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On 1 October 2008, the Electricity Networks Corporation (Western Power)
submitted to the Economic Regulation Authority (Authority) proposed revisions to
its access arrangement for the South West Interconnected Network (SWIN)
(proposed access arrangement revisions).! The revised access arrangement
was submitted in accordance with the requirements of section 4.48 of the Electricity
Networks Access Code 2004 (Access Code) and the revisions submission date
specified in the current access arrangement.?

The proposed access arrangement revisions and revised access arrangement
information are available on the Authority’s web site.?

Western Power prepared and submitted the proposed access arrangement
revisions taking into account several proposed amendments to the Access Code
that were under consideration by the Western Australian Government. Western
Power makes reference to this in its covering letter to the access arrangement
documents. The proposed amendments to the Access Code were gazetted on
22 October 2008.* The Authority has assessed the proposed access arrangement
revisions against the requirements of the Access Code as amended.

Under section 4.28 of the Access Code, the Authority is required to determine
whether the proposed access arrangement revisions meet the Code objective and
the requirements set out in Chapter 5 of the Access Code and in Chapter 9, if
applicable.

The objective of the Access Code is set out in section 2.1 of the Access Code:

2.1  The objective of this Code (Code objective) is to promote the economically efficient:
(@) investment in; and
(b) operation of and use of,
networks and services of networks in Western Australia in order to promote
competition in markets upstream and downstream of the networks.

Chapter 5 of the Access Code sets out the required content of an access
arrangement.

Chapter 9 of the Access Code sets out requirements for the regulatory test for
major augmentation proposals of electricity networks. Western Power has made no
major augmentation proposals under Chapter 9 as part of its proposed access

Western Power, 1 October 2008, Proposed Revisions to the Access Arrangement for the South West
Network owned by Western Power (hereafter cited as “proposed access arrangement revisions”);
Western Power, 1 October 2008, Revised Access Arrangement Information for the Network of the South
West Interconnected System (hereafter cited as “revised access arrangement information”).

The revisions submission date is specified under the current access arrangement as 1 October 2008
(Western Power, 2 April 2007, Amended Proposed Access Arrangement for the South West
Interconnected Network owned by Western Power, Submitted by Western Power on 2 April 2007, clause
1.5)).

Economic Regulation Authority web site: http://www.era.wa.gov.au/3/718/48/western_powers_.pm

Western Australian Government Gazette, 22 October 2008, No. 180.



10.

11.

12.

13.

arrangement revisions and so Chapter 9 is not applicable to the Authority’s
determination.

The Authority invited submissions from interested parties on the proposed access
arrangement revisions by publishing a notice on 8 October 2008 and publishing an
issues paper on 5 November 2008. The closing date for submissions was
17 December 2008.

Submissions were received from the following parties.

o Alinta Sales Pty Ltd (17 December 2008)
o Aviva Corporation Ltd (16 December 2008)

o Chamber of Commerce and Industry Western Australia (CCIWA)
(17 December 2008)
o Department of Treasury and Finance (17 December 2008)

o Griffin Energy Development Pty Ltd (Griffin Energy) (17 December 2008)
o Landfill Gas and Power Pty Ltd (12 December 2008)

) Mr Noel Schubert (16 December 2008)

o Pacific Hydro Pty Ltd (2 December 2008)

o Perth Energy (17 December 2008)

o Synergy (six submissions on 24 October 2008, 16 December 2008,
17 December 2008 (3), 22 December 2008)

o Verve Energy (2 December 2008)

o Western Australia Major Energy Users (WAMEU), (a collaboration of large
energy consumers operating in the Western Australian electricity market,
16 December 2008).

A submission was also made by Western Power (17 December 2008).

Under section 4.12 of the Access Code, the Authority must consider any
submissions made on the proposed access arrangement revisions and must make
a draft decision either:

1) to approve the proposed access arrangement revisions; or

2) to not approve the proposed access arrangement revisions, in which case
the Authority must in its reasons provide details of the amendments before
the Authority will approve it.

The Draft Decision of the Authority is to not approve the proposed access
arrangement revisions. The reasons for this Draft Decision are set out in this
document.

The amendments that are required to be made to the proposed access
arrangement revisions before the Authority will approve it are listed below. For the
purposes of clarity, the required amendments are also indicated in the reasons for
this Draft Decision at the point at which each relevant element of the proposed
access arrangement revisions is considered.



14. The Authority invites submissions on this Draft Decision. The closing date for
submissions is 13 August 2009. Any submission made by Western Power may
include revised proposed access arrangement revisions.”

15. Under section 4.17 of the Access Code, the Authority will consider any submissions
received on the Draft Decision and make a final decision to either approve or to not
approve the proposed access arrangement revisions (or revised proposed access
arrangement revisions if submitted by Western Power).

Required Amendment 1

The proposed access arrangement revisions should be amended such that one or more
reference services provide for single connection points to function both as entry points
and exit points. This revision will cater for the requirements for network services that
arise where small-scale renewable energy systems connect to the network and where
electricity consumers participate in the Renewable Energy Buyback Scheme.

Required Amendment 2

The proposed access arrangement revisions should be amended so that the
requirement under clause 3.3, for a user to ensure compliance with eligibility criteria for
a reference service, is subject to operation of the Applications and Queuing Policy
regarding a change in the reference service applying to a connection point.

Required Amendment 3

The proposed access arrangement revisions should be amended so that the revised
electricity transfer access contract includes a clause 3.6(d) requiring that “subject to the
Customer Transfer Code, Western Power must not delete a connection point other than
in accordance with a notice given by a user in accordance with clause 3.6".

Required Amendment 4

The proposed access arrangement revisions should be amended so that the electricity
transfer contract includes a new clause 3.6(e) requiring that, if Western Power wilfully or
deliberately deletes a connection point in breach of clause 3.6(d), Western Power is
liable to pay the user any indirect damage suffered by the user as a result of Western
Power's action.

Required Amendment 5

The proposed access arrangement revisions should be amended such that clause 3.7
of the electricity transfer access contract is clear on whether schedule 3 and, where
relevant, the metering database, is to be updated only by Western Power, or by either
Western Power or the user.

Required Amendment 6

The proposed access arrangement revisions should be amended such that clause 3.7
of the electricity transfer access contract requires Western Power to provide the user

®  Access Code, section 4.16.



with such access to schedule 3 and the metering database as is reasonably required for
the user to obtain information or to change relevant information.

Required Amendment 7

The proposed access arrangement revisions should be amended so that the electricity
transfer access contract indicates which records of connection point data will have
precedence, to the extent of any inconsistency between schedule 3 of the electricity
transfer access contract, the metering database and any connection point data
contained in the price list.

Required Amendment 8

The proposed access arrangement revisions should be amended to delete clause 3.8 of
the electricity transfer access contract or to amend clause 3.8 to make any reduction in
a user’s contracted capacity subject to agreement with the user.

Required Amendment 9

The proposed access arrangement revisions should be amended such that clause
6.1(a) of the electricity transfer access contract be made to provide for the user to
nominate a controller as soon as reasonably practical after the commencement of the
service.

Required Amendment 10

The proposed access arrangement revisions should be amended such that clause
6.1(e) of the electricity transfer access contract requires only that the user uses
reasonable endeavours to procure that a controller enter into a connection contract with
Western Power.

Required Amendment 11

The proposed access arrangement revisions should be amended such that clause
6.2(a) of the electricity transfer access contract is made subject to a provision that the
user is not required to commence, maintain or continue legal proceedings to procure
compliance of a controller with obligations under the access contract unless Western
Power provides an indemnity for all of the user's costs of and relating to such
proceedings.

Required Amendment 12

The proposed access arrangement revisions should be amended such that clause 7.1
of the electricity transfer access contract includes a provision dealing with the
determination of amounts payable by the user where there is a change in the charges
payable under a reference tariff during a billing period. The provision must represent a
reasonable balance between the interests of the user and Western Power.

Required Amendment 13

The proposed access arrangement revisions should be amended such that clause 10 of
the electricity transfer access contract clearly applies only in respect of a contribution
payable by the user.

Required Amendment 14

The proposed access arrangement revisions should be amended such that clause 12.1
of the electricity transfer access contract is consistent with clause 6.2 and limits the



obligation of the user to ensure that any other person or person’s equipment complies
with the Technical Rules only to the extent:

e thatis reasonably practical for the user; and

e that Western Power provides an indemnity for all of the user’s costs of and relating to
proceedings against any other person for the purposes of ensuring compliance.

Required Amendment 15

The proposed access arrangement revisions should be amended such that clause 12.2
of the electricity transfer access contract provides that an act or omission of the user
that causes Western Power to incur extra costs for compliance with the Technical Rules
only causes the user to be liable for those costs where:

e the act or omission of the user is in breach of the access contract; and

e Western Power has not already recovered the costs from another party.

Required Amendment 16

The proposed access arrangement revisions should be amended such that the
calculation of liability under clause 19.5 of the electricity transfer access contract is
limited to a cap on liabilities with the effect that the maximum liability of both the user
and the indemnifier collectively to Western Power is limited to an amount of $80 million
in the aggregate, except that the liabilities described in clause 20 are not counted for
the purpose of both the user's and the indemnifier’s collective maximum liability.

Required Amendment 17

The proposed access arrangement revisions should be amended to delete clause
19.5(c) of the electricity transfer access contract.

Required Amendment 18

The proposed access arrangement revisions should be amended so that part 1(a)(i)A of
schedule 5 of the electricity transfer access contract provides for the insurance
requirement to be limited in the aggregate to $50 million in each 12 months.

Required Amendment 19

The proposed access arrangement revisions should be amended so that the
requirements for workers compensation, motor vehicle and third-party property
insurance under part 1(a)(ii) and part 1(a)(iii) of the electricity transfer access contract
apply only where these insurances are reasonably requested by Western Power.

Required Amendment 20

The proposed access arrangement revisions should be amended so that clause 29.3(b)
of the electricity transfer access contract requires that Western Power act reasonably in
determining a location for a meeting for resolution of a dispute.

Required Amendment 21

The proposed access arrangement revisions should be amended so that clause 33.1 of
the electricity transfer access contract extends the requirement for confidentiality of
information to encompass information exchanged in negotiations preceding the contract
and information about, or relating to, a proposed controller.



Required Amendment 22

The proposed access arrangement revisions should be amended to include service
standard benchmarks for:

e loss of supply event frequency, specified as a number of loss of supply events in a
one year period with benchmarks specified for events of low and high duration
measured as system minutes interrupted; and

e average outage duration, measured in minutes.

Required Amendment 23

The proposed access arrangement revisions should be amended such that definitions
of SAIDI and SAIFI do not make provision for the exclusion of single customer
interruptions.

Required Amendment 24

The proposed access arrangement revisions should be amended to include service
standard benchmarks for SAIDI and SAIFI for customers served by the 15 per cent of
worst performing feeders.

Required Amendment 25

The proposed access arrangement revisions should be amended to reflect a forecast of
non-capital costs as follows (real $ million at 30 June 2009):

2009/10 2010/11 2011/12

Transmission: 69.58 81.14 89.03
Distribution: 263.74 301.38 330.75
Total: 333.32 382.52 419.77

Required Amendment 26

The proposed access arrangement revisions should be amended to reflect actual new
facilities investment in the first access arrangement period reduced to:

e exclude investment to the value of $63.5 million (nominal) for the transmission
network in 2008/09 that comprises an overstatement of costs for 2008/09;

e exclude investment to the value of $65 million (nominal in 2007/08 dollar values) for
the distribution network that comprises an amount of costs that is not appropriately
considered as new facilities investment; and

e exclude a further amount of 15 per cent of the new facilities investment (other than
that comprising gifted assets) to reflect likely inefficiencies in the undertaking of
investment.

Required Amendment 27

The proposed access arrangement revisions should be amended to add the value of
any revenues from disposal of assets in the first access arrangement period to the
value of redundant assets applied in calculation of the capital base at the
commencement of the second access arrangement period.



Required Amendment 28

The proposed access arrangement revisions should be amended to incorporate a
forecast of new facilities investment that:

o reflects a revised program of capital works that takes into account revised forecasts of
demand for network services;

o reflects a zero rate of escalation in unit costs over the second access arrangement
period; and

e excludes any “estimating risk margin”.

Required Amendment 29

The target revenue should be revised to reflect a real pre-tax WACC value of 7.06 per
cent, subject to revision of the risk free rate and debt margin at a date to be advised
and prior to the Authority’s final decision.

Required Amendment 30

The target revenue should be revised to reflect an allowance for a cost of working
capital calculated as a return on the opening value of a stock of working capital in each
year of the second access arrangement period.

Required Amendment 31

The proposed access arrangement revisions should be amended to determine the
target revenue for reference services taking into account a forecast revenue from non-
reference services at least equal to the forecast of non-capital costs attributed to
provision of these services.

Required Amendment 32

The proposed access arrangement revisions should be amended to provide for deferral
of revenue from the second to the third and subsequent access arrangement periods in
an amount that fully offsets the effect of the change in the treatment of capital
contributions in the determination of target revenue.

Required Amendment 33

The proposed access arrangement revisions should be amended such that clauses
3.11, 5.35 and 5.46 provide for maximum proportional changes in reference tariffs from
2009/10 to 2010/11 and from 2010/11 to 2011/12 of:

e +/- (percentage change in the CPl + 13 percentage points) for the transmission
network; and

e +/- (percentage change in the CPI + 7 percentage points) for the distribution network.

Required Amendment 34

The proposed access arrangement revisions should be amended to specify a gain
sharing mechanism as follows.

(@) Subject to paragraph (b) of this required amendment, an above-benchmark
surplus is to be calculated for each of the years 2009/10 to 2011/12 as:



(b)

(©)

(d)

ABSZOO9/10 = EIBZOOQIlO - A2009/10

ABS010111 = (EIB2010111 — A201011) — (EIB2009110 — A2009/10)

ABS011/12 = (EIB2011/12 — A2011112) — (EIB2010/11 — A201011),
where

ABS; is the above-benchmark surplus in year t ;

EIB; is the efficiency and innovation benchmark for year t, being the forecast of
non-capital cost for year t applied in the determination of target revenue for year
t, adjusted for inflation as appropriate and adjusted to include any relevant
adjustments for unforeseen events and changes to the Technical Rules as
allowed for under sections 6.6 and 6.9 of the Access Code;

A is the actual non-capital costs incurred by Western Power in year t, adjusted
for inflation as appropriate, adjusted to include any relevant adjustments for
unforeseen events and changes to the Technical Rules as allowed for under
sections 6.6 and 6.9 of the Access Code and to exclude any amount of non-
capital costs incurred by Western Power in implementing a non-network
alternative to a capital project the costs of which are included in target revenue
for the access arrangement period.

In any year in which Western Power fails to meet service standard benchmarks
for that year, the above-benchmark surplus for that year is zero.

Subject to paragraph (d) of this required amendment, the following amounts may
be added to target revenue for one or more access arrangement periods
covering the years 2012/13 to 2016/17:

GSMAz01213 = ABS2000110 + ABS20010111 + ABS2011/12
GSMAz013/14 = ABS2000110 + ABS20010111 + ABS2011/12
GSMA2014/15 = ABS2000/10 + ABS2001011 + ABS2011/12
GSMAz01516 = ABS2001011 + ABS2011/12
GSMAz016117 = ABS2011/12

Where GSMA is the gain sharing mechanism adjustment to target revenue for
year t.

In any year where the amount of an adjustment to target revenue determined
under clause (d) is a negative value, the amount of the adjustment to target
revenue in that year is zero.

Required Amendment 35

The proposed access arrangement revisions should be amended to alter the
specification of the service standard adjustment mechanism at clauses 5.24A and
5.24B to:

(@)

(b)

remove the dead-bands and limits around target values of service standards;
and

calculate an amount of a difference between target and actual service standards
as:

SSDZOOQ/ZOJ.O = (8882009/10 - SSAZOOQ/lO)
SSD2010/2011 = (5882010/11 - SSAZOIO/ll) - (8582009/10 - SS'A\2009/10)
SSD2011/2012 = (8882011/12 - SSAZOll/lZ) - (8882010/11 - SSiA\ZOlO/ll)



Where:

SSD is the service standard difference in year t
SSB: is the service standard benchmark in year t
SSA: is the actual service standard in year t.

(©) increase the value of incentive rates by a factor of 2.5 for distribution services
and 2.5 for transmission services.

Required Amendment 36

The proposed access arrangement revisions should be amended to provide for the
recovery of deferred revenue as a constant amount in each year subsequent to the
second access arrangement period and over a total period of recovery equal to the
average economic life of network assets.

Required Amendment 37

The proposed access arrangement revisions should be amended to delete the
proposed D-factor scheme at clauses 5.54 to 5.57.

Required Amendment 38

The proposed access arrangement revisions should be amended to resolve
inconsistencies between clause 10 of the applications and queuing policy and clauses
3.4 and 3.5 of the electricity transfer access contract in relation to changes to covered
services, including increases or decreases in contracted capacity at a connection point.

Required Amendment 39

The proposed access arrangement revisions should be amended such that clause 11.2
of the applications and queuing policy is amended to indicate that nothing in clause
11.2 provides Western Power with a derogation of obligations to energise connection
points within the timeframes specified under clause 8.2 of the Code of Conduct for the
Supply of Electricity to Small Use Customers or regulations 7 and 8 the Electricity
Industry (Obligation to Connect) Regulations 2005.

Required Amendment 40

The proposed access arrangement revisions should be amended such that the
proposed change to clause 24.17(a) of the applications and queuing policy is deleted
and the obligation is maintained for Western Power to provide queue information in the
initial response to an application.

Required Amendment 41

The proposed access arrangement revisions should be amended such that the
contributions policy includes an obligation on Western Power to provide an applicant or
user with details of the calculation of any contribution to be required from the applicant
or user including:

e where the contribution is in respect of new facilities investment, details of assessment
of the new facilities investment against the requirements of the new facilities
investment test and details of the calculation of the amount that does not meet the
new facilities investment test;

e where the contribution is made in respect of non-capital costs related to alternative
options, details of assessment of the non-capital costs against the alternative options



test and details of the calculation of the amount that does not satisfy the alternative
options test;

details of assumptions and calculations applied in the apportionment of any forecast
cost of works between the user or applicant and other users or applicants or Western
Power under clause 5.4 of the contributions policy; and

details of the calculation of a headworks contribution under clause 6 of the
contributions policy.

Required Amendment 42

The proposed access arrangement revisions should be amended to include definitions
of “rural zone” and “mixed zone” as these terms are used in the proposed contributions
policy to define a class of user who must make a payment under the headworks
scheme.

Required Amendment 43

The proposed access arrangement revisions should be amended such that clause 6 of
the contributions policy sets out:

the method or calculation and assumptions applied in determining the amount of
costs to be recovered by headworks contributions;

the method or calculation and assumptions applied in determining the allocation of
costs across a forecast of connections to the network and determining the magnitude
of headworks contributions;

the procedures or methods applied by Western Power to ensure that headworks
contributions will, in the long term, recover no more than Western Power’s costs of
the headworks; and

a mechanism, which may involve a system of accounting records, to ensure that any
amount of the costs of headworks recovered by headworks contributions are not also
recovered, or sought to be recovered, through other contributions or through tariffs for
services.

Required Amendment 44

The proposed access arrangement revisions should be amended to delete the
proposed clause 2(c)(iii) of the contributions policy that seeks to allow Western Power
to require a contribution in respect of non-capital costs required in response to a
connection application, where the non-capital costs associated with such works are
costs which would not be incurred by a service provider efficiently minimising costs.

Required Amendment 45

The proposed access arrangement revisions should be amended such that the
contributions policy only allows for contributions in respect of non-capital costs incurred
in the implementation of an alternative option where:

the alternative option is being implemented in response to a connection application;
and

the costs are costs that would be incurred by a service provider efficiently minimising
costs; and

Western Power is able to clearly demonstrate that the costs were not included, and
could not reasonably have been included, in forecasts of non-capital costs taken into
account in setting the price control; and
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e the conditions of section 6.41(b) of the Access Code are not satisfied.

Required Amendment 46

The proposed access arrangement revisions should be amended to delete the
expanded requirements for security proposed under clause 4.3 of the contributions

policy.
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16.

17.

The required content of an access arrangement is specified in Chapter 5 of the
Access Code. Section 5.1 specifies that an access arrangement must:

) specify one or more reference services;

o include a standard access contract for each reference service;

. include service standard benchmarks for each reference service;

. include a price control;

o include pricing methods;

) include a current price list and a description of the pricing years for the
access arrangement;

o include an applications and queuing policy;

o include a contributions policy;

) include a transfer and relocation policy;

o if required, include efficiency and innovation benchmarks;

o include provisions dealing with supplementary matters; and

o include provisions dealing with:

- the submission of proposed revisions to the access arrangement,
including specification of a revisions submission date and target
revisions commencement date; and

- trigger events that require the service provider to submit proposed
revisions to the access arrangement.

The reasons for the Authority’'s Draft Decision address elements of the revised
proposed access arrangement in the following order.

o The “introduction” and “definitions” sections of the access arrangement,
which are additional to the elements of an access arrangement required
under section 5.1 of the Access Code.

o Reference services.

o Standard access contracts for reference services.

o Service standard benchmarks.

o Reference tariffs and the price control, including the determination of total

costs and target revenue for the provision of covered services and reference
services, the actual reference tariffs determined for the first year of the
access arrangement period and the price control that governs changes to
reference tariffs over the period, and the mechanisms that affect the
determination of target revenue in the next access arrangement period.

o Efficiency and innovation benchmarks applying to the provision of covered
services.
o Various supplementary matters to the provision of covered services that are

required to be addressed in the access arrangement.
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o The applications and queuing policy.
o The contributions policy.
o The transfer and relocation policy.

INTRODUCTION TO THE ACCESS ARRANGEMENT
AND DEFINITIONS

Access Code Requirements

18.

19.

Information presented in an access arrangement that is of a general or introductory
nature does not fall within the scope of the elements of an access arrangement
required under Chapter 5 of the Access Code.

The introduction to the current access arrangement includes dates for revision of
the access arrangement, for which specific requirements exist under the Access
Code. Under sections 5.29 and 5.31 of the Access Code, an access arrangement
must specify:

o a revisions submission date that is at least six months before the target
revisions commencement date; and

o a target revisions commencement date that must be five years after the start
of the access arrangement period, unless a different date is proposed by the
service provider and the different date is consistent with the Code objective.

Current Access Arrangement

20.

21.

22.

Section 1 of the current access arrangement comprises an introduction that
includes the proposed purpose, start date, revisions submission and
commencement dates, and a list of the elements of the access arrangement. A
section in this introduction describes the access arrangement’s relationship to the
Technical Rules and access arrangement information.

Section 2 of the current access arrangement relates to interpretation of certain
terms used throughout the access arrangement.

The current access arrangement specifies a revisions submission date of 1 October
2008 and a target revisions commencement date of 1 July 2009.

Proposed Revisions

23. Proposed revisions to the introduction section of the access arrangement include:
o an introduction to the proposed revisions in the context of revisions to the
current access arrangement;
o a specified date of commencement of the proposed revisions of 1 July 2009
or a later date as specified by the Authority in accordance with section 4.26
of the Access Code;
Draft Decision on Proposed Revisions to the Access Arrangement 13
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24,

25.

26.

27.

28.

29.

30.

31.

o a proposed revisions submission date of 1 October 2011 and a target
revisions commencement date of 1 July 2012, indicating an access
arrangement period of three years from 1 July 2009; and

o a statement that the Authority must, under section 12.56 of the Access Code
cause a review of the Technical Rules approximately six months before the
target revisions commencement date for the proposed access arrangement
revisions of 1 July 2009.

No submissions made to the Authority address matters in either sections 1 or 2 of
the proposed access arrangement revisions, including the proposed revisions
submissions date or target revisions commencement date.

For matters of a general introductory nature, the Authority has assessed the content
of the introduction and definitions sections of the proposed revisions against
considerations of consistency with, and ease of understanding of, the substantive
elements of the current and revised access arrangements.

The Authority observes that the changes proposed for sections 1 and 2 of the
access arrangement are either necessary updates to reflect revisions to the access
arrangement for the second access arrangement period, such as stated time
periods, or are of an editorial rather than substantive nature.

The Authority is satisfied that the general matters addressed in the introduction and
definitions of the revised proposed access arrangement are consistent with the
Access Code and the Code objective.

The Authority has assessed the proposed revisions submission date and revisions
commencement date against the specific requirements of section 5.31 of the
Access Code.

The proposed target revisions commencement date of 1 July 2012 implies an
access arrangement period of three years duration from 1 July 2009. Under section
5.31(b) of the Access Code, the Authority can only approve the target revisions
commencement date if it is satisfied that this date, and an access arrangement
period of three years rather than five years, is consistent with the Code objective.

Western Power has not provided reasons for proposing an access arrangement
period of three years rather than five years duration.

The Authority recognises that there are advantages of a longer (five year) access
arrangement period:

o the desirable incentives that a longer period creates for Western Power to
out-perform its cost forecasts and achieve efficiencies that will ultimately be
passed onto network users and electricity customers; and

o the lower costs of regulation.



32.

33.

34.

35.

36.

37.
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For a shorter access arrangement period to be consistent with the Code objective,
the Authority considers that there must be benefits from the shorter period that
offset the loss of benefits from a longer period.

A patrticular feature of the proposed access arrangement revisions is the forecast
increase in new facilities investment and non-capital costs over actual costs
incurred in the first access arrangement period. There is also an unusual level of
uncertainty in the level of economic activity and demand for network services for the
second access arrangement period, and hence uncertainty as to whether the
forecast increases in costs will be realised. In these circumstances, the Authority
considers that a shorter access arrangement period — during which the forecasts of
costs are reflected in prices for network services — is more likely than a longer
access arrangement period to promote efficient operation and use of the SWIN and
network services. Accordingly, the Authority is satisfied that the proposed target
revisions commencement date of 1 July 2012 is consistent with the Code objective.

Finally, the Authority has given consideration to the statement in the proposed
access arrangement revisions that the Authority must, under section 12.56 of the
Access Code cause a review of the Technical Rules approximately six months
before the target revisions commencement date for the proposed access
arrangement revisions of 1 July 2009. The Authority considers that this statement
is declaratory of section 12.56 of the Access Code. The Technical Rules are being
addressed by the Authority as part of a separate assessment process.®

A reference service is a service described in the access arrangement and for which
a reference tariff is specified in the access arrangement.

Section 5.1(a) of the Access Code requires that an access arrangement specify one
or more reference services.

The requirements for reference services are set out in section 5.2 of the Access
Code:

5.2 An access arrangement must:
(@) specify at least one reference service; and

(b) specify a reference service for each covered service that is likely to be sought
by either or both of:

() a significant number of users and applicants; or

(ii) a substantial proportion of the market for services in the covered
network;

and

(c) to the extent reasonably practicable, specify reference services in such a
manner that a user or applicant is able to acquire by way of one or more

Economic Regulation Authority web site: http://www.era.wa.gov.au/2/156/48/technical_rules.pm



reference services only those elements of a covered service that the user or
applicant wishes to acquire; and

(d) for the covered network that is covered under section 3.1 — specify one or
more reference services such that there is both:

® a reference service which enables a user or applicant to acquire an
entry service at a connection point without a need to acquire a
corresponding exit service at another connection point; and

(ii) a reference service which enables a user or applicant to acquire an
exit service at a connection point without a need to acquire a
corresponding entry service at another connection point.

38. The Access Code includes definitions of a number of terms that are relevant to
understanding the reference services in the access arrangement.

“Covered service” means a service provided by means of a covered network,
including:

(@) a connection service; or

(b) an entry service or exit service; or

(c) a network use of system service; or

(d) a common service; or

(e) a service ancillary to a service listed in paragraphs (a) to (d) above,

but does not include an excluded service.

“Entry service” means a covered service provided by a service provider at an entry
point under which the user may transfer electricity into the network at the entry point.

“Exit service” means a covered service provided by a service provider at an exit point
under which the user may transfer electricity out of the network at the exit point.

“Excluded service” means a service provided by means of a covered network,
including:

(a) a connection service; or

(b) an entry service or exit service; or

(c) a network use of system service; or

(d) a common service; or

(e) a service ancillary to a service listed in paragraphs (a) to (d) above,
which meets the following criteria:

® the supply of the service is subject to effective competition, and

(9) the cost of the service is able to be excluded from consideration for price
control purposes without departing from the Code objective.

“Reference service” means a covered service designated as a reference service in
an access arrangement under section 5.1(a) for which there is a reference tariff, a
standard access contract and service standard benchmarks.

“Non-reference service” means a covered service that is not a reference service.

“Reference tariff” means the tariff specified in a price list for a reference service.

39. The designation of any service as an excluded service is subject to determination
by the Authority under section 6.33 of the Access Code. Other than as determined
by the Authority under this section, all services provided by means of the covered
network are covered services.



40.

41.

42.

43.

44,

45.

The current access arrangement at clauses 3.4 to 3.6 includes the following
reference services:

o Anytime Energy (Residential) Exit Service, Al

o Anytime Energy (Business) Exit Service, A2

o Time of Use Energy (Small) Exit Service, A3

o Time of Use Energy (Large) Exit Service, A4

) High Voltage Metered Demand Exit Service, A5

o Low Voltage Metered Demand EXxit Service, A6
o High Voltage Contract Maximum Demand Exit Service, A7
. Low Voltage Contract Maximum Demand Exit Service, A8

o Streetlighting Exit Service, A9

o Un-Metered Supplies Exit Service, A10
. Transmission Exit Service, A1l

. Distribution Entry Service, B1

. Transmission Entry Service, B2

Details of each reference service are provided in Appendix 7 of the current access
arrangement, including:

o a description of the reference service;

o user eligibility criteria;

o the applicable reference tariff;

o the applicable standard access contract; and
o the applicable service standard benchmarks.

The current access arrangement at clause 3.12 also includes a description of a
range of non-reference services that are in the nature of ancillary services.

The current access arrangement does not specify any services as excluded
services.

Western Power has not proposed any revisions to its list of reference services, but
has made two material changes to the specification of reference services.

First, the eligibility criteria have been changed for the “Time of Use Energy (Small)
Exit Service (A3)” and the name of the service has been changed to “Time of Use
Energy (Residential) Exit Service (A3)". The eligibility criteria have been changed
from indicating that the service is available at an exit point with 12-month electricity
consumption of less than 50,000 kWh to an exit point that is located at a residential
premises or a premises occupied by a voluntary/charitable organisation.



46.

47.

48.

49.

50.

51.

Secondly, the eligibility criteria have been changed for the “Time of Use Energy
(Large) Exit Service (A4)” and the name of the service has been changed to “Time
of Use Energy (Business) Exit Service (A4)”. The eligibility criteria have been
changed from indicating that the service is available at an exit point with 12-month
electricity consumption of at least 50,000 kWh to an exit point that is located at a
commercial (business) premises.

Western Power indicates that the purpose of these changes is to allow for different
on-peak and off-peak charging periods for residential and commercial users of the
network (to better align with existing metering capabilities), to create alignment with
the energy only reference services and to simplify the administration of the two
reference services.’

Western Power proposed that the specified list of non-reference services be revised
to remove certain works, fees and charges from the list of non-reference services,
including:

. relocation of transmission assets at the request of a user;
. relocation of distribution assets at the request of a user;

) works for jointly owned assets;

) sale of network schematics;

o access billing services fees;

. transition access fees; and

o capital works application fees.

Western Power proposes adding to the list of non-reference services quotations for
the:

. relocation of transmission assets at the request of a user; and

o relocation of distribution assets at the request of a user.

Submissions to the Authority have addressed the information provided by Western
Power in support of existing reference services, proposed revisions to these
services and the inclusion of additional reference services. The submissions on
each of these matters are summarised as follows.

Synergy submits that the proposed access arrangement revisions do not
demonstrate how Western Power determined that the proposed reference services
meet the requirements of section 5.2(b) of the Access Code — that a reference
service be provided for each covered service that is likely to be sought by a
significant number of users and applicants, and/or a substantial proportion of the

Western Power submission of 17 December 2008.



52.

53.

54.

market for services in the covered network.® Synergy submits that it is important
that the access arrangement contain a mechanism for Western Power, within an
access arrangement period, to consult with users of the network on the scope and
requirements of reference services. This mechanism should include a requirement
for Western Power to advertise and request submissions from network consumers.

Synergy submits that it supports the change to the time of use energy exit services
(Reference Services A3 and A4), namely that the services are based on the types
of premises (residential and commercial) rather than on levels of energy
consumption.’ Synergy opposes, however, the residential time of use service
(Reference Service A3) being made available to voluntary/charitable organisations.
Synergy refers to an Office of Energy report that recommended abolishing special
retail electricity tariffs for charitable organisations.*®

Verve Energy and Synergy requested that additional services be made available as
reference services.

Verve Energy requested that a connection service be included in the access
arrangement as a reference service.*

In its submissions on the Proposed Access Arrangement (“PAA”) in 2005, Verve
Energy argued for the incorporation of a Connection Access Contract (“CAC”) as a
Reference Service. In the Final Decision, the CAC was deleted completely as a
service and is not available under the current Access Arrangement. The argument for
the need for a CAC is re-presented for consideration at this Access Arrangement
reset.

“The Electricity Networks Access Code (“[Access Code]”) expressly anticipates that
covered services may include connection services that do not involve the transfer of
electricity, with 'connection service' defined as "the right to connect facilities and
equipment at a connection point." A note under this definition states: "{Note: A
connection service is the right to physically connect to the network, and will regulate
technical compliance etc. It is not the same thing as an entry service or exit service,
which are the right to transfer electricity.}"

Additionally the Model Standard Access Contract in Appendix 3 to the [Access Code]
(“MSAC") allows for two types of contract:

a. the “capacity contract” in Parts A, B and D, which is a contract for an entry/exit
service; and

b. the “technical compliance contract” in Parts A, C and D which is a contract for
a connection service.

In considering why a 'connection service" may be desirable and commonly used, an
example is where one entity (e.g. the generation operator, or the end user) has
technical control of the plant and another (e.g. a retailer) has the commercial

Synergy submission of 17 December 2008 on Reference Services.
Synergy submission of 17 December 2008 on Reference Services.

Office of Energy, April 2008, Report to the Minister for Energy, Electricity Retail Market Review Draft
Recommendations Report: Review of Electricity Tariff Arrangements pp. 4, 23, 24.

Verve Energy submission of 2 December 2008.
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responsibility for the transfer of electrons. The retailer may want nothing to do with
the technical operation of any entry points or exit points. In addition the generator
may want to maintain control over the technical aspects of the connection. This
would become particularly relevant where a generator is selling electricity to multiple
retailers (say a specific retailer for a specific generating location) and wants to
ensure consistent technical compliance at each connection point.

Thus, it may be appropriate for the retailer to be bound only by some types of
contractual provisions (eg contracted capacity (CMD, DSOC etc, payment/tariff,
liability, customer transfer, curtailment), with the controller of the plant being bound
by the technical provisions (eg directions from system operator, technical rules,
complying with good electricity industry practice, liability etc).

The MSAC contemplated that a User might have a Capacity Contract which did not
contain the technical compliance provisions but Western Power structured its PAA
differently - there is a contract which contains both the capacity provisions and the
technical compliance provisions, or a contract which contains just the technical
compliance provisions. Verve Energy submits that the ERA might wish to consider
whether there should be a capacity-only contract available for the situation where a
User does not have any hands on technical role but has one or more Designated
Controllers instead.

The PAA did not specify the Connection Service as a Reference Service. However, it
did include standard terms and conditions for the Connection Service. It is likely that
Verve Energy will, or might want, a connection contract. We believe therefore that
ERA should ensure that a connection service is available:

a. preferably as a reference service;
b. but failing that as a non-reference service on specified terms and conditions.

Verve Energy understands that this is permissible under the [Access Code].

Synergy submits that the access arrangement should include one or more
reference services to meet the requirements for network services at connection
points at which there is both an import and export of energy.*?

Synergy submits that such a service is required where “small scale renewable
energy systems” are connected to the network (i.e. primarily small scale solar-
energy systems) and where electricity consumers participate in the Renewable
Energy Buyback Scheme. Synergy indicates that it has over 1,800 customers with
a small-scale renewable energy system installed and this number is expected to
increase significantly with a proposed introduction of a “feed-in” tariff for these
systems, under the energy buyback scheme.

The particular concern of Synergy is that the existing reference services, and the
electricity transfer access contract that applies to those services, do not provide a
reference service that meets the requirements for a small-scale renewable energy
scheme. Synergy submits that the connection points for these schemes may not be
easily classifiable as either entry or exit points and that the function of the
connection point as an entry or exit point changes over time. Furthermore, the
standard access contract for reference services (clause 3.1(b) of the electricity
transfer access contract) prevents transfer of electricity out of the network at other
than an exit point and transfer of electricity into the network at other than an entry
point.

Synergy submission of 17 December 2008 on Reference Services.
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59.

Synergy submits that the revised proposed access arrangement should be
amended to:

o contain an appropriate reference service that enables a user or applicant to
acquire an exit (or entry) service at a connection point without a need to
acquire a corresponding entry (or exit) service at another connection point;

o contain a reference service that provides a basis and gives users the
flexibility and choice to implement mechanisms for monitoring and settling the
energy that is exported and imported to and from the network; and

o contain a reference service that is sufficiently detailed and complete to form
the basis of a commercially workable access contract and enable a user or
applicant to determine the value represented by the reference service,
including a definition of metering eligibility criteria, in particular addressing:

- how an applicant applies for a bidirectional connection point and the
associated capacity for transferring electricity into and out of the
network,

- the rules for determining, assigning and tracking these connection
points on the network,

- the rules for determining the charges associated with transferring
electricity into and out of the network,

- the duration or period that a bidirectional connection point can operate
for,

- how bidirectional connection points are managed under the electricity
transfer access contract, including how the maximum extent of any
liability will be determined, and

- how a bidirectional connection point will be transferred between
electricity transfer access contracts in accordance with the Customer
Transfer Code.

Set out below are the Authority’s considerations of the following matters relating
either to proposed revisions to the access arrangement or matters raised in
submissions.

o The information provided in support of the specification of reference services.

o Changes to the eligibility criteria for the “time-of-use energy exit services”.

o Inclusion in the access arrangement of a connection service as a reference
service.

o Inclusion in the access arrangement of a reference service for bidirectional
connection points for the transfer of electricity both into and out of the
network.

o Changes to the list of non-reference services.
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Western Power has not provided information in support of the specification of
reference services and compliance with the requirements of section 5.2 of the
Access Code. However, the Authority considers that this supporting information is
not required, given that the access arrangement has been in operation for over two
years and users (and prospective users) of the network have the opportunity during
the access arrangement review process to provide information as to whether the
reference services specified in the access arrangement meet their requirements.

Revisions to reference services specified in the current access arrangement
comprise changes to eligibility criteria associated with the change in name of Time
of Use Energy (Small) Exit Service (A3) to the Time of Use Energy (Residential)
Exit Service (A3), and the Time of Use Energy (Large) Exit Service (A4) to the Time
of Use Energy (Business) Exit Service (A4).

The Authority observes that the changes to eligibility criteria are supported by
Synergy and that there have been no submissions that object to the changes in
eligibility criteria for these services.

In a request from the Authority for further information on the reasons for the
changes to eligibility criteria, Western Power has indicated that the changes were
made in response to an approach to Western Power by Synergy to align the
network services with retail electricity services.® Western Power indicates that the
programming of interval meters differs for residential and commercial services with:

o residential “Smartpower” meters programmed for an on-peak period of 8am
to 9pm Monday to Friday and an off-peak period being all other times; and

o commercial interval meters being programmed for an on-peak period of 7am
to 10pm Monday to Friday and an off-peak period being all other times.

Under the current access arrangement, both the Time of Use Energy (Small) Exit
Service (A3) and Time of Use Energy (Large) Exit Service (A4) have an on-peak
time defined as 8am to 10pm Monday to Friday. The reason for the change in the
eligibility criteria for the reference services is to resolve the inconsistency between
the on-peak and off-peak periods programmed into the meters and the on-peak and
off-peak periods for the network services. The changes to eligibility criteria for the
reference services are proposed after consideration of other options, such as
changes to the definitions of on-peak and off-peak, and reprogramming of existing
meters. These options are considered either too expensive to implement or would
cause conflicts with Synergy’s contractual obligations to electricity customers.

Western Power has further indicated that, at January 2009, the change in eligibility
criteria would result in 460 of 16,427 residential electricity customers moving from
the A4 tariff to the A3 tariff, and 373 of 12,198 business electricity customers
moving from the A3 tariff to the A4 tariff. Effects on the costs of electricity to these
customers would depend of the patterns of electricity use of the customers and the
terms of contracts with the electricity retailers.

Email from Western Power of 21 January 2009.
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The Authority is of the view that the economic benefit of time-of-use tariffs is to
enable network tariffs to reflect costs incurred in constructing the network to
accommodate peak electricity demands. The availability of time-of-use tariffs
provides price signals and incentives for electricity consumers to shift electricity
consumption from periods of peak demand to periods of non-peak demand, which
in turn engenders efficient use of, and investment in, the network infrastructure.

The Authority is further of the view that, for the economic benefits of time-of-use
tariffs to be achieved, the reference services that provide time-of-use tariffs should
broadly correspond to customer classes with similar patterns of electricity use (and
hence use of the network), allowing the tariffs to be set to reflect the costs of
providing network services to those customer classes. The Authority considers that
this best occurs with the eligibility criteria for the time-of-use tariffs reflecting the
characteristics (patterns of electricity use) of electricity customers, rather than the
simple level of energy use.

On this basis, the Authority considers that if the eligibility criteria distinguishes
between residential and business customers, time-of-use tariffs are more likely to
promote efficiency in the use of network services and network assets than utilising
a level of electricity use. Taking this into account, together with Western Power’s
stated reasons for the changes to eligibility criteria, the lack of any objections of
interested parties to the change and the small number of electricity customers
potentially affected, the Authority is satisfied that the changes to eligibility criteria to
distinguish between residential and business premises are consistent with the
requirements of section 5.2 of the Access Code.

Relating to the changes to eligibility criteria, Synergy has submitted that the Time of
Use Energy (Residential) Exit Service (A3) should not be available to
voluntary/charitable organisations, reflecting a draft recommendation to the
government that concessionary retail tariffs for electricity for such organisations be
abolished.

In response to a request for information from the Authority, Western Power has
indicated that:

Western Power included voluntary/charitable organisations within the eligibility
criteria of the A3 reference service to ensure alignment with the Al reference service
eligibility criteria. Western Power notes that in Synergy's submission to the [Authority]
... that Synergy requests the removal of voluntary/charitable organisations from the
eligibility criteria of the A3 reference service due to the Office of Energy's
recommendation. Western Power would like to see this issue treated consistently
across the Al and A3 reference tariff (either included in both or removed from both).
The inclusion of voluntary/charitable organisations within the eligibility criteria is to
provide support to the Synergy C1/C2 and D1/D2 [regulated retail electricity] tariffs, if
these tariffs are ceasing then it is appropriate that the eligibility criteria for the A1 and
A3 reference service remove the reference to voluntary/charitable organisations.
Western Power notes that this recommendation is yet to be finalised by the Office of
Energy.

The Authority observes that, at the current time, eligibility criteria for time-of-use
services that group voluntary/charitable organisations with business customers,
rather than residential customers, would be inconsistent with regulated retall
electricity tariffs that group voluntary/charitable organisations with residential
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electricity customers. While a recommendation has been made to government for
this grouping to change,** no decision has been made to this effect. In the absence
of such a change, additional costs may arise for Western Power and/or electricity
retailers due to inconsistencies in eligibility criteria for regulated retail electricity
tariffs and network tariffs.

In accordance with the Authority’s considerations of eligibility criteria for the time-of-
use reference services, the Authority considers that the proposed eligibility criteria
should remain consistent with the regulated retail tariffs, with the Time of Use
Energy (Residential) Exit Service continuing to include voluntary/charitable
organisations until such time as the corresponding eligibility criteria for the
regulated retail tariffs are changed to group voluntary/charitable organisations with
businesses customers.

Verve Energy has submitted that the access arrangement should include a
connection service, preferably as a reference service or otherwise as a non-
reference service on specified terms and conditions.*®

Western Power had, in its originally proposed access arrangement in 2005,
specified a connection service as a non-reference service and included in the
proposed access arrangement a standard access contract (the “connection access
contract”) for the connection service. The connection access contract comprised
terms and conditions for a contract between Western Power and an electricity
customer (who is usually the controller of a connection point). The connection
access contract was intended to apply in the circumstances referred to by Verve
Energy’s current submission; that is, where the user of network services and the
controller of the connection point are different persons. The connection access
contract proposed by Western Power consisted of all the terms and conditions of
the electricity transfer access contract except for those directly dealing with
electricity transfer. Western Power stated the following reasons for including the
connection access contract in the access arrangement as a standard access
contract:

. The access contract should deal with the reference services defined in the
access arrangement, being exit and entry services.

o The party receiving connection services (a non-reference service) may not be
the contracted recipient of exit or entry services.

o The original contracting party to the construction of connection assets for
which a contribution was required may not be a party to a contract for
reference services.'®

The inclusion in the access arrangement of a connection service and an associated
standard contract was addressed by the Authority in its consideration and approval
of the proposed access arrangement in 2007. In its Final Decision, the Authority

Office of Energy, January 2009, Electricity Retail Market Review: Final Recommendations Report, Review

of Electricity Tariff Arrangements, Report to the Minister for Energy, pp. 29 — 31.
Verve Energy submission of 2 December 2008.

Economic Regulation Authority, 2 March 2007, Final Decision on the Proposed Access Arrangement for
the South West Interconnected Network, paragraphs 857 — 860.
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observed that the reference tariffs indicated in Western Power’s proposed price list
included charges in respect of connection assets for three reference services: the
Distribution Entry Service (Bl1), the Transmission Entry Service (B2) and the
Transmission Exit Service (Al11l). The Authority concluded that the inclusion of
connection charges in the reference tariffs for these services indicated that
connection services are part of these reference services. The Authority further
reasoned that, as it is not physically possible to utilise any of these reference
services without the connection assets and services, it is appropriate for the
relevant entry and exit services to be bundled with connection services in this
manner. Taking these matters into account, the Authority considered that it was not
necessary for connection services to be defined as separate reference services."’

The Access Code does not require a service provider to include in an access
arrangement a designation or description of non-reference services or a standard
access contract for non-reference services. Under section 4.29(c), the Authority
cannot require a service provider to include these matters in an access
arrangement.

The relevant matter for the Authority to consider in response to the submission from
Verve Energy is therefore whether the access arrangement should include a
connection service as a reference service together with, necessarily, a reference
tariff, a standard access contract and service standard benchmarks.*®

A connection service is defined in section 1.3 of the Access Code as “a right to
connect facilities and equipment at a connection point”. A note to this definition
indicates that “a connection service is the right to physically connect to the network
and will regulate technical compliance etc. It is not the same thing as an entry or
exit service, which embody rights to transfer electricity.”

The Authority understands from this definition that the provision by Western Power
of a connection service would involve executing a contract for the connection
service; specifying relevant technical requirements for the connection service;
provision, maintenance and operation of relevant connection assets; and monitoring
of compliance with contractual and technical requirements. It is further understood
that a connection service would typically be sought or provided separately from an
entry or exit service for generators and for consumers of large amounts of electricity
whose operations have the potential to disrupt the network. Where a price is
charged for a connection service separately from a price charged for the electricity
transfer service, that price would typically be specific to the party receiving the
service, reflecting the cost of user-specific assets utilised for provision of the
connection service.

Under clause 6.1(e) of the standard access contract for reference services (the
“electricity transfer access contract”) under both the current access arrangement
and proposed access arrangement revisions, Western Power may require the user
to procure that a controller of a connection point enter into a connection contract
with Western Power in respect of a connection point. Under the definition of a
connection contract in the electricity transfer access contract, the connection
contract may encompass the terms of the electricity transfer access contract, other

Economic Regulation Authority, 2 March 2007, Final Decision on the Proposed Access Arrangement for
the South West Interconnected Network, paragraph 91.

Definition of a reference service under section 1.3 of the Access Code.
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than the terms (clauses 3 to 9) that deal with the transfer of electricity, or comprise
of an agreement with materially equivalent terms and conditions.

The Authority observes that in the National Electricity Market (and under the
National Electricity Rules) connection services are treated as negotiated services,
meaning that the price and terms for the connection services are subject to
determination by negotiation (in accordance with negotiation principles), with
resolution of disputes by arbitration.

Contrary to the proposal from Verve Energy, the Authority considers that it is not
practical to include a connection service as a reference service under the access
arrangement. As the cost of providing the connection service, and hence the
relevant price for the service, would typically be specific to the party receiving the
service, the Authority does not consider that it would be practical to establish a
reference tariff for a connection service. The only manner in which a reference tariff
could be ascribed to a connection service would be to determine a separate
reference tariff for each party to whom the service is provided, which would be
inconsistent with the concept of a reference service. In the absence of a reference
tariff for an individual connection service, it is not possible to include a connection
service in the access arrangement as a reference service, or to require that the
access arrangement include a standard access contract for a connection service.

Synergy has submitted that the access arrangement should include a reference
service that is both an entry and exit service at a single connection point. Synergy
submits that such a reference service is necessary where small-scale renewable
energy systems are connected to the network and where electricity consumers
participate in the Renewable Energy Buyback Scheme. Synergy indicates that it
has over 1,800 customers with a small-scale renewable energy systems installed
and this number is expected to increase significantly with a proposed introduction of
a “feed-in” tariff for these systems under the energy buyback scheme.

In response to an enquiry by the Authority, the Office of Energy has indicated that
the number of electricity customers connecting small-scale renewable energy
systems is expected to increase substantially with the introduction of a feed-in
tariff.?

The Authority accepts Synergy’s submission that the range of reference services,
under the proposed access arrangement revisions, does not provide a service for a
connection point that may variously function as an entry or exit point. Under the
current and proposed specification of reference services and the standard access
contract applying to those services:

o only a single service may be provided at any one connection point (implied
by schedule 3 of the electricity transfer access contract); and

o electricity can only be transferred out of the network at a connection point
with an exit service, and transferred into the network at a connection point
with an entry service (clause 3.1(b) of the electricity transfer access contract).

Email advice from the Office of Energy of 2 February 2009.
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Under clause 5.2(b)(i) of the Access Code, Western Power is required to specify a
reference service for each covered service that is likely to be sought by a significant
number of users and applicants.

The Authority considers that the number of connection points for which a
bidirectional service is required by Synergy (and potentially other users) means that
the service is likely to be sought by a significant number of users. Accordingly, the
Authority considers that the proposed access arrangement revisions should make
provision for a reference service for a bidirectional connection point.

Required Amendment 1

The proposed access arrangement revisions should be amended such that
one or more reference services provide for single connection points to
function both as entry points and exit points. This revision will cater for the
requirements for network services that arise where small-scale renewable
energy systems connect to the network and where electricity consumers
participate in the Renewable Energy Buyback Scheme.

Non-Reference Services

88.

89.

90.

Western Power has proposed changes to the non-reference services listed in
clause 3.12 of the proposed access arrangement revisions. The proposed changes
are to remove certain works, fees and charges from the list of non-reference
services and to add to the list of non-reference services:

o guotation for relocation of transmission assets at the request of a user; and

o guotation for relocation of distribution assets at the request of a user.

The Access Code does not include a requirement for an access arrangement to
include a list of non-reference services, with these included in the access
arrangement at Western Power’s discretion. This list of non-reference services
does not limit the range of non-reference services that Western Power may provide,
nor that a prospective user may request.

Under section 4.29(b) of the Access Code, the Authority may use its discretion to
approve a proposed access arrangement containing items not required to be
included in the access arrangement. In view of the absence of constraints on either
Western Power or a user arising from the inclusion of non-reference services in the
access arrangement, and the absence of submissions on the list of non-reference
services, the Authority has no objection to the list (or the proposed revisions to this
list) forming part of the access arrangement.

Draft Decision on Proposed Revisions to the Access Arrangement 27
for the South West Interconnected Network
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STANDARD ACCESS CONTRACTS

Access Code Requirements

91.

92.

A standard access contract sets out the terms and conditions under which a user
may obtain access to a reference service at the reference tariff. Section 5.1(b) of
the Access Code requires that an access arrangement include a standard access
contract for each reference service.

The requirements for standard access contracts are set out in sections 5.3 to 5.5 of
the Access Code:

53

54

55

A standard access contract must be:
(@) reasonable; and
(b) sufficiently detailed and complete to:
0] form the basis for a commercially workable access contract; and

(ii) enable a user or applicant to determine the value represented by the
reference service at the reference tariff.

A standard access contract may:

@) be based in whole or in part upon the model standard access contract, in
which case, to the extent that it is based on the model standard access
contract, any matter which in the model standard access contract is left to be
completed in the Access Arrangement, must be completed in a manner
consistent with:

() any instructions in relation to the matter contained in the model
standard access contract; and

(i) section 5.3; and
(i) the Code obijective;
and

(b) be formulated without any reference to the model standard access contract
and is not required to reproduce, in whole or in part, the model standard
access contract.

{Note: The intention of this section 5.4(b) is to ensure that the service
provider is free to formulate its own standard access contract which complies
with section 5.3 but is not based on the model standard access contract.}

The Authority:

(a) must determine that a standard access contract is consistent with section 5.3
and the Code objective to the extent that it reproduces without material
omission or variation the model standard access contract; and

(b) otherwise must have regard to the model standard access contract in
determining whether the standard access contract is consistent with section
5.3 and the Code objective.

Current Access Arrangement

93.

The current access arrangement includes a standard access contract (the
“electricity transfer access contract”) that applies to all of the reference services
offered under the access arrangement.

28

Draft Decision on Proposed Revisions to the Access Arrangement
for the South West Interconnected Network
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In the proposed access arrangement revisions, Western Power has maintained the
single electricity transfer access contract for all reference services (proposed
electricity transfer access contract).”° The proposed electricity transfer access
contract includes revisions made for the purposes of clarifying existing provisions
and in part substantive changes to, or additions to, the contract.

The principal revisions proposed for the electricity transfer access contract include:

provision for Western Power to provide a user with a “modified service” on a
temporary basis (clause 3.1(d) of the proposed electricity transfer access
contract);

a requirement that a user comply with “eligibility criteria” in order to obtain a
reference service (clause 3.3);

provisions for updating of information and records for connection points
(clauses 3.6(c) to 3.6(e) and 7.1(f));

provision for Western Power to unilaterally reduce a user's contracted
capacity at a connection point, where that contracted capacity is not being
used by the user, Western Power is of the opinion that the contracted
capacity is unlikely to be used, and the unused contracted capacity is the
subject of an application from another person (clause 3.8);

provision for Western Power and a user to implement invoicing arrangements
different to the standard invoicing arrangements set out in the electricity
transfer access contract (clause 8.1(d));

an indication that provisions of the contract relating to charges for services
are subject to sections 65 and 66 of the Energy Operators (Powers) Act 1979
(WA), which deal with metering data, improperly functioning meters and
meter tests (clause 8.5);

inclusion of sunset clauses on claims for adjusting payments in respect of
payment errors (clauses 8.6(d) and 8.6(e)) and inclusion of procedural
provisions dealing with goods and services tax implications of payment
adjustments (clause 8.7(e));

clarification that requirements of the user and Western Power to comply with
the Technical Rules are subject to any exemptions given to Western Power
or the user under Chapter 1 of the Technical Rules (clause 11.1);

inclusion of processes for recording technical characteristics of equipment
where exemptions to the Technical Rules are granted (clause 13);

inclusion of additional provisions dealing with dispute resolution (clause
29.3);

addition of “information about or relating to a controller” to a list of information
required to be kept confidential by Western Power and a user (clause
33.1(f)); and

Proposed access arrangement revisions, Appendix 4.
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o a change in the definition of a bare transfer (schedule 1) to indicate that a
bare transfer involves no novation of the rights or obligations of the original
user under the access contract with Western Power.

Details of these proposed revisions are provided below under “Considerations of
the Authority”.

Submissions on the terms of the proposed electricity transfer access contract are
addressed below under “Considerations of the Authority” and in the sections
relating to the proposed revisions of the electricity transfer access contract.

In considering the proposed access arrangement revisions, the Authority has given
attention to the revisions proposed by Western Power, and in light of practical
experience, whether the terms and conditions retained from the existing electricity
transfer access contract are consistent with the requirements of the Access Code.

Clause 3.1(b) of the proposed electricity transfer access contract requires the user
to have an exit service at a connection point (in order to transfer electricity out of
the network at that connection point), and an entry service at a connection (in order
to transfer electricity into the network at that connection point). This clause is
unchanged from the current access arrangement.

Synergy submits that clause 3.1(b) prevents reference services accommodating
embedded generation in the distribution network, which entails bidirectional transfer
of electricity at a single connection point.?* Synergy further submits that the
electricity transfer access contract should at least contemplate the existence of a
connection point at which electricity is exported into and out of the network, as is
currently happening within the SWIS, for example, with small scale renewable
energy systems that operate under the Government’'s Renewable Energy Buyback
Scheme.

Synergy raised similar matters in its proposals for additional reference services,
which the Authority has addressed in this Draft Decision (see paragraphs 55 to 58
and 83 to 87, above). Taking into account the available information, the Authority is
requiring that the revised proposed access arrangement be amended to provide
reference services to accommodate connection points with bidirectional transfer of
electricity (Required Amendment 1). This required amendment could be satisfied
by either the introduction of new reference services or by changes to the terms and
conditions for existing reference services.

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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Clause 3.1(c) of the proposed electricity transfer access contract requires the user
to endeavour, as a reasonable and prudent person, to ensure that the rate at which
electricity is transferred into or out of the network (by or on behalf of the user) does
not exceed the contracted capacity for the service. This clause is unchanged from
the current access arrangement.

Synergy submits that this requirement on the user is unreasonable in
circumstances where the user is not the controller of a connection point and, hence,
has neither the necessary information nor the capability to meet the requirement of
clause 3.1(c).?* Synergy submits that the clause contemplates that a user who is a
retailer should take some action to control the rate of electricity consumption by its
customers. Synergy considers this outcome to be unreasonable for reasons that:

o it is not clear precisely what action a retail user must take in order to comply
with clause 3.1(c);

o it is not reasonable and is contrary to the Code objective for a regulated
contract such as the electricity transfer access contract to require one
contracting party (i.e. the user) to take action, at its cost, for the benefit of the
other contracting party (i.e. Western Power) against third parties (i.e. the
user's customers);

o a retail user does not have the ability to monitor in a timely manner whether
its customer is in breach of the contractual requirement, let alone whether
such breach is causing damage;

o as any damage caused by a customer exceeding contracted capacity is most
likely to be suffered by Western Power and not by the retail user, it will be
legally difficult for a user to enforce such a contractual requirement, for
example, by way of an injunction or damages;

J clause 3.1(c) is uncertain in its operation as to precisely what the electricity
transfer rate is that a user must not exceed;

) clause 3.1(c) is unnecessary as, under the Energy Operators (Powers) Act
1979 and under clause 6.1(e) of the electricity transfer access contract,
Western Power has the ability to control the actions of a retail user's
customer in minute detail and to impose sanctions for non compliance; and

o clause 3.1(c) restricts a retail user's ability to enter into contracts with its
customers which entitle the customer to increase its contracted maximum
demand.

Synergy submits that if it is intended that clause 3.1(c) requires only that a user
include a clause in its customer contract to the effect that the customer must not
exceed contracted capacity, then clause 3.1(c) should be amended to make this
clear. Further, clause 3.1(c) should also provide that the user does not have to
enforce this requirement of the customer contract.

The Authority notes the concerns raised by Synergy. However, clause 3.1(c) of the
proposed electricity transfer access contract is materially the same as clause A3.14
of the model standard access contract under the Access Code. Accordingly, under

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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clause 5.5(a) of the Access Code, the Authority must determine that clause 3.1(c) is
consistent with section 5.3 of the Access Code.

Under a new clause 3.1(d) of the proposed electricity transfer access contract,
Western Power may provide the user with a “modified service” pending completion
of events or works that are to be completed before the provision of the contracted
service.

In submissions made to the Authority, Griffin Energy and Alinta Sales support the
provision of a modified service and the flexibility that this provides for a user and
Western Power to enter into an access agreement.

Alinta Sales, however, expresses concern that the provision for a modified service
would reduce the incentive for Western Power to provide the full contracted service
and provide too much discretion for Western Power regarding the timing for
completion of relevant events or works necessary for provision of the contracted
service.

The Authority observes that there is nothing in clause 3.1(d) that alters any
obligation arising under either the Access Code or access arrangement for Western
Power to undertake necessary works or meet conditions for the provision of a
contracted service. Further, the provision for a modified service implies, that for all
practical intents and purposes, a user and Western Power have to agree on
provision of a service other than a reference service or to agree on provision of a
service on terms and conditions other than in a standard access contract.

Taking into account the support expressed in submissions for the modified service,
the Authority considers that the new clause 3.1(d) is consistent with section 5.3 of
the Access Code.

Clause 3.2 of the proposed electricity transfer access contract allows the user to
give notice to Western Power seeking to change the service in respect of a
connection point. Both the user, in giving notice, and Western Power, in processing
the request, must comply with the applications and queuing policy. This clause is
unchanged from the current access arrangement.

Synergy submits that the timing requirements under the applications and queuing
policy are inconsistent with relevant requirements under the Customer Transfer
Code:?®

Clause 3.2 of the [electricity transfer access contract] refers to Western Power
processing a notice by a User to change a Service in respect of a Connection Point
in accordance with the Applications and Queuing Policy (“[applications and queuing
policy]”). However the timing in clauses 13.1(a) and 13.1(b) of the [applications and
queuing policy] within which Western Power must process the notice appear to be
inconsistent with the requirement to nominate a transfer date set out in clause 4.7 of
the Customer Transfer Code. Synergy submits that clause 3.2(b) should be amended

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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to require Western Power to process a notice from User (i.e. a customer transfer
request) in accordance with the requirements of the Customer Transfer Code.

Clauses 13.1(a) and 13.1(b) of the applications and queuing policy make provision
for Western Power to undertake an assessment of whether an exit point is
contestable — in circumstances where an applicant makes an electricity transfer
application or connection application to establish a new exit point, or an incoming
retailer makes a transfer request with regard to an exit point — and the time period
for Western Power to make this assessment (five business days). Neither of these
clauses (or the associated timing requirements) are relevant to a change in
reference service at a connection point.

Clause 4.7 of the Customer Transfer Code establishes requirements for a customer
transfer date pursuant to a customer transfer request. The transfer date must be
between either 3 — 50 business days (metropolitan area) or 5 — 50 business days
(non-metropolitan area) after the customer transfer request. This clause, and the
associated time requirement, is not relevant to a change in reference service at a
connection point.

The Authority therefore considers that neither of the timing requirements in clause
13.1 of the applications and queuing policy or clause 4.7 of the Customer Transfer
Code are relevant to the provisions of clause 3.2 of the proposed electricity transfer
access contract.

Western Power has proposed a new clause (clause 3.3) for the proposed electricity
transfer access contract under which the user must comply with the eligibility
criteria applicable to the reference service provided at a connection point.

The eligibility criteria for reference services relate to the nature of the premises
(commercial or residential); historical or forecast maximum demand; the type of
meter installed at the connection point; requirements for streetlights and un-
metered supplies; and compliance with the Technical Rules WA Electrical
Requirements and AS 3000.

Synergy submits that it understands the intent of clause 3.3 is for a user to ensure
that, when its customer's circumstances change such that the customer no longer
meets the eligibility criteria, then the user must, in accordance with the applications
and queuing policy, change the reference service applicable to the customer.?*
Synergy submits that, if this is the case, then it is only possible for the user to meet
this requirement if a change in the reference service applying to a customer is
reasonably facilitated through the applications and queuing policy. Synergy
submits that clause 3.3 of the proposed electricity transfer access contract should
be revised to reflect this policy:

The User, insofar as it is reasonably able to do so and subject to the Applications
and Queuing Policy*, and subject to Western Power* meeting its legal and regulatory
obligations in relation to providing Reference Services*, [must] in relation to each
Reference Service Point*, comply with the Eligibility Criteria* applicable to the
Reference Service* provided, or to be provided, at the Reference Service Point*.

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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The Authority considers that it is reasonable and consistent with section 5.3(a) of
the Access Code for the user to be bound to comply with the relevant criteria for the
reference service, as these eligibility requirements define the relevant reference
service according to the situation and requirements of the connection point and
electricity consumer.

The Authority considers that the revisions to clause 3.3 suggested by Synergy
provide an unnecessary level of protection to the user and are subject to potential
abuse by the user. These revisions would provide an ability for the user to not
comply with the eligibility criteria, even if Western Power fulfilled its contractual
obligations (in the provision of the contracted reference service), or in the event that
Western Power has not met unrelated obligations.

The Authority accepts, however, that the requirement to comply with eligibility
criteria should be subject to Western Power meeting its obligations to, as
necessary, change the reference service applicable to a connection point and
electricity customer. Accordingly, the Authority considers that clause 3.3 should be
subject to operation of the applications and queuing policy, which allows for the
change of a reference service.

Required Amendment 2

The proposed access arrangement revisions should be amended so that the
requirement under clause 3.3, for a user to ensure compliance with eligibility
criteria for a reference service, is subject to operation of the Applications and
Queuing Policy regarding a change in the reference service applying to a
connection point.

Addition of a Connection Point (clause 3.4)

122.

123.

124,

125.

Western Power has included a new provision under clause 3.4 of the proposed
electricity transfer access contract to establish a process for addition of a
connection point to the contract.

Clause 3.4 of the proposed electricity transfer access contract corresponds to
clause 3.3 of the current electricity transfer access contract. This clause makes
provision for an increase of contracted capacity at a connection point and indicates
that a request for an increase in contracted capacity is made by the user, and
processed by Western Power, under the applications and queuing policy, the
Customer Transfer Code or the electricity transfer access contract. The change to
this clause applies the same process and requirements to the addition of a
connection point.

None of the submissions made to the Authority address this proposed change.

The addition of a connection point to an electricity transfer access contract may
occur in a range of circumstances, including where a new connection point is being
established on the network and where a connection point is being transferred from
the access contract of one retailer to another retailer — either with or without any
change in the customer or energy transfer at that connection point. Depending
upon the circumstances of the addition of a connection point, different
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127.

128.

129.

administrative processes may be applied to the application and approval of the new
connection point, including the possibility that the addition may be subject to a
queued connection application. Given this, the Authority considers that the addition
of a connection point to an access contract is reasonably subject to relevant
provisions of the applications and queuing policy, Customer Transfer Code or other
relevant provisions of the contract, as applicable. As such, the Authority is satisfied
that the proposed change to clause 3.4 is consistent with section 5.3 of the Access
Code.

The range of processes that may be applied in the addition of a connection point to
an access contract is also addressed in the Authority’'s assessment of the
applications and queuing policy (paragraph 1090 and following).

Clause 3.6 of the proposed electricity transfer access contract provides for the user
to request deletion of a connection point from the contract. Clause 3.6 also sets out
the circumstances in which Western Power is obliged to comply with the request.
This clause is unchanged from the current access arrangement.?

Synergy submits that clause 3.6 of the proposed electricity transfer access contract
should make it clear that Western Power cannot delete a connection point from an
access contract, except in response to a request from the user:*°

Synergy submits that clause 3.6 of the [electricity transfer access contract] does not
make it sufficiently clear that Western Power must not delete a Connection Point
other than in accordance with a request by a User under clause 3.6(b). Further, that
the sanctions for Western Power deleting a Connection Point from the [electricity
transfer access contract] in breach of clause 3.6 are not sufficient.

Synergy is aware that Western Power has, on occasion, deleted Connection Points
from an access contract other than at the request of a User in accordance with
clause 3.6(b). The impact of this upon a User can be significant, including the lost
opportunity cost to profit from the sale of electricity to the User's customers. Under
the definition of Direct Damage in Schedule 9 of the [electricity transfer access
contract], a User could not seek such lost opportunity costs from Western Power if it
deleted a Connection Point in breach of the [electricity transfer access contract].

Synergy submits that in order for clause 3.6 to be reasonable within section 5.3(c) of
the [Access Code], the following should be added to clause 3.6:

"(d)_Subject to the Customer Transfer Code, Western Power must not delete a
Connection Point_other than in accordance with a notice given by a User in
accordance with this clause 3.6.

(e) If Western Power deletes a Connection Point in_breach of clause 3.6(d),
Western Power is liable to pay the User any Indirect Damage suffered by the User
as a result of Western Power's breach."

The corresponding clause 3.5 of the current electricity transfer access contract is
silent on whether Western Power may delete a connection point, thereby implying
that Western Power has no power to do so other than in accordance with the
provisions of this clause. The Authority considers that explicit protection for users is
warranted and reasonably necessary for the electricity transfer access contract to

% Clause 3.6 corresponds to clause 3.5 of the current electricity transfer access contract.
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Economic Regulation Authority

130.

131.

be consistent with section 5.3 of the Access Code. For these reasons, the Authority
accepts the amendment proposed by Synergy, as a new clause 3.6(d) of the
revised electricity transfer access contract.

Required Amendment 3

The proposed access arrangement revisions should be amended so that the
revised electricity transfer access contract includes a clause 3.6(d) requiring
that “subject to the Customer Transfer Code, Western Power must not
delete a connection point other than in accordance with a notice given by a
user in accordance with clause 3.6”.

The Authority does not accept that the liability of Western Power for damages as
proposed by Synergy (for clause 3.6(e)) is reasonable. The electricity transfer
access contract explicitly limits damages recoverable by a person for direct damage
other than where a party commits fraud. This is a deliberate scheme and such
limitation of liability is quite common for access contracts relating to large
infrastructure with multiple users where indirect losses could be substantial (e.g. if a
breach causes power disruption for a period of time, the consequential or indirect
damage could include potentially large financial losses, such as lost profits and
damage to goodwill for each affected business). Synergy’s proposal would make
two exceptions to this limitation — fraud (an existing exception) and a deletion of a
connection point. Under Synergy’s proposal, Western Power would be liable for
indirect damages arising from the deletion of a connection point other than in
accordance with clause 3.6 of the proposed electricity transfer access contract,
whether this be negligent or deliberate.

The Authority considers that making Western Power liable for indirect losses arising
from the deletion of a connection point, where such deletion occurs as a result of
negligence, is inconsistent with the other provisions of the electricity transfer access
contract. The Authority does, however, consider that such liability is reasonable
where the deletion of a connection point other than allowed for under clause 3.6 is
wilful or deliberate.

Required Amendment 4

The proposed access arrangement revisions should be amended so that the
electricity transfer contract includes a new clause 3.6(e) requiring that, if
Western Power wilfully or deliberately deletes a connection point in breach of
clause 3.6(d), Western Power is liable to pay the user any indirect damage
suffered by the user as a result of Western Power's action.

Connection Point Data (clause 3.7)

132.

Schedule 3 of the proposed electricity transfer access contract comprises a
database of connection points for which services are provided to the user.
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136.
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Clause 3.7 of the proposed electricity transfer access contract provides for this
database to be maintained and updated.

Under clause 3.7(b) of the proposed electricity transfer access contract, if the user
is a “metering code participant” (within the meaning of the Metering Code), Western
Power has responsibility for updating the “metering database” in schedule 3 in
accordance with relevant provisions of the Metering Code. Western Power also
has an obligation to provide the user with secure access to this information.

Western Power has proposed that the following new clauses be added to
clause 3.7 of the electricity transfer access contract.

(c) Western Power* will record and update the [contract maximum demand]* and
[declared sent out capacity]* information in Part 1 of Schedule 3 within a database
maintained by Western Power* and provide the User* with reasonable access to the
information upon request by the User*.

(d) Subject to clause 3.7(e), where Western Power causes a Permanent
Reconfiguration* of the Network* which results in the information contained in
Schedule 3 having to be updated:

® Western Power* is not required to update the information contained in
Schedule 3 before the next 1 July following the Permanent Reconfiguration*
of the Network*; and

(i) Western Power* must update the information contained in Schedule 3 before
the next 21 July following the Permanent Reconfiguration* of the Network*.

(e) Where a Permanent Reconfiguration* of the Network* occurs as a result of, or arising
from, a notice or application by the User* under clause 3.4, 3.5 or 3.6 which results in
the information contained in Schedule 3 having to be updated:

0] clause 3.7(d) does not apply; and

(i) each Party* must update the information contained in Schedule 3 as soon as
reasonably practicable after the Permanent Reconfiguration* of the Network*.

Synergy submits that there are deficiencies in the proposed electricity transfer
access contract for management of, and changes to, schedule 3.

First, Synergy submits that there is a lack of clarity with how Synergy will obtain
access to Western Power’s systems for the connection point data in schedule 3.%”
In particular Synergy submits that:?®

... to comply with section 5.3 of the [Access Code], clause 3.7 of the [electricity
transfer access contract] should be specific as to the manner, method and timing by
which Western Power provides a User with such access, particularly given the dearth
of any other regulatory requirements on Western Power in this respect. Therefore
Synergy suggests that clause 3.7 be amended as marked up as follows:

"(b) If the User* is a Metering Code Participant* then the User* and Western
Power* agree that Western Power* will, in accordance with the provisions of
the Metering Code*, record and update in the Metering Database* the
information in part 1 of schedule 3, and will do all things reasonably
necessary to provide the User* with secure access to this information

Synergy submission of 24 October 2008 and verbal communication of 31 October 2008.
Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.



(f) Western Power*, acting in_accordance with Good Electricity Industry
Practice*, will provide the User* with such access as is reasonably
acceptable to the User*, acting as a Reasonable and Prudent Person*, to the
Metering Database* to enable the User* to update the information contained
in_the Metering Database* in_accordance with the Metering Code* and
clause 3.7(a), including access via "BuildPack", as that term is defined in the
Communication Rules made under the Metering Code*."

137. Secondly, Synergy claims that there are ambiguities and inconsistencies in the

138.

29

30

31

provisions for updating schedule 3 and the metering database, including the
following matters.

29,30

It is not clear how a user can comply with clause 3.7(e)(ii) and update
schedule 3, as clause 3.7(b) appears to contemplate that only Western
Power can actually update schedule 3.

Clauses 3.7(b), (c), (d), (e) and clause 7.1(f)*" will create difficulties for users,
particularly Synergy, in determining and reconciling the charges levied by
Western Power. Synergy submits that these clauses do not adequately deal
with the interaction between the metering database and schedule 3 or with
what happens when there are discrepancies between the two, which could
arise due to differing requirements to update schedule 3 and the metering
database.

If Western Power can unilaterally update information in schedule 3, there
should be an obligation in the electricity transfer access contract for Western
Power to provide advance notice to an affected user of any information to be
updated by Western Power. Synergy submits that it is not reasonable to
expect, or for the electricity transfer access contract to effectively require,
retail users to attempt to identify changes to standing data after the event or
have to reconcile charges with changes to schedule 3.

On more specific matters relating to the updating of schedule 3 and the metering
database, Synergy submits that:*

The Information contained in Schedule 3 must always be correct and aligned to the
Metering Database. If there is a discrepancy between the Metering Database and
Schedule 3 (or any other registry) then, in the absence of manifest error, the
Metering Database must be deemed to be correct in accordance with section 4.4(2)
of the Metering Code and both the User and Western Power should be entitled to
rely upon the information in the Metering Database in performing their respective
obligations under the [electricity transfer access contract].

Where a Permanent Reconfiguration of the Network occurs as a result of a notice or
application by the User, then the Metering Database must be updated in accordance
with the requirements of the Metering Code, and this must be reflected in the
[electricity transfer access contract], including in an immediate updating of
Schedule 3.

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
Clause 7.1(f) of the proposed electricity transfer access contract provides that, in calculating tariffs and

charges for a service, Western Power must rely on the information in schedule 3 and updated information
in schedule 3 cannot be applied retrospectively in calculating tariffs and charges.
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Economic Regulation Authority

The note in Schedule 3 should be changed to reflect that Western Power will store
the details in the Metering Database as described in accordance with clause 3.7 (as
amended to address the issues identified in this submission).

There should be a clear mechanism in the [electricity transfer access contract]
detailing how Western Power will update Schedule 3 from the Metering Database
and how Western Power will advise affected Users of such updates. The requirement
in clause 3.7(e) for each party to independently update their own Schedule 3 appears
to be unworkable and will lead to manifest errors as between a User and Western
Power and also the Metering Database.

The Charges should be calculated using the Reference Service attributes listed in
Schedule 3 (e.g. CMD and DSOC) while the Network determinates (e.g. substation
zone, substations distance, TNI and pricing zone) should be those detailed in the
Price List, as approved by the Authority annually. Synergy understands that this is
perhaps what Western Power intended by clause 3.7. However Synergy is not
convinced that clause 3.7 actually achieves this result.

139. The Authority accepts Synergy’s submission that clause 3.7(e)(ii) is ambiguous as
to whether the user may directly update schedule 3 and the metering database.
The Authority requires that this ambiguity be resolved before the approval of the
proposed access arrangement revisions and considers that this resolution may be
achieved either by requiring that schedule 3 and the metering database be updated
only by Western Power, or by making it more explicit that schedule 3 and the
metering data base can be updated directly by the user.

140. Depending upon which of these alternatives is adopted by Western Power,
requirements for access by the user to information in schedule 3 and in the
metering database will differ. In any case, the Authority is satisfied that it is
necessary for clause 3.7 of the electricity transfer access contract to be consistent
with section 5.3 of the Access Code and that the requirement for Western Power to
provide access to schedule 3 and the metering database should be strengthened to
ensure that access is provided in a form that reasonably meets the requirements of
the user.

141. The Authority does not, however, consider that it is necessary or desirable for the
access contract terms and conditions to refer to specific mechanisms of
communication under the Communication Rules, which are currently subject to
independent review.

Required Amendment 5

The proposed access arrangement revisions should be amended such that
clause 3.7 of the electricity transfer access contract is clear on whether
schedule 3 and, where relevant, the metering database, is to be updated
only by Western Power, or by either Western Power or the user.
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Required Amendment 6

The proposed access arrangement revisions should be amended such that
clause 3.7 of the electricity transfer access contract requires Western Power
to provide the user with such access to schedule 3 and the metering
database as is reasonably required for the user to obtain information or to
change relevant information.

142. The Authority also accepts Synergy’s submission that ambiguity exists in the data
that will be used for the determination of tariffs and charges where there are
inconsistencies between schedule 3, the metering database and the price list. The
Authority requires that this ambiguity should be resolved before the proposed
access arrangement revisions will be approved.

Required Amendment 7

The proposed access arrangement revisions should be amended so that the

electricity transfer access contract indicates which records of connection
point data will have precedence, to the extent of any inconsistency between
schedule 3 of the electricity transfer access contract, the metering database
and any connection point data contained in the price list.

143. Synergy also submitted that there is poor asset-data integrity for streetlight and
unmetered reference services, which in turn prevents Synergy from reconciling
network charges under the electricity transfer access contract.*

144. The Authority considers that clause 3.7 of the proposed electricity transfer access
contract, together with relevant provisions of the Metering Code, establish a clear
obligation for Western Power to maintain data that form the basis for determination
of tariffs and charges for connection points. Given this obligation, the Authority
considers that issues of data-integrity are a matter to be resolved between the
contracting parties under an access contract, or under a service level agreement
under the Metering Code.

Contracted Capacity Not Utilised (clause 3.8)

145. Western Power has proposed a new clause 3.8 for the electricity transfer access
contract that provides for Western Power to reduce a users contracted capacity in
circumstances where part or all of the contracted capacity is not being used by the
user, and the user has not demonstrated that the unused capacity will be utilised.

3.8  Contracted Capacity* not utilised

% synergy submission of 24 October 2008 and verbal communication of 31 October 2008.
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(a) Subject to clause 3.8(c), where, in relation to Contracted Capacity* at a
Connection Point*:

® the Contracted Capacity is not being used by the User*;

(i) it is unlikely, in the opinion of Western Power* as a Reasonable and
Prudent Person* that the unused Contracted Capacity* will be used by
the User* to satisfy the User*'s actual or forecast requirements; and

(i)  the unused Contracted Capacity* is the subject of an Application* from
a person who is not the User?*,

Western Power may give 30 days notice to the User* stating its intention to
reduce the User*'s Contracted Capacity* and the amount and timing of the
reduction.

(b) If the User* fails within the period specified in the notice to:
® use the Contracted Capacity*; or

(i) demonstrate to the satisfaction of Western Power* as a Reasonable
and Prudent Person* that the unused Contracted Capacity* will be
used to satisfy the User*'s actual or forecast requirements,

Western Power may reduce the User*'s Contracted Capacity* in accordance
with the notice.

(c) Western Power* is not entitled to reduce Contracted Capacity* at a
Connection Point* where the unused Contracted Capacity is attributable to
Force Majeure*.

146. Western Power indicates the intent of the new clause 3.8 is as follows.3*

... the purpose of the provision is to not allow user's to 'sit' indefinitely on unused
capacity to the detriment of other potential users of that capacity.

It is feasible that contracted capacity which remains un-utilised can, in the limit, lead
to new investment in the network through the addition of network capacity which is
physically not required, but is necessary to meet Western Power's contractual
obligations. Western Power's objective in proposing the provision is to avoid this type
of new investment in the network occurring. Western Power has "in principle" support
from some stakeholders including Landfill Gas and Power (submission to ERA dated
12 December 2008) and Pacific Hydro (submission to ERA dated 2 December 2008).

Western Power's intention is to establish a process in response to the principle that
withholding un-used capacity from the market, for whatever reason, can lead to
investment in additional capacity that is unwarranted from an overall network
perspective.

Western Power welcomes suggestions as to how the outcome can be otherwise
achieved.

147. Western Power has indicated that Pacific Hydro and Landfill Gas and Power
support the electricity transfer access contract, including provision for unused
contracted capacity to be made available to other users. However, both parties
oppose Western Power having the power to unilaterally make such a determination.
Griffin Energy and Perth Energy also support a provision allowing unused capacity
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148.

149.

to be re-allocated, but similarly oppose such re-allocation being undertaken by a
unilateral decision of Western Power.*®

The relevant parts of the submissions from these parties are detailed below.>®

Pacific Hydro:

“Clause 3.8(a) of the Electricity Transfer Access Contract raises the dilemma faced
by Network Service Providers (NSPs) where contracted capacity has been
underutilised by the user. How can this capacity be redirected to other users in a fair
and reasonable way? The generator, as the effective “owner” of this capacity, has
built the connection assets to the size necessary to fit the contracted capacity.
Generation development, particularly wind generation, requires the coordination of
connection arrangements, licensing, planning and environmental approvals, turbine
selection, noise abatement, construction and financial resources. During the
development stage a number of these matters are progressed within the various
timeframes and uncertainties as issues arise. With best practice and best intentions,
the coordination of the multiple issues can result in connection arrangements being
underutilised. Pacific Hydro has experienced these issues with a number of wind
developments. Where there are no commercial opportunities to utilise the
underutilised capacity, we agree that this capacity should be released back to the
transmission NSP. However as the owner of the connection capacity, Pacific Hydro
considers any reduction to this capacity must be on the basis of agreement between
the parties, including a clearly defined dispute mechanism and the engagement of an
independent expert for arbitration if required.

150. Landfill Gas and Power:

. we are very concerned about any prospect of Western Power being given un-
reviewable discretion. While we understand the concept behind Western Power
seeking power to unilaterally revoke capacity reservations, and under carefully
controlled provisions would support it as being in the public interest, we note that
LGP itself has capacity reservations that it does not fully utilise, but which we funded
and continue to pay for month by month in the expectation of using them in the
future. Indeed, we find ourselves obliged to pay now to hold open capacity that is not
IMO-certified until October 2010. On this basis, LGP supports Western Power being
given a process for revoking a capacity reservation provided that process outlines
suitable grounds for such an action (including the applicant unreasonably obstructing
a more viable project) and provides a right of appeal to an independent party.

151. Griffin Energy:

35

Another significant inclusion in the proposed revisions to the Access Arrangement is
the granting of the unilateral right to Western Power to reduce a user’'s contracted
capacity at a connection point. A similar provision, supported by Griffin, was
proposed for the current Access Arrangement but removed at the request of the
Authority. Griffin contends that such a provision is absolutely consistent with the
Code objectives and associated legislation. The Electricity Transmission Regulations
1996 states:

36. Effect of access to capacity

Griffin Energy Development Pty Ltd submission of 17 December 2008; Perth Energy submission of

17 December 2008.
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By executing or complying with its obligations under an access agreement or
making any capital contribution under an access agreement, a user does not
acquire any right, title or interest in or to the electricity transmission network.

This implies that while a user holds an agreement which allows its facility to send its
output, at a connection point, into Western Power’s transmission network, that user
holds no rights over any other user, applicant or otherwise, over the transmission
network itself. When the user is no longer able to send its output (at a connection
point) into the network; and if there are other applicants seeking to utilise the
network, then the contracted capacity of the user should be reduced and that
capacity should be made available to another user. The alternative would be to allow
the user to maintain its unused capacity and for Western Power to invest in additional
capacity for the new applicant. In order to meet its obligations under the Code
objectives, Western Power should favour the reduction of unused contracted
capacity over the investment in new capacity — as the latter is clearly not promoting
the economically efficient investment in and use of the network; nor is it promoting
competition in markets upstream and downstream of the networks.

Griffin again supports the concept of reducing unused contracted network capacity.
However, we also recognise the issues some users might raise with the vesting of
this authority in Western Power itself. Griffin proposes that the right to reduce unused
contracted network capacity be vested in the Authority, where Western Power, on
application to the Authority, is required to meet a ‘burden of evidence’ test to activate
this provision; and the relevant user is given the right to make submissions into the
determination process.

152. Perth Energy:

Perth Energy agrees that a mechanism should be included to release or cancel
capacity that is not being used by a customer. This would reduce over-investment in
the transmission system and minimise the ability for capacity holders to exercise
market power. However, Perth Energy does not support the provision for Western
Power to act unilaterally with respect to capacity under the [electricity transfer access
contract]. If the proposed change in capacity cannot be agreed by the parties then it
should be resolved under a binding dispute resolution process.

153. Other parties that made submissions to the Authority oppose the new clause 3.8.%"

154,
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In particular, Synergy objects to the proposed clause 3.8 on a humber of grounds.

First, Synergy submits that the proposed clause 3.8 comprises terms and
conditions that go beyond the terms and conditions necessary to govern the
provision of a reference service and, therefore, beyond the terms and conditions
contemplated for a standard access contract under the Access Code:*®

Synergy submits that this clause should be deleted as being contrary to sections
5.1(b) and 5.3 of the [Access Code] and the Code objective.

Under section 5.1(b) of the [Access Code] an access arrangement must include a
standard access contract for each reference service. Synergy submits that it is
implicit in this section that the standard access contract contain only those terms and
conditions that relate to and are reasonably necessary to govern the reference
service. However, clause 3.8 of the [electricity transfer access contract] does not
relate to or govern a reference service. Rather, the clause specifically contemplates

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract; Verve Energy

submission of 2 December 2008; Western Australia Major Energy Users submission of 16 December
2008; Chamber of Commerce and Industry Western Australia submission of 17 December 2008; Alinta
Sales Pty Lid submission of 17 December 2008.
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overriding entitlements to a reference service for matters unrelated to that service.
The effect of the clause is to give Western Power the ability to unilaterally amend
existing contractual entittements for the apparent purpose of enabling Western
Power to determine the best use of the Network.

Synergy submits that the Authority should not permit Western Power to expand the
scope of the regulated standard access contract beyond that which was reasonably
contemplated by the [Access Code]. Synergy submits that clause 3.8 deals with
matters beyond those that are reasonably contemplated by the [Access Code].
Synergy submits the [Access Code] did not contemplate that the regulated standard
access contract would include matters that were contrary to the reference service,
being the service in respect of which the regulated contract is to provide terms and
conditions.

Further, Synergy submits that clause 3.8 goes beyond what is reasonably required in
order to provide terms and conditions upon which Western Power will provide
reference services. Rather, the clause goes towards Western Power's management
of the network, which Synergy submits is not appropriate in a regulated standard
access contract.

155. Secondly, Synergy submits that Western Power does not have a statutory power to

exercise the provisions of the proposed clause 3.8:%

Synergy also questions whether there is any statutory basis for Western Power to be
given the ability to form a view as to whether a User's actual or forecast Contracted
Capacity requirements are reasonable. To give Western Power such an ability would
be, in effect, to permit Western Power to control the manner in which business is
expanded and conducted in the SWIN. Synergy submits that the head of power
under which the [Access Code] was made, namely section Part 8 of the Electricity
Industry Act 2004, does not extend to granting the power to give this ability to
Western Power under the regulated standard access contract.

156. Thirdly, Synergy submits that the proposed clause 3.8 is not reasonable within the

meaning of section 5.3(a) of the Access Code as the clause provides Western
Power with the ability to remove capacity from one of Synergy’s customers even
though the customer may have paid for the right, or provided contributions, for this
capacity to be available.****

157. Verve Energy indicates that it does not support the new clause 3.8 for reasons that:
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a1

) the provision is contrary to the imperative for generators to hold firm
connection point contracted capacity under the bilateral-contract structure of
the wholesale electricity market;

o proponents of hew generation capacity may have difficulty obtaining project
finance if there are not secure rights to contracted capacity;

o it is entirely reasonable that a network user may wish to retain unused
contracted capacity in support of potential future development opportunities;

o a network user, in addition to ongoing annual network access charges, would
invariably have also made a significant capital contribution to secure access;
and

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
Synergy submission of 24 October 2008 and verbal communication of 31 October 2008.
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o it should not be the role of the network service provider to concern itself with
policing anti-competitive behaviour.

Verve Energy submits that reliance should be placed instead on the ability under
the access arrangement to transfer capacity between users:

Notwithstanding Verve Energy’s strong objection to unilateral removal of contracted
capacity, it is mindful of facilitating and supporting economically efficient operation
and use of the network. To that end, Verve Energy would be supportive of a proposal
that suitably enables users to temporarily ‘release’ contracted capacity, to another
user with immediate need, on the guarantee that the released contracted capacity
can be recovered on, say, two years notice. Clearly, the new user would then be
required to make any capital contribution necessary to facilitate the associated
network augmentation. The effect of this arrangement would be to ensure
economically efficient investment by appropriately delaying the required network
augmentation, while not diminishing the user’s future development options.

The ‘bare transfer’ arrangement contemplated in the Code, and established in the
network operator’'s current Electricity Transfer Access Contract ..., is the ideal
mechanism for facilitating that economically efficient investment.

The WAMEU submit that they oppose the provision for Western Power to reduce
contracted capacity and propose that contracted capacity should only be able to be
reduced by agreement with the user, possibly with some consideration paid by
Western Power.*?

The CCIWA opposes the provisions of the new clause 3.8, submitting that Western
Power is not appropriately equipped to assess whether a market participant will be
likely to use unutilised capacity.

Alinta Sales submits that there may be sound commercial reasons for network
users to hold unutilised capacity as a real option for future projects that would
require the capacity. There is a cost (in network charges) to the real option that
exists in holding unutilised capacity and it is the network users, not Western Power,
that are best placed to determine whether the cost of creating or maintaining the
real option is commercially prudent.

Alinta Sales further submits that:

o market mechanisms, including trading of contractual entitlements to capacity,
are to be preferred as a means of achieving efficient use of network capacity;
and

o to the extent that the proposed clause 3.8 is intended to reduce anti-
competitive behaviour, there are better mechanisms in competition law to
achieve this.

Regarding the opinion of Synergy that Western Power does not have the statutory
power or ability under the Access Code to establish the provisions of the proposed
clause 3.8, the Authority does not accept that the matters addressed by clause 3.8
are necessarily outside the range of matters that may reasonably be addressed in
the access arrangement terms and conditions. The right of a network service
provider to reduce the contracted capacity of a user concerns the relationship

Western Australia Major Energy Users submission of 16 December 2008, pp. 87, 88.
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between the user and the network operator with respect to access to contracted
capacity and also sets out limits on the service.

In its substance, the proposed clause 3.8 is essentially the same as a clause that
was proposed by Western Power in the original proposed access arrangement for
the first access arrangement period. In its Final Decision on that proposed access
arrangement, the Authority determined that the potential inability of a user to enter
into a contract for an amount of capacity and to hold that contracted capacity for the
term of the contract is unreasonable and inconsistent with the Access Code and the
Code objective. This determination arose from considerations of the Authority that:

) contrary to a submission from Western Power, the clause would constitute a
unilateral right of Western Power to reduce a user’s contracted capacity and
this right would only be less than unilateral if, for example, the reduction in
capacity could occur only with the agreement of the user;

) under the regulatory scheme established by the Access Code, where access
contracts are based on rights to capacity at entry points and exit points, it
would be unreasonable for a user to not be able to enter into a contract for
capacity and, subject to continuing to pay the relevant tariffs for that capacity,
to continue to hold the contracted capacity regardless of whether that
capacity is used or not;

) the ability of a user to hold contracted capacity at entry points or exit points
that are unused is consistent with efficient investment in the network as the
user will generally make any such decision to hold unused capacity taking
into account the cost of that capacity and the value of the option to utilise the
capacity at some time in the future;

o under the regulatory scheme applying under the Access Code and where a
user may be required to pay capital contributions for an augmentation of the
network in order to contract for a certain amount of capacity at an entry or
exit point, the ability of a user to hold contracted capacity that is unused is
necessary for that user to make efficient decisions for the payment of capital
contributions; and

) other remedies exist to address the holding by a user of unused capacity for
anticompetitive purposes — the holding by a user of unused capacity for this
purpose may constitute hindering or preventing access and be unlawful
under section 115 of the Electricity Industry Act 2004 or otherwise in
contravention of Part IV of the Trade Practices Act®.

Western Power has not provided the Authority with any new information that would
cause the Authority to take a different view at this current time. Moreover, the
submissions made to the Authority as part of this current review process indicate
that both new and established generators, electricity retailers and major electricity
users oppose a right of Western Power to unilaterally reduce a user’s contracted
capacity.

The Authority maintains the view that a user should be able to maintain a level of
contracted capacity regardless of whether this capacity is used or unused. The
Authority also considers that market mechanisms should be preferred over

Economic Regulation Authority, 2 March 2007, Final Decision on the Proposed Access Arrangement for

the South West Interconnected Network, paragraphs 944 and 945.
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administrative processes to resolve situations where one user holds contractual
rights to unused capacity that may be used by another user, and that may in turn
enable a network augmentation to be avoided. Further, given the existence of
mechanisms to deal with the holding of unused capacity for anticompetitive
reasons, the Authority considers that the right of a user to hold unused capacity is
consistent with efficient investment in, and use of, the network in accordance with
the Code objective.

The Authority requires the following amendment to be made prior to the approval of
the proposed access arrangement revisions.

Required Amendment 8

The proposed access arrangement revisions should be amended to delete
clause 3.8 of the electricity transfer access contract or to amend clause 3.8
to make any reduction in a user’s contracted capacity subject to agreement
with the user.

Controllers (clause 6)

168.

169.

170.

171.

Clause 6 of the proposed electricity transfer access contract sets out rights of
Western Power and obligations of the user where the user is not the controller at a
connection point. No material changes to clause 6 have been proposed from the
corresponding clause 6 of the current electricity transfer access contract.

Clause 6.1 of the proposed electricity transfer access contract requires that the user
must nominate to Western Power the controller of a connection point where the
equipment at the connection point or operation of the connection points exceed
certain thresholds. Clause 6.1 also provides for Western Power to require the user
to procure that the controller of a connection point enter into a connection contract
directly with Western Power.

Clause 6.2 is relevant to the circumstance where the user is not also the controller
of a connection point and Western Power does not have a connection contract
directly with the controller. In this circumstance, clause 6.2(a) requires that the user
ensure that the controller complies with obligations under the electricity transfer
access contract including obligations arising from “good electricity industry practice”
(under clause 11); the Technical Rules (under clause 12); technical characteristics
of facilities and equipment (under clause 13); cooperation (under clause 14);
access to premises (under clause 15); directions from the system operator (under
clause 16); removal of equipment (under clause 17); and curtailment (under
clause 25).

Synergy submits that clause 6 imposes unreasonable or impractical requirements
on the user.
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172. First, Synergy submits that it is not reasonable that, under clause 6.1(a) of the
proposed electricity transfer access contract, the user may be required to nominate
the controller of a connection point prior to the commencement of the service:**

Synergy submits that, for the reasons set out below, It is not reasonable within
section 5.3(a) of the [Access Code] for clause 6.1(a) of the [electricity transfer access
contract] to require a User who is not the Controller of a Connection Point to
nominate a person as the Controller of a Connection Point before the Start Date of
the relevant Service.

Synergy is aware that Western Power has allocated to retail Users such as Synergy
Connection Points without prior notice to the User. Further Western Power has
retrospectively allocated Connection Points to retail Users such as Synergy.
Therefore Synergy submits that clause 6.1(a) should be amended as underlined as
follows:

"If the User* is the not the Controller* of a Connection Point* then the User* must,
by notice to Western Power* before the Start Date* of the relevant Services* or as
soon as reasonably practical thereafter nominate a person as the Controller* for
the Connection Point* where... "

173. Under the terms of the applications and queuing policy, a connection point cannot
normally be added to the access contract with a user other than pursuant to an
application from the user. There are circumstances, however, where a connection
point may be added to an access contract other than by an application from the
user and subsequent to the commencement of a service, most notably under the
default supplier provisions of sections 35 to 38 of the Electricity Industry Customer
Contract Regulations 2005. In such circumstances, the Authority recognises that,
as indicated by Synergy, it would be impractical for the user to nominate the
controller of a connection point prior to the commencement of the service.

174. The Authority therefore considers that clause 6.1 of the electricity transfer access
contract should accommodate these circumstances and the revised clause 6.1(a),
as suggested by Synergy, is one way of achieving this.

Required Amendment 9

The proposed access arrangement revisions should be amended such that
clause 6.1(a) of the electricity transfer access contract be made to provide
for the user to nominate a controller as soon as reasonably practical after the
commencement of the service.

175. Secondly, Synergy submits that, under clause 6.1(e) of the proposed electricity
transfer access contract, the user should not have to procure that a controller of a
connection point enter into a connection contract with Western Power:*°

Clause 6.1(e) of the [electricity transfer access contract] places an absolute
obligation on a User to procure the nominated Controller to enter into a Connection

a“ Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.

%> Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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176.

177.

178.

Contract, Synergy submits that this is not reasonable within section 5.3(a) of the
[Access Code].

Western Power is already adequately protected if the nominated person does not
enter into a Connection Contract because, under clause 6.2(d), in these
circumstances Western Power is not obliged to provide the Reference Service.

There may be many reasons why the person nominated as a Controller does not
wish to enter into a Connection Contract. For example, that Western Power insists on
unreasonable terms or on terms not acceptable to the nominated person.

It is not reasonable in these circumstances for there to be an obligation on the User
to effectively force the person nominated as a Controller to enter into the Connection
Contract. Synergy submits that such an absolute obligation is also not reasonably
necessary to protect Western Power's interests, particularly given that there is
sufficient incentive, both commercially and practically, for the User to encourage the
person nominated as a Controller to enter into a Connection Contract so that the
User (and presumably the person nominated as Controller) can use the Reference
Service.

Therefore Synergy submits that clause 6.1(e) of the [electricity transfer access
contract] should be amended as underlined as follows:

"If Western Power* requires, the User* must use reasonable endeavours to
procure that the person nominated by the User* as a Controller* enters into a
Connection Contract* with Western Power* in respect of the Connection Point*”.

The obligation under clause 6.1(e) for a user to procure that a controller of a
connection point enter into a connection contract with Western Power is subject to
clause 6.1(a) that establishes the thresholds above which the requirement for a
connection contract applies. These thresholds relate generally to the potential for
operations at the connection point to disrupt the network.

The obligation on the user to procure that the controller of a connection point enter
into a connection contract with Western Power is likely to mean that the user is
required to compel the controller to enter into a connection contract with Western
Power. This may entail the user not commencing the retail supply of electricity, or
suspending supply, until the connection contract is entered into.

The Authority concurs with Synergy that it is unreasonable for Western Power to
require the user to procure that the controller of a connection point enter into a
connection contract with Western Power. The Authority observes that the user is
compelled to provide Western Power with details of the controller at a connection
point. After receiving such information, Western Power itself has the ability to
enforce that the controller enter into a connection contract by the ability to cease
supply of the reference service; that is, by disconnection of the connection point.
The user does not have such a power to cease supply of an electricity service and
hence, in the absence of action by Western Power, has a limited ability to enforce
the requirement for the controller to enter into a connection contract.

Required Amendment 10

The proposed access arrangement revisions should be amended such that
clause 6.1(e) of the electricity transfer access contract requires only that the
user uses reasonable endeavours to procure that a controller enter into a
connection contract with Western Power.
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Synergy to establish a network inspection service to ensure that equipment
connected to the network continues to comply with the Technical Rules and gives
rise to commercial risks and financial barriers for Synergy in the retail electricity
market.”® More particularly, Synergy submits that clause 6.2 should be amended to
lessen the obligations of the user:*’

Synergy submits that clause 6.2(a) of the [electricity transfer access contract] should
be amended as underlined as follows:

"Subiject to clause 6.2(b) if the User* is not the Controller* of a Connection Point*,
and the Controller* of that Connection Point* has not entered into a Connection
Contract* with Western Power* in respect of the Connection Point* then the User*
must use reasonable endeavours to ensure that the Controller* of that Connection
Point*..."

Synergy submits that the insertion of the words "must use reasonable endeavours"
are necessary for the same reasons set out above in relation to clause 6.1(e) of the
[electricity transfer access contract].

Synergy submits that a new clause 6.2(b) should be inserted as follows:
"Notwithstanding clause 6.2(a) the User* is not required to:

(i) do anything to determine whether or not the Controller* or its equipment is
complying or compliant with the Technical Rules*: or

(ii) commence, maintain or continue legal proceedings:

(A) unless Western Power* provides an indemnity satisfactory to the
User*, acting as a Reasonable and Prudent Person*, for all its costs of and
relating to such proceedings: or

(B) to the extent that:

() the Controller* has obligations to Western Power* arising
independently from this Contract, which, in the circumstances,
Western Power acting as a Reasonable and Prudent Person*,
should enforce: or

(I) Western Power* has rights or powers arising independently
from this Contract*, which, in the circumstances, Western Power?*,
acting as a Reasonable and Prudent Person, should exercise.”

Synergy submits that it is not reasonable to require a User, such as a retailer, to be
effectively responsible for its customers' compliance with the Technical Rules or for
the technical characteristics of its customers' Facilities and Equipment when, for the
reasons set out under heading 3(b) above, Western Power is in a better position to
do this. Further Synergy submits it is not reasonable to place an absolute obligation
on a User, such as a retailer, to take action, on behalf of Western Power, and in
order to protect Western Power's interests, against a retail User's customer,
particularly in circumstances when Western Power has the ability to take such action
independently of the retail User.

The effect is to allocate the risk of damage to the Network to a party that is not easily
able to mitigate or bear such risk, in circumstances where such party is also
expected to bear the cost of actions to mitigate the risk. Synergy reiterates its
submissions set out under heading 3(b) above in this regard.

Synergy submission of 24 October 2008 and verbal communication of 31 October 2008.
Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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Synergy submits that such a provision falls outside the ambit of power contemplated
by a standard access contract required by section 5.1(b) of the [Access Code]
Further that such provision is not reasonable within section 5.3(a) of the [Access
Code] Finally Synergy submits that such a provision is contrary to the Code
objective. It is not an economically efficient operation and use of the network or
services of the network for the network operator to pass risks, which it is best able to
mitigate and bear, to parties who have no interest in the risk and who are not best
able to bear that risk, nor to mitigate it, let alone bear the cost of mitigation.

180. The Authority observes that clause 6.2(a) of the proposed electricity transfer access
contract, which requires the user to procure the compliance of the controller of a
connection point with terms of the electricity transfer access contract, is similar to
clause A3.38 of the model standard access contract under the Access Code.
However, the Authority observes that there are differences:

o clause 6.2(a) of the proposed electricity transfer access contract applies to all
connection points and not just those over certain thresholds of capacity as
applies under clause A3.38 of the model standard access contract; and

o clause 6.2(a) of the proposed electricity transfer access contract requires the
user to procure compliance on a greater range of matters than clause A3.38
of the model standard access contract, including on the technical
characteristics of facilities and equipment, directions from the system
operator, removal of equipment and curtailment.

181. The Authority considers that it is unreasonable that the user is required to procure
compliance of a controller, effectively on Western Power’s behalf, noting that
Western Power has the ability to require that the controller at a connection point
enter into a connection contract with Western Power in circumstances where the
facilities and level of energy transfer at the connection point are such as to have the
potential to disrupt the network. As such, the Authority considers that it is
reasonable that Western Power bear the costs potentially arising from such a
requirement.

Required Amendment 11

The proposed access arrangement revisions should be amended such that
clause 6.2(a) of the electricity transfer access contract is made subject to a
provision that the user is not required to commence, maintain or continue
legal proceedings to procure compliance of a controller with obligations
under the access contract unless Western Power provides an indemnity for
all of the user’s costs of and relating to such proceedings.

Tariffs and Charges (clause 7)

182. Clause 7 of the proposed electricity transfer access contract specifies the tariffs and
charges applicable to the services provided under the access contract (clause 7.1),
the obligation of the user to pay the component charges of the relevant tariff (clause
7.2) and relief of the user from liability for payment of charges during any period of
disconnection due to a force majeure event claimed by Western Power (clause 7.3).
Clause 7 corresponds to clause 7 of the current electricity transfer access contract.
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Western Power has proposed inclusion of a new clause 7.1(f), relating to the
information relied on by Western Power for the purposes of calculating the tariffs
and charges for a service:

) For the purposes of calculating Tariffs* and Charges* for a Service*:

0] Western Power* is entitled to rely on the information contained in Schedule 3
(as updated from time to time in accordance with this Contact*); and

(i) where information contained in Schedule 3 is updated, or to be updated, in
accordance with this Contract*, the updated information:

(A)  will not apply to any period before; and
(B) must not be used to calculate a Tariff* or Charge* until,

the date that the information is actually updated in accordance with this Contract*.

Synergy addresses several elements of clause 7 in its submission on the proposed
electricity transfer access contract.*®

First, Synergy submits that clause 7.1 requires Western Power to apply a price
change on and from the date energy was consumed so that changed charges apply
to the period that the energy was transferred and consumed. Synergy submits that
clause 7.1 should make it express that Western Power cannot engage in rounding
or "pro-metering" as appears contemplated in the price list.

Under clause 7.1, the tariffs and charges applying for a service at a connection
point are determined according to the price list and the details of the relevant
connection points as specified in schedule 3 to the electricity transfer access
contract. Clause 7.1 also deals with circumstances of a price list not being in effect
at any given time, the determination of tariffs payable in a new access arrangement
period, and a reliance on information in schedule 3 of the electricity transfer access
contract to determine applicable tariffs.

Synergy has provided the Authority with clarification of its concerns with clause 7.1,
indicating that clause 7.1 does not adequately deal with the circumstance where a
change in the charges applying under a reference tariff (as indicated in the price
list) occurs during a billing period.*® Synergy refers to the price list of the proposed
acceios arrangement revisions, which deals with the circumstance with the following
note:

For the avoidance of doubt, the prices within this Price List will apply to all
consumption during the pricing year. Where consumption is metered with an
accumulation meter and the meter reading interval causes some of the metered
consumption to lie within the pricing year covered by this price list and the remainder
within a previous or subsequent pricing year not covered by this price list, the
consumption covered by this price list will be determined by prorating the metered
consumption uniformly on a daily basis.

Synergy submits that this matter should be dealt with in the electricity transfer
access contract. In any case, however, Synergy submits that, contrary to this note,
Western Power’s billing system is unable to undertake the prorating of consumption

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.

49" Email from Synergy to the Economic Regulation Authority of 16 February 2009.

50

Revised proposed access arrangement, Appendix 5: p. 1.



Economic Regulation Authority

189.
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to days within a consumption period. Synergy submits that, until this practical
matter is resolved, clause 7.1 of the electricity transfer access contract should make
it clear that Western Power cannot engage in rounding or prorating of consumption
for billing purposes.

The Authority concurs with Synergy that the circumstance of a billing period
spanning a change in charges applying under a reference tariff should be dealt with
in the electricity transfer access contract, rather than the price list, and that the
relevant provision should be reasonable and contain sufficient detail, consistent
with the requirements of section 5.3 of the Access Code. The Authority further
considers that, in including such a provision in the electricity transfer access
contract, Western Power will necessarily have to ensure consistency with the
capabilities of its billing system.

Required Amendment 12

The proposed access arrangement revisions should be amended such that
clause 7.1 of the electricity transfer access contract includes a provision
dealing with the determination of amounts payable by the user where there
is a change in the charges payable under a reference tariff during a billing
period. The provision must represent a reasonable balance between the
interests of the user and Western Power.

Secondly, and in relation to the proposed new clause 7.1(f), Synergy refers to its
submission on the processes by which details of connection points in schedule 3 of
the access contract may be altered. The Authority has addressed these matters in
relation to clause 3 of the electricity transfer access contract (paragraphs 137 to
141, above).

Thirdly, Synergy objects to the provisions of clause 7.3 of the electricity transfer
access contract that require a user to pay a portion of standing charges for services
where the service is interrupted pursuant to a force majeure event claimed by
Western Power. Under clause 7.3(a), if a service is unavailable for any consecutive
period of two days or longer, a user is relieved of obligations to pay charges except
for 10 per cent of standing charges. Synergy submits that it is unreasonable for a
user to have to pay any amount of charges in these circumstances.

The requirement under clause 7.3 for the payment of 10 per cent of standing
charges reproduces clause A3.42(b) of the model standard access contract under
the Access Code. As such, and under section 5.5 of the Access Code, the
Authority must determine that this requirement is consistent with section 5.3 of the
Access Code.

Invoicing and Payment (clause 8)

193.

Clause 8 of the electricity transfer access contract comprises terms of invoicing and
payment, including requirements for Western Power to issue invoices to the user
(clause 8.1 of the electricity transfer access contract under the proposed access
arrangement revisions); requirements for Western Power to provide information to
the user to enable the user to calculate any amounts owed by Western Power to
the user and requirements for the user to invoice Western Power for any such
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amounts (clause 8.2); requirements for payment of invoices (clause 8.3);
requirements for dealing with disputed invoices and under or over-payments
(clause 8.4, 8.6 and 8.7); and the determination of liabilities for goods and services
tax (clause 8.8). Clause 8 of the proposed electricity transfer access contract
corresponds to clause 8 of the current electricity transfer access contract.

Western Power has proposed several changes to clause 8, including:

o addition of a new clause 8.1(d) allowing parties to agree on alternative
arrangements for invoicing to standard arrangements set out in clauses
8.1(a) to 8.1(c);

) addition of a new clause 8.5 to indicate that nothing in the electricity transfer
access contract affects or limits the operation of sections 65 and 66 of the
Energy Operators (Powers) Act 1979 (WA);

o addition of new clauses 8.6(d) and 8.6(e) that establish a sunset provision for
claims in relation to under and over-payments;

o addition of a new clause 8.8(e) to adjust any payments as necessary where a
change in the rules or rate of goods and services tax occurs.

In addition to these proposed changes, submissions have been made to the
Authority on existing terms of clause 8 including:

o the format in which invoicing information is provided by Western Power to the
user (clause 8.1(c)); and

o a strengthening of requirements for Western Power to provide to the user
information necessary for determination any amount payable by Western
Power to the user (clause 8.2(a)).

The proposed changes to clause 8 and other matters raised in submissions are
addressed as follows in the order of the relevant provisions of clause 8.

Format of Electronic Information

197.

198.

199.

51

Under clause 8.1(c) of the proposed electricity transfer access contract, Western
Power is required, at the same time as issuing an invoice, to provide to the user the
metering information used to calculate the charges. This information is required to
be provided in electronic form. This clause is unchanged from the current electricity
transfer access contract.

Synergy submits that the clause should be amended to more specifically state that
the information is to be provided in a particular data format referred to as the “CSV
format” or other format acceptable to the user.®® Synergy includes in its submission
technical information on the CSV format to indicate that the format is an actual or
emerging standard format for the transfer of electronic information.

The requirement under clause 8.1(c) of the electricity transfer access contract for
Western Power to provide information in electronic form, without specification of the
format of the information, is materially the same as the requirement under clause
A3.44 of the model standard access contract under the Access Code. As such, and

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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under section 5.5 of the Access Code, the Authority must determine that
clause 8.1(c) is consistent with section 5.3 of the Access Code.

The Authority notes that the format of information exchanged electronically between
Western Power and a user is, at least in part, governed by the Communication
Rules under clause 6.7 of the Metering Code. The Communication Rules require
that information exchanged between parties to the Metering Code be in “XML
format”.>* The Authority considers that any debate and determination of an
alternative format for information exchange would best occur through a process of

amendment of the Communication Rules.

Alternative Arrangements for Invoicing

201.

202.

203.

A proposed new clause 8.1(d) provides for Western Power and a user to
implement, by mutual agreement, invoicing arrangements different to standard
invoicing arrangements set out in clauses 8.1(a) to 8.1(c).

Perth Energy submits that it supports this proposed provision for reason that it
increases commercial flexibility for both the user and Western Power.

The Authority considers that provision under the proposed new clause 8.1(d), for
alternative invoicing arrangements to be agreed between Western Power and the
user, is simply declaratory of rights under the Access Code for a user and Western
Power to negotiate terms of access different to the terms of reference services. As
such, the Authority considers the proposed clause 8.1(d) to be consistent with
section 5.3 of the Access Code.

User Invoices

204.

205.

206.

52

53

Clause 8.2(a) of the proposed electricity transfer access contract requires Western
Power to provide the user with all information necessary for the user to determine
any amounts payable by Western Power to the user. Section 8.2(c) deals with the
situation where the user disputes the information provided by Western Power and
provides for the user to issue an invoice to Western Power for the amount the user
considers to be correct and to notify Western Power of a dispute over the
information provided. These clauses are unchanged from the current electricity
transfer access contract.

Synergy submits that clause 8.2(c) should be broadened to deal with situations
where Western Power fails to provide information (and thereby fails to comply with
clause 8.2(a)), or Western Power does not provide information in an electronic
format suitable for use by the user.*

The provisions of clauses 8.2(a) and 8.2(c) of the electricity transfer access contract
for Western Power to provide information and for the user to dispute the information
provided are materially the same as the provisions of clauses A3.45(a) and
A3.45(c) of the model standard access contract under the Access Code. As such,
and under section 5.5 of the Access Code, the Authority must determine that
clauses 8.2(a) and 8.2(c) are consistent with section 5.3 of the Access Code.

Electricity Industry Metering Code 2005 Communication Rules, 10 February 2006, clause 3.1.
Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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In any case, the Authority considers that the provisions of clause 8.2(c) for the
dispute of information provided by Western Power are sufficiently broad to deal with
Western Power failing to provide information or providing information in a format
that the user is unable to utilise.

Payment of Invoices

208.

209.

210.

Clause 8.3 of the proposed electricity transfer access contract establishes an
obligation for each party to the access contract to pay invoices by the relevant due
date and provides for interest to be paid on overdue invoices. This clause is
unchanged from the current electricity transfer access contract.

Synergy submits that clause 8.3 should be amended to make the user’s obligation
to pay invoices subject to Western Power having provided relevant metering
information in a format acceptable to the user.>*

The provisions of clauses 8.3 of the electricity transfer access contract, establishing
the obligations to pay invoices by relevant due dates, are materially the same as
the provisions of clause A3.46 of the model standard access contract under the
Access Code. As such, and under section 5.5 of the Access Code, the Authority
must determine that clause 8.3 is consistent with section 5.3 of the Access Code.

Subordination to the Energy Operators (Powers) Act 1979 (WA)

211,

212,

213.

Western Power has proposed a new clause 8.5 as follows:

8.5  Charge* errors

Nothing in this clause or elsewhere in this Contract* affects or limits the operation of
sections 65 and 66 of the Energy Operators (Powers) Act 1979 (WA) in relation to
Charges* paid or payable by the User* under this Contract*.

Sections 65 and 66 of the Energy Operators (Powers) Act 1979 (WA) provide for
the meter readings of energy operators to be prima facie evidence of the extent,
characteristics and value of energy supplied, make provision for incorrect meter
readings and make provisions for the testing of meters.

The Authority considers that the proposed clause 8.5 is declaratory in nature as the
electricity transfer access contract will be subject to the Energy Operators (Powers)
Act 1979 (WA) regardless of whether or not this is stated in the electricity transfer
access contract. The Authority therefore considers that the proposed clause is
reasonable and consistent with section 5.3 of the Access Code.

Sunset Clauses on Claims for Adjusting Payments

214.

54

55

Western Power has proposed additional provisions to clause 8.6 of the proposed
electricity transfer access contract®™ that establish a time limit for claims for
adjusting payments in respect of payment errors. The additional provisions have
effect to:

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
Clause 8.6 corresponds to clause 8.5 of the current electricity transfer access contract.
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217.

218.

o require any party to give notice of a payment error as soon as reasonably
practicable after the error is detected (clause 8.6(a)(i));

o cause a party not to be entitled to an adjusting payment if the other party is
notified after the expiry of 18 months after the payment error (clause 8.6(d));
and

o limit adjusting payments to the correction of a payment error that occurred in

the 12 month period preceding the date on which the payment error was
notified by one party to the other (clause 8.6(e)).

Western Power submits that the proposed new provisions are for the purpose of
providing certainty as to the limit of the period for which a billing error will be
corrected, and to ensure that the time limit on adjusting payments of 12 months
alignssé/vith a similar limit under section 65 of the Energy Operators (Powers) Act
1979.

Support for these proposed changes has been indicated in submissions from Alinta
Sales and Perth Energy, noting consistency with provisions for settlements in the
wholesale electricity market and consistency of provisions for claims by both parties
to an access contract.

Taking into account the submissions and consistency with relevant provisions of the
Energy Operators (Powers) Act 1979, the Authority considers the proposed
provisions of clause 8.6 to be consistent with section 5.3 of the Access Code and
the Code objective.

Synergy submits that the limits on periods of adjusting payments and sunset
clauses on claims for adjusting payments make it necessary to have stronger
requirements for Western Power to provide information to users in support of
invoices under clause 8.1 of the electricity transfer access contract.”” The Authority
addressed this matter above (paragraphs 197 to 200 and 204 to 207).

Goods and Services Tax

219.

220.

221.

Western Power has proposed a new clause 8.7(e) in the proposed electricity
transfer access contract. Clause 8.7(e) provides for retrospective adjustments to
be made to payments in respect of changes to either transactions to which the
goods and services tax applies or the rate at which the goods and services tax
applies.

No parties that made submissions to the Authority addressed the proposed
clause 8.7(e).

The Authority observes that the proposed clause 8.7(e) provides for adjustments to
payments to be made in accordance with the goods and services tax liabilities
under Commonwealth taxation law and that any such adjustments are not to the
advantage of Western Power. As such, the Authority considers the proposed
clause to be consistent with section 5.3 of the Access Code and the Code objective.

6 Western Power submission of 17 December 2008; Revised access arrangement information Appendix 12:
section 3.5.
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Security for Contribution (clause 10)

222,

223.

224,

225.

Clause 10 of the proposed electricity transfer access contract requires a user to
provide security to guarantee the present value of any contribution payable to
Western Power under the contributions policy of the access arrangement.®® No
change is proposed to this clause other than to establish it as a separate clause
from other security provisions (under clause 9) and to change the reference to a
“capital contribution” to a “contribution” in accordance with Western Power’s
proposed changes to its capital contributions policy.

Synergy submits that clause 10 may impose an unreasonable requirement on
Synergy to provide financial security for works required by customers and the
associated contributions that need to be paid to Western Power by the customer.>®

Provision exists under clause A3.51(b) of the model standard access contract of the
Access Code for a service provider to require the user to provide security for unpaid
contributions. However, this requirement may only apply where it is the user that
must pay the contribution. It is not clear whether clause 10 of the proposed
electricity transfer access contract is similarly limited.

The Authority considers that it would be unreasonable and inconsistent with section
5.3 of the Access Code for a user to be required to provide security for contributions
owed directly to Western Power by another party. The Authority requires that
clause 10 of the proposed electricity transfer access contract be amended to clarify
that a user may only be required to provide security for contributions owed by the
user.

Required Amendment 13

The proposed access arrangement revisions should be amended such that
clause 10 of the electricity transfer access contract clearly applies only in
respect of a contribution payable by the user.

Technical Rules (clause 12)

226.

227.

58

59

60

Clause 12 of the proposed electricity transfer access contract® establishes
requirements for Western Power and the user to comply with the Technical Rules.

Clause 12.1 of the proposed electricity transfer access contract requires that
Western Power and the user both comply with the Technical Rules. Western
Power has proposed changes to this clause to:

o make the requirement subject to any exemptions given to either Western
Power or the user under Chapter 1 of the Technical Rules; and

Clause 10 corresponds to clause 9(c) of the current electricity transfer access contract.
Synergy submission of 24 October 2008 and verbal communication of 31 October 2008.
Clause 12 corresponds to clause 11 of the current electricity transfer access contract.
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o indicate as an explanatory note that “[flor the avoidance of doubt, this
includes a requirement on the User to comply with the Technical Rules with
respect to any other person or person's equipment that will gain access, or
Connect, to the Network through a Connection Point”.

228. Synergy submits that the proposed clause 12 is unreasonable as it causes an

unreasonable requirement for a user that is also a retailer to establish a network
inspection service to ensure that equipment connected to the network continues to
comply with the Technical Rules and gives rise to commercial risk and financial
barriers for the user.®* Synergy submits that clause 12 should be amended as
follows:

"The User* must comply with the Technical Rules*, subject to any exemptions
given to the User* or to any other person that will gain access, or Connect*, to the
Network* through a Connection Point* under Chapter 1 of the Technical Rules*.
(For the sake of clarity, this clause includes a requirement on the User* to, in so far
as is reasonably practical, seek to ensure compliance with the Technical Rules*
with respect to any other person or person's equipment that will gain access, or
Connect*, to the Network* through a Connection Point*. However, nothing in this
clause requires a User* to:

(i) do anything to determine whether or not such other person or their equipment is
complying or compliant with the Technical Rules; or

(i) commence, maintain or continue legal proceedings:

(C) unless Western Power* provides an indemnity satisfactory to the
User*, acting as a Reasonable and Prudent Person?*, for all its costs of and
relating to such proceedings: or

(D) to the extent that:

(1) the other person has obligations to Western Power* arising
independently from this Contract*, which, in the circumstances,
Western Power*, acting as a Reasonable and Prudent Person*,
should enforce: or

(I Western Power* has rights and powers arising independently
from this Contract*, which, in the circumstances, Western Power?*,
acting as a Reasonable and Prudent Person*, should exercise"

229. The Authority is of the view that the explanatory note proposed for clause 12.1

61

(indicating, for the avoidance of doubt, that a requirement on the user to comply
with the Technical Rules includes a requirement with respect to any other person or
person's equipment that will gain access, or connect, to the network through a
connection point”) creates a new obligation for the user, as the user would now be
responsible for persons and equipment connected to the network through a
connection point. The user’'s obligations to ensure compliance with the Technical
Rules are addressed under clause 6.2 of the proposed electricity transfer access
contract (addressed at paragraphs 179 to 181 of this Draft Decision) and the
Authority considers that clause 12.1 should be consistent with clause 6.2, including
the amendment to this clause required by the Authority.

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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230.

231.

232.

233.

62

Required Amendment 14

The proposed access arrangement revisions should be amended such that
clause 12.1 of the electricity transfer access contract is consistent with
clause 6.2 and limits the obligation of the user to ensure that any other
person or person’s equipment complies with the Technical Rules only to the
extent:

that is reasonably practical for the user; and

that Western Power provides an indemnity for all of the user’s costs
of and relating to proceedings against any other person for the
purposes of ensuring compliance.

Clause 12.2 of the proposed electricity transfer access contract deals with the costs
of compliance with the Technical Rules and requires that:

o both Western Power and the user each bear their own costs of compliance
with the Technical Rules (clause 12.2(a) and (b));

o the user bear any costs incurred by Western Power in complying with the
Technical Rules and resulting from an act or omission of the user (clause
12.2(c); and

o the user bear any costs incurred by Western Power in upgrading the network

in accordance with the Technical Rules and to resolve faults caused by the
user’s equipment (clause 12.2(d)).

Western Power has not proposed any material changes to clause 12.2.

Synergy submits that clause 12.2(c) is unreasonable as it does not limit the
circumstance where the user must bear costs incurred by Western Power to acts or
omissions in breach of the access contract, and potentially allows Western Power
to recover costs from multiple parties.®> Synergy submits that clause 12.2(c) should
be amended as follows:

"Notwithstanding clause [12.2](b), where an act or omission of the User' in breach of
this Contract* causes Western Power* to incur extra costs in order to ensure
Western Power complies with the Technical Rules*, the User* shall bear Western
Power's reasonable extra costs so incurred to the extent that such costs are already
not repaid by the User* or any other party under any other arrangement, including
the Contributions Policy*".

The Authority accepts Synergy’s submission that qualification of clause 12.2(c) is
necessary to reasonably constrain the circumstances in which the user is liable for
costs incurred by Western Power and that the qualifications should be that the act
or omission of the user is in breach of the access contract and that Western Power
has not recovered the relevant costs from any other party.

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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Required Amendment 15

The proposed access arrangement revisions should be amended such that
clause 12.2 of the electricity transfer access contract provides that an act or
omission of the user that causes Western Power to incur extra costs for
compliance with the Technical Rules only causes the user to be liable for
those costs where:

the act or omission of the user is in breach of the access contract;
and

Western Power has not already recovered the costs from another
party.

User’s Representations and Warranties (clause 18)

234. Clause 18 of the proposed electricity transfer access contract sets out the
representations and warranties of Western Power and the user.®®

235. Western Power has not proposed any material changes to clause 18.

236. Synergy submits that a provision of clause 18 that requires the user to give a
warranty of compliance with the applications and queuing policy is unreasonable:®

Synergy submits that it is not reasonable for clause [18](a)(i) of the [electricity
transfer access contract] to require a User to give a warranty that it has complied
with the Application Queuing Policy unless it is technically feasible for a User to
comply with such policy. In this respect Synergy cannot give the warranty sought
because, for the reasons to be set out in Synergy's submission on the Application
Queuing Palicy, it is not technically feasible for Synergy to comply with the existing
Applications and Queuing Policy. Synergy does not know the position of other Users
but would expect that other Users may also have these same difficulties.

In these circumstances Synergy submits that it is not reasonable to require a
regulated contract to impose an obligation to give a warranty that is not reasonably
capable of being given or that will be breached as soon as it is given.

237. Clause 18(a)(i) of the electricity transfer access contract is materially the same as
clause A3.68(a)(i) of the model standard access contract under the Access Code.
As such, the Authority is required to determine that clause 18(a)(i) is consistent with
section 5.3 of the Access Code and the Code objective.

Liability and Indemnity (clause 19)

238. Clause 19 of the proposed electricity transfer access contract defines liabilities of
Western Power and the user to each other, limitations to liability, and various
requirements for each party in indemnifying the other in respect of various events.

% Clause 18 corresponds to clause 17 of the current electricity transfer access contract.

% Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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239.

240.

Western Power has not proposed material changes from the corresponding clause
of the current electricity transfer access contract (clause 18) with the exception that
maximum liabilities of the user to Western Power in respect of different types of
connection points have been increased by either 10 or 20 per cent (clause 19.5).

In submissions made to the Authority, Alinta Sales and Synergy raise concerns with
the maximum liability of retailers, the inflation indexation of limits to liability and
asymmetry in maximum liabilities of Western Power and users. These matters are
addressed in turn below.

Maximum Liability of Retailers

241. Clauses 19.5(a) to (c) set out the maximum liabilities of users:

(@)

(b)

(©

Subject to clause 19.5(c), the maximum liability of Western Power* to the User* and
the Indemnifier* collectively under and in connection with this Contract* is limited to
an amount of $5 million in the aggregate and refreshed annually each 1 July, except
that the liability described in clause 20 is not counted for the purposes of Western
Power*'s maximum liability under this Contract*.

Subject to clause 19.5(c), the maximum liability of both the User* and the
Indemnifier* collectively to Western Power* under and in connection with this
Contract* is limited to the sum of:

(A)  for each Connection Point* at which Generation Plant* (other than wind or
solar powered generation) is connected at a voltage of 66 kV and above -
$22 million in the aggregate, refreshed annually each 1 July; and

(B)  for each Connection Point* at which wind or solar powered Generation Plant*
is connected at a voltage of 66 kV or above - $11 million in the aggregate,
refreshed annually each 1 July; and

(C) for each Connection Point* at which Generation Plant* is connected at a
voltage below 66 kV - $1.2 million in the aggregate, refreshed annually each
1 July; and

(D)  for each Connection Point* at which Consuming* plant is connected at a
voltage of 66 kV and above - $6 million in the aggregate, refreshed annually
each 1 July; and

(E)  for every 100 Connection Points* at which Consuming* plant is connected at a
voltage below 66 kV - $1.2 million in the aggregate, refreshed annually each
1 July,

except that the liabilities described in clause 20 are not counted for the purposes of
both the User*s and the Indemnifier*’s collective maximum liability under this
Contract*.

The maximum liability amounts applicable under clauses 19.5(a) and 19.5(b) shall be
CPI*-Adjusted* annually each 1 July.

242. Synergy submits that the amounts of liability established under clause 19.5(b) are
unreasonable for retailers with multiple connection points under access contracts:®®

65

Synergy submits that where the User has multiple Connection Points, clause 19.5(b)
of the [electricity transfer access contract] should be deleted and replaced with the
following:

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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"The maximum liability of both the User' and the Indemnifier collectively to
Western Power* under and in connection with this Contract* is limited to an
amount of $60 million in the aggregate, refreshed annually each 1 July, except
that the liabilities described in clause 19 are not counted for the purpose of both
the User's* and the Indemnifiers collective maximum liability under this
Contract*."

Synergy submits that the amount of $60 million is a reasonable amount for a
maximum aggregate liability under a contract of this nature where the User has
multiple Connection points. The existing clause would otherwise effectively require all
Users to insure the Network, possibly for more than it is worth. For example if clause
19.5 were applied as written then it would require Synergy to take out approximately
$8.8 billion worth of insurance. Synergy cannot see how such a requirement is
reasonable or meets the Code objective.

Further, if the clause is not so amended, and Synergy's submissions in relation to
clauses 3.1(c), 6.2(a) and 12 ... are not made, then Users will be forced to take on
an uninsurable liability that they cannot easily mitigate. Synergy understands that
insurers will not give insurance to cover a User's liability to Western Power for
damage caused by third parties other than the User, Synergy submits that such an
outcome is not reasonable within section 5.3(a) of the [Access Code],

243. The Authority accepts Synergy’s submission that the maximum liabilities under
clause 19.5(b) of the proposed electricity transfer access contract are unreasonable
in that, for users that are retailers with many connection points, the maximum
liability of the user may be an amount in excess of any reasonably conceivable level
of damages to the network or Western Power and, as a result, this clause is not
consistent with section 5.3 of the Access Code. The Authority suspects that this
may be an unintended consequence of clause 19(c).

244. The Authority has sought information from Western Power on the appropriate value
of a maximum liability for a user under clause 19(c). In response, Western Power
has indicated that it accepts that the formula of clause 19.5(b) produces
unreasonable results for Synergy and that it endorses the concept of an aggregate
liability cap for large electricity retailers.®® Western Power further suggests that a
cap of $70 to $80 million may be appropriate for large retailers.

Required Amendment 16

The proposed access arrangement revisions should be amended such that
the calculation of liability under clause 19.5 of the electricity transfer access
contract is limited to a cap on liabilities with the effect that the maximum
liability of both the user and the indemnifier collectively to Western Power is
limited to an amount of $80 million in the aggregate, except that the liabilities
described in clause 20 are not counted for the purpose of both the user's and
the indemnifier’s collective maximum liability.

% Email from Western Power to the Economic Regulation Authority of 12 February 2009.
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Inflation Indexation of Limits to Liability

245,

246.

247,

248.

249,

Clause 19.5(c) of the proposed electricity transfer access contract provides for the
maximum liability amounts applicable under clauses 19.5(a) and 19.5(b) to be
escalated for inflation each year.

Synergy submits that there should be no provision for inflation indexation as:

o any amounts specified should be sufficient to cover a maximum liability for
the access arrangement period; and

o the relatively small increases in levels of liability would be inconsistent with
practices of insurance providers that typically issue insurance policies (for the
relevant insurances) for amounts in multiples of $1 million or $5 million.

The Authority recognises that maximum limits on liability tend to be specified under
commercial contracts in round numbers that may have some basis in an
assessment of potential liability, but are specified in the round numbers for
convenience. The Authority concurs with Synergy that annual inflation indexation of
these values is pedantic and may potentially complicate the insurance transactions
of users.

Inflation indexation of limits to liability is not contemplated under the model standard
access contract under the Access Code.

Taking these matters into account, the Authority considers that clause 19.5(c) is not
reasonable and is inconsistent with section 5.3 of the Access Code. The Authority
requires this clause to be deleted from the proposed electricity transfer access
contract before the proposed access arrangement revisions will be approved.

Required Amendment 17

The proposed access arrangement revisions should be amended to delete
clause 19.5(c) of the electricity transfer access contract.

Asymmetry in Maximum Liabilities of Western Power and Users

250.

Alinta Sales submits that clause 19.5 of the proposed electricity transfer access
contract imposes materially asymmetric caps on the liability of each party to the
access contract:

Specifically, Western Power’s maximum annual liability to any single network user is
limited to $5 million in aggregate (other than with respect to personal injury). In
contrast, the maximum annual aggregate liability of network users is the sum of:

e $20 million for each connection point at which generation plant (other than
wind or solar powered generation) is connected at a voltage of 66 kV and
above; and

e $5 million for each connection point at which consuming plant is connected at
a voltage of 66 kV and above; and

e $1 million for every 100 connection points at which consuming plant is
connected at a voltage below 66 kV.
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252,

253.

254.

255.

67

68

Alinta requests the Authority consider whether clause 19.5 of the proposed standard
[electricity transfer access contract] satisfies the Code objective and specifically
whether the clause is reasonable as required by clause 5.3(a) of the [Access] Code.

The Authority considers that there is no necessary reason why maximum levels of
liability should be the same for both parties to an access contract. Rather,
maximum levels of liability may reasonably vary between the parties if, for example,
there is a difference between the parties in the potential to cause damages to the
other party. In the case of the SWIN, the Authority considers that it is reasonably
likely that the actions of a user could give rise to greater damage to the network and
(directly and indirectly) to the network service provider, than the damage that may
be caused to a user by the actions of the network service provider. As such, the
Authority does not consider the asymmetry between Western Power and the user in
maximum levels of liability to be necessarily unreasonable.

Clause 21 and schedule 5 of the proposed electricity transfer access contract
specify requirements for Western Power and the user to hold insurances in respect
of certain events and for certain amounts.®’

Western Power has not proposed any material changes to clause 21 or schedule 5,
but has proposed some changes in wording.

Synergy has submitted that some specific details of requirements for insurances as
listed in schedule 5 are unreasonable and therefore inconsistent with section 5.3 of
the Access Code.®®

The requirements for insurances as set out in schedule 5 of the proposed electricity
transfer access contract (showing changes from the electricity transfer access
contract under the current access arrangement) are as follows.

Part 1 User* insurances

@ The User* must effect and maintain, commencmg from the Commencement Date*;

hab#r%&w;der—th&@en#aet— |nclud|ng the foIIowmg poI|C|es of insurance:
® public and products liability of:

(A) public liability insurance for a limit of not less than the maximum liability
of the User* under clause 19.5 per claim and unlimited in the
aggregate of all claims made; and

(B)  products liability insurance for a limit of not less than the maximum
liability of the User* under clause 19.5 per claim and in the aggregate,
refreshed annually;

covering the User*’s liability to Western Power* or any third party for death,
bodily injury and loss or damage to property caused by any act, omission or
negligence in relation to this Contract*;

(i) workers’ compensation insurance for all persons employed by the User*
including employer’s liability at common law, with a limit of cover in respect of
any one occurrence at least equal to $50 million;

Clause 21 corresponds to clause 20 in the current electricity transfer access contract.
Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.



256.

257.

(b)

Part 2
()

(b)

(iii) motor vehicle third party property insurance for all loss or damage to property
caused by or attributable to the use of a motor vehicle in the performance of
the services or any work under the Contract*, for a limit of $10 million per
claim and unlimited in the aggregate of all claims made; and

(iv)  contractors’ plant ander equipment insurance covering all loss or damage to
the User*'s eentractor's plant or equipment used in connection with this
Contract* for its replacement value.

The policies of insurance under Schedule 56 Part 1(a) must be with an insurer
authorised under the Insurance Act 1973 (Cth) or the equivalent in the United States
of America or the United Kingdom.

Western Power* insurances

Western Power* must effect and maintain, commencing from the Commencement
Date*, the following policies of insurance:

® public and products liability of:

(A) public liability insurance for a limit of not less than the maximum liability
of Western Power* under clause 19.5 per claim and unlimited in the
aggregate of all claims made; and

(B) products liability insurance for a limit of not less than the maximum
liability of Western Power* under clause 19.5 per claim and in the
aggregate, refreshed annually;

covering Western Power*’s liability to the User* or any third party for death,
bodily injury and loss or damage to property caused by any act, omission or
negligence in relation to this Contract*;

(ii) workers’ compensation insurance for all persons employed by Western
Power* including employer’s liability at common law, with a limit of cover in
respect of any one occurrence at least equal to $50 million;

(iii) motor vehicle third party property insurance for all loss or damage to property
caused by or attributable to the use of a motor vehicle in the performance of
the services or any work under the Contract*, for a limit of $10 million per
claim and unlimited in the aggregate of all claims made; and

(iv)  contractors’ plant and-er equipment insurance covering all loss or damage to
contractors-Western Power*'s plant or equipment used in connection with this
Contract* for its replacement value.

The policies of insurance under Schedule 5 Part 2(a) must be with an insurer
authorised under the Insurance Act 1973 (Cth) or the equivalent in the United States
of America or the United Kingdom.

The particular concerns of Synergy are that:

for Part 1(a)(i)(A), the requirement for insurance to be unlimited in aggregate
is unreasonable; and

requirements for workers compensation, motor vehicle and third party
property insurance under Part 1(a)(ii) and Part 1(a)(iii) will not be applicable
to retailers and hence these parts should be qualified by “if applicable”.

The Authority concurs with Synergy that it is not reasonable that insurance be
unlimited in the aggregate as it is not reasonable to require insurance in
circumstances where it is not required or to an extent that is not required. In the
absence of any information to determine a particular value for a limit, the Authority
considers that liability in the aggregate should be capped at $50 million for each
12 months.
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258.

Required Amendment 18

The proposed access arrangement revisions should be amended so that
part 1(a)(i)A of schedule 5 of the electricity transfer access contract provides
for the insurance requirement to be limited in the aggregate to $50 million in
each 12 months.

The Authority also concurs with Synergy that the requirements for workers
compensation, motor vehicle and third-party property insurance under part 1(a)(ii)
and part 1(a)(iii) of schedule 5 of the proposed electricity transfer access contract
are not reasonable and should not apply where they are not required.

Required Amendment 19

The proposed access arrangement revisions should be amended so that the

requirements for workers compensation, motor vehicle and third-party
property insurance under part 1(a)(ii) and part 1(a)(iii) of the electricity
transfer access contract apply only where these insurances are reasonably
requested by Western Power.

Dispute Resolution (clause 29)

259.

260.

261.

69

Clause 29 of the proposed electricity transfer access contract sets out provisions for
dispute resolution. Western Power has proposed a new clause 29.3(b) to indicate
that, if parties are unable to agree on a location for a meeting for resolution of a
dispute, then the location will be determined by Western Power.

Synergy submits that this proposed clause should be amended to indicate that
Western Power will act as a reasonable and prudent person in determining a
location.®®

There is no general requirement for Western Power to act as a reasonable and
prudent person under an electricity transfer access contract. Accordingly, the
Authority considers that such a requirement is reasonably necessary for clause
29.3(b) of the proposed electricity transfer access contract to be consistent with
section 5.3 of the Access Code.

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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Required Amendment 20

The proposed access arrangement revisions should be amended so that
clause 29.3(b) of the electricity transfer access contract requires that
Western Power act reasonably in determining a location for a meeting for
resolution of a dispute.

Assignment by the User (clause 31)

262. Clause 31 of the proposed electricity transfer access contract’® comprises
provisions for the user to assign its interests under the access contract to another
party and includes:

o a permission for the user to make a bare transfer;

o a requirement that the user notify Western Power of any details of a bare
transfer; and

o for any transfer other than a bare transfer, a permission for the user to assign
its rights in accordance with the transfer and relocation policy.

263. Western Power has proposed changes to the definitions of “assignment” and “bare
transfer” in the electricity transfer access contract, introducing a provision for
novation of an access contract:

Assignment* includes an assignment or Novation*.

Bare Transfer* means an assignment* under which the User* Assigns* the whole or
a part of its access rights under this Contract* to an assignee, but under which there
is no Novation*, with the result that the User*'s obligations under this Contract*, and
all other terms of this Contract*, remain in full force and effect after the Assignment*,
whether or not the assignee becomes bound to the User* or any other party to fulfil

those obligations * =

Novate* and Novation* mean to substitute, with the consent of all Parties* to this
Contract* and with effect on and from a date nhominated as the effective date of the
novation, an assignee for the User* as a party to this Contract*, with the result that:

(a) __ all rights and obligations of the User* under this Contract* become rights and
obligations of the assignee as if the assignee had been named in the Contract*
in place of the User*; and

(b) the User* is released from any obligations under this Contract* arising on or
after the effective date of the novation, but remains liable for any default by it in
the performance of those obligations prior to the effective date of the novation.

264. Synergy submits that the new definition of “novate” and “novation” restricts rights of
assignment: "

" Clause 31 corresponds to clause 30 in the current electricity transfer access contract.

> Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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266.

267.

268.

269.

270.

72

Western Power has inserted a new definition of “Novate” and "Novation". The effect
of the definition appears to be to impose restrictions on what constitutes a Novation
in a manner that fetters a User's ability to agree with an incoming party the terms and
conditions of the Novation; in particular the User cannot contract with the incoming
party to provide that the incoming party remains liable for any default by the User in
the performance of obligations prior to the effective date of the novation. Synergy
submits that such a condition is not reasonable within clause 5.3(a) of the [Access
Code] and is not necessary to protect any business interests of Western Power.
Therefore the restriction should be deleted,

The Authority considers that the introduction of the provision for novation of an
access contract does not limit the mechanisms for transfer of rights under an
access contract, but rather expands the mechanisms to include novation of a
contract as well as assignment of rights under contract.

An assignment is the transfer of rights and obligations under an existing contract by
a party to that contract to another party. A novation is the discharge of the existing
contract and the entry into a new contract with the new party (usually on the same
terms as the previous contract). By discharging and entering into a new contract
the rights and obligations under the “old” contract will come to an end (and the
existing party will be released from any new obligations) and new rights and
obligations of the substituted party come into force under the new contract. The
definition of “novation” proposed for the electricity transfer access contract attempts
to introduce an effective provision for novation as, although the access contract
remains on foot, the user who novates the contract is liable for those rights and
liabilities up to the date of novation with the new user liable from that date. In this
way, Western Power appears to be attempting to replicate the practical effect of a
“true” novation.

Clause 31.3 of the proposed electricity transfer access contract states “for an
assignment other than a bare transfer, the user may assign its access rights subject
to compliance with the transfer and relocation policy.” The definition of
“assignment” indicates that an assignment “includes an assignment or novation”.
The Authority interprets this clause and associated definition of an assignment to
mean that an assignment is not limited to a novation; that is, it includes other
mechanisms such as an assignment. As such, a party retains the ability to assign
the contract without the limitations attached to a novation.

The Authority also considers that the exclusion of novation from a bare transfer is
consistent with the concept of a bare transfer where the original parties to an
access contract retain all contractual obligations.

Clause 33 of the proposed electricity transfer access contract establishes
requirements for the parties to keep the access contract and related information
confidential.”

Clause 33.1 contains a list of the circumstances or characteristics of relevant
information that give rise to a requirement to keep the information confidential.

Clause 33 corresponds to clause 32 in the current electricity transfer access contract.
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272.

273.

Western Power has proposed an additional item in clause 33.1 so that this clause
includes “information about or relating to a controller”.

Synergy submits that the proposed new provision of clause 33.1 should also
include information about or relating to a proposed controller.”

Clause 33.1 encompasses information exchanged between the parties to the
access contract that is exchanged under the contract or in negotiations preceding
the contract. This may include information on actual or proposed controllers of
connection points. The Authority accepts Synergy’'s submission that information
about actual or proposed controllers may equally be regarded as confidential. As
the term “controller” under the electricity transfer access contract does not include a
proposed controller, the Authority considers that it is necessary for clause 33.1 to
be amended to include a proposed controller for the clause to be consistent with
section 5.3 of the Access Code.

Required Amendment 21

The proposed access arrangement revisions should be amended so that
clause 33.1 of the electricity transfer access contract extends the
requirement for confidentiality of information to encompass information
exchanged in negotiations preceding the contract and information about, or
relating to, a proposed controller.

SERVICE STANDARD BENCHMARKS

Access Code Requirements

274,

275.

276.

73

A service standard is defined in section 1.3 of the Access Code as either or both of
the technical standard and reliability of delivered electricity. A service standard
benchmark is a benchmark for a service standard for a reference service in an
access arrangement.

Section 5.1(c) of the Access Code requires that an access arrangement include
service standard benchmarks for each reference service.

The requirements for service standard benchmarks are set out in section 5.6 of the
Access Code. A service standard benchmark must be reasonable and must be
sufficiently detailed and complete to enable a user or applicant to determine the
value represented by the reference service at the reference tariff.

Synergy submission of 16 December 2008 on Electricity Transfer Access Contract.
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The current access arrangement specifies service standard benchmarks for four
measures of reliability of network services:

. transmission services —
- circuit availability;

- system minutes interrupted (specified separately for the meshed and
radial networks); and

o distribution services —
- system average interruption duration index (SAIDI);

- system average interruption frequency index (SAIFI);

specified separately for urban areas, rural-short and rural-long feeders and
the Perth central business district.

Circuit availability refers to the availability of the transmission network; that is, the
transmission network available to users that are directly connected. Circuit
availability is measured as a percentage of total possible hours available (i.e. the
actual circuit hours available for transmission divided by the total possible circuit
hours available), where a higher percentage indicates a higher standard of service.

System minutes interrupted refers to the period of network outages measured in
minutes and is recorded separately for meshed and radial networks.”* System
minutes interrupted is measured as the sum of megawatt minutes of unserved
energy at substations that are connected to the meshed/radial transmission network
divided by the system peak megawatts. A lower value of system minutes
interrupted indicates a higher standard of service.

SAIDI is the average duration of outages (in minutes) per customer on the
distribution network in a year. A lower value indicates a higher standard of service.

SAIFI is the average number of interruptions per customer on the distribution
network in a year. A lower value indicates a higher standard of service.

A range of exclusions are specified for the service standard benchmarks for both
transmission and distribution services.

Western Power has included service standard benchmarks in the proposed access
arrangement revisions for the same service standards as in the current access
arrangement, but has proposed changes to the values of the service standard
benchmarks (at clauses 3.15 to 3.23 of the proposed access arrangement
revisions).

A meshed network in an electricity network where there is more than one path between network nodes. A

radial network is a network where there is only a single path between network nodes.
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284. Compared with the service standard benchmarks applied under the current access
arrangement, the proposed service standard benchmarks for the transmission
network represent a decline in service standards as measured by circuit availability
and by system minutes interrupted for the meshed network, but an improved
service standard as measured by system minutes interrupted for the radial network
(Table 1).

Table 1 Current and proposed service standard benchmarks for transmission

services

Circuit availability System minutes System minutes

(% of total time) interrupted interrupted
(meshed network) (radial network)

Current Access Arrangement

Year ending June 98.2 7.8 3.9
2007
Year ending June 98.2 7.8 3.9
2008
Year ending June 98.2 7.8 3.9
2009

Proposed Revisions

Year ending June 98.0 9.3 1.4
2010
Year ending June 98.0 9.3 14
2011
Year ending June 98.0 9.3 14
2012

285. At clause 3.21 of the proposed access arrangement revisions, Western Power has
proposed two changes to exclusions from measures of circuit availability for
transmission lines.

286.

75

“T configuration circuits” have been removed from the exclusions for the
measure of circuit availability for transmission lines, for the stated reason that
Western Power has implemented changes to its reporting systems that
facilitate reporting on the T configuration circuits.”

An exclusion of the duration of planned outages from the measure of circuit
availability has been revised to include periods when availability is
temporarily restored. Western Power indicates that this change is a
statement of existing practice under the current access arrangement and is
included for the purposes of clarification.

Compared with the service standard benchmarks applied under the current access
arrangement, the proposed service standard benchmarks for the distribution
network represent a general improvement in service standards with the exception of
interruption duration (SAIDI) for the CBD region (Table 2 and Table 3).

Revised access arrangement information, p. 161.

72

Draft Decision on Proposed Revisions to the Access Arrangement
for the South West Interconnected Network



Economic Regulation Authority

Table 2 Current and proposed service standard benchmarks — system average
interruption duration index (SAIDI) for distribution services

SWIN total Rural Short  Rural Long

Current Access Arrangement

Year ending 277 21.4 222 425 741
June 2007
Year ending 259 20.0 208 398 693
June 2008
Year ending 224 17.3 179 343 598
June 2009

Proposed Revisions

Year ending 225 38 161 253 599
June 2010
Year ending 210 38 150 233 567
June 2011
Year ending 201 38 142 222 548
June 2012

Table 3 Current and proposed service standard benchmarks — system average

interruption frequency index (SAIFI) for distribution services

SWIN total CBD Urban Rural Short  Rural Long

Current Access Arrangement

Year ending 3.44 0.32 3.12 4.89 5.58
June 2007
Year ending 3.22 0.30 291 4.58 5.22
June 2008
Year ending 2.78 0.26 251 3.95 4.50
June 2009

Proposed Revisions

Year ending 2.44 0.24 1.88 3.05 4.89
June 2010
Year ending 2.29 0.24 1.76 2.83 4.64
June 2011
Year ending 2.18 0.24 1.67 2.70 4.47
June 2012

287. At sections 3.16 and 3.17 of the proposed revisions Western Power has proposed
additional exclusions for measures of SAIDI and SAIFI for distribution services.

288. The current access arrangement includes exclusions from these measures of:

J major event days in accordance with IEEE1366-2003 definitions as adopted
by the Steering Committee in National Regulatory Reporting Requirements
(SCNRRR);

o outages shown to be caused by a fault or other event on the transmission

system or a third party system (for instance, without limitation outages
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caused by an intertrip signal, generator unavailability or a customer
installation); and

o force majeure events.
Western Power has proposed additional exclusions of:

. “planned outages”; and

o “single customer interruptions”.
Western Power indicates that these additional exclusions:

o provided a better measure of network performance; and

o result in the application of definitions that are consistent with the “nomalised
unplanned” methodology of the SCNRRR.

Service standard benchmarks are addressed in submissions from Alinta Sales and
Synergy.”®

Alinta Sales submits that the service standard benchmarks included in the
proposed access arrangement revisions do not meet the requirements of section
5.6 of the Access Code for reasons that:

o the absence of material improvements in service quality for transmission
services (as indicated by the service standard benchmarks for circuit
availability and system minutes of off supply) is inconsistent with forecast
increases in capital expenditures for improving the reliability of transmission
services;

. the service standard benchmarks for the distribution network do not include a
service standard for momentary interruptions to supply; and

o the service standard benchmarks for the distribution network are significantly
less stringent than the required service levels for distribution networks in
other Australian jurisdictions.

On the comparability of service standard benchmarks proposed by Western Power
with those applying to network businesses in other jurisdictions, Alinta Sales
indicates that, for example, Energex and ESTA Utilities must use best endeavours
to achieve a CBD (equivalent) SAIDI target of 15 and 25 minutes, respectively.
Western Power’'s CBD SAIDI target sits well above these levels at 38 minutes. For
urban (equivalent) SAIDI targets, the comparable benchmark targets for Energex,
ETSA Utilities and Ergon Energy comparable targets are 95, 115, and 142 minutes,
compared with 142 to 161 for Western Power.

Synergy submits that service standard benchmarks should be established for a
greater range of services and elements of services, particularly the service
standards for the metering activities that form part of reference services.

Alinta Sales Pty Ltd submission of 17 December 2008; Synergy submission of 17 December 2008 on

Reference Services.
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The Authority has given separate consideration to the particular service standards
for which service standard benchmarks are established and the proposed service
standard benchmarks.

The current access arrangement specifies service standard benchmarks for four
measures of reliability of network services:

o circuit availability and system minutes interrupted (specified separately for
the meshed and radial network) for transmission services; and

o SAIDI and SAIFI (specified separately for urban areas, rural-short and rural-
long feeders and the Perth central business district) for distribution services.

Western Power has proposed setting service standard benchmarks for the same
service standards for the second access arrangement period.

The Authority’s consideration of additional service standards being included in the
access arrangement are set out in turn for the transmission and distribution
networks, as follows.

Transmission Service Standards

299.

300.
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Western Power has not proposed any substantive changes to the service standards
for which benchmarks are set for the transmission network.

The absence of changes to the service standards is despite contemplation during
the process of approval of the current access arrangement that the service
standard benchmarks for the transmission network in the second access
arrangement period would include benchmarks for average outage duration and
frequency of off-supply events. In approval of the current access arrangement, the
Authority considered that the access arrangement should include service standards
for average outage duration on the transmission network and the frequency of off-
supply events: ”’

The principal reason stated by Western Power for not including service standard
benchmarks for average outage duration and frequency of off-supply events is that
there is a lack of historical data to establish benchmarks. As discussed above, the
Authority considers that the objective for the first access arrangement period should
be to ensure that service standards are measured so as to enable a more rigorous
determination of a potentially wider set of service standard benchmarks for the
second access arrangement period. This is consistent with the introduction of service
standards in other Australian jurisdictions at the time of electricity industry reform.
The Authority notes in this regard that Western Power has stated an intention in its
submission to the Authority to undertake the necessary work during the first access
arrangement period to determine performance standard benchmarks for the required
performance measures. Accordingly, the Authority expects that performance

Economic Regulation Authority, 2 March 2007, Final Decision on the Proposed Access Arrangement for

the South West Interconnected Network, paragraph 163.
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301.

302.

standard benchmarks for average outage duration and frequency of off-supply
events will be able to be established for the second access arrangement period.

Western Power has not addressed the additional service standards for the
transmission network as contemplated in the Authority’s Final Decision for the
current access arrangement.

In the absence of adequate explanation as to why benchmarks for the additional
service standards should not be included in the access arrangement for the second
access arrangement period, the Authority requires amendment of the proposed
access arrangement revisions to include benchmarks for average outage duration
and frequency of off-supply events. These benchmarks should be consistent with
those that apply to transmission businesses in the National Electricity Market: "®

o loss of supply event frequency, specified as a number of loss of supply
events in a one year period, with benchmarks specified for events of low and
high duration measured as system minutes interrupted; and

) average outage duration, measured in minutes.

Required Amendment 22

The proposed access arrangement revisions should be amended to include
service standard benchmarks for:

loss of supply event frequency, specified as a number of loss of
supply events in a one year period with benchmarks specified for
events of low and high duration measured as system minutes
interrupted; and

average outage duration, measured in minutes.

Distribution Service Standards

303.

304.

78

Western Power has proposed to include service standard benchmarks in the
access arrangement for the same service standards as under the current access
arrangement; that is, SAIDI and SAIFI. Western Power has, however, proposed
changes to the calculation methods for these service standards and to “exclusions”
from measurement of the service standards.

In this Draft Decision, the Authority has addressed the following matters relating to
the proposed service standards applied to distribution services under the proposed
access arrangement revisions:

o the proposed changes in calculation methods for SAIDI and SAIFI;
o the inclusion of additional service standards for momentary interruptions to
supply;

For example, refer to Australian Energy Regulator, 14 June 2007, Decision: Powerlink Queensland

transmission network revenue cap 2007-08 to 2011-12, chapter 7.
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o the inclusion of additional service standards for particular locations on the
distribution network;

. the inclusion of additional service standards for metering activities; and

) the proposed changes to exclusions from measures of service standards.

305. Western Power has proposed that the calculation methods for SAIDI and SAIFI be
changed to be consistent with the “nomalised unplanned” methodology of the
SCNRRR, involving the exclusion from the calculation of service standards of
planned outages and single-customer outages.

306. The Authority concurs with Western Power that the measures of service standards
applied under the access arrangement should be consistent with nationally
consistent methods. This allows comparability of service standards across different
networks and assists a user to determine the value of a reference service at the
reference tariff, consistent with the requirements of section 5.6 of the Access Code.

307. The proposed exclusion of planned interruptions from calculations of SAIDI and
SAIFI is in accordance with the SCNRRR methods that are intended to function as
nationally consistent methods.”

308. However, the SCNRRR methods explicitly include outages affecting a single
customer in measures of SAIDI and SAIFL.® Accordingly, the Authority considers
that this exclusion should not apply to measures of SAIDI and SAIFI under the
access arrangement.

Required Amendment 23

The proposed access arrangement revisions should be amended such that
definitions of SAIDI and SAIFI do not make provision for the exclusion of
single customer interruptions.

309. The Authority has given consideration to whether service standard benchmarks
should be established for service standards other than SAIDI and SAIFI.

310. Alinta Sales submits that the access arrangement should include service standard
benchmarks for service standards that capture momentary interruptions in supply.
Alinta Sales submits that momentary interruptions of supply can be of particular
significance for some electricity customers and the SAIDI and SAIFI measures of
service reliability do not adequately capture the incidence of momentary
interruptions.

311. The Authority gave attention to a service standard that captures momentary
interruptions in its approval of the current access arrangement, in particular the
inclusion of a service standard benchmark for the average number of momentary
interruptions per customer per year, measured as the “momentary average

™ Utility Regulators Forum (Steering Committee on National Regulatory Reporting Requirements), March

2002, National Regulatory Reporting for Electricity Distribution and Retailing Businesses, p. 7.

Utility Regulators Forum (Steering Committee on National Regulatory Reporting Requirements), March
2002, National Regulatory Reporting for Electricity Distribution and Retailing Businesses, p. 6.
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interruption frequency index, or (MAIFI).®* While initially giving consideration to a
requirement for the current access arrangement to include service standard
benchmarks for MAIFI, the Authority did not persist in this requirement due to a
submission from Western Power that it was not practically possible to accurately
produce MAIFI data without a multi-million dollar investment.®

The inability of many electricity distributors to report MAIFI data has previously
been recognised by the Utility Regulators Forum'’s Steering Committee (SCNRRR)
where it was indicated for MAIFI to be an “optional” service standard in reporting
requirements for electricity distributors, notwithstanding the potential value of MAIFI
data as an indicator of service reliability.®®

Alinta Sales submits that there is potential value in requiring measurement of MAIFI
as a service standard, but does not provide any demonstration of benefits.
However, the Authority remains of the view that there has not been demonstration
of sufficient need for this performance standard to be established to warrant the
investment that would be necessary to produce MAIFI data.

Alinta Sales also submits that the service standards under the current access
arrangement do not adequately provided indications of the reliability of distribution
services at particular locations on the network.

The Authority observes that measures of service reliability at particular locations are
addressed in service standards established for distribution services in other
jurisdictions.

In Victoria, the reliability of distribution services at particular locations is addressed
by:

o service standard benchmarks and reporting requirements for the duration of
interruptions (SAIDI for planned and unplanned interruptions) for the 15 per
cent of customers experiencing the longest time of off supply in the reporting
period; and

o reporting requirements for the frequency of short-duration interruptions
(MAIFI) and duration of interruptions (SAIDI for planned and unplanned
interruptions) for low-reliability feeders for which the service standards are
above (worse than) a specified threshold.®*

The Authority considers that service standard benchmarks that provide an
indication of the worst levels of service reliability that may be expected from the
distribution network are important in enabling a network user or applicant to assess
the value represented by a reference service at a reference tariff, and hence
consistent with the requirements of section 5.6(b) of the Access Code. This

Defined as the total number of customer interruptions of one minute or less, divided by the total number of

distribution customers.
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Economic Regulation Authority, 2 March 2007, Final Decision on the Proposed Access Arrangement for

the South West Interconnected Network, paragraph 184. Western Power, 19 May 2006. Response to the
Required Amendments detailed in ERA’s Draft Decision on Western Power’s Proposed Access
Arrangement for the Network of the South West Interconnected System, Part A, section 3.9.
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Utility Regulators Forum (Steering Committee on National Regulatory Reporting Requirements), March

2002, National Regulatory Reporting for Electricity Distribution and Retailing Businesses, pp. 4, 5.

84

Essential Services Commission, October 2005, Electricity Distribution Price Review 2006-10 Final

Decision Volume 1 Statement of Purpose and Reasons, pp. 28 — 30.
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particularly applies for connection points on rural feeders for which low levels of
reliability may be masked by system-wide average measures of SAIDI and SAIFI.

318. The Authority addressed requirements for reporting on service levels on the worst
performing feeders in its Final Decision on the current access arrangement, but did
not require service standard benchmarks to be established and determined that it
could not require reporting on service levels in the absence of relevant service
standard benchmarks.®

319. The relevant issue for the Authority in this Draft Decision is whether service
standard benchmarks should be established for feeders with poor levels of service
reliability. The proposed access arrangement revisions include substantial forecast
increases in capital expenditure and non-capital costs include allowances for capital
works (wood pole replacement) and maintenance programs undertaken to maintain
or improve reliability. The Authority considers that service standard benchmarks
should be established for the worst performing feeders in the distribution network to
establish an element of accountability for this expenditure.

Required Amendment 24

The proposed access arrangement revisions should be amended to include
service standard benchmarks for SAIDI and SAIFI for customers served by
the 15 per cent of worst performing feeders.

320. Finally, Synergy has submitted that the access arrangement should include service
standard benchmarks for metering activities.

321. The Authority considers that it is not necessary for the access arrangement to
include service standard benchmarks for metering activities. While metering
activities are appropriately subject to agreed service obligations and standards,
these are established under Part5 of the Metering Code, including under any
service level agreement that exists between Western Power and the user.

Service Standard Benchmarks

General Approach to the Authority’s Consideration of Service Standard
Benchmarks

322. Section 5.6 of the Access Code requires that a service standard benchmark must
be reasonable and must be sufficiently detailed and complete to enable a user or
applicant to determine the value represented by the reference service at the
reference tariff.

323. In order to satisfy the requirements of the Access Code, the Authority considers that
service standard benchmarks must be established at values that are reasonable
forecasts of the values of the relevant service standards to be achieved during the

8 Economic Regulation Authority, 2 March 2007, Final Decision on the Proposed Access Arrangement for

the South West Integrated Network, paragraph 184.
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access arrangement period, and are the values that users of the network can
expect to be achieved.

As a general principle, the Authority considers that recent historical measures of
service standards provide an appropriate starting point for determining service
standard benchmarks for the access arrangement period. However, as the
benchmarks need to be a forecast for the access arrangement period, historical
measures need to be adjusted for factors considered likely to cause service
standards to vary from historical measures during the access arrangement period.
These factors may include, for example, new investment or changes to
maintenance activities that directly or indirectly improve service quality.

Western Power provides supporting information for the proposed revisions to
service standard benchmarks in the revised access arrangement information.
Additional information relevant to the consideration of Western Power’s proposed
service standard benchmarks is Western Power’s service standard performance
report for 2007/08%” and the Authority’s February 2008 report titled “2006/07 Annual
Performance Report: Electricity Distributors”, which is available from the Authority’s
web site.%®

Of particular relevance to the consideration of service standard benchmarks is the
forecasts of new facilities investment and non-capital costs that support the
maintenance and improvement of service standards. Subsequent to submission of
the proposed access arrangement revisions, Western Power has provided the
Authority with anticipated revisions to cost forecasts, which incorporate substantial
reductions in forecast costs, particularly for the first and second years of the second
access arrangement period (addressed at paragraph 339 and following of this Draft
Decision). Western Power has indicated that it envisages being able to maintain
current levels of reliability despite the anticipated decrease in forecast costs.®°

Transmission

327.
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The two years of actual performance data and the service standard benchmarks for
transmission services in the first and second access arrangement periods are
shown in Table 4. The proposed service standard benchmarks for the transmission
network represent a decline in service standards as measured by circuit availability
and by system minutes interrupted for the meshed network, but an improved
service standard as measured by system minutes interrupted for the radial network.

Revised access arrangement information, Part A: section 6; Part D: section 3.
Western Power, 28 October 2008, Access Arrangement Service Standard Benchmark Report Financial

Year Ending June 2008 (available from the Economic Regulation Authority web site:
http://www.era.wa.gov.au/2/721/48/service_standar.pm
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Economic Regulatory Authority web site: http://www.era.wa.gov.au/2/246/51/reports__decisi.pm
Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate

Affairs.
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Table 4 Service standard benchmarks and actual performance for transmission
. 90
services
Circuit availability System minutes System minutes
(% of total time) interrupted interrupted
(meshed network) (radial network)
B’mark Actual B’mark Actual B’mark Actual
Year ending June - - - 5.8 - 15
2005
Year ending June - 98.0 - 5.1 - 0.9
2006
Current Access Arrangement
Year ending June 98.2 98.0% 7.8 14.2 3.9 1.4
2007
Year ending June 98.2 98.2 7.8 8.7% 3.9 1.8
2008
Year ending June 98.2 - 7.8 - 3.9 -
2009
Proposed Revisions
Year ending June 98.0 - 9.3 - 1.4 -
2010
Year ending June 98.0 - 9.3 - 1.4 -
2011
Year ending June 98.0 - 9.3 - 14 -
2012

328. The actual performance data indicate service standards close to or better than the
benchmarks in 2006/07 and 2007/08 for the measures of circuit availability and
system minutes interrupted on the radial network, but worse than benchmark
performance for measures of system minutes interrupted on the meshed network
(indicated by Western Power to be a result of significant outages caused by large
scale bush fires).

329. Western Power indicates that there are no significant drivers to either improve or
relax the service standard benchmarks for the transmission services and
benchmarks for the second access arrangement period, and benchmarks are
established at the average of the actual performance for 2005/06 to 2007/08.

330. Notwithstanding the claim by Western Power that there are no drivers for improving
or worsening service standards, the proposed access arrangement revisions
incorporate substantial forecast increases in non-capital costs in monitoring and
maintenance activities and in new facilities investment for the transmission network.
These proposed increases in costs are examined in this Draft Decision at
paragraph 623 and following.

% Actual values for 2004/05 and 2005/06 are reproduced from the access arrangement information (Part A:

section 6). Actual values for 2006/07 and 2007/08 are reproduced from Western Power, 28 October 2008,
Access Arrangement Service Standard Report Financial Year Ending June 2008.

A value of 97.9 is indicated in the access arrangement information (Part A: section 6).
A value of 8.6 is indicated in the access arrangement information (Part A: section 6).
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Alinta Sales highlights a possible inconsistency of increases in non-capital costs
and new facilities investment without improvement in service standards.*

Western Power has subsequently provided the Authority with anticipated revisions
to cost forecasts indicating substantial reductions in new facilities investment and
non-capital costs in the first two years of the second access arrangement period,
although still with significant real increases in costs over the level of costs in the first
access arrangement period. Western Power indicates that the revised forecasts of
costs are sufficient to allow for current levels of reliability to be maintained, but that
the projected improvements in service standard benchmarks may need to be
reviewed.* The Authority has not received any further information from Western
Power in this regard.

Under this Draft Decision, the Authority is requiring further reductions in forecast
non-capital costs. In light of these reductions, the Authority considers that service
standard benchmarks for the transmission network are reasonably established to
reflect actual performance in the first access arrangement period.

Distribution

334.

Actual performance data and the SAIDI and SAIFI service standard benchmarks for
distribution services in the current and second access arrangement periods are
shown in Table 5 and Table 6. As Western Power has proposed changes to the
calculation of SAIDI and SAIFI for the second access arrangement period (as
addressed at paragraph 303 and following of this Draft Decision), actual
performance data are presented as two values for each year, the first value being
consistent with the definitions of service standards under the current access
arrangement and the second value, indicated in brackets, being consistent with the
definitions of service standards proposed for the second access arrangement
period.

% Alinta Sales Pty Ltd submission of 17 December 2008.
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Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate

Affairs.
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Table 5 Service standard benchmarks and actual performance — system
average interruption duration index (SAIDI) for distribution services

SWIN total CBD Urban Rural Short Rural Long

B'mark  Act. B’'mark Act. B'mark Act. B'mark  Act. B'mark  Act.

Current Access Arrangement®

Year 277 275 214 33 222 173 425 406 741 711
ending (229) (33) (142) (329) (624)
June
2007

Year 259 284 20.0 55 208 207 398 323 693 717
ending (230) (51) (165) (260) (611)
June

2008

Year 224 - 17.3 - 179 - 343 - 598 -
ending

June

2009

Proposed Revisions

Year 225 - 38 - 161 - 253 - 599 -
ending

June

2010

Year 210 - 38 - 150 - 233 - 567 -
ending

June

2011

Year 201 - 38 - 142 - 222 - 548 -
ending

June

2012

% Actual values for 2006/07 and 2007/08 are reproduced from the revised access arrangement information

(Part A: section 6) with values in round brackets calculated consistently with the service standard
benchmarks proposed for the second access arrangement period.
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Table 6 Service standard benchmarks and actual performance — system
average interruption frequency index (SAIFI) for distribution services

SWIN total (01:1D) Urban Rural Short Rural Long

B'mark Act. B’'mark Act. B'mark  Act. B'mark  Act. B'mark  Act.

Current Access Arrangement®

Year 344 287 032 026 312 203 489 435 558 543
ending (2.52) (0.25) (1.80) (3.79) (4.72)
June
2007

Year 3.22 2.77 0.30 0.23 2.91 2.10 4,58 3.50 5.22 5.56
ending (2.50) (0.22) (1.91) (3.13) (4.99)
June
2008

Year 2.78 - 0.26 - 2.51 - 3.95 - 4.50 -
ending

June

2009

Proposed Revisions

Year 2.44 - 0.24 - 1.88 - 3.05 - 4.89 -
ending

June

2010

Year 2.29 - 0.24 - 1.76 - 2.83 - 4.64 -
ending

June

2011

Year 2.18 - 0.24 - 1.67 - 2.70 - 4.47 -
ending

June

2012

335. With the exception of service standard benchmarks for SAIDI in the CBD area,
Western Power has proposed service standard benchmarks for SAIDI and SAIFI
that represent improvements in service reliability over reliability levels achieved in
2006/07 and 2007/08.

336. Western Power indicates that the forecast capital and operating expenditures
forecast for the second access arrangement period (as provided in the proposed
access arrangement revisions as submitted) include provision for “modest but
achievable improvements in distribution service performance” and that reliability
improvements have been estimated by simulation modelling of the distribution
system.”” Western Power also provides details of planned improvements in
reliability (specified as a reduction in SAIDI of 29 minutes for the entire SWIN) to be
achieved by 2011/12 as a result of specific capital projects.®

% Actual values for 2006/07 and 2007/08 are reproduced from the revised access arrangement information

(Part A: section 6) with values in round brackets calculated consistently with the service standard
benchmarks proposed for the second access arrangement period.

Revised access arrangement information, section 6.3.2.
Revised access arrangement information, Appendix 1: p. 51.
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Western Power has subsequently provided the Authority with anticipated revisions
to cost forecasts indicating substantial reductions in forecasts of costs in the first
two years of the second access arrangement period, although still with large real
increases in costs over the level of costs in the first access arrangement period.
Western Power indicates that the revised forecasts of costs are sufficient to allow
for current levels of reliability to be maintained, but that the projected improvements
in service standard benchmarks may need to be reviewed.* The Authority has not
received any further information from Western Power in this regard.

Under this Draft Decision, the Authority is requiring further reductions in forecast
non-capital costs for the distribution network. In light of these reductions, the
Authority considers that the proposed service standard benchmarks for the
distribution network are reasonably established to reflect actual performance in the
first access arrangement period and the modest improvements proposed by
Western Power.

For each reference service specified in the access arrangement, there must be a
reference tariff established under the access arrangement.

Section 5.1(d) of the Access Code requires that the access arrangement must
include a “price control”. A price control is a constraint on the level of reference
tariffs that specifies the level of tariffs either directly, such as with price caps, or
indirectly through constraints on the level of overall revenue able to be earned by
the service provider.

The specific requirements and objectives for a price control are set out in
sections 6.1 to 6.5 of the Access Code:

6.1  Subject to section 6.3, an access arrangement may contain any form of price control
provided it meets the objectives set out in section 6.4 and otherwise complies with
this Chapter 6.

6.2  Without limiting the forms of price control that may be adopted, price control may set
target revenue:

(@) by reference to the service provider's approved total costs; or

(b) by setting tariffs with reference to:
0] tariffs in previous access arrangement periods; and
(i) changes to costs and productivity growth in the electricity industry;
or

(c) using a combination of the methods described in sections 6.2(a) and 6.2(b).

6.3  The first access arrangement must contain the form of price control described in
section 6.2(a).

Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate

Affairs.
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6.4  The price control in an access arrangement must have the objectives of:

@ giving the service provider an opportunity to earn revenue (“target revenue”)
for the access arrangement period from the provision of covered services as
follows:

® an amount that meets the forward-looking and efficient costs of
providing covered services, including a return on investment
commensurate with the commercial risks involved,;

plus:

(i) for access arrangements other than the first access arrangement, an
amount in excess of the revenue referred to in section 6.4(a)(i), to the
extent necessary to reward the service provider for efficiency gains
and innovation beyond the efficiency and innovation benchmarks in a
previous access arrangement;

plus:

(iii) an amount (if any) determined under section 6.6 [adjustments for
unforeseen events];

plus:

(iv)  an amount (if any) determined under section 6.9 [adjustments for
technical rule changes];

plus:

(V) an amount (if any) determined under an investment adjustment
mechanism (see sections 6.13 to 6.18);

plus:

(vi)  an amount (if any) determined under a service standards adjustment
mechanism (see sections 6.29 to 6.32);

plus —

(vii)  an amount (if any) determined under section 6.37A [tariff equalisation
contributions];

and

(b) enabling a user to predict the likely annual changes in target revenue during
the access arrangement period; and

(c) avoiding price shocks (that is, sudden material tariff adjustments between
succeeding years).

6.5 The amount determined in seeking to achieve the objective specified in section
6.4(a)(i) is a target, not a ceiling or a floor.

In this section of the Draft Decision, the Authority addresses the determination of
target revenue for the second access arrangement period and the form of the price
control.

Western Power has determined a value of target revenue by reference to forecast
costs for the second access arrangement period — the “building block” method.
This is consistent with section 6.2(a) of the Access Code and with the method for
determination of target revenue for the first access arrangement period.

The Authority’s assessment of Western Power’s determination of target revenue is
documented in the following sections of this Draft Decision, addressing the
following matters:

. forecasts of demand for services;
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o an amount of tariff equalisation contributions;
. a forecast of non-capital costs;

o amounts of actual and forecast new facilities investment and values of the
capital base at the commencement of the second access arrangement period
and a notional capital base over the term of the second access arrangement

period;

o a rate of return (weighted average cost of capital);

o an allowance for the cost of working capital; and

o adjustments to target revenue for the second access arrangement period to
reflect certain cost and revenue outcomes for the first access arrangement
period.

In considering Western Power’s proposed target revenue, the Authority has had to
make assessments of the actual and forecast costs of Western Power over the first
and second access arrangement periods, including:

o an assessment of whether the forecast of non-capital costs for the second
access arrangement period meets the requirement of section 6.40 of the
Access Code of including only those costs that would be incurred by a
service provider efficiently minimising costs;

. an assessment of whether new facilities investment in the first access
arrangement period may be added to the capital base of the network under
the provisions of section 6.51A of the Access Code, including an assessment
of whether, and to what extent, the new facilities investment satisfies the new
facilities investment test under section 6.52 of the Access Code; and

. an assessment of whether forecast new facilities investment for the second
access arrangement period may be taken into account in determining target
revenue (by notional addition to the capital base), including an assessment of
whether, and to what extent, the new facilities investment satisfies the new
facilities investment test under section 6.52 of the Access Code.

For the purposes of the approval of proposed access arrangement revisions, and
pursuant to sections 6.41, 6.51 and 6.51A of the Access Code, the Authority has a
discretion whether to recognise costs in the total costs and target revenue that
underlie the price control. This includes forecast non-capital costs, actual new
facilities investment during the first access arrangement period and forecast new
facilities investment. Before recognising these costs in total costs and target
revenue, the Authority must be satisfied that the costs meet the tests of section
6.41, 6.51 and 6.51A of the Access Code. The responsibility rests with Western
Power to demonstrate to the Authority that the costs satisfy these tests.

In making an assessment of costs, the Authority has obtained advice on a range of
relevant matters including:

o a review by Wilson & Co Limited of Western Power’s forecast expenditures
for the second access arrangement period;'®

Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access

Arrangement Final Report.
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a review by Geoff Brown & Associates Ltd of Western Power’s governance
arrangements as they relate to the control of work programs and costs;**
and

a review by Geoff Brown & Associates Ltd of a sample of capital projects and
programs and the amounts of new facilities investment for these projects and
programs claimed by Western Power to meet the new facilities investment
test under section 6.52 of the Access Code.'%?

These reviews and the Authority’s assessment of costs have been hampered by a

lack of necessary information, both as submitted by Western Power in the revised
access arrangement information and as subsequently provided to the Authority and
its consultants in response to specific requests. The inadequacy of information has
been of particular concern in respect of actual new facilities investment in the first
access arrangement period, which is required to demonstrate the amounts of new
facilities investment that satisfy the relevant tests under the Access Code for
addition to the capital base of the SWIN.

The following requests for information and/or documents were made by the

Authority to Western Power to address this concern:

The Authority wrote to Western Power on 5 February 2009 advising that the
Authority would be unable to determine the amount of new facilities
investment to roll into the capital base in the absence of information
concerning the efficiency of capital expenditure during the first access
arrangement period.

On 5 February 2009, the Authority issued Western Power with a notice
pursuant to section 51 of the Economic Regulation Authority Act 2003 to
provide information and/or documents to demonstrate that actual new
facilities investment during the first access arrangement period satisfies the
test under section 6.51A of the Access Code, and forecast new facilities
investment for the second access arrangement period is reasonably
expected to satisfy the test. The information was requested to be provided
by 9 March 2009.

On 4 March 2009, Western Power wrote to the Authority and indicated that
Western Power does not have “rigorous commentary on the [new facilities
investment test] for the vast majority of expenditure dating back to the
commencement of the current access arrangement period” and while it had
documentation containing “information and elements relevant to the [new
facilities investment test]”, it needed to prepare “new supporting
documentation for almost all projects and programs of work to specifically
demonstrate that [the new facilities investment test] is satisfied”.

Subsequent to Western Power’s letter of 4 March, the Authority explored the
merits of a sampling approach to assess Western Power's new facilities
investment as a practical way to progress the draft decision.

On 19 March 2009, the Authority advised Western Power that the section 51
notice would remain in place (and therefore Western Power was required to

Geoff Brown & Associates Ltd, 14 July 2009, Review of Expenditure Governance: Western Power.

Geoff Brown & Associates Ltd, 14 July 2009, Review of New Facilities Investment Test Compliance:
Western Power AAl Projects.



comply with it). However, in order to advance the Authority’s assessment of
the proposed revisions to Western Power’s access arrangement:

- Western Power should provide information and documents to
demonstrate satisfaction of the requirements for the new facilities
investment test for 30 selected projects; and

- the Authority may request further information and/or documents
relating to the selected projects or for additional projects (i.e. the
sample of projects did not replace the original section 51 notice
information requirements).

Western Power provided information and documents relating to the sample of
30 projects.

On 23 April 2009, the Authority advised Western Power that it was
considering the information provided by it and was not in a position to
comment on the adequacy of the information until the relevant assessments
were undertaken. The Authority also advised, that “in relation to the
information submitted for the 30 sample projects, an initial indication from our
consultant is that it may be difficult to arrive at a conclusive view in relation to
the new facilities investment test”. The Authority encouraged Western Power
to submit any additional information which it believed addressed the
requirements of the section 51 notice that would assist the Authority in
undertaking its assessment in relation to the new facilities investment test.

As at the date of this Draft Decision, the information requested in the section
51 notice issued by the Authority on 5 February 2009 remains outstanding.

350. By virtue of the inadequacy of information, Western Power has not demonstrated to
the Authority’s satisfaction that the actual and forecasts costs meet the relevant
tests of the Access Code.

351.
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In reaching this decision, the Authority has also had regard to information from a
range of sources that indicates substantial deficiencies in Western Power’s
management and governance processes as they relate to the undertaking and
costs of operating and capital activities. Of particular concern to the Authority has
been information to indicate the following:

A failure of Western Power to maintain processes and documentation to
sustain rigorous and accurate assessments of capital projects and programs
against the requirements of the new facilities investment test.*%

Instances of significant over-design or over-engineering of capital projects.*®

Systematic shortcomings in governance processes for major works,
particularly during the course of much of the first access arrangement period,
including:

Geoff Brown & Associates Ltd, 14 July 2009, Review of Expenditure Governance: Western Power. Geoff

Brown & Associates Ltd, 14 July 2009, Review of New Facilities Investment Test Compliance: Western
Power AA1 Projects.
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Geoff Brown & Associates Ltd, 14 July 2009, Review of Expenditure Governance: Western Power. Geoff

Brown & Associates Ltd, 14 July 2009, Review of New Facilities Investment Test Compliance: Western
Power AA1 Projects. Economic Regulation Authority, 19 February 2009, Final Determination on the New
Facilities Investment Test for a 66/11 kV Medical Centre Zone Substation Expansion and Voltage
Conversion of the Distribution Network.
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poor internal cost estimating processes;%

a possibility that Western Power sometimes specifies requirements for
equipment over and above industry standards and norms, thus limiting
competition amongst potential suppliers;*®

evidence of overcharging of Western Power by contractors, enabled by
poor contractual arrangements and limited reconciliation of purchase
orders, quotations and invoices;**” and

excessive contingency provisions in project budgets.'®

o A lack of quality control for works undertaken by contractors, and instances
of contractors failing to undertake works in accordance with specifications,

notably in the case of inspection of wood poles.

109

The Authority has also had regard to evidence of deficiencies in the management of
network assets and operations that may give rise to inefficiencies in capital works
and operating and maintenance activities. This evidence includes the following.

. Western Power’s contraventions of its transmission (ETL2) and distribution
(EDL1) licences.''® Contraventions relate, in part, to deficiencies of Western
Power’s asset management system, including:

a lack of understanding of key processes for operational and capital
work programs; and

poor documentation of the condition of the distribution system leading
to reactive and imprecise systems for maintenance activities.

o Confidential information obtained by the Authority relating to Western

Power’s budgeting of capital and operating activities.

111

Another matter considered by the Authority when assessing the proposed
expenditures is a submission by Western Power dated 25 May 2009 advising the
Authority of anticipated revisions to cost forecasts in which Western Power
indicated the uncertain nature of forecasts as a result of, amongst other things, the
global financial crisis.**?

Geoff Brown & Associates Ltd, 14 July 2009, Review of Expenditure Governance: Western Power.
Geoff Brown & Associates Ltd, 14 July 2009, Review of Expenditure Governance: Western Power.
Geoff Brown & Associates Ltd, 14 July 2009, Review of Expenditure Governance: Western Power.
Geoff Brown & Associates Ltd, 14 July 2009, Review of Expenditure Governance: Western Power.

Department of Commerce Energy Safety, May 2009, 2008 Distribution Wood Pole Audit Review, pp. 9, 10,
28.

Economic Regulation Authority, 8 January 2009, Section 32 - Electricity Industry Act 2004 Notice of Failure

to Comply with Licence.
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This information is subject to a claim for confidentiality by Western Power and the Authority has therefore

set out its detailed findings in relation to these submissions in a ‘Confidential Annexure’ to this Draft
Decision.

112

Affairs

Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate
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354. In light of the Authority’s decision that it is not satisfied that all of Western Power’s
proposed costs meet the new facilities investment test in section 6.52 of the Access
Code, the Authority has considered below whether it is satisfied that any lesser
amount meet the test.

Forecast Demand for Services

Western Power’s Forecast

355. In the revised access arrangement information, Western Power has provided
forecasts of transmission demand and energy at three levels:

) a demand forecast for the bulk transmission system, based on the demand
forecasts reported in the July 2007 Statement of Opportunities by the
Independent Market Operator (IMO);

o demand forecasts for each substation, developed by statistical extrapolation
from previous peak demands for each substation and adjustment for
expected new bulk loads; and

o demand forecasts for load areas developed using the bulk transmission
forecasts and individual substation forecasts.

356. The demand forecasts prepared by the IMO and reported in the 2007 Statement of
Opportunities are based on an assumed rate of economic growth in Western
Australia of three to four per cent annual growth in Gross State Product.

357. The area-based demand forecasts used by Western Power to develop the forecasts
of new facilities investment for the transmission network are shown in Table 7.

Draft Decision on Proposed Revisions to the Access Arrangement 91
for the South West Interconnected Network
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Table 7 Western Power’s Area-Based Forecasts (MW) used to develop the

forecasts of new facilities investment for the transmission network**?

Area 2009/10 2010/11 2011/12
Bunbury 318 332 351
Cannington 333 364 374
East Country 129 134 163
Eastern Goldfields 116 120 124
East Perth 350 363 371
Guildford 170 179 173
GT 30 34 39
Kwinana 319 348 363
Muja 303 310 319
North Country 181 180 187
Northern Terminal 968 1011 1,055
South Fremantle 243 257 265
South Terminal 407 423 417
West Terminal 184 175 183
Total 4,229 4,382 4,531
Growth 4.4% 3.6% 3.4%
IMO 2007 “10% probability of 4,233 4,361 4,505

exceedance” forecast

358. Western Power has also forecast requirements for connection of generation that
includes:

o generation projects that have been assigned capacity credits as part of the
Reserve Capacity Mechanism operating in the wholesale electricity market;

o committed generation projects, being those that have a signed access
agreement; and

J the most probable generation projects required to maintain the minimum
reserve margin.***

359. Western Power has forecast total distribution energy sales by extrapolation of
actual energy sales for 2006/07 by a forecast rate of growth in energy demand of
2.2 per cent per annum as published by the IMO in 2007. Forecast energy sales for
the distribution network are shown in Table 8.

3 Revised access arrangement information, p. 62. Forecasts are for coincident system peak demand.
14 Revised access arrangement information, pp. 64, 65.

92 Draft Decision on Proposed Revisions to the Access Arrangement
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Table 8 Western Power’s forecast energy sales for the distribution network**®
2007/08 (actual) 13,087
2008/09 13,375
2009/10 13,670
2010/11 13,970
2011/12 14,278

Considerations of the Authority

360.

361.

362.

The forecasts of peak energy demand for the transmission network and total energy
demand for the distribution network are derived from projections of the IMO as
published in the July 2007 Statement of Opportunities and, in turn, forecasts of
economic growth for Western Australia, including forecasts of rates of growth of
Gross State Product in Western Australia of:

o 3.2 per cent in 2009/10;

. 3.1 per cent in 2010/11; and
o 5.0 per centin 2011/12.

The rates of economic growth on which the forecasts of energy demand have
subsequently been based are substantially greater than more recent forecasts of
growth in Gross State Product of:

. -1.25 per cent in 2009/10;

o -0.5 per cent in 2010/11; and
. 3.75 per cent in 2011/12.*°

The IMO has published a revised forecast of energy demand that takes into
account the expectation of lower rates of economic growth in Western Australia and
correspondingly lower rates of growth in energy demand. The lower forecasts of
sent-out energy and maximum demand and lower forecasts of total sent-out energy
are shown in Table 9 and Table 10.

5 Revised access arrangement information, p. 114.

116

Government of Western Australia, May 2009, 2009-10 Budget Economic and Fiscal Outlook, Budget

Paper No. 3, p. 152.
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Table 9 Revised forecasts of sent-out energy produced by the Independent
Market Operator

117

2008 forecast 20009 forecast
sent-out energy sent-out energy
(GWh) (GWh)
2009/10 18,504 17,145 -1,359
2010/11 21,066 17,726 -3,340
2011/12 21,492 18,177 -3,315
2012/13 21,851 20,206 -1,645
2013/14 22,500 21,600 -900
2014/15 22,940 21,648 -1,292
2015/16 23,373 22,055 -1,318
2016/17 23,752 22,607 -1,145
2017/18 24,087 22,955 -1,132

Table 10 Revised forecasts of expected maximum demand produced by the
Independent Market Operator™®

2008 Forecast 2009 Forecast

10% probability of 10% probability of

exceedence (MW) exceedence (MW)
2009/10 4260 4200 -61
2010/11 4704 4397 -307
2011/12 4860 4725 -134
2012/13 5010 5132 123
2013/14 5192 5452 260
2014/15 5354 5518 164
2015/16 5497 5721 224
2016/17 5631 5903 273
2017/18 5759 6065 306

363. Given the IMQO’s forecast, the Authority considers that rates of growth in energy
demand and demand for network services are likely to be lower than the forecasts
provided by Western Power in the revised access arrangement information. The
Authority has taken this into account in its assessment of Western Power's
forecasts of costs, as documented in subsequent sections of this Draft Decision
(see paragraph 373 and following). The Authority has taken into account a
likelihood of lower rates of growth of energy demand in considering the deliverability
of maintenance activities and capital works underlying cost forecasts and in

7 Independent Market Operator, July 2008, Statement of Opportunities p. 46. Independent Market Operator,

July 2009, Statement of Opportunities p. 50.

18 |ndependent Market Operator, July 2009, Statement of Opportunities p. 33.
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requiring Western Power to submit a revised forecast of new facilities investment
for the second access arrangement period (paragraph 654).

Section 6.37A of the Access Code provides for target revenue to include an amount
of tariff equalisation contributions, which comprise an amount levied on users of the
SWIN to finance amounts paid by the Western Australian Government to Horizon
Power for the provision of electricity services in areas not serviced by the SWIN:

6.37A If the service provider for the Western Power Network is or will be required, by a
notice made under section 129D(2) of the Act, to pay a tariff equalisation contribution
into the Tariff Equalisation Fund during an access arrangement period, then an
amount may be added to the target revenue for the covered network for the access
arrangement period, which amount—

€)) must not exceed the total of the tariff equalisation contributions which are or
will be required to be paid under the notice, including any amount that was
payable or paid before the commencement of the access arrangement period;
and

(b) must be separately identified as being under this section 6.37A.

Under the current access arrangement, an amount of tariff equalisation
contributions of $177 million (in dollar values of 30 June 2006) was added to the
target revenue for the first access arrangement period (2006/07 to 2008/09).**°

Western Power has not made an allowance in target revenue for tariff equalisation
contributions in its determination of target revenue for the second access
arrangement period (2009/10 to 2011/12). In its covering letter of 1 October 2008
to the access arrangement documents, Western Power indicated that the absence
of an allowance for tariff equalisation contributions is due to advice from the Office
of Energy that the contributions will not be required in the second access
arrangement period.

The Department of Treasury and Finance submits that the State Government has
yet to make a determination on whether a tariff equalisation contribution will be
required from Western Power during the second access arrangement period and
that, depending upon the Government’s decision, a tariff equalisation contribution
may be required to be included in target revenue.*?°

Perth Energy supports the view that any equalisation payments made to Horizon
Energy should be funded through a community service obligation from the

19 Economic Regulation Authority, 2 March 2007, Final Decision on the Proposed Access Arrangement for
the South West Interconnected Network, Appendix B.

120

Department of Treasury and Finance submission of 17 December 2008.
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government. This increases transparency and improves the efficiency in the
electricity market.**

Under section 6.37A of the Access Code, an amount in respect of a tariff
equalisation contribution is to be added to target revenue only if the service provider
is required by a notice under section 129D(2) of the Electricity Industry Act 2004 to
pay the same amount into the tariff equalisation fund. Western Power has
submitted to the Authority that this will not occur for the second access
arrangement period and, accordingly, no amount has been added to target
revenue. This is in accordance with provisions of the Access Code.

Notwithstanding this, the submission of the Department of Treasury and Finance
indicated that the government may elect to require a tariff equalisation contribution
for the second access arrangement period. This has not occurred as of the date of
this Draft Decision and, as such, no amount in respect of a tariff equalisation
contribution is able to be included in the target revenue and price control as
required under this Draft Decision.

The Authority understands that the State Government is considering the possible
amounts of a tariff equalisation contribution for the term of the second access
arrangement period. The Department of Treasury and Finance has indicated to the
Authority that these amounts may be in the order of $115.4 million in 2009/10,
$140.9 million in 2010/11 and $146.4 million in 2011/12 (in nominal dollar
values).®  The Authority took the prospect of a required tariff equalisation
contribution in 2009/10 into account in the approval of Western Power’s price list for
2009/10.*# If amounts of tariff equalisation contributions as indicated by the
Department of Treasury and Finance are determined for inclusion under the access
arrangement in the second access arrangement period, the Authority estimates that
the effect will be an increase in the required reference service revenue and average
tariffs for distribution services by 26 per cent.*** Further information on the effect of
these potential values of tariff equalisation contributions is provided later in this
Draft Decision in relation to the value of target revenue for the second access
arrangement period (paragraph 838 of this Draft Decision).

If the amount of tariff equalisation contributions is not determined and gazetted in
accordance with section 129D(2) of the Electricity Industry Act 2004 and prior to the
Authority’s approval of the proposed access arrangement revisions, it is not
possible to have any amount included in the target revenue under the Access Code
and reflected in reference tariffs for the second access arrangement period. In the
absence of a tariff equalisation contribution, the manner in which the Western
Australian State Government will finance the operations of Horizon Power is not a

Perth Energy submission of 17 December 2008.
Email advice from the Department of Treasury and Finance of 13 May 2009.
Economic Regulation Authority, 18 May 2009, Determination on the Proposed 2009/10 Price List for the

South Wester Interconnected Network.
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The effect of tariff equalisation contributions was calculated as a difference in the present value of required

reference service revenue and in the discounted weighted average tariff for distribution services. The
calculation of the effect of tariff equalisation contributions was determined using the same financial model
as applied in determination of required reference service revenue under this Draft Decision except that no
allowance was made for a cost of working capital as it may relate to the value of the tariff equalisation
contribution.
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matter for the Authority to address in its determination on the proposed access
arrangement revisions.

Section 6.40 of the Access Code makes provision for the total costs and target
revenue to include an amount in respect of forecast non-capital costs for the access
arrangement period.

6.40 Subject to section 6.41, the non-capital costs component of approved total costs for a
covered network must include only those non-capital costs which would be incurred
by a service provider efficiently minimising costs.

Sections 6.41 and 6.42 of the Access Code provide for the non-capital costs
component of target revenue to include the non-capital costs of an “alternative
option” of providing covered services, subject to certain conditions being met. An
alternative option refers to an activity undertaken by Western Power for the
purposes of providing a covered service as an alternative to investing in a major
augmentation of the network,*®® and may include such activities as demand-side
management or generation either instead of, or in addition to, network
augmentation.*?®

6.41 Where, in order to maximise the net benefit after considering alternative options, a
service provider pursues an alternative option in order to provide covered services,
the non-capital costs component of approved total costs for a covered network may
include non-capital costs incurred in relation to the alternative option (“alternative
option non-capital costs”) if:

(@) the alternative option costs do not exceed the amount of alternative option
costs that would be incurred by a service provider efficiently minimising costs;
and

(b) at least one of the following conditions is satisfied:

0] the additional revenue for the alternative option is expected to at least
recover the alternative option costs; or

(ii) the alternative option provides a net benefit in the covered network
over a reasonable period of time that justifies higher reference tariffs;
or

(i) the alternative option is necessary to maintain the safety or reliability of
the covered network or its ability to provide contracted covered
services.

6.42 For the purposes of section 6.41(b)(i) “additional revenue” for an alternative option
means:

€) the present value (calculated at the rate of return over a reasonable period) of
the increased tariff income reasonably anticipated to arise from the increased
sale of covered services on the network to one or more users (where
“increased sale of covered services” means sale of covered services which

125 A major augmentation of the network is defined in section 1.3 of the Access Code as an augmentation with
a cost exceeding $10 million for the distribution network or $30 million for the transmission network.

126

Definition in section1.3 of the Access Code.
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would not have occurred had the alternative option not been undertaken);
minus

(b) the present value (calculated at the rate of return over the same period) of the
best reasonable forecast of the increase in non-capital costs (other than
alternative option costs) directly attributable to the increased sale of the
covered services (being the covered services referred to in the expression
“increased sale of covered services” in section 6.42(a)),

where the “rate of return” is a rate of return determined by the Authority in
accordance with the Code objective and in a manner consistent with this Chapter 6,
which may be the rate of return most recently approved by the Authority for use in
the price control for the covered network under this Chapter 6.

Under the proposed price control for the second access arrangement period,
Western Power has made an allowance in target revenue for forecast non-capital
costs for the transmission and distribution networks.

Subsequent to submission of the proposed access arrangement revisions, Western
Power has advised the Authority that the forecasts of non-capital costs (along with
forecasts of new facilities investment) will be revised to take into account the effect
of the global financial crisis on local economic conditions and budget constraints
imposed by the State Government.'?’ Western Power has provided the Authority
with “indicative anticipated revisions” to forecasts of costs indicating reductions in
forecast non-capital costs (in real terms) of 12 per cent for the transmission network
and 13 per cent for the distribution network.

Western Power’s forecasts of non-capital costs as originally submitted are indicated
in Table 11 and Table 12, together with the estimated actual costs for the first
access arrangement period and the anticipated revised forecasts for the second
access arrangement period.

Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate

Affairs.
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Table 11 Non-capital costs for the transmission network
(real $ million at 30 June 2009)*?®

Year Year Year
First access arrangement period 2006/07 2007/08 2008/09
Forecast for first access arrangement 73.86 76.23 76.78
. 129
period
Estimated actual for first access 75.23 75.58 74.52
arrangement period**°
Second access arrangement period 2009/10 2010/11 2011/12
Forecast for second access arrangement 100.90 105.97 112.78
. 131
period
Anticipated revised forecast for the second 77.19 96.17 108.65

access arrangement period**?

Numerical amounts throughout this Draft Decision are generally shown to 2 decimal places and, hence,
where total amounts are shown these amounts may not total exactly due to rounding.

Revised access arrangement information, Appendix 9. Some inconsistencies exist between values shown
in Appendix 9 and in the body of the revised access arrangement information and in Appendix 1. Values
indicated in Appendix 9 have been assumed to be the correct values.

Revised access arrangement information, Appendix 9. Some inconsistencies exist between values shown
in Appendix 9 and in the body of the revised access arrangement information and in Appendix 1. Values
indicated in Appendix 9 have been assumed to be the correct values.

Revised access arrangement information, Appendix 7 (Revenue Model).

Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate
Affairs. Real dollar values calculated using inflation factors applied by Western Power (revised access
arrangement information, Appendix 7: Revenue Model).
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Table 12 Non-capital costs for the distribution network
(real $ million at 30 June 2009)

Year Year Year
First access arrangement period 2006/07 2007/08 2008/09
Forecast for current first arrangement 209.02 210.60 214.67
. 133
period
Estimated actual for first access 254.88 259.54 262.97
arrangement period™**
Second access arrangement period 2009/10 2010/11 2011/12
Forecast for second access arrangement 393.99 416.48 436.37
. 135
period
Anticipated revised forecast for the second 287.39 366.40 426.43

access arrangement period136

378. Western Power has provided supporting information for the forecasts in Appendix 1
of the revised access arrangement information.

Submissions

379. Several parties that made submissions to the Authority have questioned whether
the substantial increases in non-capital costs forecast for the second access
arrangement period meet the requirements of the Access Code for total costs to
include only non-capital costs that would be incurred by a service provider
efficiently minimising costs. Particular concerns raised include:**’

J the forecast increases in non-capital costs are disconnected from increases
in demand,;
o the cost escalation assumptions should be questioned in light of the world

economic downturn (global financial crisis);

o the access arrangement information is lacking sufficient detail on the key
drivers of cost increases over the first access arrangement period; and

133 Revised access arrangement information, Appendix 9. Some inconsistencies exist between values shown
in Appendix 9 and in the body of the revised access arrangement information and in Appendix 1. Values
indicated in Appendix 9 have been assumed to be the correct values.

Revised access arrangement information, Appendix 9. Some inconsistencies exist between values shown
in Appendix 9 and in the body of the revised access arrangement information and in Appendix 1. Values
indicated in Appendix 9 have been assumed to be the correct values.

135 Revised access arrangement information, Appendix 7 (Revenue Model).
136 Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate

Affairs. Real dollar values calculated using inflation factors applied by Western Power (revised access
arrangement information, Appendix 7: Revenue Model).

Western Australia Major Energy Users submission 16 December 2008; Alinta Sales Pty Ltd submission of
17 December 2008; Perth Energy submission of 17 December 2008; Synergy submission of 22 December
2008 on the Price Control.
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o the information provided in support of forecasts of non-capital costs lacks any
benchmarking of Western Power’s costs against costs of other network
service providers.

Parties have also requested that the Authority examine particular factors relevant to
a determination of whether forecast non-capital costs are consistent with the
requirements of the Access Code, including:**®

) the efficiency of the non-capital expenditure in the first access arrangement
period,;

o the appropriateness of the forecasting methods and procedures;

. assumptions of cost escalation;

o the drivers of step changes in non-capital expenditure;

o the benefits of higher non-capital costs, including whether higher non-capital

costs are reflected in service standards;

o the relationships and trade-offs between levels of non-capital costs in
maintenance categories and levels of capital expenditure in refurbishment
and replacement of assets; and

o the effect of claimed expenditure constraints in the first access arrangement
period.

Under section 6.40 of the Access Code, the Authority must be satisfied that the
forecast non-capital costs for the second access arrangement period include only
those non-capital costs that would be incurred by a service provider efficiently
minimising costs.

The starting point for the Authority in considering the forecast of non-capital costs
has been the levels of expenditure in the first access arrangement period. The
focus of the Authority’s consideration of forecasts of non-capital costs has been,
firstly, to consider whether the most recent recorded actual non-capital costs of the
first access arrangement period (for the year 2007/08) are consistent with the costs
that would be incurred by a service provider efficiently minimising costs and,
secondly, whether Western Power has adequately substantiated and justified
differences in forecast non-capital costs from the actual non-capital costs incurred
in the first access arrangement period.

The process adopted by the Authority in considering the forecasts of non-capital
costs has therefore been to:

Western Australia Major Energy Users submission of 16 December 2008; Alinta Sales Pty Ltd submission

of 17 December 2008; Department of Treasury and Finance submission of 17 December 2008; Synergy
submission of 22 December 2008 on the Price Control.



Economic Regulation Authority

o verify records of actual non-capital costs for the first two years of the first
access arrangement period for which actual cost data are available (2006/07
and 2007/08);

o assess whether the actual non-capital costs for the first access arrangement
period are efficient and consistent with the requirements of section 6.40 of
the Access Code; and

) assess whether Western Power has provided adequate justification for
forecast trends and step changes in levels of non-capital costs over the term
of the second access arrangement period.

Verification of Non-Capital Costs in the First Access Arrangement Period

384. In accordance with the Authority’s Guidelines for Access Arrangement
Information,**® Western Power has provided regulatory accounts that reconcile
costs of regulated activities with a set of base accounts for the business.*® These
regulatory accounts provide the following reconciliation of claimed non-capital costs
with recorded operating costs.

Table 13 Reconciliation of claimed non-capital costs for 2006/07 and 2007/08 with
recorded operatin? costs for the Western Power business (real $ million
at 30 June 2009)*

Network and Year Afcaosjn t Adjustment Rzgglfgﬁ,:y nc():ri?clzr::i?al
costs
Transmission 2006/07 75.2 0 75.2 75.2
Transmission 2007/08 75.6 0 75.6 75.6
Distribution 2006/07 254.9 0 254.9 254.9
Distribution 2007/08 259.5 0 259.5 259.5

385. The amounts indicated in the regulatory accounts and in the claimed non-capital
costs exclude amounts indicated in the regulatory financial statements as “other
operating expenditure” and amounting to $75.0 million in 2006/07 and $73.7 million
in 2007/08. These amounts are indicated by Western Power to comprise payments
to the Tariff Equalisation Fund under section 129F of the Electricity Corporations
Act 2005."

386. The Authority observes that the regulatory accounts presented by Western Power
were audited for Western Power by the Office of the Auditor General. The Authority
has had the regulatory accounts independently reviewed'*® and is satisfied that the

139 Economic Regulation Authority, 26 June 2008, Electricity Networks Access Code 2004 Guidelines for

Access Arrangement Information.
Revised access arrangement information, Appendices 8 and 9.

141 Revised access arrangement information, Appendices 8 and 9. Real dollar values calculated using
inflation factors applied by Western Power (revised access arrangement information Appendix 7: Revenue
Model).

Email from Western Power to the Economic Regulation Authority of 28 November 2008.
BDO Kendalls, 2 July 2009, Regulatory Financial Audit Western Power.
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regulatory accounts provide a true and correct indication of non-capital costs in
2006/07 and 2007/08.

The Authority has given consideration to whether the actual non-capital costs for
the first access arrangement period appear to be consistent with a service provider
efficiently minimising costs and therefore constitute a relevant cost base against
which forecasts of non-capital costs for the second access arrangement period can
be assessed.

The revised access arrangement information does not include information relevant
to establishing the efficiency of non-capital costs in the first access arrangement
period.

The Authority considers that there is a strong likelihood that the actual non-capital
costs of the first access arrangement period are efficient costs by virtue of the
incentive properties of the revenue cap price control applying under the current
access arrangement. That is, Western Power would have some incentive to seek
efficiencies in non-capital costs due to an ability to retain the benefits of cost
savings relative to the forecasts on which the price control was set, and also due to
Western Power being exposed to the risk of cost overruns relative to the forecasts.

Notwithstanding the incentives for efficiency in non-capital costs, the Authority
observes that there has been a substantial overrun of non-capital costs for the
distribution network in the first access arrangement period (Table 12 at
paragraph 377, above). Western Power attributes the overrun of non-capital costs
to:

o a carryover of work and/or invoiced costs from 2005/06 to the first year of the
access arrangement period (2006/07);

. greater than expected inflation of costs of labour, materials and contractors;

o greater than anticipated work volumes as asset management plans and

maintenance regimes were implemented, and due to an increase in faults as
a result of the poor condition of some distribution assets;

o less than expected savings from initiatives undertaken to improve the
efficiency of operation and maintenance activities; and

. unanticipated requirements for network-support generation.***

In view of this overrun, the Authority considers that there is reason to make an
assessment of the efficiency of the actual non-capital costs in the first access
arrangement period before the level of actual non-capital costs can be assessed as
being consistent with a service provider efficiently minimising costs, and therefore
constitute a relevant cost base against which forecasts of non-capital costs for the
second access arrangement period can be assessed. The Authority has
undertaken this assessment by considering:

o the governance arrangements and business processes for operations and
maintenance activities; and

Revised access arrangement information, Appendix 1: pp. 153, 154.
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o comparisons of cost indices between Western Power and other transmission
and distribution businesses.

In reviewing governance arrangements and business processes, the Authority has
obtained advice from Geoff Brown & Associates. The advice identifies deficiencies
in governance and business processes for operating and maintenance activities,
consistent with other evidence for deficiencies in cost control by Western Power.
These deficiencies included fragmentation and lack of coordination of maintenance
activities for the distribution network, planning of maintenance activities in an
ad hoc manner that is likely to have varied across operating divisions, and
inefficiencies in contractual arrangements for major work programs, such as
vegetation management and asset inspections. The advice indicates that these
deficiencies were being addressed by changes in management practices during the
course of the first access arrangement period.'*

A comparison of cost indices for operating expenditures for transmission and
distribution businesses has been compiled by Wilson Cook & Co.**® The
comparison of costs indices for 2007/08 of cost per line kilometre for transmission
and cost per customer, cost per line kilometre and cost per kWh for distribution
indicate a cost performance of Western Power within the range of measures for
other network businesses, albeit at the top end of the range (Figures 1 to 4 below).

Figure 1 Transmission cost per line km for 2007/08 of non-capital costs for
Western Power and other Australian electricity network businesses™’
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Geoff Brown & Associates Ltd, 14 July 2009, Review of Expenditure Governance: Western Power.
Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access

Arrangement Final Report, pp. 74, 85.

147 Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access
Arrangement Final Report. Further analysis undertaken by the Authority using additional sources.

Eastern States network statistics (km and MW) sourced from Australian Energy Regulator, State of the
Energy Market 2008, and operating costs sourced from final regulatory determinations of the Australian
Energy Regulator.
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Figure 2 Distribution cost per line km for 2007/08 of non-capital costs for Western
Power and other Australian electricity network businesses'*®
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Figure 3 Distribution cost per customer for 2007/08 of non-capital costs for
Western Power and other Australian electricity network businesses**
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8 Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access
Arrangement Final Report. Further analysis undertaken by the Authority using additional sources.
Eastern States network statistics (customers, km and GMh) sourced from distribution network service
provider performance reports for 2007/08, and operating costs sourced from final regulatory
determinations of the Australian Energy Regulator.

149 Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access
Arrangement Final Report. Further analysis undertaken by the Authority using additional sources.
Eastern States network statistics (customers, km and GMh) sourced from distribution network service
provider performance reports for 2007/08, and operating costs sourced from final regulatory
determinations of the Australian Energy Regulator.
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Figure 4 Distribution cost per kWh for 2007/08 of non-capital costs for Western
Power and other Australian electricity network businesses™®
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This comparison of cost indices is not a conclusive indication that the non-capital
costs of Western Power are comparable with those of other network business and
accord with industry benchmarks. The comparison does not take into account a
range of business-specific factors that may cause cost indices to differ between
network businesses for reasons other than cost efficiency. For example, the
comparison also does not take into account that Western Power may not have been
undertaking maintenance activities in accordance with best practice within the
industry,** which may cause Western Power’s costs to appear artificially low in
comparison with other network businesses. There may also be differences
between Western Power and other network businesses in the demarcation of
transmission and distribution activities.

The advice on governance, business processes and comparisons of cost indices
indicates that there may be some doubt as to whether the actual non-capital costs
recorded by Western Power for 2007/08 include only those non-capital costs that
would be incurred by a service provider efficiently minimising costs. Nevertheless,
evidence for the level of inefficiency of costs is limited and, given incentives for
efficiencies in non-capital costs, the Authority considers that there are not sufficient
grounds to conclude that the actual costs for 2007/08 are inefficient and to derive a
lower base level of costs as a starting point for the assessment of forecast non-
capital costs for the second access arrangement period. Accordingly, the Authority
has assessed the forecasts of non-capital costs for the second access arrangement
period by considering the information that may justify changes in costs from the
actual costs of 2007/08.

150 Wwilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access
Arrangement Final Report. Further analysis undertaken by the Authority using additional sources.
Eastern States network statistics (customers, km and GMh) sourced from distribution network service
provider performance reports for 2007/08, and operating costs sourced from final regulatory
determinations of the Australian Energy Regulator.
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In the revised access arrangement information (Appendix 1: p. 47), Western Power indicates that some
maintenance works have been less than necessary for compliance with policies for asset management
resulting in a backlog of maintenance work.
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Forecast Increases in Non-Capital Costs

Changes from Actual Costs incurred in the First Access Arrangement Period

396. The method adopted by the Authority to assess Western Power’s forecast of non-
capital costs has been to consider differences from the level of non-capital costs
actually incurred by Western Power in 2007/08 and, for the purposes of this
assessment, determined to be efficient within the meaning of section 6.40 of the
Access Code. In considering differences between the forecast costs for the second
access arrangement period and the actual costs of 2007/08, the Authority has had
regard to changes over time in unit costs and to information provided by Western
Power to justify step changes in levels of operating activities and the associated
non-capital costs.

397. Western Power has proposed forecasts of non-capital costs that embody significant
real increases over actual costs in the first access arrangement period in almost all
categories of expenditure. Western Power indicates that forecast non-capital costs
for the transmission network and distribution network are, respectively, 42 per cent
and 60 per cent higher in real terms than for the first access arrangement period.**?
The values of costs and cost line items showing the increases in forecast costs for
the second access arrangement period are indicated in Table 14 and Table 15.

Table 14 Actual and forecast non-capital costs for the transmission network
(real $ million at 30 June 2009)**

(057(0]9) 06/07 07/08 08/09 09/10 10/11 11/12
Actual Actual Actual Forecast Forecast Forecast Forecast
Maintenance strategy 3.99 6.03 4.33 0 0 0 0
Preventative routine 11.06 11.84 11.74 12.09 21.42 22.65 23.91
maintenance
Preventative condition 11.02 9.36 6.80 10.43 14.17 14.94 17.26
maintenance
Corrective deferred 4.39 3.44 4.84 4.45 5.73 6.53 7.21
maintenance
Corrective emergency 1.55 1.72 1.85 1.86 2.98 3.27 3.42
maintenance
SCADA and 3.52 7.00 7.17 6.00 8.12 8.93 9.92
communications
Non-reference services 7.00 10.78 5.46 4.45 5.99 5.67 5.94
Network operations 10.44 6.52 12.77 9.64 12.92 14.00 14.70
Other (non-recurring) 0 0 0 1.30 2.18 1.94 1.70
Business support 18.93 18.54 20.63 24.30 27.39 28.04 28.70
Total 71.90 75.23 75.58 74.52 100.90 105.97 112.78

12 Revised access arrangement information, pp. 83, 129.

Revised access arrangement information, Appendix 9. Some inconsistencies exist between values shown
in Appendix 9 and in the body of the revised access arrangement information and in Appendix 1. Values
indicated in Appendix 9 have been assumed to be the correct values.
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Table 15 Actual and forecast non-capital costs for the distribution network
(real $ million at 30 June 2009)***

05/06 06/07 07/08 08/09 09/10 10/11 11/12

Actual Actual Actual Forecast Forecast Forecast Forecast

Maintenance strategy 5.80 9.58 8.86 0 0 0 0
Preventative routine 30.89 28.95 30.89 31.73 5411 56.33 59.36
maintenance

Preventative condition 20.56 35.62 31.82 49,52 91.22 93.07 95.91
maintenance

Corrective deferred 20.18 27.66 28.11 22.82 23.33 25.71 28.45
maintenance

Corrective emergency 38.29 56.50 60.45 48.83 71.03 74.31 78.45
maintenance

Reliability 2.31 3.77 1.54 1.95 1.06 1.08 1.11
SCADA and 0.87 1.40 1.24 1.08 1.39 1.43 1.62
communications

Non-reference services 2.18 4.84 6.10 5.30 7.42 8.61 9.81
Network operations 9.34 13.33 10.81 13.58 20.03 21.83 23.20
Other (non-recurring) 0 0 0 0.03 22.24 25.47 23.05
Call centre 6.26 5.26 5.12 6.40 5.37 5.47 5.55
Metering 17.48 21.01 19.23 15.90 20.21 24.46 29.07
Business support 61.68 46.95 55.35 65.82 76.58 78.70 80.80
Total 215.84 254.88 259.54 262.97 393.99 416.48 436.37

398. Western Power’s anticipated revisions to these forecast costs, submitted to the
Authority on 25 May 2009, are indicated in Table 16 and Table 17.

1% Revised access arrangement information, Appendix 9. Some inconsistencies exist between values shown

in Appendix 9 and in the body of the revised access arrangement information and in Appendix 1. Values
indicated in Appendix 9 have been assumed to be the correct values.
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Table 16 Actual and anticipated revised forecast non-capital costs for the
transmission network (real $ million at 30 June 2009)**®

05/06 06/07 07/08 08/09 09/10 10/11 11/12

Actual Actual Actual Forecast Forecast Forecast Forecast

Maintenance strategy 3.99 6.03 4.33 0 0 0 0
Preventative routine 11.06 11.84 11.74 12.09 13.66 19.98 23.90
maintenance

Preventative condition 11.02 9.36 6.80 10.43 8.39 13.32 17.23
maintenance

Corrective deferred 4.39 3.44 4.84 4.45 4.49 6.56 7.22
maintenance

Corrective emergency 1.55 1.72 1.85 1.86 1.85 3.23 3.43
maintenance

SCADA and 3.52 7.00 7.17 6.00 7.51 7.61 9.91
communications

Non-reference services 7.00 10.78 5.46 4.45 0.98 5.71 5.93
Network operations 10.44 6.52 12.77 9.64 9.17 9.80 10.56
Other (non-recurring) 0 0 0 1.30 0 1.90 1.67
Business support 18.93 18.54 20.63 24.30 31.13 28.06 28.71
Total 71.90 75.23 75.58 74.52 77.19 96.17 108.65

%5 Revised access arrangement information, p. 84. Western Power, 25 May 2009, Letter from Mr Phil

Southwell, General Manager Strategy and Corporate Affairs. Real dollar values calculated using inflation
factors applied by Western Power (revised access arrangement information Appendix 7: Revenue Model).
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Table 17 Actual and anticipated revised forecast non-capital costs for the
distribution network (real $ million at 30 June 2009)"*°

05/06 06/07 07/08 08/09 09/10 10/11 11/12

Actual Actual Actual Forecast Forecast Forecast Forecast

Maintenance strategy 5.80 9.58 8.86 0 0 0 0
Preventative routine 30.89 28.95 30.89 31.73 32.89 47.56 59.37
maintenance

Preventative condition 20.56 35.62 31.82 49,52 40.60 71.34 95.96
maintenance

Corrective deferred 20.18 27.66 28.11 22.82 15.52 25.68 28.43
maintenance

Corrective emergency 38.29 56.50 60.45 48.83 58.06 68.49 78.45
maintenance

Reliability 2.31 3.77 1.54 1.95 2.83 1.05 1.11
SCADA and 0.87 1.40 1.24 1.08 1.76 1.43 1.57
communications

Non-reference services 2.18 4.84 6.10 5.30 7.51 8.66 9.82
Network operations 9.34 13.33 10.81 13.58 17.08 18.36 19.64
Other (non-recurring) 0 0 0 0.03 0.20 15.22 16.67
Call centre 6.26 5.26 5.12 6.40 5.37 5.52 5.56
Metering 17.48 21.01 19.23 15.90 20.20 24.45 29.08
Business support 61.68 46.95 55.35 65.82 85.39 78.66 80.77
Total 215.84 254.88 259.54 262.97 287.39 366.40 426.43

High-Level Justifications for Increases in Costs

399. Western Power describes three high-level drivers of operating expenditure for the
transmission and distribution networks:

J increases in energy demand and new connections for load and generation
capacity;

o an ongoing effect of previously constrained expenditure; and

o a continuing increase in unit costs, particularly in light of the resources boom

in Western Australia.*®’

400. For the distribution network, Western Power also indicates that increases in non-
capital costs are driven by more onerous safety, health and environmental
regulations.**®

401. In addition to drivers of cost increases, Western Power indicates that a significant
component of expenditure that formed part of non-capital costs in the first access

1% Revised access arrangement information, p. 130. Western Power, 25 May 2009, Letter from Mr Phil
Southwell, General Manager Strategy and Corporate Affairs. Real dollar values calculated using inflation
factors applied by Western Power (revised access arrangement information Appendix 7: Revenue Model).

Revised access arrangement information, pp. 79 - 81, 127.
Revised access arrangement information, p. 127.
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arrangement period (under the line item of “maintenance strategy”) has been re-
allocated to direct overhead costs.'® Information provided by Western Power
indicates that costs previously accounted for under “maintenance strategy” now
forms part of an indirect cost pool allocated to works programs.*®°

The anticipated revised forecasts of non-capital costs indicate a substantial
reduction in the forecast non-capital costs for the first and second years of the
second access arrangement period (2009/10 and 2010/11) relative to the original
forecasts submitted as part of the proposed access arrangement revisions in
October 2008. Western Power indicates that the reduction in forecast costs is due
to reduced forecasts of load growth and “responsible moderation of operating

expenditure ... to limit tariff increases”.***

Expanding transmission and distribution networks

403.

404.

405.

Western Power contends that increases in energy demand and consequent growth
of the transmission and distribution network drives increases in non-capital costs
through increases in activities of inspection and operation, primarily involving:

o an increase in the number of technicians employed to manage and maintain
the additional assets; and

. an increase in the costs of SCADA and communications.®?

These increases in costs are indicated by Western Power to be partially offset by
improvements in asset-condition monitoring and replacement of existing assets with
new assets.®®

The Authority accepts that the expansions in the transmission and distribution
networks will result in higher non-capital costs, particularly in the cost line items of
“network operations” and “SCADA & communications”. The Authority has taken
this into account in its assessment of forecast costs for these particular cost line
items (paragraph 456 and following of this Draft Decision).

Previous budget constraints

406.

159

160

161

Western Power contends that there exists a backlog in preventative maintenance
for the transmission and distribution networks arising from budget constraints
existing prior to the commencement of the access arrangement for the SWIN on
1 July 2007. This results in increased costs for several work programs for the
second access arrangement period to expand inspection and maintenance
activities to levels consistent with requirements under asset management
policies.’® This includes increased inspection activity and increased vegetation
management activity.'®

Revised access arrangement information, pp. 84, 130.
Western Power, Presentation titled “Business Support Detailed Presentation” (DMS#5269534).
Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate

Affairs.
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Revised access arrangement information, pp. 80, 127.
Revised access arrangement information, pp. 80, 131.
Revised access arrangement information, pp. 81, 82, 128.
Revised access arrangement information, p. 128.



407. The Authority has received advice that Western Power’s asset management plans
reflect typical practice in the electricity transmission industry in Australasia and that
increases in expenditure to conduct preventative maintenance in accordance with
the asset management plans are justified.*®

408. Given the substantial increases in forecast activities and costs for preventative
maintenance, the Authority has given consideration to whether Western Power has
the capacity to undertake the increased activity. Western Power claims that the
increase in the level of maintenance activities is deliverable by a combination of the
use of internal resources (80 per cent of expenditure for transmission and 85 per
cent for distribution) and contractors (20 per cent of expenditure for transmission
and 15 per cent for distribution).*®” Western Power has further indicated that, for
the transmission network, preventative maintenance activities and related costs
have been reduced by an amount of $10 million in accordance with constraints on
capacity to undertake the activities.**®

409. Western Power provided to the Authority on a confidential basis a report by
PB Associates that reviewed the delivery strategy. PB Associates concluded that
Western Power’s delivery plan for capital and operating works was insufficiently
advanced or robust to provide certainty of full implementation of the works
programs and that reducing the works program by three to five per cent would be
prudent.*®®

410. The Authority considers that there is a significant potential that the forecast of non-
capital costs put forward by Western Power in the proposed access arrangement
revisions may not be a reasonable forecast due to the volume of works and
activities not being delivered by Western Power. However, the Authority observes
that the anticipated revisions to cost forecasts provided to the Authority by Western
Power indicate substantially reduced forecasts of maintenance costs in the first two
years of the second access arrangement period (a reduction of 17 per cent in real
terms).”® The revised forecasts are addressed further below, but at this point the
Authority notes that the reduction in costs is greater than the reduction in the work
program contemplated by PB Associates to take into account constraints on
deliverability. As such, the Authority is not concerned about the deliverability of the
volume of works and activities underlying the anticipated revised forecast of non-
capital costs.

Increases in unit costs
411. In deriving forecasts of costs, Western Power has applied escalation factors for real

increases in wages, contract services and materials, with composite cost escalators
applied for each category of operating expenditure based on the proportions of

186 Wwilson Cook & Co Ltd, May 2009, Review of Western Power's Expenditures for Second Access

Arrangement Final Report, p. 71.
17 Revised access arrangement information, pp 85 — 131.
188 \Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access
Arrangement Final Report, p. 72.
PB Associates, August 2008, Western Power’s Ability to Deliver AA2 Program of Works Business
Assurance Report, Prepared for Western Power, p. 10.

Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate
Affairs. The value of 17 per cent refers to the reduction in the total forecast of preventative and corrective
maintenance costs.
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each of these three categories of inputs to the relevant activities.!”* The escalation
factors were produced by Western Power's human resources staff (for internal
labour costs) or were provided to Western Power by Access Economics, with the
consultant’'s report provided as Appendix 2 of the revised access arrangement
information and cost escalators for various input categories summarised in
Appendix 1 of the revised access arrangement information.’”? In summary, the
cost escalators applied by Western Power are derived from escalators for particular
inputs as follows.

o Real increases in labour costs for all years of the second access
arrangement period, with real increases of approximately 2 per cent per
annum for external labour and 3.5 per cent per annum for internal labour.

o Real increases in land costs for all years of the second access arrangement
period, with real increases of 2.5 to 3 per cent per annum for Perth land in
2009/10 and 2010/11 and then a substantially greater rate of increase of
about 5 per cent in 2011/12, and for non-Perth land real increases of about
2 per cent in 2009/10 and 2010/11 and then a substantially greater rate of
increase of about 4 per cent in 2011/12.

o For most materials, no real increases or slight real decreases in unit costs in
2009/10 and 2010/11 and then substantial real increases in unit costs at a
rate of generally 3 to 4 per cent in 2011/12. Exceptions are raw copper and
raw aluminium for which real decreases in unit costs are expected for the
entire period.

These cost escalators for particular inputs were used by Access Economics and
Western Power to derive combined materials escalators and average escalators for
operating and capital activities (activity escalators) as shown in Table 18.

Revised access arrangement information, p. 81.
Revised access arrangement information, Appendix 1: pp. 54, 55.
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Table 18 Combined material escalators and weighted average escalators applied
by Western Power in forecasts of capital and operating costs for the

second access arrangement period (real annual rate of change, per
173

cent)
Escalator category 2009/10 2010/11 2011/12
Labour
Utilities workers 2.02 1.49 2.03
Western Power internal workers 3.44 3.32 2.73

Combined materials escalators

Transmission operating 1.10 -1.13 3.44
Transmission capital 1.00 -1.20 341
Distribution operating 0.50 -1.51 3.05
Distribution capital 1.24 -1.08 3.52

Activity escalators

Transmission operating 2.40 1.71 2.57
Transmission capital 1.58 0.08 2.98
Distribution operating 2.30 1.60 261
Distribution capital 2.08 0.94 2.80

For non-capital costs, the real increases in unit costs and resultant activity
escalators contribute to only a small part of the forecast real increases in non-
capital costs from 2007/08 levels (as submitted with the proposed access
arrangement revisions). The cost escalation factors applied by Western Power
indicate that real increases in unit costs account for increases in non-capital costs
over the cost levels of 2007/08 of:

o $23.57 million of the total real increase in non-capital costs of $105.88 million
for the transmission network; and

J $94.37 million of the total real increase in non-capital costs of $494.79 million
for the distribution network.

The report by Access Economics at Appendix 2 of the revised access arrangement
information is dated 4 April 2008 and was prepared prior to the global economic
downturn in the third quarter of 2008. The cost escalators are likely to have been
premised on continuing “economic boom” conditions in Western Australia and the
concomitant ongoing strength in labour markets in Western Australia, price
pressures on labour costs and land prices, continuing high energy costs and
continuing high commodity prices.

Following a request from the Authority to re-consider cost escalation rates in light of
the economic downturn, Western Power has provided the Authority with a further
report by Access Economics that presents forecasts of unit cost escalations in

Revised access arrangement information, Appendix 1: p. 55. Real values were calculated using inflation

rates as shown in this reference.
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416.

labour and materials, updated to May 2009 (Table 19). These revised forecasts
include forecasts of real decreases in labour costs for 2010/11 and 2011/12, and
real decreases in unit costs of materials over the period.

Table 19 Labour and combined material escalators for capital and operating costs
determined at May 2009 (real annual rate of change, per cent)*™*

Escalator category 2009/10 2010/11 2011/12
Labour
Utilities workers 3.57 -1.08 -0.58

Combined materials escalators

Transmission operating -0.20 -2.54 1.17
Transmission capital 0.99 -4.40 -0.10
Distribution operating 0.30 -3.32 0.00
Distribution capital -0.60 -2.54 1.27

Western Power has not advised the Authority of revised escalators for capital and
operating activities (activity escalators).  Notwithstanding this, the Authority
considers that the labour and materials escalators provided in the Access
Economics report of May 2009 indicate that it would be reasonable to assume no
real increase in unit costs during the course of the second access arrangement
period. The Authority has taken this into account in examining particular categories
of forecast costs, with a general view that cost forecasts for the second access
arrangement period should not include any allowance for real increases in unit
costs.

More onerous safety, health and environmental regulations

417.

418.

While indicating that a driver of increases in non-capital costs for the distribution
network is more onerous safety, health and environmental regulations, Western
Power has not provided details of any relevant changes in regulations. Western
Power indicates that part of the increase in non-capital costs is due to expansion in
activities of vegetation management and activities to provide benefits of public
safety (bulk globe replacement on streetlights on a three year rather than four year
cycle),*” but does not relate these activities to changes in regulatory requirements.

In the absence of information on new regulatory requirements to be faced by
Western Power in the second access arrangement period, the Authority is unable to
take this driver of costs into account.

Risks if proposed works are not undertaken

419.

174

Western Power identifies three areas of risks if forecast non-capital costs are not
allowed for:

Access Economics, 29 May 2009, Material and labour cost escalation factors. Real values were

calculated using forecast inflation rates as shown in this reference.
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Revised access arrangement information, pp. 128, 129, Appendix 1: section 3.8.
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o unacceptable increases in the risk of deterioration in the reliability
performance of the transmission network over the medium term (after the
second access arrangement period);

o increases in unacceptable delays in new customer connections during the
second access arrangement period; and

o increases in risks to public safety during and beyond the second access
arrangement period.*"®

420. In advising the Authority of its anticipated revisions to forecasts of non-capital costs,
with reductions of 12 to 13 per cent below the original forecasts, Western Power
indicates that, in reviewing the forecast expenditures, Western Power “will continue
its risk-based approach and develop revised proposals based on the following
strategies:

o direct expenditure to progressively address the highest public safety risks
and compliance obligation; ... and

. maintain current levels of reliability”.*"’
Business Support Costs

421. In the cost forecasts presented as part of the proposed access arrangement
revisions, Western Power has presented actual and forecast “business support”
costs as indicated in Table 20.

Table 20 Actual and forecast business support costs (real $ million at
30 June 2009)'™®

2006/07  2007/08  2008/09  2009/10  2010/11  2011/12

Actual Actual Forecast Forecast Forecast Forecast
Transmission - cost 18.54 20.63 24.30 27.39 28.04 28.70
Transmission — % change 11.2 17.8 12.7 2.4 2.4
Distribution - cost 46.95 55.35 65.82 76.58 78.70 80.80
Distribution — % change 17.9 18.9 16.3 2.8 2.7
Total — cost 65.49 75.98 90.13 103.97 106.74 109.50
Total — % change 16.0 18.6 154 2.7 2.6

422. Business support costs for the transmission and distribution networks are forecast
to be $92.27 million greater in real terms in total over the second access
arrangement period than cost levels of 2007/08.1"° Of this amount:

78 Revised access arrangement information, pp. 85, 132.

Y7 \Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate
Affairs.

78 Revised access arrangement information, Appendix 9.

1 The amount of $92.27 million is calculated by summing the difference between the total forecast costs for
2009/10, 2010/11 and 2011/12 and the total cost for 2007/08; that is, (103.97 - 75.98) plus (106.74 -
75.98) plus (109.50 - 75.98).
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$18.42 million can be attributed to real escalation of the level of costs of
2007/08 at escalation rates applied by Western Power; and

$73.86 million can be attributed to an increase in business support activities
and costs, and escalation of this incremental cost at escalation rates applied
by Western Power.

In explanation of the forecast costs provided with the proposed access arrangement
revisions, Western Power indicates the increases in business support costs from
actual costs recorded for 2007/08 arise from a number of increases in costs in
2008/09 and 2009/10 that are maintained for the second access arrangement
period, and escalation in unit costs.

The increases in costs over actual costs recorded for 2007/08 are indicated to

increases in costs of human-resources activities of $2.5 million in 2008/09
and $2.9 million in 2009/10;

an additional cost of $5.0 million per year from 2008/09, indicated to be for a
centrally-managed strategic initiative fund;

an increase in strategy and corporate affairs costs of approximately $6 million
in 2009/10;

increases in finance-activity costs of approximately $2.2 million in 2008/09
and a further $1.6 million in 2009/10;

increases in legal and governance costs by approximately $2.4 million in
2008/09 and $0.7 million in 2009/10;

increases in insurance costs by $1.2 million in 2008/09 and increases in each
subsequent year by between $0.7 million and $1.1 million;

an increase in rates and taxes by approximately $1.1 million in 2008/09 and
increases in each subsequent year by between $0.8 million and $1.0 million;

an increase in the energy safety levy by $0.2 million in 2008/09 and further
$0.1 million in 2009/10, indicated to be required under the Energy Safety
Levy Notice 2008 published in the Government Gazette on 29 April 2008;
and

an additional annual cost of approximately $1.7 million from 2009/10 for costs
incurred under the State Government’s Power Outage Payment Scheme,
where customers affected by power interruptions lasting 12 continuous hours
or longer may be eligible for a payment of $80, with the total cost estimated
on the basis of historical averages.

There are two decreases in costs indicated:

a decrease in costs of the office of the chief executive officer by $1.2 million
in 2009/10; and

a decrease in call centre costs by $1.0 million in 2009/10, following an
increase in call centre costs of $1.3 million in 2008/09.

Revised access arrangement information, Appendix 1: pp. 58-61.
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The forecast increases in business support costs in the second access
arrangement period from the level of recorded actual costs of 2007/08 amount to
$92.27 million over the second access arrangement period. Of the total increase in
costs, Western Power has provided information that explains approximately
$46 million of this amount, being:

o real escalation of the level of costs incurred in 2007/08 to a total over the
second access arrangement period of $18.42 million;

o an amount of $5 million per annum from 2008/09 for the strategic initiative
fund (a total of $15 million in the second access arrangement period);

o increases in rates and taxes by about $6.5 million over the second access
arrangement period, based on advice from Landgate on land-tax liability;

o increases in the Energy Safety Levy by about $1.0 million over the second
access arrangement period in accordance with government requirements;
and

. an allowance of an additional $1.7 million per annum ($5.1 million in total for

the second access arrangement period) for payments under State
Government’s Power Outage Payment Scheme.

As already indicated in this Draft Decision, the Authority considers that there is no
justification for forecast costs to reflect an expectation of real increases in unit costs
over the second access arrangement period. The Authority thus considers that the
forecast business support costs should account only for a real escalation of costs
for 2007/08 to 2008/09. This is indicated by Western Power to be at a real rate of
3.30 per cent for the transmission network and 3.69 per cent to the distribution
network, and accounts for an increase in forecast costs of $8.2 million in the second
access arrangement period.

The Authority has considered the amount of approximately $5 million per annum
indicated by Western Power to be for the strategic initiative fund. Western Power
has indicated that the proposed strategic initiatives are in categories of operational
excellence, green initiatives and customer and community-focussed initiatives.®*
Wilson Cook & Co has advised the Authority that the amounts for green initiatives
and customer and community-focussed initiatives “could be regarded as
discretionary for a network business unless there were demonstrable benefits but
the amounts are small for a business of Western Power’s size and contribute to the
Corporation’s responsibility to be a good corporate citizen”.*®> The Authority
considers that Western Power could better justify this expenditure, but accepts that
an allowance of costs for activities of this type is appropriate for Western Power.

The Authority has also considered the forecast increase of $1.7 million per annum
for payments under the State Government’'s Power Outage Payment Scheme.
Western Power has advised that the forecast amounts of payments are based on
all eligible customers receiving payments, while not all such payments may be
claimed by customers and paid.'®® Actual and forecast payments for the period

Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access

Arrangement Final Report, p. 65.
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Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access

Arrangement Final Report, p. 65.

183 Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access
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2006/07 to 2008/09 are in the range of $0.34 to $0.48 million. The Authority
considers that the values of these payments should be based on actual values of
payments likely to be made, rather than a hypothetical amount determined on the
basis that all possible payments were made. Accordingly, the Authority considers
that an allowance for these payments would be better established at $0.5 million
per annum.

The Authority thus considers that Western Power has explicitly justified
approximately $32 million of the forecast $92 million real increase in non-capital
costs for business support.

The Authority accepts that some real increase in business support costs may arise
with the increasing size of Western Power’s business. In this regard, the Authority
observes that the cost forecasts provided by Western Power in the revised access
arrangement information indicate some minor scale economies in business support
costs, with business support costs being 5.3 per cent of total forecast capital and
non-capital costs in the second access arrangement period, compared with 6.5 per
cent in the first access arrangement period. However, the anticipated revised
forecast of costs indicates diseconomies of scale in business support costs, with
business support costs being 8.2 per cent of the revised forecast total capital and
non-capital costs.

The Authority has received advice from Wilson Cook & Co that the forecast
business support costs are reasonable, although this advice is not supported by
documented analysis or reasons.’® Given the limitations of this advice, the
Authority is not satisfied that Western Power has adequately substantiated the
forecast of business support costs. In particular, the Authority is not satisfied that
an increase in business support costs in approximately direct proportion to the total
increase in costs of the business is consistent with a service provider efficiently
minimising costs. Rather, the Authority considers that significant economies of
scale should be observable in these costs.

Taking into account the above, the Authority considers that Western Power has not
adequately demonstrated that all of the forecast increase in business support costs
of approximately $92 million over actual costs incurred in 2007/08 is consistent with
the requirements of section 6.40 of the Code. The Authority considers that a
forecast of business support costs for the second access arrangement period that
would comply with the requirements of section 6.40 of the Access Code would
provide only for a total increase in real costs of $40 million over 2007/08 costs
(equivalent to $13.3 million in each year), which allows for adequately substantiated
increases in costs ($32 million) plus some increase in business support costs with
the size of Western Power’s business ($8 million).

In the submission provided to the Authority on anticipated revisions to cost
forecasts, Western Power indicates a higher forecast of business support costs for
2009/10 ($31.13 million rather than $27.39 million for the transmission network, and
$85.39 million rather than $76.58 million for the distribution network), and
approximately the same forecasts for 2010/11 and 2011/12. No explanation is
provided for the increase in the forecast costs for 2009/10 and the Authority

Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access

Arrangement Final Report, p. 66.
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considers that, in the absence of any further justification, this revised forecast would
also be inconsistent with section 6.40 of the Access Code.

435. The Authority has derived a reduced forecast of business support costs allowing for
an increase in costs over the second access arrangement period of $40 million in
total. When allocated between the transmission and distribution networks in the
same proportions as in the forecasts provided by Western Power, the amended
business support costs are as indicated in Table 21.

Table 21 Amended forecast of business support costs (real $ million at 30 June

2009)

2007/08 2009/10 2010/11 2011/12

Actual Forecast Forecast Forecast
Transmission — proposed 20.63 27.39 28.04 28.70
Transmission —amended 23.52 23.46 23.41
Distribution — proposed 55.35 76.58 78.70 80.80
Distribution —amended 65.79 65.85 65.90
Total — proposed 75.98 103.97 106.74 109.50
Total amended 89.31 89.31 89.31

Preventative Maintenance

436. In the cost forecasts presented as part of the proposed access arrangement
revisions, Western Power has presented actual and forecast costs for “preventative
routine maintenance” and “preventative condition maintenance” as indicated in
Table 22 and Table 23.

Table 22 Actual and forecast preventative routine maintenance costs
(real $ million at 30 June 2009)'*°

2006/07  2007/08  2008/09  2009/10  2010/11  2011/12

Actual Actual Forecast  Forecast Forecast Forecast
Transmission - cost 11.84 11.74 12.09 21.42 22.65 23.91
Transmission — % change -0.8 3.0 77.1 5.8 5.5
Distribution - cost 28.95 30.89 31.73 54.11 56.33 59.36
Distribution — % change 6.7 2.7 70.5 4.1 54
Total — cost 40.79 42.64 43.82 75.53 78.98 83.27
Total — % change 45 2.8 72.3 4.6 5.4

18 Revised access arrangement information, Appendix 9.
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Table 23 Actual and forecast preventative condition maintenance costs
(real $ million at 30 June 2009)'%

2006/07  2007/08  2008/09  2009/10  2010/11  2011/12

Actual Actual Forecast  Forecast  Forecast  Forecast
Transmission - cost 9.36 6.80 10.43 14.17 14.94 17.26
Transmission — % change -27.4 53.4 35.9 54 15.6
Distribution - cost 35.62 31.82 49.52 91.22 93.07 95.91
Distribution — % change -10.7 55.6 84.2 2.0 3.0
Total — cost 44.99 38.62 59.95 105.39 108.01 113.17
Total — % change -14.2 55.2 75.8 25 4.8

437. Preventive routine maintenance costs for the transmission and distribution networks
are forecast to be $109.88 million greater in real terms in total over the second
access arrangement period than cost levels of 2007/08. Of this amount:

. $10.33 million can be attributed to real escalation of the level of costs of
2007/08 at escalation rates applied by Western Power; and

o $99.54 million can be attributed to an increase in preventative routine
maintenance activities and costs, and escalation of this incremental cost at
escalation rates applied by Western Power.

438. Preventive condition maintenance costs for the transmission and distribution
networks are forecast to be $210.71 million greater than cost levels of 2007/08 in
real terms. Of this amount:

o $9.39 million can be attributed to real escalation of the level of costs of
2007/08 at escalation rates applied by Western Power; and

o $201.33 million can be attributed to an increase in preventative condition
maintenance activities and costs, and escalation of this incremental cost at
escalation rates applied by Western Power.

439. For both transmission and distribution, Western Power attributes the forecast
increase in preventative routine maintenance costs to an expansion in inspection
and maintenance activities to a level in full compliance with asset maintenance
plans and policies.® The principal elements of increased expenditure are
indicated to be for:

o increased maintenance of primary plant items for the transmission network
such as transformers and circuit breakers;

. treatment of insulators with silicon, increased line patrols, building
maintenance and secondary plant maintenance for the transmission network;

18 Revised access arrangement information, Appendix 9.
187 Revised access arrangement information, Appendix 1: p. 97, 98, 161.
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o an enhanced program of power pole inspections for the distribution network
at an additional annual cost of approximately $10 million for timber poles and
$4 million per annum for metal poles and street lighting poles;

o an increase in “substation bundled inspections” on the distribution network in
response to an increased occurrence of ring main faults, and at an additional
cost of about $10 million per annum; and

) a program of bulk replacement of streetlight lamps at a cost of approximately
$3 million per annum.*®

Western Power indicates that the forecast increases in preventative condition
maintenance costs arise from:

o addressing conditions and defects identified through preventative routine
maintenance programs;

. removing a backlog of transmission and distribution conditions;

o a specific five year inspection and maintenance project for transformers; and

) a specific five year project for lattice towers.**°

The forecast increases in preventative maintenance costs include amounts in
respect of assumed escalation in unit costs. As already indicated in this Draft
Decision, the Authority considers that there is no justification for forecasts of costs
to reflect an expectation of real increases in unit costs over the second access
arrangement period. The Authority thus considers that the forecast preventative
maintenance costs should not include any amount in respect of real escalation of
unit costs for the years 2009/10 to 2011/12.

The anticipated revisions to cost forecasts submitted by Western Power to the
Authority incorporate substantial reductions in the forecast costs for preventative
maintenance, as indicated in Table 24 and Table 25. Western Power indicates
lower forecasts of preventative routine maintenance costs and preventative
condition maintenance costs for 2009/10 and 2010/11, but approximately the same
forecast costs for 2011/12.

188 \wWilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access
Arrangement Final Report, pp. 71, 72, 80, 81.
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Table 24 Proposed and anticipated-revised forecasts of preventative routine
maintenance costs (real $ million at 30 June 2009)

2009/10 2010/11 2011/12
Forecast Forecast Forecast
Transmission — proposed 21.42 22.65 23.91
Transmission — anticipated 13.66 19.98 23.90
revised
Distribution — proposed 54.11 56.33 59.36
Distribution — anticipated 32.89 47.56 59.37
revised
Total — proposed 75.53 78.98 83.27
Total — anticipated revised 46.55 67.54 83.27

Table 25 Proposed and anticipated revised forecasts of preventative condition
maintenance costs (real $ million at 30 June 2009)

2009/10 2010/11 2011/12
Forecast Forecast Forecast
Transmission — proposed 14.17 14.94 17.26
Transmission — anticipated 8.39 13.32 17.23
revised
Distribution — proposed 91.22 93.07 95.91
Distribution — anticipated 40.60 71.34 95.96
revised
Total — proposed 105.39 108.01 113.17
Total — anticipated revised 48.99 84.66 113.18

443. The Authority observes that the anticipated revisions to forecast preventative
maintenance costs include substantial real increases in costs from year to year over
the second access arrangement period: a 45 per cent increase in preventative
routine maintenance costs from 2009/10 to 2010/11 and 23 per cent increase from
2010/11 to 2011/12; and a 73 per cent increase in preventative condition
maintenance costs from 2009/10 to 2010/11 and 34 per cent increase from 2010/11
to 2011/12. Western Power has not provided any information to indicate why, if the
anticipated revised forecasts incorporate large reductions to costs in the first year of
the second access arrangement period, there remains a need for the very
substantial increases over the period such that levels of cost in the final year
(2011/12) are the same as the original forecast.

444. In view of the lack of justifying information for the substantial increases in forecast
costs over the second access arrangement period, the Authority is not satisfied that
the anticipated revised forecasts are consistent with the requirements of
section 6.40 of the Access Code. The Authority expects that Western Power will
provide further information to support the anticipated revised forecasts following the
issuing of this Draft Decision. Pending any such information being received, and for
the purposes of this Draft Decision, the Authority considers that the year-to-year
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increases in forecasts costs should be limited to 15 per cent, as indicated in Table

26 and Table 27.

Table 26

Proposed and amended forecasts of preventative routine maintenance

costs (real $ million at 30 June 2009)

2009/10

Forecast

2010/11 2011/12

Forecast Forecast

Transmission — proposed 21.42 22.65 23.91
Transmission —amended 13.66 15.71 18.07
Distribution — proposed 54.11 56.33 59.36
Distribution —amended 32.89 37.82 43.49
Total — proposed 75.53 78.98 83.27
Total — amended 46.55 53.53 61.56

Table 27

Proposed and amended forecasts of preventative condition maintenance
costs (real $ million at 30 June 2009)

2009/10 2010/11 2011/12

Forecast Forecast Forecast
Transmission — proposed 14.17 14.94 17.26
Transmission —amended 8.39 9.65 11.10
Distribution — proposed 91.22 93.07 95.91
Distribution —amended 40.60 46.68 53.69
Total — proposed 105.39 108.01 113.17
Total — amended 48.99 56.34 64.79

Corrective Maintenance

445. In the cost forecasts presented as part of the proposed access arrangement
revisions, Western Power has presented actual and forecast corrective deferred
maintenance and corrective emergency maintenance costs, as follows (Table 28
and Table 29).

124 Draft Decision on Proposed Revisions to the Access Arrangement
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Table 28 Actual and forecast corrective deferred maintenance costs (real $ million
at 30 June 2009)"®°

2006/07  2007/08  2008/09  2009/10  2010/11  2011/12

Actual Actual Forecast  Forecast Forecast Forecast
Transmission - cost 3.44 4.84 4.45 5.73 6.53 7.21
Transmission — % change 40.5 -8.1 28.7 14.0 10.5
Distribution - cost 27.66 28.11 22.82 23.33 25.71 28.45
Distribution — % change 1.6 -18.8 2.2 10.2 10.6
Total — cost 31.10 32.95 27.27 29.05 32.24 35.66
Total — % change 6.0 -17.2 6.5 11.0 10.6

Table 29 Actual and forecast corrective emergency maintenance costs
(real $ million at 30 June 2009)***

2006/07  2007/08  2008/09  2009/10  2010/11  2011/12

Actual Actual Forecast  Forecast Forecast Forecast
Transmission - cost 1.72 1.85 1.86 2.98 3.27 3.42
Transmission — % change 7.6 0.3 60.1 9.8 4.7
Distribution - cost 56.50 60.45 48.83 71.03 74.31 78.45
Distribution — % change 7.0 -19.2 45.5 4.6 5.6
Total — cost 58.23 62.30 50.69 74.01 77.58 81.87
Total — % change 7.0 -18.6 46.0 4.8 55

446. Corrective deferred maintenance costs in total for the transmission and distribution
networks are forecast to be $1.91 million less than cost levels of 2007/08.

447. For the transmission network corrective deferred maintenance costs are forecast to
be $4.95 million greater in real terms over the second access arrangement period
than cost levels of 2007/08. Of this amount:

. $1.15 million can be attributed to real escalation of the level of costs of
2007/08 at escalation rates applied by Western Power; and

° $3.80 million can be attributed to an increase in corrective deferred
maintenance activities and costs, and escalation of this incremental cost at
escalation rates applied by Western Power.

448. The forecast corrective deferred maintenance costs for the distribution network are
below or similar to the level of actual costs for 2007/08 in real terms, with the total

190 Revised access arrangement information, Appendix 9.
%1 Revised access arrangement information, Appendix 9.
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costs forecast for the second access arrangement period being $6.86 million less in
real terms than the level of costs in 2007/08.

Corrective emergency maintenance costs for the transmission and distribution
networks are forecast to be $46.54 million greater in real terms in total over the
second access arrangement period than cost levels of 2007/08. Of this amount:

° $15.21 million can be attributed to real escalation of the level of costs of
2007/08 at escalation rates applied by Western Power; and

o $31.34 million can be attributed to an increase in corrective emergency
maintenance activities and costs, and escalation of this incremental cost at
escalation rates applied by Western Power.

In supporting documents to the proposed access arrangement revisions, Western
Power provides very limited justification or reasons for the changes in corrective
emergency maintenance costs, other than indicating that the cost forecasts are
based on historical trends and cost escalation factors.’® The increase in corrective
emergency maintenance costs for the distribution network in 2009/10 is indicated to
be, in part about $6.2 million per year, due to a forecast increase in hire costs for
emergency response generators for the purposes of decreasing the number of
customers affected by planned outages. Western Power indicates that deploying
emergency response generators to 400 additional planned maintenance events per
annum will have the effect of reducing outage durations over the South West
Interconnected System (SWIS) by 44.2 SAIDI minutes (indicating that, on average,
each planned interruption is responsible for 0.03 SWIS SAIDI minutes).'*

Western Power indicates that the additional preventative maintenance activities and
costs will not have an effect on costs of corrective maintenance until after the
second access arrangement period.***

The Authority has received advice that the overall increasing trend in corrective
maintenance costs is unreasonable given the increased preventative maintenance
costs being proposed by Western Power.'®> While the increase in preventative
maintenance activities and costs may not give rise to an immediate reduction in
corrective maintenance costs, there is an apparent inconsistency with the increase
in preventative maintenance activities being associated with a rising trend in
corrective maintenance costs, rather than these costs remaining approximately
constant in real terms. Notwithstanding this advice, the Authority recognises that
the forecast corrective maintenance costs reflect not only a rate of faults, which
may be expected to be stabilised or reduced by an increase in preventative
maintenance activities, but also by additional corrective maintenance activities to
improve service standards while addressing the same number of faults. The
additional use and costs of emergency response generators are a case in point.

The anticipated revisions to cost forecasts submitted by Western Power to the
Authority incorporate substantial reductions in the forecast costs for corrective
maintenance (Table 30 and Table 31).

Revised access arrangement information, Appendix 1: pp. 100, 101, 162, 163.

193 Revised access arrangement information, Appendix 1: pp. 157, 158.

194

195

Revised access arrangement information, Appendix 1: p. 101.
Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access

Arrangement Final Report, pp. 72, 82.
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Table 30 Proposed and anticipated-revised forecasts of corrective deferred
maintenance costs (real $ million at 30 June 2009)

2009/10 2010/11 2011/12
Forecast Forecast Forecast
Transmission — proposed 5.73 6.53 7.21
Transmission — anticipated 4.49 6.56 7.22
revised
Distribution — proposed 23.33 25.71 28.45
Distribution — anticipated 15.52 25.68 28.43
revised
Total — proposed 29.05 32.24 35.66
Total — anticipated revised 20.01 32.25 35.66

Table 31 Proposed and anticipated-revised forecasts of corrective emergency
maintenance costs (real $ million at 30 June 2009)

2009/10 2010/11 2011/12
Forecast Forecast Forecast
Transmission — proposed 2.98 3.27 3.42
Transmission — anticipated 1.85 3.23 3.43
revised
Distribution — proposed 71.03 74.31 78.45
Distribution — anticipated 58.06 68.49 78.45
revised
Total — proposed 74.01 77.58 81.87
Total — anticipated revised 59.92 71.72 81.88

454. The Authority observes that the anticipated revisions to forecast corrective

455,

maintenance costs include substantial real increases in costs from year to year over
the second access arrangement period: a 61 per cent increase in corrective
deferred maintenance costs from 2009/10 to 2010/11 and an 11 per cent increase
from 2010/11 to 2011/12; and a 20 per cent increase in corrective emergency
maintenance costs from 2009/10 to 2010/11 and 14 per cent increase from 2010/11
to 2011/12. Western Power has not provided any information to indicate why, if the
anticipated revised forecasts incorporate large reductions to costs in the first year of
the second access arrangement period, there remains a need for the substantial
increases over the period such that levels of cost in the final year (2011/12) are the
same as the original forecast.

The Authority is required by the Access Code to assess the information contained
in the proposed access arrangement revisions and may only take into account the
submission containing anticipated revisions as a submission by Western Power.
However, if the anticipated revisions were submitted by Western Power in response
to the Authority’s draft decision, the Authority would not be satisfied that the
anticipated revised forecasts were consistent with the requirements of section 6.40
of the Access Code as there is a lack of justifying information for the substantial
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increases in forecast costs over the second access arrangement period. The
Authority expects that Western Power will provide further information to support the
anticipated revised forecasts following the issuing of this Draft Decision. For the
purposes of this Draft Decision, the Authority considers that the year-to-year
increases in forecasts costs should be limited to 15 per cent, as indicated in Table
32 and Table 33.

Table 32 Amended forecast of corrective deferred maintenance costs
(real $ million at 30 June 2009)

2009/10 2010/11 2011/12

Forecast Forecast Forecast
Transmission — proposed 5.73 6.53 7.21
Transmission —amended 4.49 5.16 5.94
Distribution — proposed 23.33 25.71 28.45
Distribution —amended 15.52 17.84 20.52
Total — proposed 29.05 32.24 35.66
Total amended 20.01 23.01 26.46

Table 33 Amended forecast of corrective emergency maintenance costs
(real $ million at 30 June 2009)

2009/10 2010/11 2011/12

Forecast Forecast Forecast
Transmission — proposed 2.98 3.27 3.42
Transmission —amended 1.85 2.13 2.45
Distribution — proposed 71.03 74.31 78.45
Distribution —amended 58.06 66.77 76.79
Total — proposed 74.01 77.58 81.87
Total amended 59.92 68.91 79.24

Network Operations and SCADA & Communications

456. In the cost forecasts presented as part of the proposed access arrangement
revisions, Western Power has presented actual and forecast costs for “network
operations” and “SCADA & communications” as indicated in Table 34 and Table 35.

128 Draft Decision on Proposed Revisions to the Access Arrangement
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Table 34 Actuallggnd forecast network operations costs (real $ million at 30 June
2009)

2006/07  2007/08  2008/09  2009/10  2010/11  2011/12

Actual Actual Forecast Forecast Forecast Forecast
Transmission - cost 6.52 12.77 9.64 12.92 14.00 14.70
Transmission — % change 95.7 -24.5 34.0 8.3 5.0
Distribution - cost 13.33 10.81 13.58 20.03 21.83 23.20
Distribution — % change -18.9 25.6 475 9.0 6.3
Total — cost 19.85 23.58 23.22 32.96 35.83 37.90
Total — % change 18.8 -15 41.9 8.7 5.8

Table 35 Actual and forecast SCADA & communications costs (real $ million at 30
June 2009)*’

2006/07  2007/08  2008/09  2009/10 2010/11  2011/12

Actual Actual Forecast Forecast Forecast Forecast
Transmission - cost 7.00 7.17 6.00 8.12 8.93 9.92
Transmission — % change 25 -16.3 35.3 10.0 11.0
Distribution - cost 1.40 1.24 1.08 1.39 1.43 1.62
Distribution — % change -11.7 -12.6 28.3 3.3 12.9
Total — cost 8.39 8.40 7.08 9.51 10.37 11.54
Total — % change 0.1 -15.7 34.3 9.1 11.3

457. Network operations costs for the transmission and distribution networks are
forecast to be $35.93 million greater in real terms in total over the second access
arrangement period than cost levels of 2007/08. Of this amount:

. $5.67 million can be attributed to real escalation of the level of costs of
2007/08 at escalation rates applied by Western Power; and

o $30.26 million can be attributed to an increase in network operations
activities and costs, and escalation of this incremental cost at escalation
rates applied by Western Power.

458. SCADA & communications costs for the transmission and distribution networks are
forecast to be $6.20 million greater in real terms in total over the second access
arrangement period than cost levels of 2007/08. Of this amount:

. $2.00 million can be attributed to real escalation of the level of costs of
2007/08 at escalation rates applied by Western Power; and

1% Revised access arrangement information, Appendix 9.
7 Revised access arrangement information, Appendix 9.
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. $4.20 million can be attributed to an increase in SCADA & communications
activities and costs, and escalation of this incremental cost at escalation
rates applied by Western Power.

For the transmission network, Western Power attributes the increases in network
operations and SCADA & communications costs to the increasing size of the
transmission network, increased functionality of the network and an increased
requirement for switching activities to support a larger works program.

For the distribution network, Western Power attributes the increases in network
operations and SCADA costs to:'*®

) forecast increases in access requests and consequent increases in staff
numbers;

o an additional “Metro South” operations desk and staff for this;

o additional planning and support staff for operations;

o increased switching activities to support expanded capital and maintenance
programs;

o expenditure on diesel fuel for “peak-lopping” generators deployed on the

edges of the network; and

o growth of the network and requirements for more personnel, software
maintenance costs and software licence costs and “continued roll out of
distribution automation and smart grid initiatives”.

Taking into account the expected increase in network operations and
communications activities requirements with expansion of the network, the Authority
considers that the forecast network operations and SCADA & communications
costs, less a correction to remove allowances for escalation in unit costs during the
second access arrangement period (amounting to a total of $5.89 million for the
transmission and distribution networks over the second access arrangement
period), would be consistent with the requirements of section 6.40 of the Access
Code.

The anticipated revisions to cost forecasts submitted by Western Power to the
Authority in May 2009 incorporate substantial reductions in the forecast costs.

In the submission provided to the Authority on anticipated revisions to cost
forecasts, Western Power indicates lower forecasts of network operations costs in
all years of the second access arrangement period:

. for the transmission network —
—  $9.17 million rather than $12.92 million for 2009/10

— $9.80 million rather than $14.00 million for 2010/11

— $10.56 million rather than $14.70 million for 2011/12; and

Revised access arrangement information, Appendix 1: pp. 104, 165 — 167. Wilson Cook & Co Ltd, May

2009, Review of Western Power’s Expenditures for Second Access Arrangement Final Report, p. 79.
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. for the distribution network —
— $17.08 million rather than $20.03 million for 2009/10

— $18.36 million rather than $21.83 million for 2010/11

— $19.64 million rather than $23.20 million for 2011/12.

464. In the submission provided to the Authority on anticipated revisions to cost
forecasts, Western Power indicates lower forecasts of SCADA & communications
costs in the first two years of the second access arrangement period for the
transmission network:

o $7.51 million rather than $8.12 million for 2009/10; and
o $7.61 million rather than $8.93 million for 2010/11.

465. For the distribution network, Western Power indicates slightly higher forecast
SCADA & communications costs for the first year of the second access
arrangement period: $1.76 million rather than $1.39 million for 2009/10.

466. Given that Western Power has submitted anticipated revisions to forecast network
operations and SCADA & communications costs with a reduction in these costs by
an amount greater than the amount attributable to escalation in unit costs, the
Authority considers that the forecast costs should be amended in accordance with
Western Power’s anticipated revisions to the forecast non-capital costs, as
indicated in Table 36 and Table 37.

Table 36 Amended forecast of network operations costs (real $ million at
30 June 2009)
2009/10 2010/11 2011/12
Forecast Forecast Forecast
Transmission — proposed 12.92 14.00 14.70
Transmission —amended 9.17 9.80 10.56
Distribution — proposed 20.03 21.83 23.20
Distribution —amended 17.08 18.36 19.64
Total — proposed 32.96 35.83 37.90
Total amended 26.25 28.16 30.19
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Table 37 Amended forecast of SCADA & communications costs (real $ million at
30 June 2009)

2009/10 2010/11 2011/12

Forecast Forecast Forecast

Transmission — proposed 8.12 8.93 9.92

Transmission —amended 7.51 7.61 9.91

Distribution — proposed 1.39 1.43 1.62
Distribution —amended 1.76 1.43 1.57

Total — proposed 9.51 10.37 11.54
Total amended 9.27 9.04 11.49

Call Centre

467.

468.

469.

470.

471.

In the cost forecasts presented as part of the proposed access arrangement
revisions, Western Power has presented actual and forecast “call centre” costs for
the distribution network as indicated in Table 38.

Table 38 Actual and forecast call centre costs (real $ million at 30 June 2009)199

2006/07  2007/08  2008/09  2009/10 2010/11  2011/12

Actual Actual Forecast Forecast Forecast Forecast

Distribution - cost 5.26 5.12 6.40 5.37 5.47 5.55
Distribution — % change -2.6 24.9 -16.2 1.9 1.4

Call centre costs for the distribution network are forecast to be $1.01 million greater
than cost levels of 2007/08 in real terms, which can be entirely attributed to real
increases in unit costs at escalation rates applied by Western Power. Western
Power indicates that the forecast of call centre costs has been derived by
escalation of historical costs for forecast changes in labour and materials costs.**

The Authority considers that consistency of the forecast of call centre costs with
section 6.40 of the Access Code requires correction of the forecast to remove
allowances for cost escalation during the second access arrangement period
($0.67 million).

The anticipated revisions to cost forecasts submitted by Western Power to the
Authority include approximately the same forecast call centre costs as the original
forecast.

The Authority considers that the forecast of call centre costs should be amended to
remove the amount attributable to escalation of unit costs in the second access

199 Revised access arrangement information, Appendix 9.

200

Revised access arrangement information, Appendix 1: p. 160.
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arrangement period. The amended forecast of call centre costs is indicated in
Table 39.

Table 39 Amended forecast of call centre costs (real $ million at 30 June 2009)

2009/10 2010/11 2011/12
Forecast Forecast Forecast
Distribution — proposed 5.37 5.47 5.55
Distribution —amended 5.25 5.26 5.20
Metering

472. In the cost forecasts presented as part of the proposed access arrangement
revisions, Western Power has presented actual and forecast metering costs for the
distribution network as indicated in Table 40.

Table 40  Actual and forecast metering costs (real $ million at 30 June 2009)***

2006/07  2007/08  2008/09  2009/10  2010/11  2011/12

Actual Actual Forecast Forecast Forecast Forecast
Distribution - cost 21.01 19.23 15.90 20.21 24.46 29.07
Distribution — % change -8.5 -17.3 271 21.0 18.9

473. Metering costs for the distribution network are forecast to be $16.05 million greater
in real terms in total over the second access arrangement period than cost levels of
2007/08. Of this amount:

o $4.70 million can be attributed to real escalation of the level of costs of
2007/08 at escalation rates applied by Western Power; and

o $11.35 million can be attributed to an increase in metering activities and
costs, and escalation of this incremental cost at escalation rates applied by
Western Power.

474. Western Power has attributed the forecast increases in metering costs to:
o growth of the network and a forecast increase in meter readings from 6.05
million per annum to 7.37 million per annum; and

o requirements under the Metering Code to audit all “CT metering installations”
over a five year cycle.?*

475. Western Power has also included in the forecast metering costs an allowance for
the operation and maintenance of “smart meters”. Western Power indicates that
this accounts for $22 million of forecast metering costs.?®

%1 Revised access arrangement information, Appendix 9.

202 Revised access arrangement information, Appendix 1: pp. 168, 169.
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476. Subsequent to submission of the proposed access arrangement revisions, Western
Power has indicated to the Authority that the inclusion in the forecast non-capital
costs of costs relating to smart meters is an error, consistent with the following
statement in the revised access arrangement information:*%*

Consideration is being given at a national level for the introduction of ‘smart meters’,
with current indications being that smart metering will be phased in nationally under
arrangements that are yet to be finalised. As issues such as technical standards,
funding arrangements, and the timing of a smart meter rollout are yet to be
determined, Western Power will not be seeking specific funding for this work in this
submission. Rather, once the requirements for smart meter implementation are
determined, Western Power will develop a response and seek funding under [the
unforeseen events] ‘pass-through’ arrangements in the Access Arrangement.

477. The Authority observes that, after correction for the costs associated with smart
meters, forecast metering costs for the second access arrangement period are
slightly below the actual metering costs of 2007/08. On this basis, the Authority
accepts that the forecast of metering costs less the allowance for smart meters and
less a correction to remove allowances for cost escalation during the second
access arrangement period (amounting to a total of approximately $3.19 million) is
consistent with the requirements of section 6.40 of the Access Code.

478. In the advice provided to the Authority on anticipated revisions to cost forecasts,
Western Power does not indicate any change to forecast metering costs.

479. The amended forecast of metering costs with the correction to remove costs
associated with smart meters and the allowance for escalation in unit costs is
indicated in Table 41.

Table 41 Amended forecast of metering costs (real $ million at 30 June 2009)

2009/10 2010/11 2011/12

Forecast Forecast Forecast
Distribution — proposed 20.21 24.46 29.07
Distribution —amended 16.27 16.44 16.34

Non-Recurring Costs

480. In the cost forecasts presented as part of the proposed access arrangement
revisions, Western Power has presented actual and forecast non-recurring non-
capital costs as indicated in Table 42.

203 \Western Power, (undated), Powerpoint presentation provided to Wilson Cook & Co Ltd titled “Metering

Opex Access Arrangement Submission Presentation Presented by Mr A. Stephenson”. Values are
$3.49 million in 2009/10, $7.09 million in 2010/11, $10.92 million in 2011/12.

2% Revised access arrangement information, Appendix 1: p. 53.
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481.

482.

483.

484.
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Table 42 Actual and forecast non-recurring costs (real $ million at 30 June
2009)%*®

2006/07  2007/08  2008/09  2009/10  2010/11  2011/12

Actual Actual Forecast Forecast Forecast Forecast
Transmission - cost 0 0 1.30 2.18 1.94 1.70
Transmission — % change - - 67.6 -11.0 -12.1
Distribution - cost 0 0 0.03 22.24 25.47 23.05
Distribution — % change - - - 14.5 -9.5
Total — cost 0 0 1.33 24.42 27.41 24.76
Total — % change - - 1730.5 12.3 -9.7

For the transmission network, the non-recurrent costs are indicated to arise in the
removal of redundant assets and remediation of line easements, and management
of asbestos risks in transmission assets.?%

For the distribution network, the non-recurrent costs are indicated to arise in:

o research and development projects for demand-side management, with a
total forecast cost of $9.6 million;

o research and development projects for positioning Western Power as an
“energy solutions” business, with a forecast cost of $16.7 million;

o field surveys for capturing and improving asset information, with a forecast
cost of $14.3 million;

. training of staff and contractors, with a forecast cost of $29.7 million; and

maintenance of automated switches, with a forecast cost of $0.43 million.?*’

The Authority has received advice that the proposed non-recurrent costs are
reasonable, although this advice is unsupported by analysis or reasons, and does
not take into account Western Power’s anticipated revised forecast of costs.?%

On the forecast costs for research and development associated with demand
management, the Authority observes that regulators of electricity distribution
businesses in other jurisdictions have allowed for costs of research and
development for demand-side management in regulated revenues, although the
allowed levels of costs are substantially lower (at between $0.6 and $1 million per
year rather than approximately $3 million per year as proposed by Western Power),

Revised access arrangement information, Appendix 9.

Revised access arrangement information, Appendix 1: pp. 105, 106.

Revised access arrangement information, Appendix 1: pp. 169-174.

Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access

Arrangement Final Report, pp. 84, 85.
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and the distribution businesses are held to some account for the use of these
funds.?%®

On Western Power’s forecast costs for research and development associated with
development of Western Power as an “energy solutions” business, no further
justification for these costs has been provided. The Authority is not satisfied that
these research and development activities and associated costs are sufficiently
closely related to the provision of covered services to warrant inclusion in the total
costs and target revenue under the price control.

On Western Power’s forecast costs for training, the Authority is satisfied that an
amount of training activities may appropriately be included in the total costs and
target revenue under the price control. However, the Authority considers that the
level of costs forecast by Western Power should be reduced to reflect a reduction in
forecast new loads for the second access arrangement period and a reduced
capital investment program, as addressed later in this Draft Decision (see
paragraph 637).

On Western Power's forecasts costs for field surveys for capturing and improving
asset information, the Authority recognises that there is evidence of Western
Power's asset management being hampered by poor asset information (as
indicated at paragraph 352 of this Draft Decision). The Authority considers that
there is at least a prima facie case for expenditure to improve this information.

The Authority considers that the level of costs forecast for maintenance of
automated switches is immaterial.

Taking the above into account, the Authority considers that the forecast of non-
recurring costs is inconsistent with the requirements of section 6.40 of the Access
Code. The Authority considers that consistency with section 6.40 would require a
reduction in the forecast costs for research and development on demand
management to a total of $3 million over the second access arrangement period,
exclusion of costs for research and development for Western Power’'s “energy
solutions” business initiative, and a halving of the forecast cost for training. This
results in a reduction in the forecast non-recurrent costs by $38.2 million.

In the advice provided to the Authority on anticipated revisions to cost forecasts,
Western Power indicates substantially lower forecasts of non-recurring costs of
$35.66 million rather that $76.59 million, with reductions as follows:
o for the transmission network —

— zero rather than $2.18 million in 2009/10, with values for 2010/11 and

2011/12 being approximately the same; and

o for the distribution network —

— $0.20 million rather than $22.24 million in 2009/10

—  $15.22 million rather than $25.47 million in 2010/11

209 Australian Energy Regulator, 28 April 2009, Final decision New South Wales Distribution Determination
2009-10 to 2013-14, pp. xxxii — xxxv. Essential Services Commission, October 2005, Electricity
Distribution Price Review 2006-10 Final Decision Volume 1 Statement of purpose and Reasons, pp. 213,

240.
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—  $16.67 million rather than $23.05 million in 2011/12.

491. The Authority observes that anticipated revised forecast of hon-recurrent costs is of
a similar value to the reduced value considered by the Authority to be consistent
with section 6.40 of the Access Code.

492. On this basis, the Authority considers that the forecast of non-recurrent costs
should be reduced to the amount of the anticipated revised forecast, as indicated in
Table 43.

Table 43 Amended forecast of non-recurrent costs (real $ million at 30 June 2009)

2009/10 2010/11 2011/12

Forecast Forecast Forecast
Transmission — proposed 2.18 1.94 1.70
Transmission —amended 0 1.90 1.67
Distribution — proposed 22.24 25.47 23.05
Distribution —amended 0.20 15.22 16.67
Total — proposed 24.42 27.41 24.76
Total amended 0.20 17.12 18.34

Reliability

493. In the cost forecasts presented as part of the proposed access arrangement
revisions, Western Power has presented actual and forecast non-capital costs for a
cost item of reliability improvement as indicated in Table 44.

Table 44 Actual and forecast reliability-improvement costs
(real $ million at 30 June 2009)**°

2006/07  2007/08  2008/09  2009/10  2010/11  2011/12

Actual Actual Forecast Forecast Forecast Forecast
Distribution - cost 3.77 1.54 1.95 1.06 1.08 1.11
Distribution — % change -59.0 26.2 -45.5 1.6 2.6

494. Western Power has forecast reliability improvement costs at a level less than actual
costs recorded for 2007/08.

495. Reliability improvement costs are indicated by Western Power to comprise
inspection and maintenance activities designed to increase the reliability of the
distribution network, such as pole top inspections, line patrols and maintenance
works resulting from the inspections.?**

10 Revised access arrangement information, Appendix 9.
211 Revised access arrangement information, Appendix 1: p. 173.

Draft Decision on Proposed Revisions to the Access Arrangement 137
for the South West Interconnected Network



Economic Regulation Authority

496. Western Power has advised that the costs for reliability improvement were forecast
to decline in the second access arrangement period as the relevant activities and
costs are increasingly included in the planned maintenance programs.?*? In its
submission to the Authority on the anticipated revisions to the forecast of non-
capital costs, Western Power has foreshadowed increases in forecast reliability-
improvement costs for 2009/10, but has not provided reasons for the increase.
Western Power indicates, however, the review of forecast costs was based on
strategies of directing expenditure to progressively addressing the highest public
safety risks and compliance obligations and maintaining current levels of
reliability.?*®

497. In the submission provided to the Authority on anticipated revisions to cost
forecasts, Western Power indicates an increase in the forecast costs for reliability in
2009/10 ($2.83 million rather than $1.06 million), but approximately the same costs
in 2010/11 and 2011/12.

498. Taking into account Western Power’s anticipated revisions to forecast costs for
maintenance activities, the Authority considers that it is not unreasonable that
Western Power may increase some activities related directly to maintaining and
improving the reliability of distribution services. On this basis, the Authority
considers that an amendment of the forecast non-capital costs for reliability
improvement to the levels of anticipated revisions by Western Power is consistent
with the requirements of section 6.40 of the Access Code (Table 45).

Table 45 Amended forecast of reliability-improvement costs (real $ million at
30 June 2009)

2009/10 2010/11 2011/12

Forecast Forecast Forecast
Distribution — proposed 1.06 1.08 1.11
Distribution —amended 2.83 1.05 1.11

Non-Reference Services

499. In the cost forecasts presented as part of the proposed access arrangement
revisions, Western Power has presented actual and forecast non-capital costs for
the provision of “non-reference services” (also referred to as “miscellaneous
services”) as indicated in Table 49.

212 \wilson Cook & Co Ltd, May 2009, Review of Western Power's Expenditures for Second Access

Arrangement Final Report, p. 79.

Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate
Affairs.

213
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Table 46 Actual and forecast non-reference (miscellaneous) services costs
(real $ million at 30 June 2009)***

2006/07  2007/08  2008/09  2009/10  2010/11  2011/12

Actual Actual Forecast Forecast Forecast Forecast
Transmission - cost 10.78 5.46 4.45 5.99 5.67 5.94
Transmission — % change -49.4 -18.5 34.7 -55 4.9
Distribution - cost 4.84 6.10 5.30 7.42 8.61 9.81
Distribution — % change 25.9 -13.1 40.1 16.0 14.0
Total — cost 15.62 11.55 9.75 13.42 14.27 15.76
Total — % change -26.0 -15.6 37.6 6.4 104

Forecast costs for the provision of non-reference services for the transmission and
distribution networks are forecast to be $8.78 million greater in real terms in total
over the second access arrangement period than cost levels of 2007/08. Of this
amount:

o $2.78 million can be attributed to real escalation of the level of costs of
2007/08 at escalation rates applied by Western Power; and

. $6.00 million can be attributed to an increase in non-reference service
activities and costs, and escalation of this incremental cost at escalation
rates applied by Western Power.

Western Power does not provide reasons or justification for the forecast costs for
non-reference services for the transmission network.

For the distribution network, Western Power indicates that the increases in costs for
the second access arrangement period arise from demand for services affected by
the high level of state economic activity, such as the relocation of incumbent assets
for industrial, commercial and residential land and property developments.?*® The
Authority is satisfied that the increase in forecast costs for the distribution network is
satisfactorily explained by the expansion of the distribution network and increased
demand for services.

The Authority is prepared to accept that the forecasts of non-capital costs for the
provision of non-reference services are consistent with section 6.40 of the Access
Code given the justification for these costs provided by Western Power and taking
into account that the amount of these costs are deducted from the amount of total
costs to derive a target revenue to be recovered by reference tariffs.

In the advice provided to the Authority on anticipated revisions to cost forecasts,
Western Power indicates a lower forecast of reference service costs for the
transmission network in 2009/10 ($0.98 million rather than $5.99 million), but
approximately the same costs for 2010/11 and 2011/12 and for the distribution
network.

Revised access arrangement information, Appendix 9.
Revised access arrangement information, Appendix 1: p. 174.
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505.

The Authority considers that the forecast costs should be amended in accordance

with Western Power’s anticipated revisions to the forecast non-capital costs for non-
reference services as indicated in Table 47.

Table 47

Amended forecast of non-reference service costs (real $ million at
30 June 2009)

2009/10 2010/11 2011/12

Forecast Forecast Forecast
Transmission — proposed 5.99 5.67 5.94
Transmission —amended 0.98 5.71 5.93
Distribution — proposed 7.42 8.61 9.81
Distribution —amended 7.51 8.66 9.82
Total — proposed 13.42 14.27 15.76
Total amended 8.49 14.36 15.75

Total Non-Capital Costs

506. Taking into account the consideration of the individual cost line-items as set out
above (paragraph 421 and following), the Authority considers that Western Power's
forecasts of non-capital costs as set out in the revised access arrangement
information are not consistent with the requirements of section 6.40. The Authority
will require amendment of the revised proposed access arrangement so that the
target revenue and price control reflect a forecast of non-capital costs as indicated

in Table 48.
Table 48 Amended forecast non-capital costs (real $ million at 30 June 2009)
2009/10 2010/11 2011/12

Transmission — proposed 100.90 105.97 112.78
Transmission —amended 69.59 81.14 89.03
Distribution — proposed 393.99 416.48 436.37
Distribution —amended 263.74 301.38 330.75
Total — proposed 494.89 522.44 549.15
Total amended 333.32 382.52 419.77
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Required Amendment 25

The proposed access arrangement revisions should be amended to reflect a
forecast of non-capital costs as follows (real $ million at 30 June 2009):

2009/10 2010/11 2011/12
Transmission: 69.58 81.14 89.03
Distribution: 263.74 301.38 330.75

Total: 333.32 382.52 419.77

Capital Base and New Facilities Investment

Access Code Requirements

507. The capital base is the value ascribed to the network assets that are used to

508.

5009.

510.

provide covered services. Where the target revenue for a price control is set by
reference to the service provider’'s total costs, section 6.43 of the Access Code
provides for the value of the capital base to be used to calculate a return on the
capital base and an amount of depreciation.

Under the current access arrangement, an initial capital base was established
under sections 6.46 and 6.48 of the Access Code at an “optimised deprival value”
of the network assets.

Section 6.48 of the Access Code requires that the capital base at the start of any
access arrangement period other than the first access arrangement period be
determined in a manner that is consistent with the Code objective. A note to
section 6.48 indicates that:

A number of options are available in relation to the determination of the capital base
at the start of an access arrangement period, including:

¢ rolling forward the capital base from the previous access arrangement period
applying benchmark indexation such as the consumer price index or an
asset specific index, plus new facilities investment incurred during the
previous access arrangement period, less depreciation and redundant
capital etc; and

e valuation or revaluation of the capital base using an appropriate
methodology such as the Depreciated Optimised Replacement Cost or
Optimised Deprival Value methodology.

Notwithstanding that section 6.48 of the Access Code does not mandate a method
of valuation of the capital base, sections 6.50 to 6.63 of the Access Code
contemplate new facilities investment being added to the capital base and the value
of any redundant assets being subtracted from the capital base, consistent with use
of the “roll forward” method for determination of the capital base.
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511. Section 6.51A of the Access Code provides that new facilities investment may be
added to the capital base if it passes certain tests:

6.51A New facilities investment may be added to the capital base if:

(@)
(b)

it satisfies the new facilities investment test; or

the Authority otherwise approves it being adding to the capital base if:

@
(ii)

(iii)

it has been, or is expected to be, the subject of a contribution; and
it meets the requirements of section 6.52(a); and

the access arrangement contains a mechanism designed to ensure
that there is no double recovery of costs as a result of the addition.

512. The new facilities investment test is set out in section 6.52 of the Access Code:

6.52 New facilities investment satisfies the new facilities investment test if:

(@)

and

(b)

the new facilities investment does not exceed the amount that would be
invested by a service provider efficiently minimising costs, having regard,
without limitation, to:

0

(ii)

whether the new facility exhibits economies of scale or scope and the
increments in which capacity can be added; and

whether the lowest sustainable cost of providing the covered services
forecast to be sold over a reasonable period may require the
installation of a new facility with capacity sufficient to meet the forecast
sales;

one or more of the following conditions is satisfied:

@

(ii)

(iii)

either:

A. the anticipated incremental revenue for the new facility is
expected to at least recover the new facilities investment; or

B. if a modified test has been approved under section 6.53 and the
new facilities investment is below the test application threshold
— the modified test is satisfied,;

or

the new facility provides a net benefit in the covered network over a
reasonable period of time that justifies the approval of higher reference
tariffs; or

the new facility is necessary to maintain the safety or reliability of the
covered network or its ability to provide contracted covered services.

513. The "modified test” referred to in section 6.52(b)(i)B of the Access Code and set out
in section 6.53 provides for an access arrangement to specify that new facilities
investment below a threshold value to not be subject to the tests of sections
6.52(b)()A, (ii) and (iii) of the Access Code.

514. Section 6.54 of the Access Code requires that the Authority, in making a
determination under the new facilities investment test, must have regard to whether
the new facilities investment was required by a written law or a statutory instrument.

515. Sections 6.61 to 6.63 of the Access Code provide for an amount to be subtracted
from the capital base in respect of redundant network assets.



516.

517.

518.

519.

520.

216

With proposed revisions to an access arrangement typically being considered by
the Authority prior to commencement of the access arrangement period in which
the revisions to the access arrangement will apply, the capital base at the start of
the access arrangement period will need to be determined (if being determined by
the roll forward method) without knowledge of all the new facilities investment that
will occur in the current access arrangement period. In this circumstance, section
6.50 of the Access Code provides for a forecast of the new facilities investment to
occur prior to the revisions commencement date to be added to the capital base if,
at the time of inclusion, it is reasonably expected to satisfy the test in section 6.51A.

In determination of total costs for an access arrangement period, section 6.51 of the
Access Code provides for the forward-looking and efficient costs of providing
covered services to include capital costs in relation to forecast new facilities
investment for the access arrangement period that, at the time of inclusion, is
reasonably expected to satisfy the test of section 6.51A. This forecast new facilities
investment is not, however, added to the capital base and would again be subject to
the test of section 6.51A prior to being added to the capital base at the
commencement of the next access arrangement period.

Consistent with the current access arrangement, Western Power has specified
capital base values separately for the transmission and distribution networks.

The capital base for each of the transmission and distribution networks has been
calculated by Western Power for the beginning of the second access arrangement
period using a roll forward method that involves commencing with the opening
value at the beginning of the first access arrangement period and:

o adding the values of new facilities investment during the first access
arrangement period that Western Power considers to meet the requirements
of the new facilities investment test under section 6.52 of the Access Code,
and/or that were financed by capital contributions (including values forecast
for 2008/09 as provided for under section 6.50 of the Access Code);

o deducting values of redundant assets;

o deducting values of depreciation as allowed for in target revenue for the first
access arrangement period; and

o adjustment for actual and forecast inflation to dollar values at 30 June 2009.
Western Power’s calculated values of the capital base for the transmission and

distribution networks at the commencement of the second access arrangement
period (1 July 2009) are as follows.?*°

Proposed access arrangement revisions, clause 6.1.
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Table 49 Proposed capital base at 30 June 2009 for the transmission network
(real $ million at 30 June 2009)**
2006/07 2007/08 2008/09 2009/10
Opening asset value 1,523.25 1,776.47 2,035.17 2,415.47
New facilities investment 306.86 317.00 443.64
Redundant assets 0 0 0
Depreciation -53.64 -58.30 -63.34
1,776.47 2,035.17 2,415.47

Closing asset base

Table 50 Proposed capital base at 30 June 2009 for the distribution network

(real $ million at 30 June 2009)**?

2006/07

2007/08 2008/09 2009/10

Opening asset value 1,751.70 2,088.70 2,454.06 2,911.66
New facilities investment 448.03 481.29 582.91
Redundant assets -4.21 -4.03 -3.92
Depreciation -106.81 -111.90 -121.40
Closing asset base 2,088.70 2,454.06 2,911.66

521. For the purposes of determining target revenue for the second access arrangement
period, Western Power has determined notional values of the capital base for the
transmission and distribution networks at the commencement of each year of the
second access arrangement period, incorporating forecasts of new facilities
investment.

217 Revised access arrangement information, Appendix 7 (Revenue Model).

28 Revised access arrangement information, Appendix 7 (Revenue Model).
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522. Western Power’s notional capital base values for the second access arrangement

period are indicated in Table 51 and Table 52.

Table 51

Proposed notional capital base values for the second access

arrangement period for the transmission network (real $ million at

30 June 2009)**°

2009/10 2010/11 2011/12
Opening asset value 2,415.47 3,021.22 3,720.54
New facilities investment 680.00 785.46 530.33
(net of contributions)
Redundant assets 0 0 0
Depreciation -74.25 -86.14 -100.36
Closing asset base 3,021.22 3,720.54 4,150.51
Table 52 Proposed notional capital base values for the second access
arrangement period for the distribution network (real $ million at
30 June 2009)*%
2009/10 2010/11 2011/12
Opening asset value 2,911.66 3,281.96 3,679.80
New facilities investment 520.87 566.27 636.21
(net of contributions)
Redundant assets -3.78 -3.68 -3.59
Depreciation -146.78 -164.74 -183.24
Closing asset base 3,281.96 3,679.80 4,129.19

523.

Subsequent to submission of the proposed access arrangement revisions, Western

Power has advised the Authority that the forecasts of new facilities investment will
be revised to take into account the effect of the global financial crisis on local
economic conditions and budget constraints imposed by the State Government.?**
Western Power has provided the Authority with “indicative anticipated revisions” to
forecasts of costs indicating reductions in forecast new facilities investment (in real
terms) of 25 per cent for the transmission network and 18 per cent for the

distribution network (Table 53).

19 Revised access arrangement information, Appendix 7 (Revenue Model).

20 Revised access arrangement information, Appendix 7 (Revenue Model).
221

Affairs.

Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate
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Table 53 Forecast and anticipated-revised forecast new facilities investment
(real $ million at 30 June 2009)

Year Year Year

Transmission 2009/10 2010/11 2011/12
Forecast 729.98 869.86 593.79
Anticipated revised forecast 306.14 659.27 681.01
Distribution 2009/10 2010/11 2011/12
Forecast 707.99 758.71 822.98
Anticipated revised forecast 532.07 642.89 692.08

Submissions

524. Submissions made to the Authority on new facilities investment and updating the

525.

222

223

value of the capital base draw the Authority’s attention to a range of matters that
interested parties contend should be addressed. These include:

) whether Western Power is capable of undertaking and delivering the program
of capital works that underlies the forecast of new facilities investment;#*

o a requirement that the Authority be satisfied that the actual and proposed
new facilities investment is prudent and efficient, and meets the requirements
of the new facilities investment test, particularly in light of large differences
between forecast and actual new facilities investment for the first access
arrangement period and weak incentives under the investment adjustment
mechanism and price control for Western Power to seek efficiencies in
capital expenditures;?*

o whether the downturn in economic conditions in Western Australia (since
Western Power submitted the proposed access arrangement revisions)
reduces requirements for new facilities investment in the second access
arrangement period and/or reduces the unit costs of capital works;#* and

o whether levels of forecast new facilities investment are adequately related to
the drivers of investment.??®

These matters are addressed by the Authority under the heading of “considerations
of the Authority”, below.

Perth Energy submission of 17 December 2008.
Synergy submission of 22 December 2008 on the Price Control; Verve Energy submission of 2 December

2008; Alinta Sales Pty Ltd submission of 17 December 2008.

224

Synergy submission of 22 December 2008 on the Price Control; Western Australia Major Energy Users

submission of 16 December 2008; Chamber of Commerce and Industry Western Australia submission of
17 December 2008.

225

Synergy, submission of 22 December 2008 on the Price Control; Western Australia Major Energy Users,

submission of 16 December 2008.
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527.

528.

529.

530.

Other submissions address matters related to the broader scheme of investment
under the Access Code and in the context of operation of the wholesale electricity
market.

The WAMEU and Alinta Sales address an absence of constraints on Western
Power for making investments and having the value of investments reflected in
regulated tariffs, with implications for the affordability of tariffs for users.?%

Under the scheme of regulation established under the Access Code, investment is
constrained by the regulatory test under Chapter 9 of the Access Code and the new
facilities investment test under section 6.52. These tests are intended to ensure
that, for large capital projects, the investment in the network is the most efficient
means of addressing constraints in the electricity system and, for any projects, that
any investment added to the capital base is cost-efficient and that any resultant
price increases to users are justified by associated benefits. The Authority has
considered Western Power’s actual and new facilities investment with recognition of
the specific requirements and intentions of these tests.

Griffin Energy Developments Pty Ltd submits that the requirement under the
wholesale electricity market for generators to have unconstrained access to the
network may result in inefficient investment in the network.??” This is a matter
relating to the design and operation of the wholesale electricity market and is under
consideration by the Office of Energy following separate reviews on the
effectiveness of the wholesale electricity market as required under the Market
Rules,?® as well as the Australian Energy Market Commission (AEMC) in the
particular context of connection to and augmentation of the transmission network to
accommodate development of renewable generation in the Western Australian
market.?®  Accordingly, the Authority has not addressed this matter in
consideration of the proposed access arrangement revisions.

The Authority has given consideration to Western Power’s calculation of the capital
base for each of the transmission and distribution networks and consistency of
these calculations with the requirements of the Access Code. These considerations
are documented below under headings of:

o the general method applied in calculating the capital base;

o verification that stated new facilities investment in the first access
arrangement period occurred (or for 2008/09 is reasonably forecast to occur);

2% Alinta Sales Pty Ltd submission of 17 December 2008; Western Australia Major Energy Users submission
of 16 December 2008; Mr Noel Schubert submission of 16 December 2008.

227

228

Griffin Energy Development Pty Ltd submission of 17 December 2008.
Under clause 2.16.11 of the Market Rules, the Authority must provide to the Minister for Energy a report on

the effectiveness of the market at least annually. Further information about this annual reporting process
is available from the Economic Regulation Authority web site:
http://www.era.wa.gov.au/1/53/42/wholesale_elect.pm?s=1

229 pustralian Energy Market Commission, 28 December 2008, Review of Energy Market Frameworks in Light
of Climate Change Policies 1*' Interim Report. Energy Market Consulting Associates, 22 June 2009,
Review of WA Energy Market Framework in Light of Climate Change Policies: Advice on Network Issues
Identified in AEMC’s Fist Interim Report, a report to The Australian Energy Market Commission (AEMC).
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o determination of the capital base at the commencement of the second
access arrangement period, taking into account an assessment of actual new
facilities investment in the first access arrangement period against the test of
section 6.51A of the Access Code, and values of depreciation and redundant
assets; and

o determination of notional values of the capital base in each year of the
second access arrangement period taking into account the assessment of
forecast new facilities investment against the test of section 6.51A of the
Access Code, and forecast values of depreciation and redundant assets.

General Method

531.

532.

533.

Western Power has calculated the capital base for each of the transmission and
distribution networks using a roll forward method, applied in a manner consistent
with the method contemplated in the note to section 6.48 of the Access Code.

The roll forward method has been favoured by utility regulators throughout Australia
and is the method mandated for electricity transmission and distribution networks of
the National Electricity Market under Chapters 6A and 6 of the National Electricity
Rules.

The Authority is satisfied that the method used by Western Power is consistent with
the Code objective.

Verification of New Facilities Investment in the First Access Arrangement
Period

534.

In accordance with the Authority’'s Guidelines for Access Arrangement
Information,”*° Western Power has provided regulatory accounts that reconcile
costs of regulated activities with a set of base accounts for the business.?®* These
regulatory accounts provide a reconciliation of claimed new facilities investment
with actual capital costs incurred in 2006/07 and 2007/08 as indicated in Table 54.

230 Economic Regulation Authority, 26 June 2008, Electricity Networks Access Code 2004 Guidelines for
Access Arrangement Information.

231

Revised access arrangement information, Appendices 8 and 9.
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Table 54 Reconciliation of claimed new facilities investment for 2006/07 and
2007/08 with recorded capital costs for the Western Power business
(real $ million at 30 June 2009)°%

Claimed new

Base Regulatory

Network and Year Account Adjustment Account _ facilities
investment
Transmission 2006/07 314.8 -7.9 306.9 306.9
Transmission 2007/08 329.3 -12.4 317.0 317.0
Distribution 2006/07 448.1 0 448.1 448.0
Distribution 2007/08 481.3 0 481.3 481.3

535. Western Power indicates that the adjustments made in the regulatory accounts to
capital expenditures for transmission are for capitalised borrowing costs that are not
properly recorded as capital expenditure in the regulatory accounts.?*?

536. The Authority observes that the regulatory accounts presented by Western Power
were audited for Western Power by the Office of the Auditor General.

537. The Authority has had the regulatory accounts independently reviewed by BDO
Kendalls, finding some discrepancy between the regulatory financial statements
and statutory accounts in respect of some capital expenditure.®** In particular, the
review found discrepancies between the regulatory financial statements and
Western Power’s balance sheet amounting to an over-reporting of capital
expenditure in the regulatory financial statements of $28.681 million in 2006/07 and
an under-reporting of capital expenditure of $1.331 million in 2007/08.

538. The amount of capital expenditure of $28.681 million in 2006/07 is attributed by
BDO Kendalls to an amount spent in the year but financially accrued in statutory
accounts in 2005/06. The Authority is satisfied that this amount does reflect capital
expenditure that occurred in the first access arrangement period and is
appropriately considered as a component of new facilities investment for this
period.

539. The amount of capital expenditure of $1.331 million in 2007/08 is attributed by BDO
Kendalls to a late recognition of accruals recorded in Western Power's general
ledger which was not reflected in a project list and, hence, not reflected in
regulatory accounts. Taking into account that this is a relatively small value and the
discrepancy has the effect of decreasing the value of new facilities investment
considered for addition to the capital base, the Authority has not sought to resolve
the discrepancy.

540. Notwithstanding this audit verification and independent review of expenditures in
2006/07 and 2007/08, the Authority considers that there may be some costs

232 Revised access arrangement information, Appendices 8 and 9. Real dollar values calculated using
inflation factors applied by Western Power (revised access arrangement information Appendix 7, Revenue
Model).

2% Revised access arrangement information, Appendix 8: sheet 11, note 11.2.
2% BDO Kendalls, 2 July 2009, Regulatory Financial Audit Western Power.
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541.

542.

543.

544,

235

claimed by Western Power as new facilities investment in the first access
arrangement period that may not appropriately be added to the capital base.

First, a review of a sample of capital projects indicates that some investment in the
distribution network under the “subdivisions program” may be inappropriately
represented as new facilities investment. Costs under this program comprise
expenditure by Western Power on augmentations of the distribution network for
new land subdivisions, where Western Power undertakes the works under contract
to the subdivision developers. Information provided by Western Power indicates
that amounts of expenditure claimed to comprise new facilities investment and to
meet the new facilities investment test may include an amount of approximately
$65 million that comprises a shortfall in cost recovery for the contracted works
undertaken by Western Power.?® The Authority considers that such costs are
inappropriately classified as new facilities investment for the purposes of
determining the capital base as the costs relate to activities of Western Power as a
contractor providing construction services. As such, the Authority considers that
these costs should be removed from the amount of new facilities investment
proposed to be added to the capital base for the distribution network.

Secondly, there is some indication that new facilities investment for 2008/09 is
overstated. At the time of this Draft Decision, it has not been possible for the
Authority to determine the capital base at the commencement of the second access
arrangement period by applying a known actual value of new facilities investment in
the final year of the first access arrangement period (2008/09). In this
circumstance, section 6.50 of the Access Code requires that the capital base be
determined on the basis of a forecast of new facilities investment in this year.

A review of a sample of investment projects for the first access arrangement period
indicates the forecast new facilities investment for 2008/09 may include amounts in
respect of projects that either did not proceed or have been delayed, but costs are
included in the values of investment to be added to the capital base. This includes
a 132kV upgrade of a transmission line in Margaret River and a major
augmentation of the transmission network in the Mid-West region, with combined
costs in the first access arrangement period of approximately $63.5 million.?*®

In this Draft Decision, the Authority has reduced the transmission new facilities
investment to be added to the capital base at the commencement of the second
access arrangement period by this amount ($63.5 million). However, due to the
passage of time in the process of assessment and approval of the proposed access
arrangement revisions, the Authority expects that the actual new facilities
investment for 2008/09 will be known prior to final approval of the revisions.
Therefore, the Authority expects the value of the capital base to be re-determined
prior to final approval of the revisions, taking into account actual new facilities
investment in 2008/09.

Geoff Brown & Associates Ltd, 14 July 2009, Review of New Facilities Investment Test Compliance:

Western Power AA1 Projects.
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Geoff Brown & Associates Ltd, 14 July 2009, Review of New Facilities Investment Test Compliance:
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Application of the Section 6.51A Test to Actual New Facilities Investment

545.

At section 4.4 of Part A of the revised access arrangement information, Western
Power claims that all of the new facilities investment for the first access
arrangement period either satisfies the new facilities investment test or has been
financed by capital contributions and, in both cases, can be added to the capital
base under section 6.51A of the Access Code. In support of this claim, Western
Power has provided a consultant's report as Appendix 5 of the revised access
arrangement information that provides an opinion on whether the new facilities
investment made, or forecast to be made, in the first access arrangement period
meets the new facilities investment test. Western Power relies on this report to
demonstrate that the new facilities investment in the first access arrangement
period either meets the new facilities investment test, or has been financed by
capital contributions.?’

New Facilities Investment Test

546.

547.

548.

549.

237

The new facilities investment test of section 6.52 of the Access Code comprises two
parts.

The first part of the new facilities investment test under section 6.52(a) of the
Access Code is a test of whether the new facilities investment does not exceed the
amount that would be invested by a service provider efficiently minimising costs
taking into account whether the new facility exhibits economies of scale or scope,
the increments in which new capacity can be added and long term forecasts of
sales of services. This is hereafter referred to as the “efficiency test”.

The second part of the new facilities investment test under section 6.52(b) of the
Access Code is a test of whether the new facilities investment provides benefits that
justify addition of the new facilities investment to the capital base of the covered
network and the recovery of the cost of the investment from users of the network
generally. Three limbs of the second part of the new facilities investment test
provide for new facilities investment to be added to the capital base if:

o the anticipated incremental revenue for the new facility is expected to at least
recover the new facilities investment (the “incremental revenue test”); or

o the new facility provides a net benefit in the covered network over a
reasonable period of time that justifies the approval of higher reference tariffs
(the “net benefits test”); or

o the new facility is necessary to maintain the safety and reliability of the
covered network or its ability to provide contracted covered services (the
“safety and reliability test”).

The purpose of the second part of the new facilities investment test is to enable
market forces to discipline investment in the network and to ensure that investment
only occurs where there is a net economic benefit. The manner in which this is
achieved is to allow new facilities investment to be added to the capital base where

Revised access arrangement information, pp. 91, 135.
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551.

552.

238

the benefits are such that those who generate, transport and/or consume electricity
in the SWIS (as a group) are better off (or at least no worse off) in economic terms
than they would be if the investment did not occur. The benefits to existing users
may be in the form of:

. economies of scale in the network, which is the subject of the incremental
revenue test under section 6.52(b)(i)A of the Access Code;

o broad benefits through better functioning of the covered network or electricity
system as a whole, which is the subject of the net benefits test under section
6.52(b)(ii) of the Access Code; and

o the maintenance of safety and reliability of the network, which is the subject
of the safety and reliability test under section 6.52(b)(iii) of the Access Code.

In the event that the benefits to existing users are less than the value of new
facilities investment, the residual amount (that would not satisfy the new facilities
investment test) would need to be financed by some other means. This would
typically be a capital contribution from the user of the network or end customer of
electricity whose service application gives rise to the need for the investment. The
requirement for the new user to pay a contribution should, in principle, engender
efficient investment, as the new user would only pay a contribution where the
benefits to the user exceed the value of the contribution.

In the revised access arrangement information, Western Power has not provided an
analysis of new facilities investment against the requirements of the new facilities
investment test for individual new facilities or assets. Rather, Western Power has
presented general reasons why the Authority should accept that new facilities
investment satisfies the requirements of the test.

For the purposes of consideration of the first part of the new facilities investment
test, the efficiency test under section 6.52(a) of the Access Code, Western Power
distinguishes between new facilities investment that is subject to the investment
adjustment mechanism under clauses 5.49 to 5.53 of the current access
arrangement and that which is not.?® The investment adjustment mechanism
adjusts Western Power’s target revenue in the second access arrangement period
in a manner that exactly corrects for the economic loss or gain to Western Power as
a result of forecasting errors in particular categories of capital expenditure in the
first access arrangement period. The investment adjustment mechanism applies to
investment that is categorised as being “demand driven”, including investment for,
or relating to:

o connection of new generation capacity;
. connection of new load:;
o augmentation of the capacity of networks for the provision of covered

services; and

o augmentation of the distribution network under the regional power
improvement program and state underground power program.

Revised access arrangement information, Appendix 5: pp. 5— 7.
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553. New facilities investment that is not subject to the investment adjustment
mechanism is that which is not directly related to the increases in demand for
services, and includes investment for, or relating to:

o replacement of assets that have reached the end of their technical or
economic lives;

o compliance with regulatory requirements, including required improvements in
reliability;

o network operation, including SCADA and communications infrastructure; and

o corporate and business activities, such as buildings and IT systems.

554. The amounts of new facilities investment subject to and not subject to the
investment adjustment mechanism are shown in Table 55 and Table 56.

Table 55 Amounts of new facilities investment in the first access arrangement
period for the transmission network subject to and not subject to the
investment adjustment mechanism (real $ million at 30 June 2009)%*°

2006/07 2007/08 2008/09

Subject to the investment adjustment
mechanism

Growth Transmission

Capacity Expansion 127.43 109.13 188.26
Customer Access 19.26 75.59 47.80
Generation Driven 121.29 90.73 139.53
Total 267.99 275.45 375.59

Not subject to the investment
adjustment mechanism

Non-Growth Transmission

Asset Replacement 13.88 11.74 26.79
Regulatory Compliance 4.20 5.87 18.97
Reliability Driven 5.14 5.25 2.01
SCADA and Communications 5.94 3.91 4.74
Corporate
IT (including market reform) 6.45 11.66 8.53
Support 3.26 3.12 7.01
Total 38.87 41.55 68.05
Total new facilities investment 306.86 317.00 443.64

239 Revised access arrangement information, Appendix 5, Appendix 9. Real dollar values calculated using

inflation factors applied by Western Power (revised access arrangement information Appendix 7: Revenue
Model)
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Table 56 Amounts of new facilities investment in the first access arrangement
period for the distribution network subject to and not subject to the
investment adjustment mechanism (real $ million at 30 June 2009)?*°

2009/10 2010/11 2011/12

Subject to the investment adjustment
mechanism

Growth Distribution

Capacity Expansion 81.67 63.23 89.20
Customer Access 194.80 195.15 131.89
Gifted Assets 23.67 20.91 94.30
Total 300.14 279.29 315.39

Not subject to the investment
adjustment mechanism

Non-Growth Distribution

Asset Replacement 29.37 40.58 61.10
Regulatory Compliance 36.54 35.74 65.57
Reliability Driven 5.90 19.46 28.78
SCADA and Communications 241 2.16 2.57
Metering 11.54 12.77 12.60
SUPP 22.66 22.66 29.29
RPIP 10.35 24.30 22.00
Corporate
IT (including market reform) 19.35 34.99 24.58
Support 9.77 9.35 21.03
Total 147.89 202.00 267.52
Total new facilities investment 448.03 481.29 582.91

555. For new facilities investment that is not subject to the investment adjustment
mechanism, Western Power contends that the price control under the access
arrangement provides a commercial incentive to seek efficiencies in capital
expenditures and that this incentive is sufficiently strong for the Authority to assume
that this new facilities investment is prudent and efficient.?**

556. The incentive referred to by Western Power is an incentive to out-perform the
forecasts of capital expenditure applied in determining target revenue and the price
control for the first access arrangement period (or to minimise any under-
performance). In the event that actual investment in an access arrangement period
is less than the forecast, Western Power obtains a benefit for the remainder of the

240 Revised access arrangement information, Appendix 5, Appendix 9. Real dollar values calculated using

inflation factors applied by Western Power (revised access arrangement information Appendix 7: Revenue
Model).

41 Revised access arrangement information, Appendix 5: pp. 6, 7.
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access arrangement period equal to the rate of return on the difference between the
actual and forecast investment; that is, the prices that Western Power charged
included a return on an amount of forecast investment that Western Power did not
make and Western Power retains this amount for the duration of the access
arrangement period. Similarly, if actual investment is greater than the forecast,
Western Power incurs a penalty for the remainder of the access arrangement
period, with the penalty equal to the rate of return (or the cost of capital) on the
difference between the actual investment and the forecast as this return was not
reflected in prices and Western Power is not able to subsequently recoup this cost.

The Authority accepts the existence of the incentive claimed by Western Power.
However, the Authority considers that this incentive is weak and that the existence
of this incentive is not a sufficient ground to be satisfied that the new facilities
investment that is not subject to the investment adjustment mechanism satisfies the
efficiency test of section 6.52(a) of the Access Code. Accordingly, the Authority has
had regard to other evidence presented by Western Power for the efficiency of
investment in the first access arrangement period. This is considered as follows,
taking into account also the new facilities investment that is subject to the
investment adjustment mechanism.

Western Power and its consultants recognise the absence of commercial incentives
for efficiency of new facilities investment subject to the investment adjustment
mechanism.?”?> Under the investment adjustment mechanism, adjustments are
made to target revenue for an access arrangement period to correct for differences
between forecast and actual new facilities investment in the preceding access
arrangement period. Where the entire amount of the investment is able to be
added to the capital base, Western Power incurs no penalty where actual new
facilities investment is in excess of the forecast amount, nor retains any benefit
where actual new facilities investment is less than the forecast amount.

In the absence of incentives under the price control for efficiency of capital projects
for investment that is subject to the investment adjustment mechanism, Western
Power has relied on other evidence to demonstrate that the new facilities
investment satisfies the efficiency test of section 6.52(a) of the Access Code. This
evidence is examined below with a view to consideration of new facilities
investment that is both subject to and not subject to the investment adjustment
mechanism.

To support the claim that new facilities investment in the first access arrangement
period satisfies the efficiency test of section 6.52(a) of the Access Code, Western
Power cites its planning, governance, project management and work processes and
claims that these are consistent with the efficient minimisation of costs of provided
covered services.?*® Western Power’s consultants indicate that these processes
directly address criteria of cost efficiency, as indicated in Table 57.

Revised access arrangement information, Appendix 5: pp. 5 - 7.
Revised access arrangement information, Part A: section 4.4.
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Table 57 Efficiency criteria and relevant processes of cost management applied
by Western Power?*

Efficiency criteria Western Power Process

The lowest sustainable cost option has been selected for ~ Planning process

implementation at the right time. Business case process

The evaluation of project costs is accurate and considers  Planning process

the long-term forecast change in load and sales as well Business case process

as any economies of scale and scope that are available. Estimating process

The labour and materials are procured using a strategy Resource planning

for least cost. Materials procurement process
The project is implemented using rigorous cost control Project implementation

and project management techniques.

Western Power provides detailed descriptive information on these processes in the
revised access arrangement information.?*> Western Power’s consultants also
provide an opinion that these “business processes and related governance
arrangements ... act to drive efficient investment and facilitate investment decision
making and outcomes that are aligned with the requirements [of the first part] of the

new facilities investment test”.2%®

Western Power has not provided any additional evidence of cost efficiency in
capital expenditure such as an ex post analysis of project costs or comparison of
realised costs with industry benchmarks of costs for certain project types.

The Authority has considered whether the processes adopted by Western Power
for the planning and procurement of new facilities investment are likely to result in
cost-efficiency in capital projects. In doing so, the Authority has considered
whether the nature of these processes support a presumption of cost efficiency for
the new facilities investment of the first access arrangement period, including both
investment that is subject to the investment adjustment mechanism and that which
is not.

In considering the planning and procurement processes for new facilities
investment, the Authority obtained advice from Geoff Brown & Associates.?*’ This
advice indicates that the planning and procurement processes applied during the
first access arrangement period, and particularly early in this period, were deficient
in a number of respects, including:

) poor processes of cost estimation, resulting in an absence of a sound basis
for cost control in the execution of capital projects and programs;

o a possibility that specifications for products and services may differ from
industry standards, resulting in a potential for less competition between
suppliers and higher costs;

Revised access arrangement information, Appendix 5: Table 4.1.
Revised access arrangement information, Appendix 5: section 4.

246 Revised access arrangement information, Appendix 5: p. 32.

247

Geoff Brown & Associates Ltd, 14 July 2009, Review of Expenditure Governance: Western Power.
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o over-specification of some assets;

o a low level of rigour in analysis of options for large capital projects;

o a lack of integration in planning for the transmission and distribution networks
resulting in potential for inefficient investment, particularly in zone substation
assets;

o poor processes of contract management with suppliers, resulting in potential

for significant over-charging by suppliers; and

o inclusion of excessive contingency provisions in funding increases for
projects, approved late in project implementation.

The Authority has also received advice from Wilson Cook & Co, which indicates a
contrary view that capital expenditure has been well planned and major investments
subjected to detailed studies of options and alternatives.?*® However, this view is
limited to matters of the scope and timing of capital expenditure and Wilson Cook &
Co expressly state that they “are not able to offer an opinion on its efficiency in
terms of cost-effectiveness, as information on the variances in expenditure was not
supplied”. Wilson Cook & Co also recognise weaknesses in Western Power's
budgeting and financial control.?*® Moreover, the review of governance and
planning processes undertaken by Geoff Brown & Associates was more detailed
than that of Wilson Cook & Co, and the Authority has accordingly given greater
weight to the former.

The Authority considers that the deficiencies in planning and procurement
processes during the first access arrangement period are contrary to Western
Power’s contention that the processes of planning and procurement are sufficient
evidence to support a conclusion that new facilities investment during the first
access arrangement period satisfies the efficiency test of section 6.52(a) of the
Access Code. The Authority considers that deficiencies in the processes of
planning and procurement during the first access arrangement period suggest a
degree of inefficiency in that part of new facilities investment that was undertaken
by Western Power; that is, the capital projects and programs other than assets
constructed by other parties and gifted to Western Power.

In addition to considering the planning and procurement processes of Western
Power, the Authority has also considered a review of a sample of 30 capital projects
in the first access arrangement period, accounting for approximately 35 per cent of
new facilities investment in the transmission network and 75 per cent of new
facilities investment in the distribution network. This review was undertaken for the
Authority by Geoff Brown & Associates.?°

The review of the sample of projects reveals that Western Power is unable to
provide sufficient information to demonstrate the investment to be efficient under
the terms of section 6.52(a) of the Access Code. Information provided by Western
Power was sufficient for a high-level assessment of whether the scope of work for

248 \Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access
Arrangement Final Report, p. 37.

249

Wilson Cook & Co Ltd, May 2009, Review of Western Power’s Expenditures for Second Access

Arrangement Final Report, pp. 38, 45, 50, 60.

250

Geoff Brown & Associates Ltd, 14 July 2009, Review of New Facilities Investment Test Compliance:

Western Power AAl Projects.
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particular projects is reasonable (without obvious over-engineering) and whether
costs are within an “expected” range. This high level assessment may identify
major inefficiencies, but is unlikely to identify less serious, but nonetheless material,
inefficiencies, particularly if these are systemic.?**

The review of projects identifies possible instances of expenditure on capital
projects that may not be consistent with the efficiency test of section 6.52(a) of the
Access Code, including:

. installation equipment exceeding requirements;?* and

o conversion of a Joel Terrace substation to 132kV instead of a lower cost
66kV conversion in the absence of a development plan to demonstrate the
long term cost efficiency of the higher voltage option.

Potential cost inefficiencies arising through project design have also been evident
from the Authority’s determination on an application by Western Power for the
Authority to make a determination under the new facilities investment test of a
proposed substation. In assessing the application, the Authority determined that
the amount of investment that would pass the efficiency test of section 6.52(a) of
the Access Code would be approximately 10 per cent less than Western Power's
proposed cost of the project.?>

Turning to the second part of the new facilities investment test under section
6.52(b) of the Access Code, Western Power addressed the requirements of these
tests under categories and values of capital works as indicated in Table 58.

Geoff Brown & Associates Ltd, 14 July 2009, Review of New Facilities Investment Test Compliance:

Western Power AA1 Projects.

252

Details of this project are subject to a claim of confidentiality by Western Power and have therefore been

inserted in a ‘Confidential Annexure’ to this Draft Decision.

253

Economic Regulation Authority, 19 February 2009, Final Determination on the New Facilities Investment

Test for a 66/11 kV Medical Centre Zone Substation Expansion and Voltage Conversion of the Distribution
Network, p. 10.
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Table 58 New facilities investment in the first access arrangement period by
expenditure category (real $ million at 30 June 2009)**

2006/07 2007/08 2008/09

Transmission — growth

Capacity expansion 127.43 109.13 188.26
Customer access 19.26 75.59 47.80
Generation driven 121.29 90.73 139.53
Total 267.99 275.45 375.59

Distribution — growth

Capacity expansion 81.67 63.23 89.20
Customer access 194.80 195.15 131.89
Gifted assets 23.67 20.91 94.30
Total 300.14 279.29 315.39

Networks — non-growth

Asset replacement — transmission 13.88 11.74 26.79
Asset replacement — distribution 29.37 40.58 61.10
Regulatory compliance — transmission 4.20 5.87 18.97
Regulatory compliance — distribution 36.54 35.74 65.57
Reliability driven — transmission 5.14 5.25 2.01
Reliability driven — distribution 5.90 19.46 28.78
SCADA & comms — transmission 5.94 3.91 4.74
SCADA & comms — distribution 241 2.16 2.57
Metering - distribution 11.54 12.77 12.60
State underground power program 22.66 22.66 29.29
Rural power improvement program 10.35 24.30 22.00
Total 147.94 184.44 274.42
Corporate
IT and market reform — transmission 6.45 11.66 8.53
IT and market reform — distribution 19.35 34.99 24.58
Business support — transmission 3.26 3.12 7.01
Business support — distribution 9.77 3.35 21.03
Total 38.82 59.11 61.14
Total new facilities investment 754.89 798.30 1026.55

% Revised access arrangement information, Appendix 5: pp. 10, 11, Appendix 9.
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Of these categories of capital works, Western Power addressed the application of
the second part of the new facilities investment test to the “growth” categories of
investment:

o capacity expansion (for transmission and distribution);
o customer access (for transmission and distribution);

o generation driven (for transmission); and

o gifted assets (for distribution).

Capacity expansion projects are indicated by Western Power's consultants to be
projects for “increasing the capacity of the network infrastructure to cater for the
additional load imposed by the connection of new small customers and the intrinsic
load growth of existing customers, having consideration of the overall system
growth and diversified load forecasts”.?®® Western Power’s consultants further
indicate that all new facilities investment in capacity expansion projects is
undertaken to continue to operate the network in accordance with the Technical
Rules and maintain the safety, reliability and quality of electricity supply. Western
Power’s consultants, accordingly, contend that by virtue of the nature of the capital
projects in this category all of the new facilities investment for capacity expansion
satisfies the “safety and reliability” test under section 6.52(b)(iii) of the Access
Code.

Customer access projects are indicated by Western Power’s consultants to be
projects for the connection of new customers to the network.?*® A case study of a
customer access project against the requirements of the second part of the new
facilities investment test indicates that Western Power considers customer access
projects to comprise only the customer-specific assets and that any investment in
“shared assets” of the network are considered to be capacity expansion projects.?’

Generation driven projects are indicated by Western Power's consultants to be
projects for the connection of new generators to the network.?*® Western Power’s
consultants indicate that generation driven projects are treated under the new
facilities investment test in the same manner as customer access projects, which
would imply that it is only the generator-specific assets that are treated as
generation driven projects and any investment in shared assets of the network are
treated as capacity expansion projects.

Western Power’s consultants indicate that for customer access projects and
generation driven projects, the amount of the new facilities investment that satisfies
the second part of the new facilities investment test is determined by estimating an
amount of incremental revenue consistently with the incremental revenue test of
section 6.52(b)(i)A of the Access Code.?*® This suggests that Western Power does
not routinely consider the other limbs of the second part of the new facilities
investment test when dealing with new facilities investment for customer access
projects and generation driven projects.

Revised access arrangement information, Appendix 5: section 5.1.
Revised access arrangement information, Appendix 5: section 5.2.
Revised access arrangement information, Appendix 5: section 6.4.
Revised access arrangement information, Appendix 5: section 5.3.
Revised access arrangement information, Appendix 5: pp. 35, 36.
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Western Power’s consultants also indicate that gifted assets are projects for
distribution network assets that are fully funded by another party. These assets are
deemed by Western Power to be fully financed by capital contributions and a
determination on whether the new facilities investment in these assets is governed
by section 6.51A(b). Under the treatment of capital contributions applying in the
first access arrangement period, it is not necessary for this new facilities investment
to be assessed against the requirements of the second part of the new facilities
investment test.

The Authority has a number of concerns with Western Power’'s assessment of new
facilities investment to growth related investment.

First, there is conflicting information on the manner in which Western Power
assesses new facilities investment in growth-related assets under the new facilities
investment test.

Western Power’'s consultants have indicated that for customer access and
generation-driven projects:

o investments in customer-specific or generation-specific assets are
considered under the incremental-revenue test of section 6.52(b)(i)A of the
Access Code; and

o investments in shared assets of the network are considered to be capacity
expansion projects and are presumed to meet the safety and reliability test of
section 6.52(b)(iii) of the Access Code.

This treatment of customer access and generation driven projects is contrary to
other information available to the Authority indicating that, under the capital
contributions policy of the current access arrangement, Western Power assesses
investment in shared assets under the incremental revenue test:

o In an application made to the Authority for determination that new facilities
investment in a substation meets the new facilities investment, Western
Power assessed the investment against both the incremental revenue test
and safety and reliability test, despite the substation being an asset of the
shared network.?®°

o Western Power’s scheme of charging “headworks” contributions for new
connections to the distribution network arises from assessment of investment
in assets of the shared network under the incremental revenue test.?®* This
implies that, for these customer access projects for the distribution network,
investments in shared assets of the network are not presumed to be
undertaken for the purposes of maintaining safety and reliability and to meet
the safety and reliability test under section 6.52(b)(iii).

Secondly, supporting documents for the proposed access arrangement revisions do
not provide details of assessments of individual investment projects that would
enable the Authority to determine whether Western Power has appropriately

Economic Regulation Authority, 19 February 2009, Final Determination on the New Facilities Investment

Test for a 66/11 kV medical centre Zone Substation Expansion and Voltage Conversion of the Distribution
Network.
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Western Power, undated, Distribution Headworks Scheme

(http://www.westernpower.com.au/documents/edgeofgrid/technicaldocumentforpublicconsultation. pdf)
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applied the incremental revenue test. In a recent determination, the Authority found
that for one investment project Western Power under-valued incremental
revenue.?%?

Thirdly, in its assessments of new facilities investment against the new facilities
investment test Western Power has not considered in detail the net benefits test
under section 6.52(b)(ii) of the Access Code. There is substantial potential for
shared network assets and user-specific assets (particularly for generation-driven
projects) to have net benefits for those who generate, transport or consume
electricity. To ignore these net benefits may result in an incorrect determination of
the amount of new facilities investment for a project that meets the new facilities
investment test.

Taking these matters into account, the Authority considers that Western Power has
not applied an appropriate degree of rigour in determining the value of new facilities
investment in the growth categories of investment, which meets the second part of
new facilities investment test. It follows that, for some network augmentations,
Western Power may have determined values of capital contributions that are
greater or less than would be determined if the new facilities investment test was
applied correctly, with a tendency to underestimate the value of the investment that
satisfies the second part of the new facilities investment test. To the extent to
which this has occurred, contributions may have been required to an extent that
would be contrary to the capital contributions policy applying under the access
arrangement for the first access arrangement period.

Notwithstanding that Western Power may have incorrectly applied the new facilities
investment test for some network augmentations in the growth categories of
investment, this does not necessarily affect the amount of new facilities investment
in the first access arrangement period that may be added to the capital base.
Under the treatment of capital contributions applying in the first access arrangement
period, the amount added to the capital base is the total of the amount that satisfies
the new facilities investment test and the amount of any contribution. While there is
some indication that Western Power has incorrectly estimated the amount of new
facilities investment that satisfies the second part of the new facilities investment
test and possibly over-charged for capital contributions on some network
augmentations, this does not affect the total amount that may be added to the
capital base where the tendency has been to underestimate the amount satisfying
the test. The treatment of contributions in the first access arrangement period is
further addressed below (paragraph 588 and following).

Western Power does not appear to have given any consideration to assessment
under the new facilities investment test of the amounts of investment in “non-
growth” categories of works; that is, investment in asset replacement, regulatory
compliance, SCADA & communications, metering, the state underground power
program, the rural power improvement program, and assets for business support
(at values previously indicated in Table 58).

Despite Western Power not having assessed the non-growth investment against
the requirements of the second part of the new facilities investment test, the

Economic Regulation Authority, 19 February 2009, Final Determination on the New Facilities Investment

Test for a 66/11 kV Medical Centre Zone Substation Expansion and Voltage Conversion of the Distribution
Network.
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Authority is prepared to accept that the investment is undertaken either to maintain
the safety and reliability of the network (in the case of the non-growth investment in
the networks) or to provide net benefits to users of the network through improving
the efficiency of Western Power’s business (in the case of investment in assets for
business support). Accordingly, the Authority accepts for the purposes of this Draft
Decision that the new facilities investment that is not subject to the investment
adjustment mechanism falls within the scope of the net benefits test and/or the
safety and reliability test under sections 6.52(b)(ii) and (iii) of the Access Code and
satisfies these tests.

Treatment of Contributions
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Section 6.51A of the Access Code provides for new facilities investment that is
financed by contributions to be added to the capital base if the new facilities
investment meets the requirements of the efficiency test of section 6.52(a) of the
Access Code and the access arrangement contains a mechanism designed to
ensure that there is no double recovery of costs as a result of addition to the capital
base.

Western Power proposes that the entire amount of new facilities investment
financed by capital contributions in the first access arrangement period be added to
the capital base. The new facilities investment financed by capital contributions is
indicated in Table 59.

Table 59 Amounts of new facilities investment in the first access arrangement
period financed by contributions (real $ million at 30 June 2009)°%®

2006/07 2007/08 2008/09

Transmission

Customer driven — bulk loads 36.70 33.47 27.00

Total 36.70 33.47 27.00
Distribution

Customer driven 102.43 83.98 28.93

Customer driven — gifted assets 23.68 39.60 94.30

State underground power program 16.99 16.99 21.97

Total 143.10 140.57 145.20
Total contributions 179.80 174.04 172.20

As indicated previously in this Draft Decision (paragraph 565), the Authority
considers that deficiencies in the processes of planning and procurement during the
first access arrangement period suggest a degree of inefficiency in that part of new
facilities investment that was undertaken by Western Power; that is, the capital
projects and programs other than assets constructed by other parties and gifted to
Western Power. The Authority is not satisfied that the entire amount of new
facilities investment undertaken by Western Power in the first access arrangement
period and financed by capital contributions (including investment financed by

Revised access arrangement information, Appendix 7 (Revenue Model).
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capital contributions, but excluding gifted assets) meets the requirements of section
6.52(a) of the Access Code.

The Authority is satisfied that the current access arrangement treats capital
contributions under a mechanism that prevents double recovery of costs where new
facilities investment financed by capital contributions is added to the capital base.
The current access arrangement provides for the amount of any capital
contributions to be deducted from target revenue, either as a forecast of capital
contributions deducted from target revenue for the first access arrangement period,
or as an adjustment to target revenue in the second or subsequent access
arrangement periods that accounts for differences between forecast and realised
capital contributions.”® In its calculation of the target revenue under the proposed
access arrangement revisions, Western Power has made a full adjustment to target
revenue for the second access arrangement period to account for differences
between forecast and realised capital contributions in the first access arrangement
period.

Taking the above matters into account, the Authority is satisfied that the new
facilities investment financed by capital contributions meets the requirements of
section 6.51A(b) of the Access Code and can be added to the capital base.?®

Conclusion on Application of the Section 6.51A Test
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Under section 6.51A of the Access Code, the new facilities investment may be
added to the capital base if:

o it satisfies the new facilities investment test (as set out under section 6.52 of
the Access Code); or

o the Authority otherwise approves it being added to the capital base if:

- it has been, or is expected to be, the subject of a capital contribution;
and

- it meets the requirements of section 6.52(a) of the Access Code; and

- the access arrangement contains a mechanism designed to ensure
that there is no double recovery of costs as a result of the addition.

After having regard to information provided by Western Power and other advice
(see paragraph 530 and following), the Authority considers that the entire amount of
new facilities investment for the first access arrangement period does not satisfy the
requirements of section 6.51A of the Access Code for addition to the capital base.

For the reasons stated at paragraphs 540 to 544 of this Draft Decision, the
Authority considers the proposed value of new facilities investment includes some
amounts that can not be appropriately added to the capital base due to either being
amounts that are not appropriately considered as new facilities investment or that
comprise an overstatement of costs for 2008/09. The Authority considers that the

Current access arrangement, clauses 5.27 to 5.32, 5.40 to 5.43 and Appendix 8.

25 The Authority notes that the change in treatment of capital contributions will require Western Power to
properly record and differentiate between total investment, investment comprising gifted assets and in-
cash capital contributions. The Authority will look to make amendments to guidelines for regulatory
accounts to ensure that this requirement is clear.
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proposed value of new facilities investment to be added to the capital base should
be reduced by $63.5 million for the transmission network in 2008/09 (in nominal
dollar values of 2008/09) and $65 million for the distribution network divided across
years 2006/07 to 2008/09 (in nominal dollar values of 2007/08).

For reasons stated at paragraphs 555 to 568 of this Draft Decision and having
regard to the factors set out by the Authority in paragraphs 345 to 353, the Authority
considers that new facilities investment undertaken by Western Power exceeds the
amount that would be invested by a service provider efficiently minimising costs as
a result of cost inefficiencies arising in both the design and governance of capital
projects.

The Authority does not have sufficient information to make a definitive assessment
on a project-by-project basis of the extent to which the actual value of new facilities
investment exceeds the amount that would be invested by a service provider
efficiently minimising costs. However, on the basis of available information, the
Authority considers that there is evidence to support the view that there were
systematic inefficiencies in the design and governance of capital projects in the first
access arrangement period and that the entire amount of new facilities investment
does not satisfy the efficiency test of section 6.52(a) of the Access Code.

In the absence of sufficient relevant information provided by Western Power to
establish that the actual new facilities investment for the first access arrangement
period satisfies the efficiency test of section 6.52(a) of the Access Code, the
Authority is faced with either requiring the capital base to be re-valued by some
method other than a roll forward calculation (as allowed for under section 6.48 of
the Access Code), or a difficult decision in determining a lesser amount of new
facilities investment that satisfies this test and, accordingly, the test of section 6.51A
for addition to the capital base under a roll forward calculation.

The Authority does not favour a re-valuation of the capital base by a method other
than the roll forward calculation for reasons of time and cost of doing so. Moreover,
an alternative valuation method would require substantial revisions to other sections
of the access arrangement, including provisions dealing with the treatment of
capital contributions.

The Authority has, thus, using available information, determined a value of new
facilities investment in the first access arrangement period that it is satisfied meets
the efficiency test of section 6.52(a) of the Access Code.

However, information available to the Authority does not enable an estimate of the
precise extent of inefficiency in new facilities investment. Accordingly, the Authority
has considered a possible range in the extent of inefficiency.

The Authority considers inefficiencies in new facilities investment arise from two
main factors.

First, project-specific information available to the Authority suggests that there has
been systematic over-engineering of capital projects resulting in inefficiencies in the
design of network assets.

Secondly, the Authority considers that there have been deficiencies in the planning
and governance of capital works, including inadequate consideration of options
when planning network augmentations and poor cost-control and contract
management for capital projects and programs. The Authority, however, does not
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have sufficient information to place a precise value on the extent of such
inefficiencies. The Authority accepts that the vast majority of capital projects and
programs undertaken during the first access arrangement period are likely to have
been necessary and appropriate and that the extent of inefficiency is likely to have
resulted mainly from deficiencies of governance rather than the choice of capital
projects.

Taking the above factors into account, the Authority considers that the extent of
inefficiency is likely to be more than a nominal amount, but less than 25 per cent of
the total value of new facilities investment.

Taking into account the lack of information for this determination (refer to paragraph
345 and following) and the significant commercial effect that the determination will
have on Western Power's business, the Authority considers that the extent of
inefficiency to be taken into account in determining the value of new facilities
investment to be added to the capital base should not be at the maximum of the
possible range. On this basis, and having regard to the Code objective, the
Authority has determined that the extent of inefficiency amounts to 15 per cent of
the total amount of new facilities investment other than that amount of new facilities
investment comprising assets constructed by other parties and gifted to Western
Power.

For new facilities investment claimed to satisfy the new facilities investment test,
Western Power has not adequately undertaken and documented assessments of
new facilities investment against the requirements of the second part of the new
facilities investment test under section 6.52(b) of the Access Code. The Authority is
of the view that Western Power has tended to underestimate the value of new
facilities investment that satisfies the second part of the new facilities investment
test under section 6.52(b) of the Access Code. While this may have resulted in
Western Power determining values of capital contributions for some network
augmentations that are in excess of values that would accord with the capital
contributions policy under the current access arrangement, it does not affect the
total amount of the investment that may be added to the capital base where the
balance of the investment is financed by a capital contribution and the conditions of
section 6.51A(b) for adding investment financed by capital contributions to the
capital base are satisfied.

For new facilities investment financed by capital contributions, the Authority is
satisfied that the access arrangement as applied for the first access arrangement
period includes a mechanism designed to ensure that there is no double recovery
of costs as a result of the addition of the amount of the investment to the capital
base.

The Authority will, accordingly, require that the amount of new facilities investment
for the first access arrangement period that is to be added to the capital base
should be reduced to exclude investment to the value of $63.5 million for the
transmission network and $65 million for the distribution network that is not
appropriately considered as new facilities investment or that comprise an
overstatement of costs for 2008/09, and further reduced by an amount of 15 per
cent of the new facilities investment (other than that comprising gifted assets) to
reflect likely inefficiencies in the undertaking of investment. The amended values of
new facilities investment are shown in Table 60.
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Table 60 Amounts of new facilities investment in the first access arrangement
period to be added to the capital base (real $ million at 30 June 2009)?%®
2006/07 2007/08 2008/09
Transmission
Total new facilities investment 306.86 317.00 443.64
Reduction equivalent to $63.5 million 0 0 (63.50)
nominal in 2008/09
Revised total new facilities 306.86 317.00 380.14
investment
15 per cent reduction (46.03) (47.55) (57.02)
Value to be added to the capital 260.83 269.45 323.12
base
Distribution

Total new facilities investment 448.03 481.29 582.91
Reduction equivalent to $65 million (22.31) (22.31) (22.31)
nominal in 2007/08
Revised total new facilities 425.72 458.98 560.60
investment
Gifted assets (23.68) (39.60) (94.30)
New facilities investment net of 402.04 419.39 466.30
gifted assets
15 per cent reduction (60.31) (62.91) (69.94)
Value to be added to the capital 365.41 396.47 490.65
base (including gifted assets)

6 Revised access arrangement information, Appendix 7 (Revenue Model).
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Required Amendment 26

The proposed access arrangement revisions should be amended to reflect
actual new facilities investment in the first access arrangement period
reduced to:

exclude investment to the value of $63.5 million (nominal) for the
transmission network in 2008/09 that comprises an overstatement of
costs for 2008/09;

exclude investment to the value of $65 million (nominal in 2007/08
dollar values) for the distribution network that comprises an amount
of costs that is not appropriately considered as new facilities
investment; and

exclude a further amount of 15 per cent of the new facilities
investment (other than that comprising gifted assets) to reflect likely
inefficiencies in the undertaking of investment.

610. For the purposes of this Draft Decision, the Authority has determined the total cost
of providing covered services by applying these adjustments to determine values of
asset categories as indicated in Table 61 and Table 62. For the purposes of
determining values of categories of assets, the Authority has allocated the
amended values of new facilities investment across asset categories in the same
proportions as in the values of new facilities investment proposed by Western
Power to be added to the capital base.

Table 61 Amended new facilities investment in the first access arrangement
period for the transmission network (real $ million at 30 June 2009)

2006/07 2007/08 2008/09

Transmission cables 4.73 4.05 5.99
Transmission steel towers 74.82 105.87 98.40
Transmission wood poles 13.09 12.44 16.19
Transmission metering 0 0 0
Transmission transformers 50.12 44.44 60.92
Transmission reactors 3.78 2.84 3.81
Transmission capacitors 24.44 18.67 25.03
Transmission circuit breakers 51.76 43.03 66.88
SCADA & communications 6.40 4.40 4.96
IT 5.48 9.91 6.21
Other non-network assets 2.77 2.65 5.11
Land and easements 23.44 21.15 29.61
Total new facilities investment 260.83 269.45 323.12
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Table 62 Amended new facilities investment in the first access arrangement
period for the distribution network (real $ million at 30 June 2009)

2006/07 2007/08 2008/09
Wooden poles 78.36 95.65 133.66
Underground cables 150.48 145.68 176.28
Transformers 49.15 48.08 57.78
Switchgear 37.83 43.70 55.30
Street lighting 14.85 14.91 18.02
Meters and services 9.29 10.31 10.22
SCADA & communications 15.58 28.24 19.93
IT 2.01 1.96 241
Other non-network assets 7.87 7.54 17.06
Land and easements 0 0 0
Total new facilities investment 365.41 396.07 490.65

Redundant Assets

611. In determination of total costs for the first access arrangement period, Western
Power included in a notional roll forward of the capital base a forecast of the value
of redundant assets for the access arrangement period. The forecast value was
deducted from the capital base (in relevant asset categories) and an equivalent
amount was included in the total costs through an amount of accelerated
depreciation.

612. Values of redundant assets forecast for the first access arrangement period and
taken into account in determination of notional capital base values for the first
access arrangement period are shown in Table 63.

Table 63 Forecast value of redundant assets in the first access arrangement
period (real $ million at 30 June 2009)%*’

2006/07 2007/08 2008/09
Transmission 0 0 0
Distribution
Wooden pole lines 3.16 3.02 2.94
Transformers 0.84 0.81 0.78
Switchgear 0.21 0.20 0.20
Total Distribution 4.21 4.03 3.92
Total 421 4.03 3.92
%7 Revised access arrangement information, Appendix 7.
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613. In deriving the capital base for the commencement of the second access
arrangement period, Western Power has applied the same values of redundant
assets and accelerated depreciation as forecast for the first access arrangement
period, with these values escalated for inflation to dollar values of 30 June 2009.

614. The treatment of redundant assets applied in the first access arrangement period is
intended to compensate Western Power for asset redundancy: the reduction in the
value of the capital base is offset by an allowance for accelerated depreciation.
However, this mechanism appropriately compensates Western Power for asset
redundancy only where no revenue is gained from the disposal of the redundant
assets. Where revenue is gained from disposal of the redundant assets, Western
Power would be over-compensated for asset redundancy by the amount of the
revenue, which would be in consistent with applying the roll forward calculation of
the capital base in a manner consistent with the Code objective.

615. In the regulatory accounts for the first access arrangement period, Western Power
identifies revenue from disposal of redundant assets from the transmission network
of $0.31 million in 2006/07 and $1.80 million in 2007/08 (nominal dollar values).?®®
The Authority requires that these values, and any additional values of revenues
from redundant assets in 2008/09, be taken into account (as deductions) in
determination of the capital base at the commencement of the second access
arrangement period.

Required Amendment 27

The proposed access arrangement revisions should be amended to add the
value of any revenues from disposal of assets in the first access
arrangement period to the value of redundant assets applied in calculation of
the capital base at the commencement of the second access arrangement
period.

616. For the purposes of this Draft Decision, the Authority has included the value of
revenues from disposal of assets in the value of redundant assets as indicated in
Table 64.

%8 Revised access arrangement information, Appendix 8.
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Table 64 Amended value of redundant assets in the first access arrangement
period (real $ million at 30 June 2009)

2006/07 2007/08 2008/09
Transmission
Land and easements 0.33 1.85 0
Distribution
Wooden pole lines 3.16 3.02 2.94
Transformers 0.84 0.81 0.78
Switchgear 0.21 0.20 0.20
Total distribution 4.21 4.03 3.92
Total 4.54 5.88 3.92

Depreciation

617.

618.

A note to Section 6.48 of the Access Code contemplates a roll forward calculation
of the capital base involving a deduction of an amount of depreciation.

In calculating its proposed value of the capital base at the commencement of the
second access arrangement period, Western Power has applied values of
depreciation taken into account in determining notional capital base values and the
target revenue for the first access arrangement period, escalated for inflation to
dollar values at 30 June 2009. The Authority is satisfied that this approach is
consistent with applying the roll forward calculation in a manner consistent with the
Code objective.

Capital Base at the Commencement of the Second Access Arrangement Period

619.

620.

621.

622.

The Authority has calculated revised values of the capital base for the transmission
and distribution networks at 30 June 2009 in accordance with the Authority’s
determination under this Draft Decision on the value of new facilities investment in
the first access arrangement period that may be added to the capital base under
section 6.51A of the Access Code, and on the value of redundant assets to be
subtracted from the capital base.

The Authority’s revised capital base at 30 June 2009 for the transmission network
of $2,199.18 million compares with a value of $2,415.47 million proposed by
Western Power (in dollar values of 30 June 2009).

The Authority’s revised capital base at 30 June 2009 for the distribution network of
$2,651.57 million compares with a value of $2,911.66 million proposed by Western
Power (in dollar values of 30 June 2009).

The calculation of the revised capital base values is shown in Table 65 and Table
66.
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Table 65 Authority’s revised capital base at 30 June 2009 for the transmission

network (real $ million at 30 June 2009)

2006/07

2007/08

2008/09

2009/10

Opening asset value 1,523.25 1,730.11 1,939.40 2,199.18
New facilities investment 260.83 269.45 323.12
Redundant assets -0.33 -1.85 0
Depreciation -53.64 -58.30 -63.34
1,730.11 1,939.40 2,199.18

Closing asset base

Table 66 Authority’s revised capital base at 30 June 2009 for the distribution
network (real $ million at 30 June 2009)

2006/07 2007/08 2008/09 2009/10
Opening asset value 1,751.70 2,006.99 2,286.23 2,651.57
New facilities investment 365.41 396.07 490.65
Redundant assets -4.21 -4.03 -3.92
Depreciation -106.81 -111.90 -121.40
Closing asset base 2,006.09 2,286.23 2,651.57

Notional Capital Base over the Second Access Arrangement Period

Application of the Section 6.51A Test to Forecast New Facilities Investment

623. Section 6.51 of the Access Code provides for the target revenue for an access
arrangement period to include capital costs calculated in respect of an amount of
forecast of new facilities investment that is reasonably expected to satisfy the test in
section 6.51A of the Access Code.

624. The practical effect of section 6.51A is that Western Power may notionally add
forecast new facilities investment to the capital base in each year of the second
access arrangement period to the extent that the forecast amounts either:

o are reasonably expected to satisfy the new facilities investment test; or

o are (or are to be) financed by a contribution, are reasonably expected to
meet the requirements of the first part of the new facilities investment test
(the efficiency test of section 6.52(a) of the Access Code), and the access
arrangement contains a mechanism designed to ensure that there is no
double recovery of costs as a result of addition of the amount to the capital
base.

625. For the second access arrangement period, Western Power proposes to only take
into account, for the purposes of determining target revenue, forecast new facilities
investment that is reasonably expected to satisfy the new facilities investment test.
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Western Power proposes to not add to the capital base any new facilities
investment that is financed by contributions. This proposed treatment of
contributions is addressed at paragraph 646 and following of this Draft Decision.

626. Western Power has determined amounts of forecast new facilities investment to be
notionally added to the capital base by deriving a total amount of forecast new
facilities investment and subtracting a forecast of capital contributions. These
amounts are shown in Table 67 and Table 68.

Table 67 Forecast new facilities investment for the second access arrangement
period for the transmission network (real $ million at 30 June 2009)

269

2009/10 2010/11 2011/12

Growth
Capacity expansion 460.26 449.16 292.98
Generation driven 36.43 112.49 49.52
Customer driven 92.56 165.18 121.42
Estimating risk (3.5 per cent) 20.62 25.44 16.24

Asset replacement and renewal
Asset Replacement 30.58 30.95 38.61
Estimating risk (3.5 per cent) 1.07 1.08 1.35

Improvement in service

Reliability driven 6.14 9.64 9.25

SCADA and communications 13.04 13.39 15.83

Estimating risk (3.5 per cent) 0.67 0.81 0.88
Compliance

Regulatory compliance 45.86 41.45 37.11

Estimating risk 1.60 1.45 1.30
Corporate

IT 9.10 7.30 4.45

Business support 12.05 11.53 4.86
Total new facilities investment 729.98 869.86 593.79
Forecast Contributions 49.98 84.39 63.47
Net addition to the capital base 680.00 785.47 530.33

89 Revised access arrangement information, p. 76, Appendix 7 and Appendix 9. Some inconsistencies exist

between values shown in Appendices and in the body of the revised access arrangement information.
Values indicated in the Appendices have been assumed to be the correct values.
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Table 68 Forecast new facilities investment for the second access arrangement
period for the distribution network (real $ million at 30 June 2009)

270

2009/10 2010/11 2011/12

Growth
Capacity expansion 77.78 90.59 97.30
Customer access 149.16 151.93 157.61
Gifted assets 97.91 99.74 103.47
Estimating risk (3.5 per cent) 11.37 11.98 12.54

Asset replacement and renewal

Asset Replacement 71.48 84.26 128.83
State underground power program 35.32 38.41 22.69
Metering 45.63 46.06 47.69
Estimating risk (3.5 per cent) 5.33 5.91 6.97

Improvement in service

Reliability driven 44.41 54.41 67.40

Rural power improvement program 8.41 5.40 3.13

SCADA and communications 5.91 5.93 5.93

Estimating risk (3.5 per cent) 2.06 2.30 2.68
Compliance

Regulatory compliance 87.92 103.31 135.08

Estimating risk 3.08 3.62 4.73
Corporate

IT 27.30 21.90 13.34

Business support 34.91 33.00 13.59
Total new facilities investment 707.99 758.71 822.98
Forecast Contributions 187.13 192.44 186.77
Net addition to the capital base 520.87 566.27 636.21

New Facilities Investment Test

627. Western Power’'s approach to determining an amount of forecast new facilities
investment that satisfies the new facilities investment test is:

o in respect of the efficiency test of section 6.52(a) of the Access Code, to
contend that the planning and procurement processes of Western Power are
such as to ensure that the forecast of new facilities investment is a
reasonable forecast of costs that would satisfy the efficiency test; and

210 Revised access arrangement information, p. 122, Appendix 7 and Appendix 9. Some inconsistencies exist

between values shown in Appendices and in the body of the revised access arrangement information.
Values indicated in the Appendices have been assumed to be the correct values.
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in respect of the tests of section 6.52(b) of the Access Code, to indicate a
forecast of contributions determined in accordance with the contributions
policy (as an amount that does not satisfy the new facilities investment test or
is otherwise chargeable as a contribution) and deducting this amount from
the forecast total new facilities investment.*’*

628. Western Power indicates that the forecast of contributions is derived to be
consistent with historical levels of capital contributions as a percentage of total

629.

630.

631.

271

272

capital expenditure.

272

The approach taken by the Authority to assessing the forecast of new facilities
investment and the amount of this forecast investment claimed by Western Power
to satisfy the new facilities investment test has been to:

assess whether the forecast of new facilities investment is reasonably
expected to satisfy the efficiency test under section 6.52(a) of the Access
Code; and

assess whether Western Power has made a reasonable forecast of the
amount of new facilities investment that will satisfy the new facilities
investment in its entirety and that is not otherwise financed by capital
contributions.

These matters are addressed in turn as follows.

Western Power indicates that the forecast of new facilities investment for the
transmission network is driven by the following factors.

A forecast requirement for connection of new generation projects necessary
to meet the IMO’s projected reserve capacity target. Necessary generation
connections were determined on a hierarchy of likelihood of connection of, in
order, projects with assigned capacity credits, committed generation projects
with an access agreement to the network, queued applications for generation
connection in order of Western Power’'s own assessment of the probability of
the application proceeding, and additional generation capacity determined
according to known proposals and factors such as fuel availability.?"®

Customer-driven augmentations for connection of new generation and new
major loads.?™

Forecast major augmentations of the transmission network to satisfy demand
growth, including

- the new Pinjar — Geraldton 330 kV transmission line;
- the new Kojonup — Albany 132 kV transmission line;
- the Grange Resources Mine 220 kV supply;

- the Shotts — East Terminal 330 kV transmission line;

Western Power submission of 17 December 2009.
Email correspondence from Western Power of 13 July 2009.

%3 Revised access arrangement information, pp. 64 to 66, Appendix 1: pp. 78, 79.
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633.

275

276

277

278

279

280

281

282

283

284

- the new Gindalbie Metals — Eneabba - Three Springs 330 kV
transmission line; and

- the new Wanneroo — Hocking — Wangara 132 kV transmission line.?"®

Other augmentations comprising specific projects for expansion of the
capacity of the transmission network including new and upgraded
transmission lines, new and upgraded zone substations, acquisition of land
for sites and easements, and other minor projects.?’®

Network replacement and maintenance, including a backlog of works from
the first access arrangement period.?’’

Compliance with safety, health and environmental regulations.?™
Specific projects for maintaining the reliability of the transmission network.?"®

Specific projects for improvements to SCADA and communications
systems.?®

Western Power indicates that the forecast of new facilities investment for the
distribution network is driven by the following factors.

High levels of growth in electricity demand and new connections.

Network replacement and maintenance, including a backlog of works from
the first access arrangement period and taking into account that the age of
many assets of the distribution network significantly exceeds their expected
lives.?

More onerous safety, health and environmental regulations.?®

A strategy of “feeder load reduction”, involving establishment of new zone
substations, creation of new distribution feeders and upgrading of existing
feeders according to a planning criterion that feeder peak loads are kept
below 80 per cent of “normal cyclic rating”.?*®

Improvements in reliability to meet standards established under the Electricity
Industry (Network Quality and Reliability of Supply) Code 2005, including a
backlog of works.?®*

Western Power states in its revised access arrangement information that its
overarching network investment strategy, network planning processes and
governance arrangements for capital investment should provide sufficient comfort
to the Authority that the company’s capital expenditure satisfies the requirements of

Revised access arrangement information, pp 68, 69, Appendix 1: pp. 64 — 69.
Revised access arrangement information, Appendix 1: pp. 69 — 77.

Revised access arrangement information, pp. 69, 70, Appendix 1: pp. 81 — 86.
Revised access arrangement information, pp. 70, 71, Appendix 1: pp 86 — 88.
Revised access arrangement information, pp. 70, 71, Appendix 1: pp 88 — 90.
Revised access arrangement information, pp. 70, 71, Appendix 1: pp 90 — 92.
Revised access arrangement information, p. 116, Appendix 1: pp. 42, 43.
Revised access arrangement information, pp. 119, 120, Appendix 1: pp. 52, 53.
Revised access arrangement information, p. 117.

Revised access arrangement information, pp. 117, 119, Appendix 1: p. 47
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637.
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the first part of the new facilities investment test — the efficiency test of section
6.52(a) of the Access Code.?®

The Authority has received advice from an engineering management consultant,
Geoff Brown & Associates, on the planning and procurement processes of Western
Power and whether these processes can be relied on as evidence that the forecast
new facilities investment is reasonably expected to satisfy the efficiency test of
section 6.52(a) of the Access Code.?®® Of particular relevance to forecasts of new
facilities investment for the second access arrangement period, this advice
addresses the processes for development of the proposed works program and
estimation of costs. The advice also takes into account a review of several
investment projects and programs.

The Authority’s expert’'s advice indicates that Western Power has implemented
substantial improvements to its processes of cost estimation and applied these
improved processes to the determination of cost forecasts for the second access
arrangement period. These improvements include establishing an estimating
centre within Western Power, with an initial focus on expenditure forecasts for the
second access arrangement period. The Authority is advised that the investment
planning and estimating processes for the investment forecasts have been
substantially improved over the course of the first access arrangement period and
are robust, although there may be some weakness in optimisation of capital
projects.?®’

On the basis of this advice, the Authority accepts that the planning and
procurement processes applied by Western Power in development of the forecast
of new facilities investment for the second access arrangement period support a
view that this forecast is consistent with the requirements of the efficiency test of
section 6.52(a) of the Access Code.

Notwithstanding this, the Authority has given attention to three matters affecting the
forecast of new facilities investment and whether this forecast is consistent with the
efficiency test of section 6.52(a) of the Access Code:

) the economic downturn that has emerged subsequent to Western Power
submitting its proposed access arrangement revisions;

o the inclusion by Western Power of a 3.5 per cent margin in forecasts of new
facilities investment as an “estimating risk factor”; and

o the ability of Western Power to undertake the capital works program that
underlies the forecast of new facilities investment given that the program is
substantially larger than that of the first access arrangement period.

Western Power has indicated to the Authority that the economic downturn has
caused Western Power to revise forecast load growth downwards to reflect the
deferral of some large new connections. In particular, Western Power has removed
allowances from the forecast for expenditures in 2009/10 for the Pinjar — Geraldton
330 kV transmission line and the Shotts — East Terminal 330 kV transmission line,
amounting to a reduction in forecast new facilities investment for capacity

Revised access arrangement information, p. 32.

288 Geoff Brown & Associates Ltd, 14 July 2009, Review of Expenditure Governance: Western Power.
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expansion by $434.93 million (real dollars 2009) or 35 per cent, and a reduction in
the forecast of gifted assets in the distribution network by $248.85 million (real
dollars 2009) or 80 per cent. Western Power has also anticipated other significant
reductions or deferrals in forecast new facilities investment in other categories both
related and unrelated to changes in demand (Table 69 and Table 70). These are
partly offset by increases in forecast investment in some categories, namely
customer driven investment in the transmission network (increased by
$11.55 million or three per cent) and customer access investment in the distribution
network (increased by $136.75 million or 29 per cent).

Table 69 Forecast and anticipated revised forecast of new facilities investment for
the second access arrangement period for the transmission network
(real $ million at 30 June 2009)°%

2009/10 2010/11 2011/12

Original Revised Original Revised Original Revised

Growth
Capacity expansion 476.37 143.45 464.88 323.41 303.24 342.70
Generation driven 37.70 62.29 116.43 66.58 51.26 68.08
Customer driven 95.80 36.30 170.96 182.44 125.67 185.24
Asset replacement and
renewal
Asset Replacement 31.65 18.54 32.03 29.58 39.96 31.49

Improvement in service

Reliability driven 6.36 1.76 9.97 1.81 9.57 0.93
SCADA and 13.50 10.25 13.86 13.41 16.39 15.84
communications
Compliance
Regulatory compliance 47.46 15.61 42.90 23.30 38.41 27.42
Corporate
IT 9.10 4.39 7.30 7.32 4.45 4.45
Business support 12.05 6.64 11.53 11.51 4.86 491
Total new facilities 729.98 306.13 869.86 659.28 593.79 681.05
investment
Forecast Contributions 49.98 12.69 84.39 29.87 63.47 30.38
Eet addition to the capital 680.00 293.44 785.47 629.41 530.33 650.67
ase

Note: for comparison purposes, values of the original forecast include the 3.5% estimating risk
factor.

288 \Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate
Affairs and 16 June 2009. Email from Western Power to the Economic Regulation Authority of 16 June
2009. Real dollar values calculated using inflation factors applied by Western Power (revised access
arrangement information Appendix 7: Revenue Model).
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Table 70 Forecast and anticipated revised forecast new facilities investment for
the second access arrangement period for the distribution network (real
$ million at 30 June 2009)**°

2009/10 2010/11 2011/12
Original Revised Original Revised Original ‘ Revised
Growth
Capacity expansion 80.50 74.07 93.76 85.61 100.70 92.62
Customer access 154.38 212.74 157.25 195.00 163.13 203.77
Gifted assets 101.34 9.76 103.23 23.69 107.09 29.36
Asset replacement and
renewal
Asset Replacement 73.98 68.60 87.21 93.79 133.34 103.27
State underground 36.55 19.52 39.75 30.44 23.49 36.12

power program
Metering 47.23 11.71 47.67 13.32 49.36 13.89

Improvement in service

Reliability driven 45.97 10.83 56.31 28.54 69.76 46.31
_Rural power 8.70 7.81 5.59 7.61 3.23 2.78
improvement program
SCADA z.ind' 6.12 5.46 6.13 5.90 6.14 5.93
communications
Compliance
Regulatory compliance 91.00 78.65 106.92 104.16 139.81 131.06
Corporate
IT 27.30 13.17 21.90 21.88 13.34 13.34
Business support 34.91 19.81 33.00 33.01 13.59 13.62
Total new facilities 707.99 532.04 758.71 642.92 822.98 692.07
investment
Forecast Contributions 187.13 137.99 192.44 142.01 186.77 153.47
lt\)Iet addition to the capital 520.87 394.05 566.27 500.90 636.21 538.59
ase

Note: for comparison purposes, values of the original forecast include the 3.5% estimating risk
factor.

639. Western Power has not provided details of the factors underlying the anticipated
revised forecasts and the Authority is unable to determine the extent to which the
revisions arise from a reduction in the programs of capital works and from other
factors such as lower unit costs. In regard to the latter, the Authority reiterates the

289 \Western Power, 25 May 2009, Letter from Mr Phil Southwell, General Manager Strategy and Corporate
Affairs and 16 June 2009, Email from Western Power to the Economic Regulation Authority of 16 June
2009. Real dollar values calculated using inflation factors applied by Western Power (revised access
arrangement information Appendix 7: Revenue Model).
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641.
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643.

644.
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view expressed earlier in this Draft Decision that there does not appear to be
justification for any assumption of real increases in unit costs for the second access
arrangement period (paragraph 416).

With respect to the inclusion of the 3.5 per cent “estimating risk margin” in the cost
forecast of new facilities investment, Western Power has included this margin as an

“allowance in forecast expenditures for small errors in cost estimating”.?*°

The Authority is not satisfied that Western Power has provided adequate
justification for inclusion of this margin in costs forecasts. In particular, Western
Power has not established that its processes for estimating costs are expected to
systematically under-estimate costs by the amount of the margin and, if this is the
case, why the processes for estimating costs should not be altered so as to remove
the systematic error rather than addressing this through a universally applied risk
margin.

Taking the above matters into account, the Authority considers that the forecast of
new facilities investment is not an amount that is reasonably expected to satisfy the
efficiency test of section 6.52(a) of the Access Code. The Authority considers that
the forecast new facilities investment is in excess of the amount that satisfies this
test as a result of the forecast including:

o amounts in respect of capital works that are either no longer required or that
may be deferred in light of the downturn in the Western Australian economy
and a lower forecast of demand for network services;

o amounts reflecting a real escalation in unit costs over the second access
arrangement period; and

o an amount of an “estimating risk margin”.

The second part of the new facilities investment tests comprises the incremental
revenue test, net benefits test and safety and reliability test of section 6.52(b) of the
Access Code. Western Power has determined an amount of new facilities
investment that it contends meets the tests of section 6.52(b) by indicating a
forecast of contributions determined in accordance with the contributions policy (as
an amount that does not satisfy the new facilities investment test or is otherwise
chargeable as a contribution) and deducting this amount from the forecast total new
facilities investment.

The Authority has compared the forecast of contributions with actual values in the
first access arrangement period. The Authority observes that the level of capital
contributions forecast by Western Power is significantly greater than in the first
access arrangement as a proportion of the values of new facilities investment in
categories that attract contributions (Table 71). The Authority also considers that in
the current access arrangement, Western Power may have tended to
underestimate values of new facilities investment that satisfy the new facilities
investment test and determined capital contributions at too high a level (paragraphs
582 to 585 of this Draft Decision).

Revised access arrangement information, Appendix 1: p. 56.
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645.

Table 71 Actual and forecast capital contributions (real $ million at 30 June
2009)**

2006/07 2007/08 2008/09 2009/10 2010/11 2011/12

Actual Actual Forecast Forecast Forecast Forecast

Transmission

Customer driven 19.26 75.59 47.80 37.70 116.43 51.26
investment

Generation driven 121.29 90.73 139.53 95.80 170.96 125.67
investment

Total 140.56 166.32 187.33 133.50 287.38 176.92
Contributions 36.70 33.47 27.00 49.98 84.39 63.47
Ratio of contributions 0.26 0.20 0.14 0.37 0.29 0.36
to investment

Distribution

Customer driven 194.80 195.15 131.89 154.38 157.25 163.13
investment

Gifted assets 23.67 20.91 94.30 101.34 103.23 107.09
Total 218.47 216.06 226.19 255.73 260.47 270.22
Contributions 143.10 140.57 145.20 187.13 192.45 186.77
Ratio of contributions 0.65 0.65 0.64 0.73 0.74 0.69

to investment

Taking these factors into account, and subject to adjustments of the forecast new
facilities investment as required (refer to paragraph 642, above) for the forecast to
meet the efficiency test of section 6.52(a) of the Access Code, the Authority is
satisfied that the forecast of new facilities investment that Western Power proposes
to add to the capital base is reasonably expected to satisfy the tests of section
6.52(b) of the Access Code. The Authority also notes that all new facilities
investment to occur in the second access arrangement period will still have to be
assessed to determine whether it satisfies the new facilities test, either at the time
of revisions to the access arrangement for the third access arrangement period or
at the time of any application by Western Power under provisions of sections 6.71
and 6.72 of the Access Code.

New facilities investment that is the subject of a contribution

646.

647.

291

For the second access arrangement period, Western Power proposes a different
treatment of contributions than that applied under the access arrangement for the
first access arrangement period in taking the value of contributions into account in
setting and applying the price control.

Under the current access arrangement, the value of any new facilities investment
financed by contributions is added to the capital base and the value of contributions
is deducted from target revenue. This treatment leaves Western Power financially
neutral in respect of the financing of new facilities investment by contributions.

Revised access arrangement, Appendix 7 (Revenue Model); Appendix 9.
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649.

Western Power earns future revenue from depreciation allowances and a rate of
return on the value of investment added to the capital base, but bears an equivalent
cost (in present value terms) by having the value of the contributions deducted from
the value of revenue able to be recovered under the price control. This treatment is
consistent with the requirement of section 6.51A(b) for the value of investment
financed by capital contributions to be added to the capital base.

For the second access arrangement period, Western Power has proposed to not
add to the capital base any new facilities investment financed by contributions. This
treatment of contributions is also financially neutral on Western Power. Western
Power does not meet the cost of the new facilities investment that is the subject of
the contribution and does not gain any revenue from that investment.

Notwithstanding the equality of the two alternative treatments of contributions in
their financial neutrality for Western Power, the two treatments have different
temporal effects on network prices. This matter is given further consideration by
the Authority in the determination of target revenue (paragraph 831 and following).

Conclusion on Application of the Section 6.51A Test

650.

651.

652.

653.

Under section 6.51 of the Access Code, the forecast total costs for providing
covered services for the second access arrangement period may include costs in
relation to forecast new facilities investment that is reasonably expected to satisfy
the test in section 6.51A when the forecast new facilities investment is forecast to
be made.

The test in section 6.51A of the Access Code states that new facilities investment
may be added to the capital base if:

o It satisfies the new facilities investment test (under section 6.52 of the Access
Code); or
o the Authority otherwise approves it being added to the capital base if:

- it has been, or is expected to be, the subject of a capital contribution;
and

- it meets the requirements of section 6.52(a); and

- the access arrangement contains a mechanism to ensure that there is
no double recovery of costs as a result of the addition.

In determining the forecast total costs for providing covered services for the second
access arrangement period, Western Power proposes to take into account only that
part of forecast new facilities investment that is reasonably expected to satisfy the
new facilities investment test. Western Power proposes that the amount of forecast
new facilities investment that is the subject of capital contributions is not to be taken
into account in determining the forecast total costs.

After having regard to information provided by Western Power and other advice, the
Authority considers that the entire amount of forecast new facilities investment that
is not subject to a contribution, and that Western Power proposes to take into
account in determining the forecast total costs, does not satisfy the new facilities
investment test and, hence, does not satisfy the test of section 6.51A or the
requirements of section 6.51.



Economic Regulation Authority

654.

655.

656.
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The Authority considers that a lesser amount of forecast new facilities satisfies the
requirements of section 6.51 of the Access Code, which is an amount that:

o reflects a revised program of capital works that takes into account revised
forecasts of demand for network services;

° reflects a zero rate of escalation in unit costs over the second access
arrangement period; and

o excludes any “estimating risk margin”.

Required Amendment 28

The proposed access arrangement revisions should be amended to
incorporate a forecast of new facilities investment that:

o reflects a revised program of capital works that takes into account
revised forecasts of demand for network services;

reflects a zero rate of escalation in unit costs over the second access
arrangement period; and

excludes any “estimating risk margin”.

The Authority expects that Western Power will provide further information to support
revised forecasts of new facilities investment prior to the Authority’s final decision
on the proposed access arrangement revisions. The Authority also notes that all
new facilities investment to occur in the second access arrangement period will still
have to be assessed as to whether it satisfies the new facilities investment test,
either at the time of revisions to the access arrangement for the third access
arrangement period or at the time of any application by Western Power under
provisions of sections 6.71 and 6.72 of the Access Code.

For the purposes of this Draft Decision, the Authority has determined the total cost
of providing covered services taking into account the anticipated revised forecast of
new facilities investment provided by Western Power to the Authority on 25 May
2009, together with a corresponding allocation of the revised forecast across asset
classes and the revised forecast of capital contributions, also provided by Western
Power?®? (Table 72 and Table 73).

Email from Western Power to the Economic Regulation Authority of 16 June 2009.
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Table 72 Amended forecast new facilities investment for the transmission
network (real $ million at 30 June 2009)

2009/10 2010/11 2011/12
Transmission cables 6.26 14.13 14.97
Transmission steel towers
Total investment 110.70 200.19 207.37
Forecast contributions 11.44 26.92 27.38
Net investment 99.27 173.27 179.99
Transmission wood poles 17.47 33.53 35.57
Transmission metering 0 0 0
Transmission transformers
Total investment 48.09 122.90 129.07
Forecast contributions 0.93 2.18 2.22
Net investment 47.16 120.72 126.86
Transmission reactors 1.50 6.78 6.91
Transmission capacitors
Total investment 11.73 46.99 48.13
Forecast contributions 0.01 0.03 0.03
Net investment 11.72 46.96 48.10
Transmission circuit breakers 57.27 130.72 137.92
SCADA & communications 11.34 16.54 19.12
IT 4.39 7.32 4.45
Other non-network assets 6.59 11.51 491
Land and easements
Total investment 30.80 68.66 72.59
Forecast contributions 0.31 0.73 0.74
Net investment 30.49 67.93 71.84
Total investment 306.14 659.27 681.01
Total contributions 12.69 29.87 30.38
Total new facilities investment less 293.46 629.41 650.63
contributions
184 Draft Decision on Proposed Revisions to the Access Arrangement
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Table 73 Amended forecast new facilities investment for the distribution network
(real $ million at 30 June 2009)

2009/10 2010/11 2011/12

Wooden poles

Total investment 151.75 198.72 231.25
Forecast contributions 8.17 8.60 10.48
Net investment 143.58 190.12 220.78

Underground cables

Total investment 185.48 205.00 228.02

Forecast contributions 82.61 84.43 87.89

Net investment 102.87 120.58 140.12
Transformers

Total investment 64.90 69.71 76.37

Forecast contributions 22.53 23.49 27.27

Net investment 42.37 46.22 49.10
Switchgear

Total investment 59.24 72.31 83.42

Forecast contributions 14.78 15.33 17.34

Net investment 44.46 56.97 66.09

Street lighting

Total investment 20.41 22.62 25.59

Forecast contributions 9.90 10.11 10.51

Net investment 10.51 12.51 15.08
Meters and services 11.74 13.32 13.89
SCADA & communications 13.17 21.88 13.34
IT 5.62 6.32 6.57
Other non-network assets 19.76 33.01 13.62
Land and easements 0 0 0
Total investment 532.07 642.89 692.08
Total contributions 137.99 141.97 153.48
Total new facilities investment less 394.09 500.91 538.60

contributions

Redundant Assets

657. Consistent with the treatment of redundant assets in the first access arrangement
period, Western Power has included a forecast of the value of redundant assets in
the notional roll forward of the capital base for the second access arrangement
period. The forecast value is deducted from the capital base (in relevant asset
categories) and an equivalent amount included in the total costs through an amount
of accelerated depreciation.
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658.

659.

The treatment of redundant assets applied in the first access arrangement period
and proposed for the second access arrangement period compensates Western
Power for asset redundancy: the reduction in the value of the capital base is offset
by an allowance for accelerated depreciation.

Values of redundant assets proposed for the second access arrangement period
are shown in Table 74 and are indicated by Western Power to relate to assets
expected to be made redundant as a result of the under-grounding of distribution
lines under the State Underground Power Program.?*® Given the low value of the
redundancy allowances and the fact that these relate to a specific program, the
Authority is satisfied that they are appropriately taken into account in determination
of target revenue for the second access arrangement period.

Table 74 Value of redundant assets proposed for the second access arrangement
period (real $ million at 30 June 2009)**

2009/10 2010/11 2011/12
Transmission 0 0 0
Distribution
Wooden pole lines 2.83 2.76 2.69
Transformers 0.76 0.74 0.72
Switchgear 0.19 0.19 0.18
Total distribution 3.78 3.68 3.59
Total 3.78 3.68 3.59

Depreciation

660.

661.

662.

Under section 6.70 of the Access Code, an access arrangement must include a
specification of the method by which depreciation allowances for assets of the
capital base are calculated, assumptions as to asset lives and the circumstances in
which the depreciation of a network asset may be accelerated.

Western Power’s proposed method and assumptions for calculation of depreciation
allowances are set out in clauses 6.4 to 6.6 of the proposed access arrangement
revisions.

In determination of total costs for the second access arrangement period, Western
Power calculates depreciation allowances using the straight-line method with
assumptions of average residual lives of existing assets included in the initial capital
base values of the transmission and distribution networks, and total asset lives for
new assets introduced to the capital base as new facilities investment. Western
Power has maintained the same method of straight-line depreciation and
assumptions of asset lives in calculation of depreciation allowances as applied for
the first access arrangement period.

93 proposed access arrangement revisions, clause 6.6.

294

Revised access arrangement information, Appendix 7 (Revenue Model).
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663. At clause 6.6 of the proposed access arrangement revisions, Western Power
indicates that accelerated depreciation will be applied to distribution assets that will
be decommissioned as a result of the State Underground Power Program
undertaken by Western Power on behalf of the Western Australian Government.
This principle of accelerated depreciation is unchanged from the current access
arrangement.

664. Assumptions of asset lives for the asset categories of the capital base of the
transmission and distribution networks are indicated in Table 75.

Table 75 Assumptions of asset lives applied for calculation of depreciation
allowances®®

Asset category Assumed asset life (years)

Existing assets at

30 June 2006 New assets

Transmission

Cables 38.1 55
Steel towers 41.3 60
Wood poles 20.9 45
Metering 26.1 40
Transformers 255 50
Reactors 27.0 50
Capacitors 23.1 40
Circuit breakers 28.2 50
SCADA & communications 11.4 34.15
IT&T 4.2 16.85
Other non-network assets 12.0 16.85
Land and easements Not applicable Not applicable
Distribution

Wooden pole lines 145 41
Underground cables 36.9 60
Transformers 16.9 35
Switchgear 13.5 35
Street lighting 1.2 20
Meters and services 9.2 25
IT&T 9.8 10.16
SCADA & communications 10.2 10.16
Other non-network assets 11.3 10.16
Land and easements Not applicable Not applicable

2% Revised Access Arrangement Information, Appendix 7 (Revenue Model).
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665.

Western Power has proposed continuing the same method of calculation of
depreciation allowances and assumptions of asset lives as applied for the first
access arrangement period and the Authority is satisfied that the calculation of
depreciation allowances is consistent with the requirements of section 6.70 of the
Access Code.

Notional Capital Base Values for the Second Access Arrangement Period

666.

667.

668.

669.

296

The Authority has calculated revised values of the notional capital base for the
second access arrangement period in accordance with the Authority's
determinations under this Draft Decision on whether the forecast of new facilities
investment may, under section 6.50 of the Access Code, be taken into account in
determination of total costs and target revenue.

The revised notional capital base at the end of the second access arrangement
period (30 June 2012) for the transmission network of $3,540.82 million compares
with a value of $4,150.51 million proposed by Western Power (in dollar values of
30 June 2009).

The revised notional capital base at the end of the second access arrangement
period (30 June 2012) for the distribution network of $3,618.32 million compares
with a value of $4,129.19 million proposed by Western Power (in dollar values of
30 June 20009).

The calculation of the revised capital base values is shown in Table 76 and Table
77.

Table 76 Authority’s revised notional capital base values for the second access
arrangement period for the transmission network (real $ million at
30 June 2009)%*

2009/10 2010/11 2011/12
Opening asset value 2,199.18 2,422.58 2,976.93
New facilities investment 293.46 629.41 650.63
Redundant assets 0 0 0
Depreciation (70.06) (75.05) (86.74)
Closing asset base 2,422.58 2,976.93 3,540.82

Revised access arrangement information, Appendix 7 (Revenue Model).
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Table 77 Authority’s revised notional capital base values for the second access
arrangement period for the distribution network (real $ million at
30 June 2009)**’

2009/10 2010/11 2011/12
Opening asset value 2,651.57 2,903.50 3,250.22
New facilities investment 394.09 500.91 538.60
Redundant assets (3.78) (3.68) (3.59)
Depreciation (138.38) (150.51) (166.92)
Closing asset base 2,903.50 3,250.22 3,618.32

Weighted Average Cost of Capital

Access Code Requirements

670.

671.

672.

673.

Section 6.64 of the Access Code requires that the access arrangement set out the
weighted average cost of capital (WACC) for a covered network.

Section 6.65 of the Access Code provides for the Authority to make a determination
of the preferred methodology for calculating the WACC in access arrangements for
covered networks under the Access Code. If a determination has been made by
the Authority, section 6.64(a) of the Access Code requires Western Power to use
the Authority’s methodology in the determination unless Western Power can
demonstrate that an access arrangement containing an alternative methodology
would better achieve the objectives set out in section 6.4 of the Access Code and
the Code objective.

On 25 February 2005, the Authority made a determination (WACC Determination)
under section 6.65 of the Access Code on the preferred WACC methodology.?®

This determination has effect for five years from 25 February 2005 and is effective
for the proposed revisions to the access arrangement.

Proposed Revisions

674.

675.

297

298

The WACC applied under the current access arrangement is 6.72 per cent pre-tax
real.

Western Power has proposed a WACC of 8.95 per cent pre-tax real for the second
access arrangement period. This value was determined after calculation of a
“reasonable range” of WACC values according to the method established by the
Authority’s WACC Determination and by application of parameter values to the
capital asset pricing model (CAPM) and WACC as shown in Table 78.

Revised access arrangement information, Appendix 7 (Revenue Model).
Economic Regulation Authority, 25 February 2005, Determination of the preferred methodology for

calculating the weighted average cost of capital for covered electricity networks.
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Table 78

access arrangement revisions

Current Access

WACC Values for the Current Access Arrangement and Proposed

Proposed access

Parameter Arrangement arrangement revisions

(Determined bg the (Proposed by Western
Authority)®* Power) 3°

Nominal 5.81 6.45

risk free rate (%)

Real risk free rate (%) 2.63 3.62

Inflation rate (%) 3.10 2.73

Capital structure 40 40

(equity to total value, %)

Capital structure 60 60

(debt to total value, %)

Equity beta 08-1.0 0.90-1.10

Market risk premium (%) 5.0-6.0 6.0-7.0

Debt margin (%) 1.225t0 1.425 3.365 — 3.665

(including debt establishment
costs of 0.125%)

(including debt establishment
costs of 0.125%)

Value of imputation credits 30-60 0-50
(gamma, %)

Range for the real pre-tax 5.57-6.85 8.50-11.12
WACC (%)

Applied real pre-tax WACC 6.76 8.95

(%)

676. Western Power has included in the revised access arrangement information a
report from KPMG that establishes the values of input parameters to the WACC
calculation and establishes the range of WACC values.***

677. Western Power established its proposed WACC value on the basis of a nominal
risk free rate and a debt margin established from capital market data over a
60 trading-day period to 23 June 2008. Western Power indicates that the
determination is subject to revision to reflect a prevailing risk free rate and updated
inflation outlook at a time closer to the approval of the proposed access
arrangement revisions.

299 Economic Regulation Authority, 2 March 2007, Final Decision, Appendix B.

300 Revised access arrangement information, Appendix 7 (Revenue Model).
301 Revised access arrangement information, Appendix 6.
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678. Itis not clear from the proposed access arrangement revisions how Western Power

intends to make such revisions given that the proposed WACC value is selected
from within a broad range of values rather than being a calculated value. However,
Western Power has further submitted that: 3%

... the value of WACC will be subject to revision to reflect the prevailing interest rates
and the corresponding 10-year inflation outlook over a sampling period to be agreed
(on a confidential basis) between the Authority and Western Power.

It is Western Power's intention to revise the plausible range for WACC based on the
parameter recommended by KPMG and the revised market data from the agreed
sampling period. It can be reasonably anticipated that Western Power will select a
point value from the revised range based on the parameter values currently specified
in Chapter 6A of the National Electricity Rules in relation to: equity beta (1.0); gamma
(0.5); market risk premium (6%); and gearing (60%).

679. Submissions made to the Authority include the following contentions.

o Western Power manages its business in such a manner as to reduce its
commercial risk to levels substantially below comparable private businesses,
and this lower risk should be reflected in a lower regulatory rate of return and
lower prices of network services.*%

o In determining the risk free rate and cost of debt from capital market data,
Western Power has not justified either consideration of market data over a
60-day rather than 20-day period, nor its request to have the date of
determination of the risk free rate and costs of debt determined by the
Authority prior to the final decision and communicated to Western Power on a
confidential basis.?*

o Substantial differences exist between the values of CAPM and WACC
parameters applied by Western Power to those of a determination by the
Australian Energy Regulator (AER) for electricity transmission and
distributions in the National Electricity Market, with the latter implying a lower
value for the WACC than proposed by Western Power.>%

o Scrutiny by the Authority of Western Power’s proposed WACC is necessary
due to the difference between the proposed WACC and that applied for the
first access arrangement period, and the downturn in economic activity
occurring since the last quarter of 2008.3%

680. Where relevant, these submissions are addressed and responded to in the

following section, which sets out the considerations of the Authority.

Western Power submission of 17 December 2008.

Griffin Energy Development Pty Ltd submission of 17 December 2008.

Alinta Sales Pty Ltd submission of 17 December 2008; Synergy submission of 22 December 2008 on the
Price Control.

Alinta Sales Pty Ltd submission of 17 December 2008; Synergy submission of 22 December 2008 on the
Price Control (referring to Australian Energy Regulator, December 2008, Electricity transmission and
distribution network service providers, Review of the weighted average cost of capital (WACC)
parameters).

Verve Energy submission of 2 December 2008; Perth Energy submission of 17 December 2008;
Department of Treasury and Finance submission of 17 December 2008.
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Under the requirements of section 6.64 of the Access Code, the Authority must
determine whether the WACC proposed by Western Power has been determined
consistently with the methodology in the Authority’s WACC Determination, or by an
alternative methodology that has been demonstrated by Western Power to better
achieve the objectives set out in section 6.4 of the Access Code and the Code
objective.

The Authority’s WACC Determination was that:*"’

o the CAPM be the methodology used for calculating the return on assets;
o financial modelling be applied in real terms;
o the WACC be formulated on a pre-tax basis, using the Officer formula with

the taxation adjustment calculated using a forward transformation;

o the debt premium be based on market evidence of debt costs for businesses
with a credit risk profile consistent with a BBB or BBB+ credit rating (sources
of relevant market evidence may include CBASpectrum and Bloomberg
estimates of corporate bond yields);

o nominal risk free rates be derived from Commonwealth 10 year bond rates
with terms of 10 years, calculated on the basis of a 20 trading-day average of
the yields, taken at the final day of the month prior to a decision on an access
arrangement;

o real risk free rates to be derived from a 20 trading-day average of the yields
on Commonwealth index-linked bonds with terms of 10 years, taken at the
final day of the month prior to a decision on an access arrangement;

o the inflation forecast for the relevant period is the difference between the
nominal risk free rate and real risk free rate (calculated using the Fisher
equation); and

o an appropriate benchmark gearing assumption be adopted to encourage
efficient financing decisions.”

Relevant objectives for the WACC under section 6.4 of the Access Code and the
Code objective are that the WACC should be set at a value that:

o gives the service provider an opportunity to earn revenue that meets the
forward-looking and efficient cost of funds;

o is commensurate with the commercial risks involved in the provision of
covered services; and

o promotes the economically efficient investment in, and operation and use of,
the SWIN and the services provided by the SWIN.

The Authority has considered Western Power's proposed WACC against the
elements of methodology addressed in the Authority’s WACC Determination and

Economic Regulation Authority, 25 February 2005, Determination of the preferred methodology for

calculating the weighted average cost of capital for covered electricity networks, paragraph 5.
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688.

689.

the values of parameters of the CAPM and WACC formulae that are applied under
this methodology.

In considering Western Power’s proposed WACC, the Authority has had regard to
recent studies of regulatory rate of return values for utility businesses, including the
determination of the AER on values of WACC parameters for electricity
transmission and distribution businesses under the National Electricity Rules.3%®

The Authority’s WACC Determination requires that:

o the CAPM be the methodology used for calculating the return on assets;
) financial modelling be applied in real terms; and
o the WACC be formulated on a pre-tax basis, using the Officer formula with

the taxation adjustment calculated using a forward transformation.

Western Power has provided details of its financial modelling for the determination
of total costs and target revenue and determination of the WACC as Appendix 7 of
the revised access arrangement information. The Authority has scrutinised the
financial model and WACC calculations and is satisfied that Western Power has
undertaken financial modelling and calculated the WACC value in accordance with
the general method of the Authority’'s WACC Determination. The Authority’s
consideration of the WACC proposed by Western Power has therefore been limited
to the values of parameters in the calculation of the WACC, rather than the general
method of determination.

Western Power has determined a value of the nominal risk free rate of 6.45 per
cent from the average of implied annualised yields on 10-year Commonwealth
Government Securities (government bonds) over a 60 trading-day period to
23 June 2008. An inflation forecast of 2.73 per cent was derived by consideration
of the short-term inflation forecasts and the long-term inflation targets of the
Reserve Bank of Australia. A value of the real risk free rate was then calculated
from the nominal risk free rate and inflation rate by the Fisher equation.**

Western Power indicates that this method for the derivation of the real risk free rate
differs from the method applied by the Authority in its WACC Determination
(observing a real risk free rate from implied yields on inflation-indexed government
bonds), but that this method is consistent with the Authority’s June 2008
determination of a WACC value for regulated railway infrastructure.®*°

%98 Australian Energy Regulator, December 2008, Electricity transmission and distribution network service
providers, Review of the weighted average cost of capital (WACC) parameters. Australian Energy
Regulator, May 2009, Electricity transmission and distribution network service providers, Statement of the
revised WACC parameters (transmission), Statement of regulatory intent on the revised WACC
parameters (distribution).

%99 Revised access arrangement information, p. 103.
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The method applied by Western Power for derivation of the risk free rate also differs
from the Authority’s WACC Determination in that risk free rates are estimated from
implied yields on government bonds over a 60 trading-day period, rather than a 20
trading-day period as applied by the Authority. Western Power indicates that the
longer period is preferred as the 20 trading-day period may be too short for Western
Power to re-finance or hedge a significant portion of its debt portfolio.

Western Power has further indicated that it will seek an agreement with the
Authority on the date at which the values of these market parameters are to be
determined and the “sampling period” of capital-market data (the number of trading
days over which average values for the risk free rate and debt margins are
determined), with the agreed date and period to be kept confidential.***

Alinta Sales and Synergy have both submitted that Western Power has failed to
justify either the 60-day period sampling period of market data or the confidentiality
of the date at which market data is applied in determining the risk free rate and cost
of debt.3*?

In previous regulatory determinations for electricity, gas and rail infrastructure
services, the Authority has typically adopted a method for estimation of the risk free
rates of taking the average of implied yields on 10-year government bonds over a
20 trading-day period to the end of the calendar month prior to the relevant
determination. This method has not been mandated by any of the regulatory codes
governing the Authority’s determinations, but rather is a convention adopted by
most Australian economic regulators taking into account:

o a benchmark assumption of financing of investment through long-term debt
and equity instruments; hence, the observation of implied yields on 10-year
government bonds rather than shorter-term securities;

o the occurrence of day-to-day volatility in the pricing of government bonds;
hence, the use of an average over 20 trading-days; and

o the ability to avoid “cherry-picking” of market observations to achieve higher
or lower estimates of the risk-free rate, by establishing a date of
determination before the values of market observations at that date are
known.

The Authority considers that, unless there is a demonstrated reason for change,
maintaining the conventional practice in determining the risk free rate provides
some certainty for regulated businesses in the manner in which the rate of return is
to be determined, and is thereby consistent with maintaining incentives for
investment in electricity network assets and with the Code objective.

With regard to Western Power’'s proposal to determine the risk free rate by
observation of implied yields on government bonds over a 60 trading-day period
rather than a 20 trading-day period, the Authority does not accept that there is any
necessary relationship between the time period used and Western Power’s
activities in financial transactions. Rather, the only reason to contemplate a longer
period would be increased volatility in day-to-day observations of implied yields on

Revised access arrangement information, pp. 104, 141.
Alinta Sales Pty Ltd submission of 17 December 2008; Synergy submission of 22 December 2008 on the

Price Control.
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700.
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government bonds that could introduce a bias into an average over a 20 day period.
Western Power has not made any claim or provided any evidence for such
increased volatility and the Authority therefore maintains the view that it is
appropriate to determine the risk free rate as the average of implied yields on 10-
year government bonds over a 20 trading-day period.

Western Power has requested that the timing of the period to be used to determine
the risk free rate be established by agreement with the Authority and not be
dependent upon the timing of the Authority's decision under the Access Code.

The Access Code does not make any explicit provision for the Authority to specify a
time period for determination of the risk free rate. However, there are precedents in
other Australian jurisdictions for the time of estimating the risk free rate to be fixed
in the manner requested by Western Power.

The National Electricity Rules (at clauses 6.5.2(c)(2) and 6A.6.2(c)) make explicit
provision for transmission and distribution service providers to propose a period for
determination of the risk free rate, for the AER to not unreasonably withhold
agreement to any such proposal, and for the period to be kept confidential until after
the expiry of the period.

During the process of the Victorian Essential Services Commission’s most recent
approval of revisions to access arrangements for the Victorian gas distribution
businesses, a request was made to fix a date for determining the risk free rate,
which was set at 30 November 2007 and was ultimately about three months prior to
the final decision.®*® The Commission acceded to this request.

The Authority is satisfied that fixing the date of estimation of the risk free rate may
facilitate Western Power’s activities in financial transactions and ultimately provide
for efficient financing of investment and efficient investment decisions. The
Authority is further satisfied that there is justification for confidentiality of this date to
be maintained until after the date. Public notice of a date of estimation of the risk
free rate may effectively advertise to finance providers that Western Power intends
to enter into financial arrangements at a particular date and may create the
opportunity for anti-competitive behaviour amongst finance providers. The
Authority is also satisfied that maintaining confidentiality of the date would not be to
the disadvantage of users.

The Authority will determine a date for estimation of the risk free rate for the
purposes of the ultimate final decision on the proposed revisions to the access
arrangement and will advise Western Power of this date. For the purposes of
providing an indication of the WACC as part of this Draft Decision, the Authority has
assessed the proposed WACC on the basis of the risk free rate estimated at
30 June 2009. The WACC value will be revised in the final decision to reflect a risk
free rate determined at the date to be indicated to Western Power.

With regard to the determination of the real risk free rate, the practice of regulators
has changed over the past two years. While the Authority and other Australian
economic regulators previously determined real risk free rates by observations of
implied yields on inflation-indexed government bonds, an increasingly thin market

Essential Services Commission Victoria, 7 March 2008, Gas Access Arrangement Review 2008-2012

Final Decision — Public Version, p. 456.
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for inflation-indexed government bonds has led to concerns over whether the
implied yields on these bonds are indicative of risk free rates of return.®*
Accordingly, the Authority is satisfied that Western Power’s proposed method of
determining the risk free rate (by adjusting the nominal risk free rate by an assumed
value of future inflation) better achieves an estimate of the cost of capital and
therefore better achieves the objectives of section 6.4 of the Access Code.

The value of inflation applied by Western Power of 2.73 per cent per annum was
determined on the basis of the short to medium term inflation projection for
Australia of three to four per cent and a longer term view of inflation being near the
midpoint of the Reserve Bank of Australia’s target range for inflation of two to three
per cent. The Authority is satisfied with this general approach to determining a
forecast of inflation. However, since Western Power submitted the proposed
access arrangement revisions in October 2008, there has been a substantial slow
down in economic activity and a lowering of short to medium term expectations of
inflation of 2.5 per cent for the year to June 2010 and 1.5 per cent to June 2011.3"
Taking this change in inflation expectations into account with a longer term forecast
of 2.5 per cent, the Authority has applied an inflation rate of 2.4 per cent in
calculating a real risk-free rate from the observed nominal risk free rate.

With an estimated nominal risk free rate of 5.60 per cent at 30 June 2009 and an
assumed inflation rate of 2.38 per cent, the Authority estimates a real risk free rate
of 3.15 per cent.

The debt margin (also referred to as the debt premium) is a margin above the risk
free rate reflecting the risk in provision of debt finance to the regulated activity.

Western Power has proposed determination of the WACC taking into account a
range in values of the debt margin derived from fair-value yield estimates of BBB to
BBB+ rated corporate bonds published by CBASpectrum, plus an amount of
12.5 basis points as an allowance for debt transaction costs. For the purposes of
its proposed access arrangement revisions, Western Power determined the range
of values for the debt margin from averages of fair value yield estimates over a 60
trading-day period to 23 June 2008. As with the risk free rate, Western Power
proposes that the range of values of the debt margin be updated to reflect a
determination over a 60 trading-day period to be agreed with the Authority.

The Authority’s WACC Determination indicates a preferred method for estimating a
debt margin as use of market evidence of debt costs for businesses with a credit
risk profile consistent with a BBB or BBB+ credit rating, at the end of the month
prior to a decision on proposed revisions to the access arrangement, with relevant
sources of market evidence including CBASpectrum and Bloomberg. The WACC
Determination also contemplates an allowance for debt issuance costs of 12.5
basis points.

See, for example, Economic Regulation Authority, 23 June 2008, Final Determination 2008 Weighted

Average Cost of Capital for the Freight (WestNet Rail) and Urban (Public Transport Authority) Railway
Network, pp. 11 — 15. Essential Services Commission Victoria, 7 March 2008, Gas Access Arrangement
Review 2008-2012 Final Decision — Public Version, pp. 450 — 460.
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Reserve Bank of Australia, May 2009, Statement on Monetary Policy, pp. 69, 70.
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The method applied by Western Power for derivation of the debt margin differs from
the Authority’s WACC Determination in that:

o the debt margin is determined with reference to market evidence over a
60 trading-day period to a date determined by agreement with the Authority,
rather than a 20 trading-day period to the end of the month prior to the
Authority’s decision on proposed revisions to the access arrangement; and

o consideration is given only to market information from CBASpectrum data
and does not take into account data from Bloomberg.

On the use of a 60 trading-day period, the Authority considers that Western Power
has not provided sufficient justification for departure from the convention of using a
20 trading-day period, for the reasons as set out in paragraphs 694 and 695 of this
Draft Decision.

The Authority accepts Western Power’s submission that the debt margin should be
determined at a date to be agreed with the Authority rather than at the end of the
month prior to the Authority’s decision on proposed revisions to the access
arrangement, as explained in paragraphs 696 to 701 of this Draft Decision.

On the assumed credit rating for determination of the debt margin, Western Power
has taken into account a range in values of the debt margin for credit ratings of BBB
to BBB+. The AER has determined to apply a credit rating of BBB+, taking into
account capital-market evidence that would support a credit rating assumption in
the range of BBB+ to A-.*'® Given the evidence considered by the AER, the
Authority has assessed Western Power’s proposed WACC on the basis of an
assumed credit rating of BBB+.

For the purposes of this Draft Decision, the Authority has considered estimates of
debt margins derived from information on debt costs from the CBASpectrum and
Bloomberg data sources for Australian corporate bonds.

CBASpectrum publishes fair value yield estimates for 10-year BBB+ rated corporate
bonds and debt margins can be determined directly from these estimates.

Bloomberg currently publishes fair value yield estimates for BBB rated bonds of up
to eight years tenor, although the data used to produce these estimates are from
both BBB and BBB+ rated bonds. Derivation of estimates of debt costs for 10-year
BBB+ rated bonds from Bloomberg information must necessarily be by processes
of extrapolation and interpolation from estimates for shorter duration bonds or
bonds of different credit ratings.

Given limitations of the Bloomberg information, the Authority has considered
estimates of debt margins derived by four methods:

o estimates directly from CBASpectrum for 10-year BBB+ rated bonds
(method 1);

%16 Australian Energy Regulator, May 2009, Electricity transmission and distribution network service providers,
Statement of the revised WACC parameters (transmission), Statement of regulatory intent on the revised
WACC parameters (distribution), p. 6. Australian Energy Regulator, May 2009, Final Decision, Electricity
transmission and distribution network service providers, Review of the weighted average cost of capital
(WACC) parameters, pp. 390 — 392.
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o using Bloomberg information only, linear extrapolation of fair value yield
estimates for seven and eight year bonds to obtain an estimate for a 10 year
BBB/BBB+ rated bond (method 2);

o using Bloomberg information only, taking the estimate for 10-year A-rated
bonds and adding a margin to reflect the spread between A-rated and
BBB/BBB+ rated bonds, where the margin is derived from the spread
between fair value yields of eight year A rated and BBB/BBB+ rated bonds
(method 3); and

J using Bloomberg information, taking the estimate for 10-year A-rated bonds
and adding margins to reflect the spread between A-rated and BBB/ BBB+
rated bonds, where the margin is derived from the spreads evident from
CBASpectrum information between fair value yields of 10-year A-rated and
BBB+ rated bonds (method 4).

716. Estimates of debt margins from these four methods for the 20 business-day period
to 30 June 2009 are shown in Table 79.

Table 79 Estimates at 30 June 2009 of Debt Margins for 10-Year Corporate Bonds
with Credit Ratings of BBB+ (percentage points)

BBB/BBB+

Method 2 Method 3 Method 1 Method 4

3.17 3.11 5.86 3.41

717. There are substantial differences between estimates of debt margins derived
directly from CBASpectrum information and from the various methods of deriving
estimates from Bloomberg information. For the same credit rating, the estimated
debt margin from CBASpectrum information is approximately 260 basis points
higher than the estimated margin from Bloomberg information.

718. The Authority considers the difference to be extraordinary. Estimates from the two
information sources are typically closer. Only relatively recently has there been
substantial regulatory debate about whether CBASpectrum was systematically
underestimating costs of debt relative to Bloomberg by 20 to 25 basis points.*’

719. The spread in estimates of fair value yields between the CBASpectrum and
Bloomberg has recently been investigated by the AER, indicating the emergence
and expansion of the spread since late 2008. The AER determined not to utilise
estimates from CBASpectrum for reasons that:

J estimates of fair value yields from Bloomberg provided a better predictor of
observed yields on actual BBB+ rated bonds, with the CBASpectrum fair
value yields systematically over-estimating the observed yields;

o a view that Bloomberg estimates of fair value yields are based on a broader
data set of traded bonds;

%17 Essential Services Commission Victoria, October 2005, Electricity Distribution Price Review 2006-2010

Final Decision Volume 1 Statement of Purpose and Reasons, pp. 367 — 372.
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o concern that the CBASpectrum estimates are calculated with out-dated
estimates of credit ratings; and

o CBASpectrum does not publish or otherwise provide the raw data used to
estimate fair value yields, limiting the extent to which the estimate method
and results can be examined.*'®

Consistent with this determination of the AER, the Authority has taken into account
only estimates for debt margins derived from fair value vyield estimates of
Bloomberg: methods 2 and 3 as indicated above and with estimates of debt
margins of 3.11 and 3.17 per cent for BBB/BBB+ rated bonds at 30 June 2009.

The market risk premium is the required return, over and above the risk free rate,
on a fully diversified portfolio of assets.

Western Power has proposed determination of the WACC taking into account a
range in values of the market risk premium of 6.0 to 7.0 per cent based on historical
data on the realised equity premium in Australia over the period 1958 to 2005 (for
which the data are considered to be more reliable than longer term data) and an
observation that a value of 6.0 per cent is the value most commonly used by
independent experts in valuation of companies subject to takeovers.*'?

The Authority’s WACC Determination does not specify a value for the market risk
premium, although a value of 6.0 per cent is indicated as a possible value.

The Authority accepts Western Power’s contention that historically realised equity
premia are relevant evidence in determining a value for the market risk premium.
The Authority also accepts that estimates of realised equity premia after 1958 are
more reliable for the reason that estimates are based on a data set of a small
sample of firms, the exclusion of certain business sectors and government price
controls.?®

In contending that historically realised equity premia since 1958 indicate a range of
values for the market risk premium of 6.0 to 7.0 per cent, Western Power appears
to be relying on a study indicating values of:

. 6.3 per cent for 1958 to 2005, with no value ascribed to imputation credits;

o 6.7 per cent for 1958 to 2005, with imputation credits valued at 50 per cent;
and

318 Australian Energy Regulator, 28 April 2009, Final Decision New South Wales Distribution Determination
2009-10 to 2013-14, pp. 225 — 232.
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Revised access arrangement information, Appendix 6: pp. 3, 33 — 43.

20 Brailsford, T., Handley, J.C. and Maheswaran, K, April 2007, A re-examination of the historical equity risk
premium in Australia, Working Paper. Addressed also in Australian Energy Regulator, December 2008,
Electricity transmission and distribution network service providers, Review of the weighted average cost of
capital (WACC) parameters, p. 148.
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o 7.0 per cent for 1958 to 2005, with imputation credits valued at 100 per
cent.’*

The Authority observes that, subsequent to Western Power submitting its proposed
access arrangement revisions, updated analysis from the study that Western Power
has appeared to rely on, taking into account data on market returns through to
15 October 2008, indicates values of:

) 6.0 per cent, with no valued ascribed to imputation credits;
o 6.4 per cent, with imputation credits valued at 50 per cent; and
. 6.7 per cent, with imputation credits valued at 100 per cent.??

The Authority accepts Western Power’s contention that most market practitioners
apply a value of 6.0 per cent to the market risk premium in valuation studies. The
Authority observes that a wider range of surveys of market practice confirm this
contention, but also indicate a significant number of market practitioners applying
values of between 4.5 and 6.0.%%

The WAMEU submit that the assumed market risk premium should be between 5.0
and 6.0 per cent to reflect observations of realised equity premia over the last 20 to
25 years, but does not provide nor cite evidence in support of this submission.***

Taking the above evidence of realised equity premia over recent decades and
market practice, the Authority considers that a reasonable range of estimates for
the market risk premium is 5.0 to 7.0 per cent.

The systematic risk (beta) of a firm is the measure of how the changes in the
returns to the firm’'s stock are related to the changes in returns to the market as a
whole. It reflects the business’s exposure to non-diversifiable risk, which is that
portion of the variance in the return on an asset that arises from market-wide
economic factors that affect returns on all assets, and which cannot be avoided by
holding the assets as part of a diversified portfolio of assets.

In the CAPM, the equity beta value is a scaling factor applied to the market risk
premium to reflect the relative risk to equity funds in the particular firm or activity in
question.

Western Power has proposed a determination of the WACC taking into account a
range in values of the equity beta of 0.9 to 1.1 (at a financial gearing of 60 per cent
debt to assets) based on reasoning that:

21 Brailsford, T., Handley, J.C. and Maheswaran, K, April 2007, A re-examination of the historical equity risk
premium in Australia, Working Paper; cited in the revised access arrangement information, Appendix 6
p. 36.
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Australian Energy Regulator, December 2008, Electricity transmission and distribution network service

providers, Review of the weighted average cost of capital (WACC) parameters, Attachment E (John C
Handley, 17 October 2008, A note on the historical equity risk premium).

323 Australian Energy Regulator, December 2008, Electricity transmission and distribution network service
providers, Review of the weighted average cost of capital (WACC) parameters, pp. 175 — 177.
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Western Australia Major Energy Users submission of 16 December 2008, pp. 45 — 47.



733.

734.

735.

736.

325

326

327

o there is a regulatory precedent for using an equity beta value of 1.0;

o the substantial estimation error that characterises statistical estimates of beta
values for comparable businesses to Western Power, which — despite
statistical estimates of beta values for comparable businesses of
substantially less than 1.0 — does not allow regulators to have a sufficient
degree of confidence in the statistical estimates to depart from regulatory
precedent; and

o specification of a reasonable range for the equity beta should, therefore, be a
range about the value of 1.0.3%

The WAMEU submit that the increasing amount of capital market evidence on beta
values for energy infrastructure businesses supports an argument for an equity beta
of no more than 0.7 and potentially much lower.3%°

The Authority’s WACC Determination does not specify a value for the equity beta.
A value of 1.0 (at a financial gearing of 60 per cent debt to assets) is indicated as a
possible value.

The Authority concurs with Western Power’s contention that regulatory precedent in
values of WACC parameters is important in maintaining some certainty and
predictability of regulatory determinations and therefore maintaining incentives of
efficient investment. However, the Authority also considers that regulatory
precedents should be considered in the proper context of those precedents and be
considered together with current capital market evidence.

There has been a substantial number of regulatory determinations for electricity and
gas networks that have determined WACC values applying an equity beta of 1.0.%%’
The first such determination was by the then Office of the Regulator General in
Victoria in 2000. Even at that time the value of 1.0 was at or above the upper
bound of a range evident from capital market evidence and was adopted
recognising the limited debate that had occurred at that time on issues of
methodology in considering beta values for regulatory purposes.®® Since this time,
there have been many further empirical studies of beta values that have been
subject to considerable scrutiny and debate as part of regulatory processes. This
has resulted in greater weight being given by regulators to capital market evidence
on beta values and a consequent downward trend in the beta values being applied
in regulatory decisions. This has occurred most recently with the Victorian
Essential Services Commission determining an (effective) value of 0.8 for the
Victorian gas distribution businesses®* and the AER making a determination for a

Revised access arrangement information, Appendix 6: pp. 3, 44 — 54.
Western Australia Major Energy Users submission of 16 December 2008, pp. 51 — 53.
Australian Energy Regulator, December 2008, Electricity transmission and distribution network service

providers, Review of the weighted average cost of capital (WACC) parameters, p. 183.
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Office of the Regulator-General, Victoria, September 2000, Electricity Distribution Price Determination

2001-05: Volume 1 Statement of Purpose and Reasons, pp. 263 — 283.
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Essential Services Commission Victoria, 7 March 2008, Gas Access Arrangement Review 2008-2012
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value of 0.8 for electricity transmission and distribution businesses in the National
Electricity Market.>*°

737. The Authority considers that in ascribing a value to the equity beta, primary reliance
should be placed on capital market evidence and statistical estimates of beta
values.

738. Detailed statistical analyses of beta values for electricity transmission and
distribution businesses have recently been undertaken as part of the AER’s review
of parameters for calculating the WACC for transmission and distribution
businesses under the National Electricity Rules. This includes analysis undertaken
for the businesses®! as well as analysis undertaken by, or for, the AER.** These
analyses applied a range of statistical methods for estimation of beta values and
dealing with estimation error.

739. An analysis undertaken by the Allen Consulting Group for electricity transmission
and distribution businesses estimated beta values for individual Australian and USA
electricity and gas network businesses and portfolios of the businesses using
monthly return data over a long historical period of 1990 — 1998 and 2002 — 2008
(with the period 1999 to 2001 excluded as an abnormal period affected by the “tech
bubble” in world equity markets) and a recent five year period.**® Three statistical
estimation techniques were applied (ordinary least squares, re-weighted ordinary
least squares and least absolute variation). Summary results for individual stocks
and portfolios of stocks are shown in Table 80 and Table 81. All values shown are
equity beta values at a financial gearing of 60 per cent debt to assets.

330 Australian Energy Regulator, May 2009, Electricity transmission and distribution network service providers,
Statement of the revised WACC parameters (transmission), Statement of the revised WACC parameters
(transmission), Statement of regulatory intent on the revised WACC parameters (distribution), p. 6.

Allen Consulting Group, 17 September 2008, Beta for regulated electricity transmission and distribution:
report to Energy Networks Association, Grid Australia and APIA.

Australian Energy Regulator, December 2008, Electricity transmission and distribution network service
providers, Review of the weighted average cost of capital (WACC) parameters, pp. 181 — 253 and
Attachment C (Olan T Henry, 28 November 2008, Econometric advice and beta estimation).

The actual period of returns for individual businesses varies depending on the period for which the
business existed as a separate listed entity.
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Table 80 Allen Consulting Group equity beta estimates and 95 per cent

confidence intervals for individual Australian electricity and gas network

businesses (1990 — 1998 and 2002 — 2008)%*

Business and number of data

points

Full period
Alinta (68)
AGL (155)
Australian Pipeline Trust (77)
GasNet (59)
Envestra (78)
DUET (36)
Hastings**(41)
SP AusNet (27)
Spark Infrastructure (29)

Average

0.81 (0.02 — 1.60)
0.84 (0.43 — 1.26)
0.68 (0.22 — 1.14)
0.38 (0.00 — 0.77)
0.36 (0.00 — 0.73)
0.38 (0.12 — 0.65)
0.54 (-0.10 — 1.17)
0.25 (-0.12 — 0.61)
0.57 (0.24 — 0.91)

0.53

Estimation method

Re-weighted OLS*

0.90 (0.17 — 1.62)
0.67 (0.32 - 1.02)
0.70 (0.26 — 1.15)
0.31 (-0.02 — 0.64)
0.33 (-0.01 — 0.67)
0.30 (0.13 — 0.47)
0.64 (0.10 — 1.19)
0.23 (-0.11 - 0.57)
0.56 (0.23 — 0.89)

0.52

0.95 (0.22 — 1.68)
0.84 (0.17 — 1.51)
0.81 (0.43 — 1.20)
0.34 (-0.04 - 0.72)
0.04 (-0.31 — 0.40)
0.38 (0.02 - 0.73)
0.80 (0.13 — 1.46)
0.06 (-0.71 - 0.83)
0.59 (0.09 — 1.09)

0.53

Latest five year period
Alinta (51)
AGL (41)
Australian Pipeline Trust (60)
GasNet (36)
Envestra (60)
DUET (42)
Hastings* *(41)
SP AusNet (27)
Spark Infrastructure (29)

Average

1.29 (0.15 — 2.43)
0.57 (-1.15 — 2.29)
0.87 (0.42 — 1.33)
0.38 (0.12 — 0.65)
0.51 (0.15 — 0.87)
0.51 (-0.04 — 1.06)
0.54 (-0.10 — 1.17)
0.25 (-0.12 — 0.61)
0.57 (0.24 — 0.91)

0.61

1.26 (0.16 — 2.35)
-0.39 (-1.59 — 0.81)
0.89 (0.44 — 1.34)
0.30 (0.13 — 0.47)
0.46 (0.13 — 0.80)
0.42 (-0.07 - 0.91)
0.64 (0.10 — 1.19)
0.23 (-0.11 - 0.57)
0.56 (0.23 — 0.89)

0.49

1.29 (0.16 — 2.41)
0.13 (-1.43 — 1.69)
0.85 (0.35 — 1.34)
0.38 (0.02 - 0.73)
0.61 (0.22 — 1.00)
0.27 (-0.23 - 0.78)
0.80 (0.13 — 1.46)
0.06 (-0.71 - 0.83)
0.59 (0.09 — 1.09)

0.55

* OLS = ordinary least squares, LAV = lease absolute variation.
** Hastings Diversified Utilities Fund

334 Allen Consulting Group, 17 September 2008, Beta for regulated electricity transmission and distribution:

report to Energy Networks Association, Grid Australia and APIA, pp. 43, 44.
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Table 81

Allen Consulting Group equity beta estimates and 95 per cent

confidence intervals for portfolios of Australian and USA electricity and

gas network businesses (1990 — 1998 and 2002 — 2008)%®

Sample and number of data
points

Full period
Australia —mean portfolio (174)
Australia —median portfolio (174)
USA —mean portfolio (177)
USA —median portfolio (177)
Last 5 years
Australia —mean portfolio (60)
Australia —median portfolio (60)
USA —mean portfolio (60)

USA —median portfolio (60)

0.72 (0.43 - 1.02)
0.72 (0.42 - 1.03)
0.68 (0.52 — 0.85)

0.65 (0.50 — 0.81)

0.65 (0.46 — 0.85)
0.65 (0.36 — 0.94)
0.97 (0.65 — 1.29)

1.05 (0.66 — 1.43)

Estimation method

Re-weighted OLS

0.65 (0.40 — 0.90)
0.65 (0.39 — 0.92)
0.61 (0.47 — 0.75)

0.63 (0.49 — 0.78)

0.65 (0.45 — 0.85)
0.64 (0.36 — 0.93)
0.95 (0.63 — 1.27)

0.99 (0.63 — 1.36)

0.80 (0.50 — 1.10)
0.87 (0.56 — 1.18)
0.58 (0.46 — 0.71)

0.54 (0.33 — 0.75)

0.64 (0.40 — 0.88)
0.68 (0.32 — 1.04)
0.65 (0.21 — 1.09)

0.72 (0.15 — 1.29)

740. An analysis undertaken by Assoc. Prof. Olan Henry for the AER produced
estimates of beta values for Australian electricity and gas network businesses and
portfolios of the businesses using weekly return data over a period of six years and
eight months from 1 January 2002 to 1 September 2008. Two statistical estimation
techniques were applied (ordinary least squares and least absolute variation).
Summary results are shown in Table 82 and Table 83. All values shown are equity
beta values at a financial gearing of 60 per cent debt to assets.

335 Allen Consulting Group, 17 September 2008, Beta for regulated electricity transmission and distribution:
report to Energy Networks Association, Grid Australia and APIA, p. 42. “Average portfolio” estimates refer
to average returns across all businesses during the relevant time interval, which is equivalent to an
equally-weighted portfolio of the securities. “Median portfolio” estimates refer to the median return that
would have been delivered by any of the securities in the set of comparable entities during the relevant
time interval.

204 Draft Decision on Proposed Revisions to the Access Arrangement
for the South West Interconnected Network



Economic Regulation Authority

Table 82 Henry equity beta estimates and 95 per cent confidence intervals for
individual Australian electricity and gas network businesses (2002 —
2008)**°

Business and number of data

points

Alinta (294)

AGL (252)

Australian Pipeline Trust (348)

0.93 (0.58 — 1.28)
0.74 (0.35 — 1.13)

0.73 (0.51 — 0.95)

Estimation method

0.59 (0.22, 0.96)
0.54 (0.19, 0.89)

0.63 (0.41, 0.85)

GasNet (255) 0.32 (0.14 — 0.50) 0.24 (0.06, 0.42)
Envestra (348) 0.25 (0.15 — 0.35) 0.10 (-0.02, 0.22)
DUET (212) 0.35 (0.21 — 0.49) 0.25 (0.11, 0.39)

Hastings* (194)

1.01 (0.68 — 1.34)

0.50 (0.15, 0.85)

SP AusNet (142) 0.27 (0.03 - 0.51) 0.23 (-0.01, 0.47)

Spark Infrastructure (79) 0.59 (0.16 — 1.02) 0.76 (0.33, 1.19)

Average 0.58 0.43

* Hastings Diversified Utilities Fund

Table 83 Henry/AER equity beta estimates and 95 per cent confidence intervals
for portfolios of Australian electricity and gas network businesses
(2002 — 2008)**’

Estimation method

Sample and number of data

points

Australia — mean portfolio (348) 0.44 (0.34-0.54) 0.44 (0.36 — 0.52)

741. Statistical estimates of beta values for Australian energy network businesses in the
period since 2002 point to a value of equity beta at a gearing of 60 per cent debt to
assets to be in the range of 0.45 to 0.7. Higher estimates of up to about 1.0 are
produced by some estimation methods from the longer period of data for Australian
businesses or data for United States businesses.

742. In determining a reasonable range for the equity beta to apply in consideration of
Western Power’'s proposed WACC, the Authority considers that some account
should be taken of:

33 Australian Energy Regulator, December 2008, Electricity transmission and distribution network service

providers, Review of the weighted average cost of capital (WACC) parameters, p. 234.

Australian Energy Regulator, December 2008, Electricity transmission and distribution network service
providers, Review of the weighted average cost of capital (WACC) parameters, p. 234.
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o the high level of statistical imprecision of the beta estimates, with upper
bounds of confidence intervals for portfolio estimates of between 0.85 and
1.05 for beta values estimated over the most recent period by conventional
consideration of monthly returns; and

o evidence of higher beta values for USA electricity and gas network
businesses, with values up to about 1.0.

Having regard to these matters, but relying primarily on the best estimates of beta
values for comparable businesses, the Authority considers that a reasonable range
for the equity beta at a gearing level of 60 per cent debt to assets is 0.50 to 0.80.

There are two WACC parameters that determine the cost of taxation allowed for in
the Officer pre-tax WACC - the rate of tax applying to corporate profits and the
value of dividend imputation.

Western Power has applied a taxation rate equal to the statutory corporate taxation
rate of 30 per cent.

The Authority’'s WACC Determination does not specify a value for the rate of
taxation. A value of 30 per cent (at a financial gearing of 60 per cent debt to
assets) is indicated as a possible value. The Authority considers that the use of the
corporate taxation rate in determination of the WACC is uncontroversial and
reasonable.

The value of dividend imputation is the value of franking credits distributed to
shareholders of the regulated business. The value of franking credits, represented
in the WACC by the parameter “gamma”, depends on the proportion of the franking
credits that are created by the firm that are distributed, and the value that the
investor attaches to the credit, which depends on the investor's tax circumstances
(that is, their marginal tax rate). As these will differ across investors, the value of
franking credits may be between nil and full value (i.e. a gamma value between
zero and one).

Western Power has proposed a determination of the WACC taking into account a
range in values of gamma of zero to 50 per cent based on reasons that:

o there is no basis for regulators to argue for an increase in the value of
gamma above 50 per cent;

o a value of 50 per cent is likely to overstate the appropriate value for gamma;

o there is good reason to question the appropriateness of a value of gamma of

50 per cent since it relies upon evidence from studies that suffer from
methodological flaws; and

o a value for gamma of zero is consistent with the market evidence and would
appear to be consistent with a value for the market risk premium of 6.0 per
cent.3®

Revised access arrangement information, Appendix 6: pp. 4, 55 — 65.



749. The Authority’s WACC Determination does not specify a gamma value. A value of
50 per cent is indicated as a possible value.

750. In Australia, regulators of utility infrastructure have, to date, generally adopted a
value of gamma of about 50 per cent. This value was originally derived from a
1999 study by Hathaway and Officer, which estimated market-average values of
gamma at close to 0.50.%*° More recently, regulators (including the Authority) have
tended to apply a value of 0.5 or to contemplate a range of values around 0.5,
having regard to an updated study by Hathaway and Officer that indicated market-
average gamma values of between 0.28 and 0.36,%*° and considerations that the
value may be higher for benchmark utility businesses due to higher values of
franking credits for utility businesses relative to other Australian businesses.?*

751. In considering the value of imputation credits, the Authority has had regard to the
detailed consideration given by the AER to this element of the WACC calculation.?*

752. In accordance with mainstream finance theory, the AER has considered the value
of gamma as being the product of the proportion of franking credits created by the
regulated businesses that is distributed to shareholders (the distribution rate or
payout ratio, F) and the value of franking credits in the hands of shareholders as a
proportion of the face value of the franking credits (the utilisation rate, 6):

gamma =F.é8

753. The AER has adopted a distribution rate of 1.0 reflecting advice that this
assumption is consistent with a standard assumption of valuation practice that all
free cash flows are paid out to investors.®*® On this basis, the AER has rejected
use of empirically-observed market-average distribution ratios. Advice to the AER
also indicates that an assumed distribution rate of 1.0 is also consistent with the
Officer3Y4VACC, which is applied by Western Power in determination of the rate of
return.

754. The AER has considered two sources of information on the utilisation rate.

39 Hathaway, N. and R.R. Officer (1999), The Value of Imputation Tax Credits, Unpublished Manuscript,

Graduate School of Management, University of Melbourne.

%0 Hathaway, Neville and Officer, Bob (2004), The Value of Imputation Tax Credits: Update 2004, Capital
Research Pty Ltd, p. 8.

For example, Essential Services Commission, 28 August 2007, Gas Access Arrangement Review 2008-
2012 Draft Decision, pp. 418 — 433.

Australian Energy Regulator, December 2008, Electricity transmission and distribution network service
providers, Review of the weighted average cost of capital (WACC) parameters, pp. 287 — 340. Australian
Energy Regulator, May 2009, Final decision, Electricity transmission and distribution network service
providers, Review of the weighted average cost of capital (WACC) parameters, pp. 393 — 469.

Australian Energy Regulator, December 2008, Electricity transmission and distribution network service
providers, Review of the weighted average cost of capital (WACC) parameters, p. 302.

Australian Energy Regulator, December 2008, Electricity transmission and distribution network service
providers, Review of the weighted average cost of capital (WACC) parameters, Attachment G: John C
Handley, 12 November 2008, A note on the valuation of imputation credits.
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First, the AER has placed significant weight on an estimate of the utilisation rate of
0.57 derived in a dividend drop-off study over the period 2001 to 2004,** taking
into account that this study:

o is directly relevant to the current imputation tax regime, assessing the value
of imputation credits over the period post 2000 after changes in tax law that
allowed Australian taxpayers to claim a full cash rebate for unused imputation

credits;

o is able to be verified on the basis of statistical tests presented in the paper;
and

) is an independent and credible published study that has been through the

academic refereeing process.

Secondly, the AER has had regard to estimates of the utilisation rate from taxation
statistics, indicating a range of values of the utilisation rate, 6, from 0.67 (pre 2000)
to 0.81 (post 2000) and a point estimate of 0.74.3%°

The distribution rate of 1.0 in combination with a range of values of the utilisation
rate of 0.57 to 0.81 indicates a reasonable range in the value of gamma of 0.57 to
0.81.

Given the studies of the value of imputation credits reviewed by and undertaken by
the AER, the Authority does not accept Western Power’s contentions of an absence
of reputable studies of the value of imputation credits that would provide reason to
consider that a gamma of 0.5 overstates the value of imputation credits, or that
there is no reason to contemplate a value of gamma of greater than 0.5. For the
purposes of assessment of the proposed WACC, the Authority has taken into
account a range of possible values for gamma of 0.57 to 0.81, consistent with
evidence considered by the AER.

The Authority accepts that there is an interaction between a positive value for
gamma and the value of the market risk premium. Taking into account the
examination of this interaction by the AER,**’ the Authority considers that the
magnitude of this interaction is small and accounted for by having regard to a range
in values of the market risk premium of 5.0 to 7.0 per cent.

%45 Australian Energy Regulator, December 2008, Electricity transmission and distribution network service
providers, Review of the weighted average cost of capital (WACC) parameters, p 327, citing Beggs, D. and
Skeels C.L., 2006, Market arbitrage of cash dividends and franking credits, The Economic Record vol 82
no.258, p. 247. Australian Energy Regulator, May 2009, Final decision, Electricity transmission and
distribution network service providers, Review of the weighted average cost of capital (WACC)
parameters, pp. Xix, 466.
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Australian Energy Regulator, December 2008, Electricity transmission and distribution network service

providers, Review of the weighted average cost of capital (WACC) parameters, p 333, citing Handley, J. C.
and Maheswaran, K., A measure of the efficacy of the Australian Imputation Tax System, The Economic
Record vol. 84 no. 264 p.91. Australian Energy Regulator, May 2009, Final decision, Electricity
transmission and distribution network service providers, Review of the weighted average cost of capital
(WACC) parameters, pp. Xix, xx, 466, 467.
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Australian Energy Regulator, December 2008, Electricity transmission and distribution network service

providers, Review of the weighted average cost of capital (WACC) parameters, pp. 161 — 166, 178, 179.
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Financial structure refers to the proportions of the value of the regulated business
assumed to be financed by debt and equity. Financial gearing refers to the ratio of
debt to total asset value.

Western Power has proposed a determination of the WACC on the basis of a
financial structure of 60 per cent debt. This is consistent with regulatory precedent
and observations of financial gearing for seven listed energy infrastructure
businesses (range of 42 to 83 per cent, with an average of 65 per cent, calculated
as a ratio of debt to debt plus the market value of equity).

The Authority’s WACC Determination does not specify a value for the level of
gearing, but requires that an appropriate benchmark gearing assumption be
adopted to encourage efficient financing decisions. A financial gearing of 60 per
cent debt to assets is indicated as a possible value.

The WAMEU submit that the assumed gearing for Western Power should be
increased from 60 per cent to 70 per cent debt to assets, citing observed levels of
gearing for a range of electricity and gas infrastructure businesses calculated as a
ratio of total liabilities to a book value of assets.**® Gearing levels derived as a ratio
of debt or liabilities to a book value of assets will typically indicate a higher level of
gearing than a ratio of debt to a market value of assets.

In its review of WACC parameters under the National Electricity Rules, the AER has
examined gearing levels for electricity and gas businesses using a range of
samples of businesses, a range of data sources, a range of methods for ascribing
values to total debt and total assets and a range of time periods. Having regard
primarily to electricity businesses, a book value of debt and market value of equity
and data from the period 2002 to 2007, the AER observed average values of
financial gearing of 62 to 65 per cent and concluded that there is not persuasive
evidegqg:e to depart from the regulatory precedent of a financial gearing of 60 per
cent.

Taking into account the data on gearing levels cited by Western Power and the
analysis undertaken by the AER, the Authority accepts Western Power’s proposal
that a gearing level of 60 per cent debt to equity is reasonable for the purposes of
calculation of the WACC.

The parameter values (or ranges in values) that the Authority considers may
reasonably be applied in consideration of the WACC for the SWIN are set out in
Table 84.

Western Australia Major Energy Users submission of 16 December 2008, pp. 45 — 47.

%9 Australian Energy Regulator, December 2008, Electricity transmission and distribution network service
providers, Review of the weighted average cost of capital (WACC) parameters, pp. 61 — 86. Australian
Energy Regulator, May 2009, Final decision, Electricity transmission and distribution network service
providers, Review of the weighted average cost of capital (WACC) parameters, pp. Xii.
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Table 84 Parameter values determined by the Authority for estimation of the

WACC for the SWIN

Parameter Value

Nominal 5.60
risk free rate (%)

Real risk free rate (%) 3.15
Inflation rate (%) 2.38
Capital structure 40

(equity to total value, %)

Capital structure 60
(debt to total value, %)

Equity beta 0.50-0.80
Market risk premium (%) 50-7.0
Debt margin (excluding debt transaction 3.110-3.170
costs, %)

Corporate taxation rate (%) 30
Value of imputation credits (gamma, %) 57 -81

767. The ranges in the estimated cost of equity corresponding to the ranges in the

values of the WACC parameters are as shown in Table 85.

Table 85 Estimated cost of equity from ranges in WACC parameter values

Nominal Real

Post-tax 8.10 -11.20 5.59-8.61

Pre-tax 8.59 —12.86 6.07 —10.24

768. The ranges in estimated WACC values corresponding to the ranges in the values of

the WACC parameters are as shown in Table 86.

Table 86 Estimated WACC values from ranges in WACC parameter values

Nominal Real

Post-tax (Officer) 6.12 -7.34 3.65-4.84
Pre-tax (forward 8.74-10.48 6.21-7.91
transformation of the

Officer WACC)
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The task of the Authority is to consider whether the WACC proposed by Western
Power meets the objectives for the WACC under section 6.4 of the Access Code
and the Code objective, being that the WACC should be set at a value that:

o gives the service provider an opportunity to earn revenue that meets the
forward-looking and efficient cost of funds;

o is commensurate with the commercial risks involved in the provision of
covered services; and

o promotes the economically efficient investment in, and operation and use of,
the SWIN and the services provided by the SWIN.

The Authority considers that a proposed WACC would meet these objectives if it
comprised of a reasonable estimate of the cost of funds at the assumed credit
rating and financial structure for Western Power’s business.

Applying the extremes of ranges in WACC parameter values and estimates of the
cost of debt returns wide ranges in estimates of the WACC — a range of 6.21 to
7.91 per cent in the real pre-tax WACC. The wide ranges in estimates of the
WACC result from the multiplicative effect of differences in assumptions for CAPM
parameters.

The Authority considers that the range of values from which an estimated value of
the WACC could be drawn is narrower than the ranges that the extremes of ranges
in CAPM parameters would suggest. An approach by a service provider to a
determination of the WACC that adopted the highest value within the reasonable
range for each of the relevant CAPM parameters would not, in the Authority’s view,
result in a value for the WACC that different minds, acting reasonably, would
attribute to the WACC. Similarly it would not be reasonable for the service provider
to make a determination based on, or implying, a WACC at the lower extreme of the
range.

The Authority has given consideration to defining a reasonable range of estimates
of the WACC that would best meet the objectives of the Access Code, which would
be narrower than the range that may be derived by the application of the extremes
of values for each of the parameters of the WACC. However, while the Authority
recognises that no reasonable person would adopt the extremes of this range, the
Authority is of the view that there is no apparent rigorous statistical or other method
for determining precisely at which point values close to the extreme values of the
range do not reflect a reasonable view of the current market for funds.

In consideration of the WACC applied under the current access arrangement, the
Authority took the view that the range of values of the WACC that would best meet
the objectives of the Access Code should not include the values that lie within the
lower 10 per cent or upper 10 per cent of the range that is derived by the
application of the extremes of values for each of the parameters of the WACC.
Applying this same method to the WACC values derived by the Authority for the
purposes of consideration of the revised proposed access arrangement produces a
range of values of 6.38 per cent to 7.74 per cent, pre-tax real.

Subiject to revision of the market parameters of the risk free rate and debt margin
before the Authority’s final decision, the WACC proposed by Western Power of
8.95 per cent falls outside of this range of values. Accordingly, the Authority
considers that the WACC value proposed by Western Power does not meet the
Code objective and the objectives of section 6.4 of the Access Code.
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The Authority requires that the access arrangement be amended so that target
revenue is calculated on the basis of a WACC that meets the objectives of the
Access Code. In determining this value, the Authority has considered a range of
factors that, consistent with the Code objective and the price control objectives of
section 6.64 of the Access Code, influence the effect of the WACC on the
economically efficient investment in, and operation and use of, networks and
network services in the SWIN, and a return on investment commensurate with the
commercial risks involved.

The Authority considers that there are no particular circumstances of the SWIN that
would cause a value of the WACC in either the lower or upper part of the range of
values of the WACC indicated in paragraph 774 to better meet the relevant
objectives of the Access Code than the central value of the range.

The Authority therefore considers that the WACC should be set at the midpoint of
the range of values indicated in paragraph 774, subject to updating of these values
to reflect values of the risk free rate and debt margin prior to the Authority’s final
decision.

Required Amendment 29

The target revenue should be revised to reflect a real pre-tax WACC value of
7.06 per cent, subject to revision of the risk free rate and debt margin at a
date to be advised and prior to the Authority’s final decision.

Return on Working Capital

Access Code Requirements

779.

780.

781.

782.

“Working capital” refers to a stock of funds that must be maintained by a service
provider to pay costs as they fall due. In circumstances where, on average, the
costs of providing services are incurred before the revenues from provision of
services are received, a stock of working capital may need to be derived from a
capital investment in the business. The cost of this stock of working capital (the
required return on the capital investment) is a cost to the service provider in
operating its business and providing services.

The Access Code does not explicitly contemplate a return on working capital as a
cost.

The objectives for a price control set out in section 6.4 of the Access Code include
the objective of giving the service provider an opportunity to earn an amount of
target revenue that meets the forward looking and efficient costs of providing
covered services, including a return on investment commensurate with the
commercial risks involved.

In order to achieve this objective, it is necessary that the target revenue determined
in accordance with Chapter 6 of the Access Code be sufficient to ensure that the
service provider has appropriate incentives to continue to invest in provision of
covered services. This requires that investors be provided with an expectation that
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with efficient management they will earn a rate of return equal to the opportunity
cost of funds employed in the provision of the reference service. The Authority
considers that this may include a return on an amount of capital investment needed
to provide working capital.

The values of target revenue applying under the price control of the current access
arrangement include an allowance for a return on working capital.

For each of the transmission and distribution networks, a cost of working capital for
each year of the current access arrangement was determined as the difference
between the implicit cost incurred by Western Power by providing credit to users of
services and the implicit benefit to Western Power of receiving credit from suppliers.

The requirement for working capital was calculated as the difference between the
sum over 45 days of the average daily covered service revenue and the sum over
25 days of the average daily expenses for the year (new facilities investment and
non-capital costs). This was based on:

o an assumed revenue lag of 45 days, based on meter reading cycles and
payment terms of the electricity transfer access contract; and

o an average expense lead of 20 days on operating and capital expenditure
based on —

— an expense lead of 10 days on labour costs, comprising 18 per cent of
costs for the distribution network and 23 per cent of costs for the
transmission network;

— an expense lead of 30 days on direct costs of materials and services,
comprising 35 per cent of costs for the distribution network and 63 per
cent of costs for the transmission network; and

— no expense lead on internal costs of materials and services or other
costs.

The cost of working capital was calculated as the value of working capital in each
year of the access arrangement period multiplied by the WACC.

Western Power has included in the proposed target revenue for the second access
arrangement period an allowance for a cost of working capital derived by the same
calculation method as applied for the current access arrangement. The proposed
costs of working capital are indicated in Table 87 and Table 88.
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Table 87 Proposed Cost of Working Capital — Transmission Network
($million, dollar values of 30 June 2009)**°

2009/10 2010/11 2011/12

Net covered service revenue 391.34 462.51 546.13
Expenses

Forecast new facilities investment 729.98 869.86 593.79

Forecast non-capital costs 100.90 105.97 112.78

Total expenses 830.88 975.83 706.57
Working capital requirement

Receivables (45 days) 48.25 57.02 67.15

Creditors (20 days) -45.53 -53.47 -38.61

Working capital requirement 2.72 3.55 28.54
Return on working capital at WACC = 8.95% 0.24 0.32 2.55

Table 88 Proposed Cost of Working Capital — Distribution Network
($million, dollar values of 30 June 2009)**

2009/10 2010/11 2011/12

Net covered service revenue 805.14 878.64 952.54
Expenses

Forecast new facilities investment 520.87 566.27 636.21

Forecast non-capital costs 393.99 416.48 436.37

Total expenses 914.85 982.74 1,072.58
Working capital requirement

Receivables (45 days) 99.26 108.33 117.12

Creditors (20 days) -50.13 -53.85 -58.61

Working capital requirement 49.14 54.48 58.50
Return on working capital at WACC = 8.95% 4.40 4.88 5.24

Submissions

788. None of the submissions made to the Authority address the proposed allowances
for costs of working capital.

30 Revised access arrangement information, Appendix 7 (Revenue Model). Forecast new facilities
investment includes capital contributions.

%1 Revised access arrangement information, Appendix 7 (Revenue Model).
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Considerations of the Authority

789. In determining proposed allowances for working capital, Western Power has
determined a “stock” of working capital that is varied from year to year according to
the costs and revenues for each year and assumptions of time periods of credit
made available to Western Power by suppliers and credit made available by
Western Power to network users. A cost of working capital is determined as a
return on the funds invested in the stock of working capital in the same manner as
funds invested in the physical assets (capital base) of the network.

790. To the extent that an allowance for costs of working capital can reasonably be
included in the costs of providing network services,?? the Authority considers that
the treatment of a stock of working capital as a capital asset of the network
business is appropriate and a return on this asset, calculated at the WACC, in a
reasonable estimate of the cost of working capital to the business. However, the
Authority observes that there is an inconsistency in Western Power’s determination
of a return on the stock of working capital with the determination of a return on the
capital base. Western Power calculates the return on working capital as a return on
the closing value of the stock of working capital in each year, whereas the return on
the capital base is calculated on the opening value of the capital base in each year.

Required Amendment 30

The target revenue should be revised to reflect an allowance for a cost of
working capital calculated as a return on the opening value of a stock of
working capital in each year of the second access arrangement period.

791. The Authority has revised the working capital allowances to correct this
inconsistency and in accordance with revisions to the forecasts of new facilities
investment and non-capital costs, and the revised WACC applied under this Draft
Decision (Table 89 and Table 90).

%2 The Authority is aware that regulators in other Australian jurisdictions have questioned whether an
allowance for costs of working capital can reasonably be included in the determination of regulated
revenues for utility businesses. The Authority intends to give this matter further consideration outside of
the process of assessment of proposed revisions to the access arrangement for the SWIN.

Draft Decision on Proposed Revisions to the Access Arrangement 215
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Table 89 Authority’s revised cost of working capital — transmission network
(real $million at 30 June 2009)

2009/10 2010/11 2011/12
Net covered service revenue 294.92 327.24 385.96
Expenses
Forecast new facilities investment (less 293.46 629.41 650.63
Forecast non-capital costs 69.58 81.14 89.03
Total expenses 363.04 710.54 739.66
Working capital requirement
Receivables (45 days) 36.36 40.34 47.45
Creditors (20 days) (19.89) (38.93) (40.42)
Working capital requirement at end of year 16.47 1.41 7.04
Opening value of working capital (carried 16.59 16.47 1.41
over from first access arrangement period
for 2008/09)
Closing value of working capital 16.47 141 7.04
Return on opening value of working capital 1.17 1.16 0.10

at WACC = 7.06%

Table 90 Revised Cost of Working Capital — Distribution Network
(real $million at 30 June 2009)

2009/10 2010/11 2011/12
Net covered service revenue 593.11 660.59 730.73
Expenses
Forecast new facilities investment 394.09 500.91 538.60
Forecast non-capital costs 263.74 301.38 330.75
Total expenses 657.83 802.30 869.35
Working capital requirement
Receivables (45 days) 73.05 81.37 89.76
Creditors (20 days) (36.05) (43.96) (47.51)
Working capital requirement 37.08 37.48 42.34
Opening value of working capital (carried 21.02 37.08 37.48
over from first access arrangement period
for 2008/09)
Closing value of working capital 37.08 37.48 42.34
Return on opening value of working capital 1.48 2.62 2.65
at WACC = 7.06%
216 Draft Decision on Proposed Revisions to the Access Arrangement
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Section 6.4 of the Access Code provides for the target revenue for an access
arrangement period to include certain amounts “carried over” from the previous
access arrangement period, including:

o an amount in respect of costs incurred as a result of a force majeure event
under sections 6.6 to 6.8 of the Access Code;

o an amount in respect of costs incurred as a result of changes to the
Technical Rules, for which no allowance was made in the access
arrangement, under sections 6.9 to 6.12 of the Access Code;

o an amount under an investment adjustment mechanism under sections 6.13
to 6.18 of the Access Code;

) an amount under a gain sharing mechanism under sections 6.19 to 6.28 of
the Access Code; and

o an amount under a service standards adjustment mechanism under sections
6.29 to 6.37 of the Access Code.

Western Power has proposed adjustments to target revenue for the second access
arrangement period under an investment adjustment mechanism specified under
clauses 5.11 and 5.49 to 5.53 and Appendix 8 of the current access arrangement.
The amount of the adjustment is $49.258 million in dollar values of 30 June 2009,
comprising $16.396 million for the transmission network and $32.862 million for the
distribution network.3*®

Western Power has not proposed any adjustments to target revenue for the second
access arrangement period in respect of unforeseen events or changes to the
Technical Rules.

The current access arrangement makes no provision for adjustments to target
revenue for the second access arrangement period under a gain sharing
mechanism or a service standards adjustment mechanism and, accordingly,
Western Power has not proposed any such adjustments.

Under the price control applied in the first access arrangement period, there is a
carry-over amount of revenue from the first to second access arrangement period in
respect of forecast and realised capital contributions (the capital contributions
adjustment mechanism under clauses 5.12, 5.32, 5.43 and Appendix 8 of the
current access arrangement). Western Power has recorded capital contributions in
excess of forecast contributions for the first access arrangement period and,
accordingly, has deducted the amount of the excess from target revenue for the
second access arrangement period. The amount is $132.606 million in dollar

Revised access arrangement information, Appendix 7 (Revenue Model).
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values of 30 June 2009, comprising $40.968 million for the transmission network
and $91.638 million for the distribution network.%*

None of the submissions made to the Authority addressed the adjustments to target
revenue that are described above for the second access arrangement period.

The Authority has undertaken analysis to verify the amounts of adjustments to
target revenue proposed in respect of the investment adjustment mechanism and
the capital contributions adjustment mechanism. The results of this analysis are set
out below for each of the two adjustments.

Investment Adjustment Mechanism

799. The investment adjustment mechanism is set out in clauses 5.50 to 5.53 of the
current access arrangement, as follows.

354

5.50

5.51

The investment adjustment mechanism will apply to both transmission and
distribution capital expenditure. The purpose of the investment adjustment
mechanism is to adjust Western Power's target revenue in the next access
arrangement period in a manner that exactly corrects for the economic loss or gain to
Western Power as a result of forecasting errors in relation to particular categories of
capital expenditure (the investment difference) in this access arrangement period. In
order to give effect to this purpose, the investment adjustment mechanism must take
account of:

(a) The effects of inflation, both in this access arrangement period and the next
access arrangement period,;

(b) The time value of money as reflected by the real pre-tax WACC as applied in
this access arrangement period and the next access arrangement period; and

(c) The cost of depreciation and the value of capital additions to the capital base
at the next access arrangement period.

Given the requirements of the investment adjustment mechanism as described in
section 5.50 above, Western Power’s preferred approach is to:

€) use the Authority’s revenue model (as adopted in this access arrangement
period) to calculate the difference in present value terms between:

i. The target revenue that would have been calculated for this access
arrangement period if the investment difference had been zero (i.e.
there was no forecasting error in relation to the capital expenditure
categories that are subject to the investment adjustment mechanism);
and

ii. The target revenue that actually applied in this access arrangement
period.

The adjustment to target revenue in the next access arrangement period should be
such that its present value is equal to the present value of the difference described in
(a) above.

Revised access arrangement information, Appendix 7 (Revenue Model). Capital contribution amount for

the transmission network corrected to real dollar values using inflation factors applied by Western Power.



5.52 For the avoidance of doubt, the target revenue that actually applied in this access
arrangement period includes the deemed capital contributions as set out in sections
5.29 and 5.40 of this Access Arrangement, and not the actual capital contributions
received.

5.53 For the purposes of calculating the investment adjustment mechanism, the
categories of capital expenditure that are used in calculating the investment
difference are:

(@) new facilities investment arising from the connection of new generation
capacity to the transmission or distribution network from 1 July 2006;

(b) new facilities investment arising from the connection of new load to the
transmission system or distribution system from 1 July 2006;

(c) new facilities investment in relation to the augmentation of the capacity of the
transmission system or distribution system for the provision of covered
services from 1 July 2006; and

(d) new facilities investment undertaken for augmentation of the distribution
system under the regional power improvement program and state
underground power program.

800. Western Power has calculated amounts of adjustments under the investment
adjustment mechanism as compound returns on amounts of above-forecast new
facilities investment under the relevant categories at the rate of return applying
under the current access arrangement (6.76 per cent pre-tax real). No allowance
for depreciation has been included in the adjustments.

801. These calculations are summarised in Table 91 and Table 92.
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Table 91 Proposed Adjustments to Target Revenue under the Investment
Adjustment Mechanism — Transmission Network (real $million at 30 June

2009)*°
2006/07 2007/08 2008/09

Forecast new facilities investment
Demand related
System Capacity 86.80 111.97 108.62
Customer Driven — Bulk Loads 31.20 57.59 12.35
Customer Driven — Generation 72.98 42.50 25.02
Total 190.98 212.05 146.00
Actual new facilities investment
Demand related
System Capacity 127.43 109.13 188.26
Customer Driven — Bulk Loads 19.26 75.59 47.80
Customer Driven — Generation 121.29 90.73 139.53
Total 267.99 275.45 375.59
Above-forecast investment
Demand related
System Capacity 40.63 (2.84) 79.64
Customer Driven — Bulk Loads (11.94) 18.00 35.45
Customer Driven — Generation 48.32 48.23 11451
Total 77.01 63.40 229.59
Adjustment to target revenue
Compound return to 2009/10 at 6.76 per cent 0 5.56 9.49
for 2006/07 to 2008/09 and 8.95 per cent for
2009/10%°
Amount added to target revenue in 2009/10 16.40

%5 Revised access arrangement information, Appendix 7 (Revenue Model).

Calculated as a compound return on the previous years above-forecast investment, consistent with the
general method of financial modelling with the return calculated only on the opening asset value for each
year.
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Table 92 Proposed Adjustments to Target Revenue under the Investment
Adjustment Mechanism — Distribution Network (real $million at 30 June
2009)*’
2006/07 2007/08 2008/09
Forecast new facilities investment
Demand related
Distribution Capacity 33.47 35.41 40.91
Customer Driven 99.04 115.07 131.10
Customer Driven — Vested Assets 17.02 20.78 24.29
Other
State Underground Power Program 18.27 16.97 17.36
Rural Power Improvement Program 10.96 11.04 12.18
Total 178.76 199.27 225.85
Actual new facilities investment
Demand related
Distribution Capacity 81.67 63.23 89.20
Customer Driven 194.80 195.15 131.89
Customer Driven — Vested Assets 23.67 20.91 94.30
Other
State Undergrounding Power Program 22.66 22.66 29.29
Rural Power Improvement Program 10.35 24.30 22.00
Total 333.15 326.25 366.68
Above-forecast investment
Demand related
Distribution Capacity 48.20 27.82 48.29
Customer Driven 95.76 80.08 0.79
Customer Driven — Vested Assets 6.65 0.13 70.01
Other
State Undergrounding Power Program 4.39 5.69 11.93
Rural Power Improvement Program (0.61) 13.26 9.82
Total 154.39 126.98 140.83
Adjustment to target revenue
Compound return to 2009/10 at 6.76 per cent 0 11.14 19.02
for 2006/07 to 2008/09 and 8.95 per cent for
2009/10%*
Amount added to target revenue in 2009/10 32.86

Revised access arrangement information, Appendix 7 (Revenue Model).

Calculated as a compound return on the previous years above-forecast investment, consistent with the
general method of financial modelling with the return calculated only on the opening asset value for each

year.
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802.

803.

804.

In assessment of the amounts determined by Western Power under the investment
adjustment mechanism, the Authority has addressed:

o whether the amounts to be added to the target revenue for the second
access arrangement period have been calculated correctly and consistently
with the methods of financial modelling applied for the determination of target
revenue; and

. whether the above-forecast new facilities investment is able to be added to
the capital base for the network under section 6.51A of the Access Code,
allowing Western Power to earn a return on the investment.

Consistency of the calculation of amounts to be added to target revenue with the
methods of financial modelling applied for the determination of target revenue
requires consistency with the implicit timing assumptions for costs and revenues
and with the methods applied in calculation of the capital base. The Authority has
verified the calculations of Western Power and is satisfied that the method of
calculations has been undertaken appropriately. However, the Authority has not
accepted the actual amounts, which are subject to the adjustment as discussed
below.

Under this Draft Decision, the Authority has determined that the entire amount of
new facilities investment does not meet the requirements of section 6.51A of the
Access Code for addition to the capital base and has required that the amount
added to the capital base be reduced from the amount proposed by Western
Power. As a consequence, the amount of adjustment under the investment
adjustment mechanism also changes, as shown in Table 93 and Table 94.
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Table 93 Authority’s amended adjustments to target revenue under the
investment adjustment mechanism — transmission network by asset
class (real $million at 30 June 2009)

2006/07 2007/08 2008/09

Forecast new facilities investment subject to the investment adjustment mechanism

Transmission cables 3.79 4.89 4.74
Transmission steel towers 73.25 94.00 46.91
Transmission wood poles 6.45 8.32 8.07
Transmission transformers 37.35 35.84 27.33
Transmission reactors 2.57 1.50 0.88
Transmission capacitors 17.50 11.92 8.17
Transmission circuit breakers 29.97 30.31 26.79
SCADA and communications 1.01 0.95 0.81
Land and easements 19.09 24.33 22.31
Total 190.98 212.05 146.00

Actual new facilities investment subject to the investment adjustment mechanism

Transmission cables 4.73 4.05 5.99
Transmission steel towers 74.82 105.87 98.40
Transmission wood poles 8.05 6.89 10.18
Transmission transformers 48.13 41.94 54.34
Transmission reactors 3.64 2.72 3.58
Transmission capacitors 24.30 18.56 24.80
Transmission circuit breakers 39.34 31.89 45.13
SCADA and communications 1.35 1.08 151
Land and easements 23.44 21.15 29.61
Total 227.79 234.13 273.56

Above-forecast investment

Transmission cables 0.94 (0.84) 1.24
Transmission steel towers 1.57 11.87 51.49
Transmission wood poles 1.60 (1.43) 2.12
Transmission transformers 10.78 6.10 27.01
Transmission reactors 1.06 1.22 2.70
Transmission capacitors 6.80 6.64 16.64
Transmission circuit breakers 9.37 1.57 18.35
SCADA and communications 0.33 0.13 0.70
Land and easements 4.35 (3.18) 7.31
Total 36.81 22.08 127.55

Adjustment to target revenue

Compound return to 2009/10 at 6.76 per cent for 0 2.66 3.98
2006/07 to 2008/09 and 7.06% for 2009/10%*°
Amount added to target revenue in 2009/10 7.11

%9 Calculated as a compound return on the previous years above-forecast investment, consistent with the

general method of financial modelling with the return calculated only on the opening asset value for each
year.
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Table 94 Authority’s amended adjustments to target revenue under the
investment adjustment mechanism — distribution network by asset class
(real $million at 30 June 2009)

2006/07 2007/08 2008/09

Forecast new facilities investment subject to the investment adjustment mechanism

Wooden pole lines 27.45 29.67 33.69
Underground cables 94.09 104.70 118.41
Transformers 28.65 32.75 37.37
Switchgear 19.49 21.93 24.88
Street lighting 9.08 10.22 11.50
Total 178.76 199.27 225.85

Actual new facilities investment subject to the investment adjustment mechanism

Wooden pole lines 39.11 43.96 49.15
Underground cables 143.49 134.72 155.32
Transformers 44.70 42.51 47.42
Switchgear 28.10 29.32 31.67
Street lighting 12.89 12.80 13.89
Total 268.29 263.31 297.45

Above-forecast investment

Wooden pole lines 11.67 14.30 15.46
Underground cables 49.40 30.02 36.91
Transformers 16.05 9.76 10.05
Switchgear 8.61 7.39 6.79
Street lighting 3.81 2.57 2.38
Total 89.53 64.30 71.60

Adjustment to target revenue

Compound return to 2009/10 at 6.76 per cent for 0 6.46 10.38
2006/07 to 2008/09 and 7.06% for 2009/10°%

Amount added to target revenue in 2009/10 18.03

Capital Contributions Adjustment Mechanism

805.

806.

360

The capital contributions adjustment mechanism described in clauses 5.32 and
5.43 of the current access arrangement (for the transmission and distribution
networks, respectively) provides a mechanism for correcting for differences
between forecast and actual amounts of capital contributions made to Western
Power in respect of new facilities investment.

The capital contributions adjustment mechanism has relevance under the treatment
of capital contributions established under the access arrangement for the first
access arrangement period. Under this treatment, any new facilities investment
financed by capital contributions is added to the capital base for the network and
offset by the deduction of revenue from capital contributions from revenue able to

Calculated as a compound return on the previous years above-forecast investment, consistent with the

general method of financial modelling with the return calculated only on the opening asset value for each
year.
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be earned under the price control. For the purposes of establishing the price
control for the first access arrangement period, a forecast of capital contributions
was taken into account. The capital contributions adjustment mechanism makes an
adjustment to target revenue in the second access arrangement period to correct
for differences between the forecast and actual amounts of capital contributions in
the first access arrangement period, corrected for the time value of money at a
discount rate equal to the rate of return applied in the first access arrangement
period.

807. Western Power indicates that actual capital contributions in the first access
arrangement period were greater than forecast for both the transmission network
and distribution network resulting in necessary adjustments to target revenue for
the second access arrangement period (in present value terms) of —$37.603 million
for the transmission network and —-$84.110 for the distribution network. The
derivation of these amounts is shown in Table 95 and Table 96.

Table 95 Adjustments to Target Revenue under the Capital Contributions
Adjustment Mechanism — Transmission Network
(real $ million at 30 June 2009)***

2006/07 2007/08 2008/09
Forecast capital contributions 17.68 30.10 14.67
Actual capital contributions 36.70 33.47 27.00
Difference -19.02 -3.37 -12.33
Escalation to 30 June 2009 at 6.76 per cent -21.68 -3.60 -12.33
per annum
Amount added to target revenue -37.60

(present value at 30 June 2009)

Table 96 Adjustments to Target Revenue under the Capital Contributions
Adjustment Mechanism — Dist