, the mitigation strategies,
andthe econonic effects of any shortfalls.

G25 We consider that suggested initiatives will help address areas of concern ideitified
the RCP2 documentation

G25.1 Lack of resource has becited as a reason fof r a n s pioabilgyrto s
deliver some capex and opex work in RCH1s is a general issue, bt
some specific aregsuch as tower paintinghe issue isignificant

G25.2 In particular Transpower has identified lack of labour resource asntiaén

reason forits inability to deliver the optimal programme foower

painting 2%’

236 Strata report, paragraphs 5802, and 51515.

237 Strata report, paragraph 363.
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G25.3 Steps have been taken to address #irtfall. However, Transpowéias
indicated to the Commission that RCP2t may still nothaveenough
resourcesto meet the work required to maintain the optimal risk profile in
this fleet This is causing thedtklog in required work to grow.

Assessing the market impact when planning outages
G26 We suggest that:

G26.1 Transpowerdevelopprocesses to optimise the timing of planned outages
taking into account the market impact of the outagesd toinclude the
monitoring of the forecastmarket impactagainstactualmarket impact at
the time of outage and

G26.2 Transpowelprovides annuateportson the development of the processes
to optimise the timing of planned outageas well as the data on the
forecastagainstactualmarke impacts.

G27 This was identified as a potential development area by Patthslarket impacts of
outages are a metric that is used for other Transmission Network Service Providers
overseas.

G28 The timing of outages can have a significant impact on the markeeaedyy costs
Ultimately, consumers will pay fasny increases in costs. Optimising the timing of
these outages to reduce the impacts on the market will benefit the consumers.

238 partna report, paragraphs 445.
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Attachment H Termsused in this paper

Term

AP

AUFLS
Base capex
Capex
Capex IM

CGA
Commission, the
CPI
DR
E&D
EV
GAAP
GEIP
GP
HVAC
HVDC
ICT
IRIS
IST
LCI
LME
MAL
MAR
MWh
NIGU
NZIER
oM
Opex
Partna
PTA
R&R
RAB
RRL
Strata
TCSD
TPM
Transpower
Transpower IMs
VOLL
WACC
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Meaning

Asset performance

Automatic undefrequency load shedding
Base capital expenditure

Capital expenditure

Transpower Capital Expenditure Input Methodology Determination
[2012] NZCC2

Consumer Guarantees Act

Commerce Commission

Consumers pricandex

Demand response

Enhancement and development
Economic value

Generally Accepted Accounting Principles
Good Electricity Industry Practice

Grid performance

Highvoltage alternating current
Highvoltage diect current

Information and communications technology
Incremental Rolling Incentive Scheme
Information and systems technology
Labour Cost Indices

London Metal Exchange

Monetary Authority Law

Maximum allowable reveue

Megawatt hour

North Island Grid Upgrade

New Zealand Institute of EcononResearch
Other measures

Operating expenditure

Partna Consulting Limited

Policy Targets Agreement

Replacement and refurbishme

Regulatory Asset Base

Risk Reinsurance Limited

Strata Energy Consulting Limited

Term credit spread differential
Transmission Pricing Methodology
Transpower New Zealand Limited
Transpower InpuMethodologies Determinatiof2012] NZCC 17
Value of lost load

Weighted average cost of capital



