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On 2 October 2017, Western Power submitted proposed revisions to its access
arrangement for the Western Power network. The proposed revisions are for the fourth
access arrangement period (AA4), the five year period from 1 July 2017 to 30 June 2022.

The role of the Economic Regulation Authority (ERA) is to determine whether Western
Power's AA4 proposal complies with the requirements of the Electricity Networks Access
Code 2004 (Access Code). To make its decision, the ERA is guided by specific provisions
of the Access Code regarding particular elements of the access arrangement, as well as
the Access Code objective of promoting economically efficient investment in, and operation
and use of, the network and services of the network, in order to promote competition in
markets upstream and downstream of the network.

The ERA has published its draft decision to not approve Western Power’s proposed
revisions.

Interested parties are invited to make submissions on the ERA’s draft decision by 4:00 pm
(WST) Wednesday 30 May 2018.

Submissions are preferred as documents uploaded to the ERA’s website, in electronic form,
via: www.erawa.com.au/consultation

Alternatively, submissions can be lodged via:

Email address: publicsubmissions@erawa.com.au
Postal address: PO Box 8469, PERTH BC WA 6849
Office address: Level 4, Albert Facey House, 469 Wellington Street, Perth WA 6000

CONFIDENTIALITY

In general, all submissions from interested parties will be treated as being in the public
domain and placed on the ERA's website. Where an interested party wishes to make a
submission in confidence, it should clearly indicate the parts of the submission for which
confidentiality is claimed, and specify in reasonable detail the basis for the claim. Any claim
of confidentiality will be considered in accordance with the provisions of the Access Code,
sections 14.12 to 14.15.

The publication of a submission on the ERA’s website shall not be taken as indicating that
the ERA has knowledge either actual or constructive of the contents of a particular
submission and, in particular, whether the submission in whole or part contains information
of a confidential nature and no duty of confidence will arise for the ERA.

General Enquiries

Natalie Warnock

Work: 08 6557 7933

Mobile: 0428 859 826
communications@erawa.com.au



mailto:communications@erawa.com.au

On 2 October 2017, Western Power submitted its proposed revisions to its access
arrangement in accordance with the requirements of section 4.79 of the Electricity
Networks Access Code 2004 (Access Code).

The proposed revised access arrangement covers the fourth access arrangement
period (AA4) spanning 1 July 2017 to 30 June 2022.

The proposed revised access arrangement and access arrangement information are
available on the Economic Regulation Authority’s (ERA) website.!

The ERA is required to consider the proposed revised access arrangement and
make a decision to either approve or not approve the proposed revisions. The ERA
must determine whether Western Power’s proposed revised access arrangement:

e meets the Access Code objective of promoting economically efficient
investment in, and operation and use of, electricity networks and services of
networks in Western Australia, in order to promote competition in markets
upstream and downstream of the networks; and

o complies with the specific requirements of the Access Code.

The ERA invited submissions from interested parties on Western Power’s proposal
by publishing a notice on 6 October 2017. The closing date for submissions was
20 November 2017.

To assist interested parties in understanding Western Power’s proposal, the review
process and some of the issues to be addressed by the ERA in determining whether
or not to approve the proposal, the ERA published an issues paper on 31 October
2017. On 2 November 2017, the ERA held a public forum on Western Power’s
proposal and the ERA’s issues paper.

Following requests from interested parties the ERA decided to extend the deadline
for submissions to 11 December 2017. The extension gave parties an opportunity
to consider additional supporting information that was provided by Western Power
(and published by the ERA), including Western Power’s revenue model, regulatory
financial statements and a productivity report.

Submissions were received from 32 interested parties and published on the ERA’s
website. A list of interested parties who made a submission is included in
Appendix 3.

Under section 4.12 of the Access Code, the ERA must consider any submissions
made (before the submission closing date) on the proposed revised access
arrangement and must make a draft decision, either:

e to approve the proposed revised access arrangement; or

1 See: https://www.erawa.com.au/electricity/electricity-access/western-power-network/access-

arrangement/access-arrangement-period-2017-2022
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11.

12.

13.

14.

15.

16.

e to not approve the proposed revised access arrangement, in which case the
ERA must in its reasons provide details of the amendments required before the
ERA will approve it.

Western Power’s current access arrangement applies until a new proposed access
arrangement is approved by the ERA.

The draft decision of the ERA is to not approve the proposed access arrangement
revisions. The detailed reasons for this decision are outlined in this document.

The ERA requires 91 amendments to be made to the access arrangement before it
will approve the access arrangement.

The required amendments are listed in Appendix 1. The required amendments are
also included in the reasons to the draft decision at the point at which each relevant
element of the proposed revision is considered.

The ERA invites submissions on this draft decision. The closing date for
submissions is 30 May 2018.

Any submission made by Western Power may include a revised proposed access
arrangement.

Under section 4.17 of the Access Code, the ERA will consider any submissions
received on the draft decision and make a final decision to either approve or not
approve Western Power’s proposal (or revised proposal if submitted by Western
Power).
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18.
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20.
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Western Power’s transmission and distribution network is a covered network under
the Electricity Networks Access Code 2004 (Access Code) and is required to have
an approved access arrangement. The access arrangement sets out the terms and
conditions, including prices, for third parties seeking access to the network.

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

Western Power’s access arrangement must include:

e arevisions submission date for submitting revisions to the access arrangement;

. the method used to determine the total revenue Western Power can collect
from customers;

) one or more reference services;
e the pricing method for each reference service;
. service standard benchmarks for each reference service;

e any adjustments that will be made to target revenue at the next access
arrangement review;

e any trigger events that would require a review to commence earlier than
planned;

. a standard access contract for each reference service;
e an applications and queuing policy;
e acontributions policy; and

e atransfer and relocation policy.

Western Power is required to submit proposed revisions to the access arrangement
and revised access arrangement information to the Economic Regulation Authority
(ERA) by the revisions submission date specified in the access arrangement. The
revisions submission date approved in the third access arrangement (AA3) decision
was 31 March 2016. This was later amended to 31 December 2016, the latest date
permitted under the Access Code, and subsequently the Access Code was amended
to extend the deadline to 2 October 2017.

As set out in chapter 4 of the Access Code, the ERA is required to consider the
proposed revised access arrangement and make a decision to either approve or not
approve the proposed revisions. The ERA must determine whether the proposed
revised access arrangement:

e meets the Access Code objective of promoting economically efficient
investment in, and operation and use of, electricity networks and services of
networks in Western Australia, in order to promote competition in markets
upstream and downstream of the networks; and

e complies with the requirements set out in chapter 5.



22.

23.

24,
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26.

27.

If the ERA considers the Access Code objective and requirements of chapter 5 are
satisfied it must approve the access arrangement. The ERA may not reject a
proposed access arrangement on the grounds that another form of access
arrangement might be better or more effectively satisfy the Access Code objective
and the requirements set out in chapter 5.

If the ERA does not approve the access arrangement it must provide details of the
amendments required for it to be approved.

The process the ERA must follow for the review is set out in chapter 4 of the Access
Code and includes:

¢ making and publishing a draft decision for public consultation;
e making and publishing a final decision; and

o if the final decision is to “not approve” there are various outcomes that may
apply:

- Western Power may submit a revised access arrangement to comply with
the ERA'’s final decision. In this case, the ERA must determine whether it
is compliant? and make and publish a further final decision, either
“approving” or “not approving”:

- If the ERA’s further final decision is to “approve”, the document
submitted by Western Power becomes the revised access
arrangement and takes effect from a date specified by the ERA,
which must be at least 20 days after the decision is published.

- Ifthe ERA’s further final decision is to “not approve”, the ERA must
draft, approve, publish and advertise its own access arrangement.

- If Western Power does not submit a revised access arrangement
following the final decision, the ERA must publish a further final
decision to “not approve” and then draft, approve, publish and
advertise its own access arrangement.

Specific stages of the review and approvals process must be completed in
timeframes prescribed in the Access Code. Deadlines must initially be set on the
prescribed timeframes. There are provisions for extensions of time. However, the
ERA can only use these provisions if it determines:

e alonger time period of time is essential for due consideration of all the matters
under consideration or satisfactory performance of the relevant obligation; and

e the ERA or the service provider, as applicable, has taken all reasonable steps
to fully utilise the times and processes provided for in the initial deadline.

Before extending any deadline the ERA must publish a notice.

If the ERA exercises its powers to obtain information and documents under
section 51 of the Economic Regulation Authority Act 2003, time ceases to run in
respect of the relevant deadline until the information is received.

2 Under section 4.23 of the Access Code, if the amended access arrangement either implements the final
decision required amendments or, if it does not implement the required amendments, adequately
addresses the matters which prompted the ERA to require the amendments, the ERA must approve the
amended proposal.
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28.  The reasons for the ERA’s draft decision are set out in the following order:
e Introduction to the access arrangement
e  Revenue requirement
- Form of price control
- Target revenue
e Reference and non-reference services
. Pricing methods, Price List and Price List Information
e  Service standard benchmarks
e  Adjustments to target revenue at next review
e Trigger events
e  Supplementary matters
e  Electricity transfer access contract
e  Applications and queuing policy
e  Contributions policy

e  Transfer and relocation policy

Draft Decision on Proposed Revisions to the Access Arrangement
for the Western Power Network 6
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INTRODUCTION TO THE ACCESS ARRANGEMENT

Access Code requirements

29.

Sections 5.29 and 5.31 of the Electricity Networks Access Code 2004 (Access
Code) require an access arrangement to specify:

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

e  atarget 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 Access Code
objective.

Current access arrangement

30.

31.

32.

33.

34.

Western Power’s current access arrangement initially required Western Power to
submit its proposed revisions for the fourth access arrangement period (AA4) by
1 March 2016, and AA4 was targeted to commence on 1 July 2017.

On 6 March 2014, the Minister for Energy launched a review of the electricity market
and announced preferred options for development in March 2015. These options
included transferring regulation of the Western Power network from the Western
Australian regime to the National Electricity Law and relevant National Electricity
Rules and also applying the relevant National Electricity Rules to regulate Western
Power’s metering services.

Western Power considered this created uncertainties around the regulatory
framework and made it difficult to effectively plan its submission for AA4. It therefore
applied to the Economic Regulation Authority (ERA) to defer its revisions submission
date. In June 2015, the ERA approved a deferral of the revisions submission date
from 1 March 2016 to 31 December 2016.

A package of Bills to transfer the regulation of Western Power’s network to the
national framework was introduced to State Parliament in June 2016. It was
intended that the Bills would be passed by late November 2016 to allow Western
Power to commence the regulatory process under the national regulatory framework
in December 2016, and for the Australian Energy Regulator’s determination to apply
from 1 July 2018.

However, in November 2016 it became clear the Bills would not be passed.
Consequently, Western Power continues to be subject to the State-based regulatory
scheme. To provide Western Power with sufficient time to prepare its submission,
the Minister amended the Access Code to extend Western Power’s submission
deadline to 2 October 2017. This is three months after AA4 was initially targeted to
commence (i.e. 1 July 2017).

Western Power’s proposal

35.

Proposed revisions to the introduction section of the access arrangement include:

Draft Decision on Proposed Revisions to the Access Arrangement
for the Western Power Network 7



36.

37.

38.

39.

40.

41.

e  a specified date of commencement of the proposed revisions of 1 July 2018 or
a later date in accordance with section 4.26 of the Access Code;

e a proposed revisions submission date of 1 March 2021 and a target revisions
commencement date of 1 July 2022; and

o removal of the distribution headworks methodology from the list of appendices
to the access arrangement.

Submissions from Alinta Energy (Alinta), CdL Advisory, Community Electricity and
ERM Power included feedback on the target revisions commencement date and
revisions submission date.

Alinta, CdL Advisory and ERM Power all refer to current uncertainties and the
likelihood of further reforms. On that basis, they consider the next review should
commence earlier and/or the period required for the review will need to be longer.

Alinta refers particularly to the State Government’s proposals to introduce a
constrained access model:®

At this stage there is significant uncertainty as to what this means in practice —
particularly with regards to current access rights and what a future connection contract
may look like. As such, Alinta considers that it would be prudent to allow a longer than
usual period to conduct the AA5 review processes and suggests at least 18 months
should be allowed. This additional time will be required in order to allow current users,
prospective access seekers, Western Power, and the ERA sufficient time to
understand the implications appropriately.

ERM Power expresses similar views:*

... given that there may be the possibility of a new regulatory environment, it might be
appropriate for the first submissions to be made earlier. How early will depend on how
prepared will the ERA be in making a determination in that changed environment.
Without an understanding of the undertaking, it is difficult to comment on a timeframe
other than a possible commencement before the end of 2020, but certainly no shorter
than at least eighteen months. This timeframe is required to allow the market sufficient
time to digest the implications of a potential new regulatory environment, the
assessment criteria and process.

CdL Advisory considers the dates proposed are inappropriate given the “pace of
technological disruption” and the “current National Electricity Market crisis and its
potential flow on effects to Western Australia’s electricity market and regulatory
reform environment.”™

Community Electricity also refers to the rapid changes in the energy sector and
considers that including more “annual true-ups and resets” in the access
arrangement would enable an:®

3 Alinta Energy, Alinta Energy Submission, 11 December 2017, section 13.
4 ERM Power, Issues Paper on Proposed Revisions to Western Power Network Access Arrangement,

11 December 2017, p. 2.

5 CdL Advisory, Proposed Revisions to the Western Power Network Access Arrangement, 4 December 2017.
6 Community Electricity, Response to ERA Public Consultation, 10 December 2017, p. 10.



42.

43.

44,

45.

46.

47.

48.

.. an incremental approach to tariff reform and provide opportunity to contain and
adapt to unforeseen and unknowable consequences.

Annual review would also remove the bureaucratic burden of urgently assembling an
Access Arrangement that honours the ritual of the Access Code rather than its spirit.
We support Western Power’s proposal to the effect that, (our words) government policy
is a wildcard that must be implemented and could reasonably be expected to conflict
with the Access Arrangement. Clearly the government should not permit delay of its
policies while we await termination of a 5-year access arrangement.

The commencement date for AA4 will be confirmed in the ERA’s final decision. This
draft decision is based on Western Power’s proposed commencement date of 1 July
2018.

Western Power has proposed a target revision commencement date for the next
access arrangement (AA5) of 1 July 2022 and a revisions submission date of
1 March 2021, which is 16 months prior to the target revisions commencement date.

The Access Code requires the target revisions commencement date 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 Access
Code objective.

The access arrangement period is the period between the revisions commencement
date and the next revisions commencement date. The revisions commencement
date is the date on which revisions to an access arrangement which have been
approved by the Authority commence. Western Power’s proposed target revision
commencement date is five years after AA4 was originally intended to commence
on 1 July 2017.

Western Power’s proposed access arrangement includes a target revenue proposal
for the five years commencing from 1 July 2017. Although the delays in the
regulatory process discussed above will result in the AA4 revised access
arrangement taking effect after 1 July 2017, the approved target revenue will be
adjusted to take account of any differences between the revenue approved by the
ERA in the AA4 decision and the revenue actually earned by Western Power
between 1 July 2017 and the date the AA4 revisions come into effect. On that basis,
the ERA considers Western Power’s proposed target revisions date is equivalent to
a five year period.

The ERA considers the AA4 period should not be reduced to accommodate possible
changes in the regulatory framework. If a significant change in the regulatory
environment does occur, particularly any amendments to the Access Code, there
are provisions in the Access Code allowing Western Power to apply for, or the ERA
to require, a mid-period review of the access arrangement.” A mid-period review
does not necessarily require a review of the entire access arrangement.

The ERA considers the Access Code provisions are sufficient to enable changes to
the access arrangement if necessary. It is also preferable to shortening the access

7 See section 4.38 for provisions enabling the ERA to require an amendment, section 4.41 requiring revisions
if the Access Code is amended and section 4.41A allowing Western Power to propose a mid-period
variation.
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49.

50.

51.

52.

arrangement period, as reducing the access arrangement period also reduces the
incentives for Western Power to out-perform its cost forecasts and achieve
efficiencies that will ultimately be passed on to network users. A shorter regulatory
period would also increase regulatory costs.

The Access Code specifies the revisions submission date must be at least six
months prior to the target revision date. However, the minimum timescales
prescribed in the Access Code result in the review taking at least nine months® and
the extensions permitted under the Access Code increase the time permitted to
around 18 months. If additional information is required from Western Power, the
review could take even longer, as was the case for the first access arrangement
(AAL).

Previous reviews have required the full time permitted under the Access Code with
extensions. The average time was 18 months:

e AA1 was submitted on 24 August 2005 with the further final decision published
on 26 April 2007 and the revisions commencing on 1 July 2007 (22 months in
total).

e The second access arrangement (AA2) was submitted on 1 October 2008 with
the further final decision published on 19 January 2010 and the revisions
commencing on 1 March 2010 (17 months in total).

e  The third access arrangement (AA3) was submitted on 30 September 2011
with the further final decision published on 29 November 2012 and the revisions
commencing on 1 February 2013 (16 months in total).

The Australian Energy Regulator's review process commences approximately
twenty four months prior to the target revision date.

Western Power’s proposed date meets the minimum requirements of the Access
Code. However, based on the ERA’s and Australian Energy Regulator’s experience
of previous access arrangement reviews, the ERA considers 18 months is the
minimum period required to ensure there is sufficient time for review, stakeholder
consultation and finalisation of the decision prior to the targeted revisions
commencement date.

Required Amendment 1

The revisions submission date must be amended to 1 January 2021.

8 Including the one month prescribed minimum period for the revised access arrangement to come into effect
following the ERA’s decision.

Draft Decision on Proposed Revisions to the Access Arrangement
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54.

55.

56.

In this section of the draft decision, the Economic Regulation Authority (ERA)
addresses the form of the price control and the determination of target revenue.

The ERA’s assessment of Western Power’s proposed target revenue is set out
below in the following order:

Form of price control

Forecast target revenue including:

- Forecasts of demand for services
- Forecast operating expenditure

- Actual capital expenditure for the third access arrangement (AA3) and the
value of the regulated capital base at the commencement of the fourth
access arrangement period (AA4)

- Forecast capital expenditure and the forecast value of the regulated capital
base over the AA4 period

- Areturn on the regulated capital base
- An allowance for working capital

- Cost of taxation liabilities

- Costs of raising additional equity

- Adjustments to target revenue for AA4 to reflect certain cost and revenue
outcomes during AA3

- Tariff equalisation contributions

In considering Western Power’s proposed target revenue, the ERA has made
assessments of the actual and forecast costs of Western Power for AA3 and AA4,
including:

an assessment of whether the forecast operating costs for AA4 meet the
requirement of section 6.40 of the Electricity Networks Access Code 2004
(Access Code) of including only those cost that would be incurred by a service
provider efficiently minimising costs;

an assessment of whether capital expenditure incurred in AA3 may be added
to the capital base under section 6.51A of the Access Code, including an
assessment of whether, and to what extent, the capital expenditure satisfies
the new facilities investment test under section 6.52 of the Access Code; and

an assessment of whether forecast capital expenditure for AA4 may be taken
into account in determining target revenue (by including in the forecast
regulated capital base), including an assessment of whether, and to what
extent, the capital expenditure can reasonably be expected to satisfy the new
facilities investment test under section 6.52 of the Access Code.

For the purposes of the approval of proposed revisions to the access arrangement,
and pursuant to sections 6.41, 6.51 and 6.51A of the Access Code, the ERA has
discretion whether to recognise costs in the total costs and target revenue that



57.

58.

59.

60.

underlie the price control. This includes forecast operating costs, actual capital
expenditure during AA3 and forecast capital expenditure for AA4. Before
recognising these costs in total costs and target revenue, the ERA must be satisfied
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 ERA that the costs
satisfy these tests.

In making an assessment of costs the ERA has considered:
o  Western Power’s performance during the AA3 period, in particular:

- significant under expenditure compared with the forecast costs approved
by the ERA; and

- good performance against service standards;

e reductions in Western Power’s forecast expenditure for AA4 compared with
actual expenditure during AA3; and

o efficiency of operating expenditure, including:

- a comparison of Western Power's costs with other network service
providers.

The ERA has obtained advice from GHD Advisory (GHD) and Geoff Brown and
Associates (GBA) on relevant matters including:

e a review of Western Power’s governance arrangements for controlling work
programs and costs;

e areview of actual capital expenditure during AA3 (including a sample of capital
projects and programs) claimed by Western Power to meet the new facilities
investment test under section 6.52 of the Access Code;

e areview of Western Power’s forecast operating expenditure for AA4, including
benchmarking against other network service providers; and

e areview of forecast capital expenditure for AA4 (including a sample of capital
projects and programs) claimed by Western Power to meet the new facilities
investment test under section 6.52 of the Access Code.

The Access Code requires an access arrangement to include a “price control”, which
means the provisions in an access arrangement under section 5.1(d) and chapter 6
(of the Access Code) which determine target revenue. A note to this definition
indicates that a price control can consist of direct or indirect limits, and is a limit on
the level of tariffs through the control of overall revenue. This note also distinguishes
between price control and pricing methods, with the latter dealing with the structure
of tariffs.

The specific requirements and objectives for price control and determining target
revenue are set out in sections 6.1 to 6.5 to the Access Code (these sections are
reproduced below):



e Sections 6.1 and 6.2 state requirements for the form of price control, while
sections 6.4 and 6.5 set out the objectives that must be met by the price control.

e Section 6.3 constrains the choice of price control for the first access
arrangement period, which is not relevant to the proposed revised access
arrangement.

e  Section 6.4 sets out objectives for price control in relation to the setting of an
amount of target revenue for the access arrangement period.

e  Section 6.5 clarifies that the forward-looking and efficient costs of providing
covered services is a target amount (and not a ceiling or a floor amount).

Form of Price control

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:
() tariffs in previous access arrangement periods; and
(ii) changes to costs and productivity growth in the electricity industry;
or

(© using a combination of the methods described in sections 6.2(a) and 6.2(b).

Price control objectives
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:

0] 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
(iiA)  an amount (if any) determined under sections 6.5A to 6.5E;°
plus

(i)  an amount (if any) determined under section 6.6;°

9 Section 6.5A to 6.5E — Recovery of deferred revenue.
10 Section 6.6 — Target revenue may be adjusted for unforeseen events.
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65.

plus
(iv)  anamount (if any) determined under section 6.9;%!
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 section 6.37A;12
and

(b) enabling a user to predict the likely annual changes in target revenue during
the access arrangement period; and

(©) 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.

The current access arrangement applies a “revenue cap” form of price control.
Under this form, reference tariffs are set on the basis of an amount of required
revenue for a given year, plus corrections for under- or over-recovery of required
revenue in prior periods.

The formula for calculating maximum target revenue each year when setting annual
tariffs is set out in sections 5.6 and 5.7 of the current access arrangement.

The formula for calculating maximum target revenue includes a separate factor for
any costs incurred by the distribution system as a result of any Tariff Equalisation
Contribution (TEC) Western Power is required to pay in accordance with section
6.37A of the Access Code.

The revenue cap applies to all network access services that Western Power provides
to transmit and distribute electricity, whether they are a reference or non-reference
service, including:

. connection services;

e  exit services;

e  entry services;

. bi-directional services;

e metering services provided ancillary to the above services (that are defined as
standard metering services in the model service level agreement); and

e  streetlight maintenance.

Separate revenue caps have been determined for services provided by the
transmission and distribution networks.

11 Section 6.9 — Target revenue may be adjusted for technical rule changes.
12 Section 6.37A — Tariff equalisation contributions may be added to target revenue.
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The revenue cap for each service was determined using a building block approach
incorporating the following costs:

e  operating costs (nhon-capital costs);
e depreciation;

e return on the regulated capital base;
e return on working capital;

. taxation; and

¢ adjustments from the previous access arrangement period.

The regulated capital base is derived as follows:

opening capital base + forecast capital expenditure — depreciation —
redundant assets = closing capital base

Services that are ancillary to the transmission and distribution of electricity, such as
high load escorts, are not included in the revenue cap. Consequently, forecast
operating costs attributed to such services are not included in target revenue.

Revenue for services defined as standard metering services are recovered in the
revenue cap as reference services and all other services provided under the model
service level agreement are non-revenue cap (non-reference) services.*?

The current access arrangement specifies that charges for non-revenue cap
services are:

e  negotiated in good faith;
) consistent with the Access Code objective; and

) reasonable.

For AA4, Western Power proposes to:

e retain the revenue cap form of price control and building block method to
calculate target revenue;

e use a nominal post-tax weighted average cost of capital to calculate the return
on the capital base;

e expand the revenue cap formula for the annual price list to include an
adjustment for the annual update to the weighted average cost of capital; and

o set charges for non-revenue cap services on the same basis as for AA3.

13 “Non-revenue cap services” is a defined term in the access arrangement and means “non-reference
services provided by Western Power by means of the Western Power Network other than non-reference
services that are provided as revenue cap services”.
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Submissions from the Australian Energy Council, Community Electricity, Emergent
Energy, Perth Energy and Synergy included comments relevant to the price control.
Details of these submissions are included under Considerations of the ERA.

Revenue cap services

73.

74.

75.

76.

7.

78.

In considering a proposed form of price control for the purposes of a decision to
approve or not approve the proposed access arrangement revisions, the ERA must:

e assess whether the proposed price control is compliant with the requirements
of section 6.2, the objectives of section 6.4, and otherwise complying with
chapter 6; and

o regard the Access Code objective, which requires that the price control promote
the economically efficient investment in and operation and use of, networks and
services of networks in Western Australia in order to promote competition in
markets upstream and downstream of the networks.

A revenue cap is explicitly contemplated in the note to section 6.2(a) of the Access
Code as one of several forms of price control that may be adopted.

Submissions from Synergy and Emergent Energy highlighted the effect of demand
risk on a revenue cap form of price control.

Synergy states it does not oppose a revenue cap form of price control for the
transmission and distribution services, noting it is consistent with the approach
adopted by the Australian Energy Regulator (AER). However, Synergy notes this
form of price control means Western Power’s customers face significant demand risk
which places a strong onus on Western Power to:

... apply best practice in forecasting demand for the purposes of its AA4 proposal, to
substantiate its demand forecasts (including the methodology and assumptions used)
and to provide its customers and stakeholders with reasonable opportunity to review
and comment on its methodology, assumptions and forecasts.

Emergent Energy also raises concerns about the effect of changes in demand on
revenue and pricing:

As both peak demand and overall consumption falls (due to the introduction of
disruptive competition), Western Power must not simply raise prices to fully recover
their proposed revenue cap. The Authority should consider backward solving for a
revenue cap, based on an appropriate tariff escalation regime which takes changes to
the sector, and the risks associated with it, into consideration. If the Authority-derived
revenue cap is less than that required for cost recovery, then some asset write down
is necessary.

Community Electricity and Perth Energy commented on the alternative options now
available to customers which they may choose in preference to energy supplied by
the network.

14 Emergent Energy submission, p. 15.
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Community Electricity submits:

....for the first time, customers may choose between 'grid' and 'non-grid' solutions.
Previously, customers have had no choice but to accept Western Power's policy and
fund its right to raise revenue to provide a return on investment and cover operational
costs.

Customer choice is the driver of the 'networks death spiral' whereby fixed network
revenues are proportioned to decreasing consumption.

It is imperative that Western Power aligns its charges with the decisions and
behaviours it wishes to promote, and adapts to the different revenues that these prices
will cause.®

Perth Energy notes that:

... downstream of the network Western Power is no longer a monopoly. Western
Power now competes with behind the meter energy solutions, as a way to energise
customer’s facilities. .... The increasing costs faced by customers downstream of the
network, coupled with the declining costs of behind the meter energy solutions such
as solar and batteries will displace reliance on the electricity network.

As discussed further in the section on demand forecasting, Western Power has
forecast a decline in energy consumption during the AA4 period. This is the first
access arrangement for which Western Power has forecast reductions in demand.

As identified in Synergy’s submission, Western Power’s current price control puts all
demand risk on users. Under Western Power’s current price control, any changes
in energy consumption or customer numbers compared with the access
arrangement demand forecast affect charges to users during the access
arrangement period as any under- (or over-) recovery of target revenue is passed
through to users in the following year’s charges. This can result in charges to users
being significantly different from those projected at the time of an access
arrangement decision.

For example, the ERA’s final decision for AA3, published on 5 September 2012,
anticipated average charges over the AA3 period would increase broadly in line with
the Consumer Price Index (CPI).1®* However, Western Power’s proposed 2013/14
Price List would have resulted in average charges increasing by 17.5 per cent more
than CPl. Two and a half percentage points of this was due to an increase in the
TEC. The remainder was due to differences in revenue and demand forecasts
compared with the demand forecasts underpinning the AA3 final decision.

An amendment was made to Western Power’s access arrangement which reduced
the effect of this large increase.!” However, due to energy volumes being lower than
forecast in Western Power's AA3 submission, and the TEC being higher than
forecast, average charges during AA3 increased by more than CPI as shown in
Table 1 below.

15 Community Electricity submission, page 2.
16 See final decision notice published on 5 September 2012.

17 See Mid-Period Variation — Revision to Revenue Caps to reflect revised recovery period of Deferred
Revenue published on 4 June 2013 http://www.erawa.com.au/cproot/11386/2/20130604%20D106966%20-
%20Decision%20t0%20amend%20price%20control%20in%20Western%20Power%20s%20access%20arr

angement%20AA3.pdf
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Table 1 AA3 annual average increase in charges including forecast CPI (nominal)'8
_
2012/13 3.7% -8.7% 7.2% 2.25%
2013/14 4.0% -12.0% 5.3% 2.0%
2014/15 4.8% -0.8% 6.9% 2.75%
2015/16 5.1% -10.2% 10.3% 2.5%
2016/17 1.7% -9.4% 4.8% 2.5%

85. Asshown in Table 1 (above), the increase in average charges was greater than the
forecast rate of inflation. The final year was lower than CPI only because Western
Power did not take up its maximum allowable revenue. Western Power chose to
defer $29.7 million?® in the 2016/17 Price List. Without this deferral, average charges
would have increased by 4.2 per cent. Under its pricing formula, Western Power will
be able to recover the $29.7 million in future years.

86. Based on past experience, the ERA considers Western Power’s current price control
is not compliant with section 6.4(b) of the Access Code as it has not enabled users
to predict the likely annual changes in target revenue during the access arrangement
period, and has not been compliant with the requirements of section 6.4(c) to avoid
price shocks.

87.  Other matters which may be affected by the current price control are:

e Users have reported difficulties and delays when seeking to connect to the
network.?

o  Western Power has made little change to its cost allocations or tariff structures
since the current regulatory framework commenced. Most users continue to
be charged based on energy volumes.

e Under the current price control, users face distorted incentives to manage
demand. Any steps they take to reduce demand will be reflected in future in
higher charges. This may lead to users seeking non-network alternatives.

88. If Western Power was exposed to demand risk, which could be increases or
reductions in demand compared to forecast, it would develop more efficient tariffs,
encourage the connection of new customers and offer services that meet user
requirements and benefit Western Power through increased revenue, reduced costs
or a combination of both.

89. The ERA considers that amendments are required to Western Power’s proposed
price control in order to:

e enable users to predict the likely annual changes in target revenue during the
access arrangement period (as required under section 6.4(b) of the Access
Code); and

18 Extracted from annual price lists approved and published on the ERA website.

19 Western Power's annual price list updates include a forecast of CPI for the December following the date of
the price list.

20 Western Power 2016/17 Price List Information Table 7.
21 See submissions from Emergent Energy and Change Energy.
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e avoid price shocks, i.e. sudden material tariff adjustments between succeeding
years (as required under section 6.4(c) of the Access Code).

90. The ERA considers this would be achieved by ensuring demand risk is faced by
Western Power rather than users. This can be achieved by:

e removing the correction factor for under or over-recovery of target revenue for
prior periods from the price control formula; and

e  requiring the forecast revenue recovery from Western Power’s proposed tariffs
in each year’s Price List to be based on customer numbers and volumes
consistent with the demand forecast approved with the AA4 decision.

Required Amendment 2

Western Power must amend its proposed revised access arrangement to:

¢ Remove the correction factor for under or over-recovery of target revenue for prior
periods from the price control formula; and

¢ Add a requirement that the forecast customer numbers, energy volumes and any
other charging parameters for each reference service must be consistent with the
demand forecast approved with the access arrangement decision.

Non-revenue cap services

91. Western Power considers the ERA is not required to approve tariffs or charges for
non-revenue cap services.?? It notes the forecast costs for providing these services
are not included in the building blocks target revenue used to calculate the annual
revenue caps for revenue cap services and that:

Where possible, for commonly requested non-revenue cap services, we set standard
fees and charges in line with the charging criteria and publish them on our website.
Prices for extended metering services are detailed in the metering code model service
level agreement. For other non-revenue cap services, we will negotiate individually
with customers consistent with the charging criteria.?3

92.  Synergy submits that, regardless of what form of price control is used for covered
services not included in the revenue cap, the pricing for those services must be
controlled so that Western Power’s charges cannot exceed the relevant portion of
target revenue for those covered services.

93. AGL and the Australian Energy Council raise concerns about controls over the
pricing of metering services:

... AGL strongly disagrees with Western Power’s proposal that advanced metering
services, which fall within neither standard or extended metering services and appear
likely to be enhanced technology services, will not be subject to a price cap and will

22 Western Power, Access arrangement information: Access arrangement revisions for the fourth access
arrangement period, 2 October 2017, p. 215, paragraph 881.

23 Western Power, Access arrangement information: Access arrangement revisions for the fourth access
arrangement period, 2 October 2017, p. 215, para 882.
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be determined by bilateral negotiation with the network operator. This service
description needs to be clarified and priced accordingly. AGL considers this lack of
clarity to be unacceptable for a regulated business and not reflective of similar services
in the NEM.

Eastern state networks have been required to separate out the metering charges within
their tariff structures as capital and operating charges. This allows customers to clearly
see the costs they are being charged for metering services as opposed to connection
services, and allows greater transparency of this specific aspect of the regulated
monopoly business.

AGL has concerns that a regulated entity is able to impose uncapped charges onto a
customer for a service which is presently a monopoly service. AGL has long
maintained a position that regulated entities should only operate in regulated activities.

Metering and meter reading services are fundamental to customer billing, not the
efficient transportation of electricity. Further, as these proposed services are not ring
fenced or competitive, they will undoubtedly be funded by regulated income.
Therefore, AGL believes that these services should be based on clearly specified and
regulated charging regimes.?*

94.  The Australian Energy Council comments on the absence of metering competition
in Western Australia in contrast to the national electricity market. It considers:

In the absence of such reform the ERA needs to strictly ensure that the metering
services retailers require are delivered at an efficient cost.

95.  Western Power’s 2016/17 Cost and Revenue Allocation Method states that its non-
revenue cap services include non-reference services such as:
e access applications;
e  metering extended services;
) transmission line relocations; and
e other (e.g. high load escorts and temporary supplies and disconnections).

96. Charges for access applications are covered under the applications and queuing
policy and charges for metering extended services are covered under the model
service level agreement.® The ERA considers this provides adequate oversight of

these costs. However, a clause should be added to the access arrangement to state
this.

Required Amendment 3

A clause should be added to 5.12 of the proposed revised access arrangement stating
that prices for access applications will be consistent with the applications and queuing
policy and prices for extended metering services will be consistent with the model
service level agreement.

97. The cost of transmission line relocations and other services such as high load
escorts and temporary supplies will depend on the circumstances of the work

24 AGL submission, p. 5.
25 The ERA is currently considering amendments to the model service level agreement.
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required. For this type of service, the current access arrangement requirement for
non-revenue cap services (i.e. charges will be negotiated in good faith, consistent
with the Access Code objective and reasonable) is sufficient to ensure charges are
consistent with the Access Code requirements.

98. The ERA intends to update its access arrangement information guidelines to require
Western Power to provide a breakdown of non-revenue cap services by category
(i.e. access applications, metering, transmission line relocations and other) in its
regulatory accounts for both revenue and operating expenditure. This will provide
further information to confirm that charges are in line with the costs incurred for the
relevant service.

Target revenue

Western Power’s proposal

99. A breakdown of Western Power’s proposed target revenue for AA4 is set out in Table
2 and Table 3 below.
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Table 2 AA4 proposed target revenue for the transmission network ($ million real at
June 2017)

2017/18 | 2018/19 | 2019/20 | 2020/21 202122 roposed - Approved

AA4 Total | AAS3 Total

Operating costs 93.84 84.17 83.15 84.56 84.55 430.28 578.57
Depreciation 113.68 | 117.21 126.85 138.25 144.29 640.28 562.15

Accelerated depreciation - - - - - - -
(redundant assets)

Return on regulated asset 137.09 139.37 143.46 148.66  152.06 720.65 592.44
base

Return on working capital 1.10 1.50 1.64 1.77 2.00 8.00 4.85
Taxation - - - - 8.28 8.28 59.05
Forward looking efficient

cost 345.71 34225  355.10 373.23 391.19 1,807.49 1,797.05
Investment adjustment -33.58 - - - - -33.58 -52.50
mechanism

Service standard 13.40 - - - - 13.40 6.76
adjustment mechanism

Unforeseen events 5.52 - - - - 5.52 -
D-factor - - - - - - -
Gain sharing mechanism 18.22 19.34 21.58 22.50 22.05 103.69 -
Deferred revenue recovery 4.75 4.75 4.75 4.75 4.75 23.77 20.99
K-factor 1.23 - - - - 1.23 29.20

Total Revenue Building
Blocks (unsmoothed) 355.26 @ 366.35 381.44 @ 400.48 41799 1,921.52 1,801.51

% change in unsmoothed 22.4% 3.1% 4.1% 5.0% 4.4%
building blocks 26

Note: Total columns in tables of this draft decision may not add up due to rounding.

26 Based on 2016/17 revenue of $290.1 million.
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Table 3 AA4 proposed target revenue for the distribution network ($ million real at
June 2017)
AA4 g
2017/18 | 2018/19 2019/20  2020/21 = 2021/22 Total el
Operating costs 292.51 268.33 266.53 272.63 274.78  1,374.78 1,922.38
Depreciation 263.62 280.83 295.17 298.27 289.11 1,427.01 @ 1,260.28
Accelerated depreciation - - - - - - 4.31

(redundant assets)

Return on regulated asset 255.42 266.18 276.65 288.13 293.95  1,380.34 929.24
base

Return on working capital 7.12 6.91 7.19 7.25 7.51 35.98 15.05
Taxation 48.14 56.33 60.84 58.04 56.02 279.36 207.86

Forward looking efficient 866.82 878.58 906.38 924.31 921.38 | 4,497.46 4,339.12
cost

Investment adjustment -5.89 - - - - -5.89 2.12
mechanism

Service standard 241.70 - - - - 241.70 27.03
adjustment mechanism

Unforeseen events 14.19 - - - - 14.19 -
D-factor 8.78 - - - - 8.78 -
Gain sharing mechanism 36.39 37.51 34.83 13.32 46.89 168.93 -
Deferred revenue recovery 37.72 37.72 37.72 37.72 37.72 188.58 169.06
K-factor 36.56 - - - - 36.56 54.15
Tariff Equalisation 164.31 169.40 154.28 147.11 148.42 783.52 984.88

Contribution

Total Revenue Building
Blocks (unsmoothed) 1,400.57 1,123.20 1,133.20 1,122.45 1,154.41 5,933.83 5,576.37

% change in unsmoothed 13.4% -19.8% 0.9% -0.9% 2.8%
building blocks

100. Consistent with previous access arrangements, the revenue requirement has been
smoothed over the five-year period. Western Power describes the process it has
followed as:

We have translated the target revenue for revenue cap services into an average price
path over the five years of the AA4 period.?” The price path is determined by
smoothing the revenue over the AA4 period in present value terms. This smoothed
revenue profile may be affected by the following:

+ forecast energy consumption over the AA4 period
+ the average price path over the AA3 period

« predictable changes in average price during the AA4 period. 28

101. The maximum reference service revenue formula included in the current access
arrangement includes a correction factor that takes account of any difference
between forecast maximum reference service revenue and the actual revenue
earned in that year. Sections 5.6.8 and 5.7.8 of the current access arrangement

27 Noting that prices in 2017/18 are unchanged from 2016/17.

28 Western Power, Access arrangement information: Access arrangement revisions for the fourth access
arrangement period, 2 October 2017, p. 243.
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state that the correction factor will also apply in the first year of the next access
arrangement period to adjust for any difference between the forecast and actual
revenue in relation to the financial years ending on 30 June 2017 and 30 June 2016,
and in the second year of AA4 in relation to the financial year ending on 30 June
2017.

102. Western Power’s proposal states: 2°

Due to the one year delay in commencement of the AA4 revenue recovery, the
revenue caps for 2017/18 are treated slightly differently. In the normal course of
events, there would be a revised Price List and Price List Information produced for
2017/18, and these documents would outline the calculation of the revenue target for
the year (using the formulae in the next section), including a calculation of the revenue
adjustment factor (known as the k-factor). The versions of these documents (Appendix
F.1 and F.2 to the proposed access arrangement) are the 2016/17 Price List
reproduced, without any adjustments made for the k-factor. The 2016/17 Price List is
adopted as the 2017/18 Price List absent a different Price List produced in April 2017
and approved by the ERA in May 2017 due to the delay to the AA4 process.

The k-factor adjustment takes into account the actual and forecast revenues recovered
in previous financial years and adjusts the revenue target to ensure Western Power is
recovering the required revenue amounts exactly. That is, if previous year’s prices had
over-recovered revenue then that over-recovery would be given back to customers
through a lower revenue requirement in the next year, vice versa for under-recoveries.

To ensure the addition of this revenue adjustment doesn’t result in lumpy price
outcomes, the revenue model has been run with the k-factor for 2017/18 included as
a building block. The revenue model also specifies revenue amounts for 2017/18 that
reflect the most recently available revenue forecasts for the year, given that the
2016/17 [prices] will likely apply for the whole year. As the AA4 decision process
continues, these numbers will be updated with more up-to-date forecasts.

103. Western Power has also proposed deferring some revenue for transmission (and
taking up more revenue in distribution) to limit its forecast increase in transmission
prices to 10 per cent (in nominal terms).

104. Table 4 and Table 5 below show Western Power’s proposed smoothed revenue
targets including the transmission revenue adjustment.

29 Western Power, Access arrangement information: Access arrangement revisions for the fourth access
arrangement period, 2 October 2017, p. 238.
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Table 4

Western Power proposed smoothed target revenue for the transmission
network ($ million real at June 2017)

AA4
Total at
Present
2017/18 2018/19 2019/20 2020/21 2021/22 Value
Unsmoothed 355.26 366.35 381.44 400.48 417.99 1,921.52 | 1,686.86
Revenue from
Table 3 above
Revenue deferred3®® | -66.42 -54.37 -44.47 -38.40 -30.44 -234.10 -209.56
Proposed smoothed  ,g5 54 31798 33697 = 36208 = 38754  1,687.42 LA7730
revenue
% change in -0.4% 8.0% 8.0% 7.5% 7.0%
smoothed revenue 0 70 70 70 70
Less K-factor (1.23) (1.23)
Target revenue TR 287.6 312.0 337.0 362.1 387.5 1,686.2
Transmission Tx 8.47% 8.01% 7.45% 7.03%

Table 5

Western Power proposed smoothed target revenue for the distribution
network ($ million real at June 2017)

JAVAV:
Total at
Present
2017/18 2018/19 2019/20 2020/21 2021/22 Value
Unsmoothed 1,400.57 1,123.20 1,133.20 1,122.45 1,154.41 5,933.83 5,246.80
Revenue from
Table 4 above
Revenue brought 66.42 54.37 44.47 38.40 30.44 234.10 209.56
forward
Adjusted 1,466.98 1,177.57 1,177.67 1,160.86 1,184.85 6,167.93 5,456.37
unsmoothed
revenue
Smoothed revenue 1,201.54 1,228.73 1,245.82 1,255.61 1,268.59 6,200.28 5,456.37
% change in -2.7% 2.3% 1.4% 0.8% 1.0%
smoothed revenue
Less K-factor (36.6) (36.6)
Less TEC (164.3) (169.4) (154.3) (147.1) (148.4) (783.5)
Target revenue DR 1,007.7 1,059.3 1,091.5 1,108.5 1,120.1 5,380.2
Distribution Dx 5.86% 3.04% 1.55% 1.05%

105. The final two rows of each of the tables above show the target revenue and
percentage change in target revenue values required for the price control formula.
The K-factor adjustment and TEC are not included in these values.

106. Table 6, Table 7, and Table 8 below show the change in average charges based on

Western Power’s proposed smoothed target revenue and forecast energy volumes.

30 The revenue deferred was calculated to result in a smoothed revenue profile based on a 10 per cent per
annum increase in average charges.
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Table 6 Western Power forecast change in average charges for the transmission

network ($ real at June 2017)

2016/17

2017/18

2018/19

2019/20

2020/21

2021/22

Unsmoothed revenue

($ million) 290.1 335.3 366.4 381.4 400.5 418.0
Smoothed revenue

($ million) 290.1 288.84 311.98 336.97 362.08 387.54
Energy transported 17,764 17,698 17,663 17,628 17,502 17,309
(MWh)

Average charge

($'000/MWh) 16.33 16.32 17.7 19.1 20.7 22.4
Annual % change -.08% 8.23% 8.23% 8.23% 8.23%

Table 7

Western Power forecast change in average charges for the distribution
network ($real at June 2017)

2016/17 2017/18 2018/19 2019/20 2020/21 2021/22
Unsmoothed revenue
($ million)
Smoothed revenue 12350  1,201.54 122873 124582 125561  1,268.59
(% million)
Energy transported 13,769 13,601 13,656 13,505 13,276 13083
(MWh)
Average charge
($'000/MWh) 89.70 87.8 90.0 92.2 94.6 97.0
Annual % change -2.16% 2.52% 2.52% 2.52% 2.52%

Table 8 Western Power forecast change in average charge ($ real at June 2017)
2016/17 2017/18 2018/19 2019/20 2020/21 2021/22
Smoothed revenue 15252 1,490.4 1,540.7 1,582.8 1,617.7 1,656.1
($ million) mes I 24U 10062, ,617. ,656.
Average charge
($'000/MWHh) 106.0 104.1 107.7 111.4 115.3 1194
Annual % change -1.8% 3.4% 3.5% 3.5% 3.5%

Considerations of the ERA

107. The ERA’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;
o forecast operating expenditure

¢ amounts of actual and forecast capital expenditure and values of the regulated
capital base at the commencement of AA4 and a notional regulated capital
base over the term of AA4;
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e areturn on the regulated capital base;
e areturn on working capital;
. an allowance for taxation; and

e adjustments to target revenue for AA4 to reflect certain cost and revenue
outcomes for AA3.

108. In considering Western Power's proposed target revenue, the ERA has made
assessments of Western Power’s actual and forecast costs for AA3 and AA4.

Target revenue

109. The ERA has determined values of target revenue taking into account
determinations and required amendments of individual elements of target revenue
as set out in this draft decision

110. The values of target revenue determined by the ERA are set out for the transmission
and distribution networks in Table 9 and Table 10 below.

Table 9 ERA draft decision target revenue for the transmission network ($ million real
at June 2017)

Western
2017/18 2018/19 2019/20 2020/21 2021/22 T | Power
otal  roposal

Operatlng costs 80.8 79.2 78.4 79.7 79.4 397 6 430.3
Depreciation 1114 116.3 123.9 133.0 137.4 622.0 640.3

Accelerated depreciation
(redundant assets)

Return on regulated asset

base 127.7 127.9 129.7 131.7 132.0 649.0 720.6
Return on working capital 11 1.6 1.8 2.0 24 8.9 8.0
Taxation 12.8 14.5 15.4 14.7 16.3 73.7 8.3
Eg;‘;"ard looking efficient 3337 3306 3402 3612 3675 17511  1,807.5
Investment adjustment (33.8) (33.8) (33.6)
i((;jrgé?;::l?r;ﬁ:(r:ﬂanism 13.4 13.4 BAD
Unforeseen events - - 55
D-factor - - -
Gain sharing mechanism 8.6 9.3 9.3 7.1 16.6 50.9 103.7
Deferred revenue recovery 4.5 4.5 4.5 4.5 4.5 22.7 23.8
K-factor 12 1.2 1.2

Total Revenue Building

Blocks (unsmoothed) 327.7 353.4 363.0 372.8 388.7 1,805.6 1,921.5

% change in unsmoothed

9 9 9 9 0
building blocks 12.9% 7.8% 2.7% 2.7% 4.3%
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Table 10 ERA draft decision target revenue for the distribution network ($ million real at
June 2017)
AA4 Western
2017/18 2018/19 2019/20  2020/21 2021/22 Power
Total  phroposal
Operating costs 263.8 258.7 256.0 260.2 259.2 1,297.9 1,374.8
Depreciation 256.0 275.5 286.9 287.0 276.0 1,381.4 1,427.0

Accelerated depreciation
(redundant assets)

Retun on regulated asset 2365 2454 2542 2640 2693 1,2694 1,3803

base

Return on working capital 7.0 7.0 6.7 6.3 6.2 33.2 36.0
Taxation 52.5 52.9 48.1 39.4 37.7 230.6 279.4
Eg;‘f’ard looking efficient  g158  g39.6  851.8  857.0 8485 4,212.6 44975
Investment adjustment

mechanism (8.3) (83) =
Service standard 241.0 2410 2417
adjustment mechanism

Unforeseen events - - 14.2
D-factor 8.8 8.8 8.8
Gain sharing mechanism 27.4 29.3 29.3 225 52.7 161.2 168.9
Deferred revenue recovery 36.2 36.2 36.2 36.2 36.2 181.1 188.6
K-factor 36.5 36.5 36.6

Tariff Equalisation

Contribution 164.0 168.7 153.4 146.0 147.0 779.0 783.5

Total Revenue Building

1,321.3 1,073.8 | 1,070.7 1,061.7 1,0843 5,611.9 5,933.8
Blocks (unsmoothed)

% change in
unsmoothed building 7.0% -18.7% -0.3% -0.8% 2.1%
blocks

111. As discussed above, Western Power proposes to defer revenue from the
transmission service and bring forward an equal amount of revenue for the
distribution service to reduce the increase in charges for the transmission service.

112. Stakeholder submissions include various views on this. Transmission only
customers are concerned about large increases to tariffs. Other stakeholders
comment on equity issues arising from transferring revenue between services.

113. Approximately 95 per cent of Western Power’s revenue comes from customers
charged for both transmission and distribution services. Based on the 2016/17 Price
List Information, 58 customers are connected directly to the transmission network
generating $78 million of revenue. They do not pay distribution charges.

114. The ERA considers that transferring revenue between services is inconsistent with
the requirements of section 6.4 of the Access Code and the Access Code objective.
There are alternatives to Western Power’s proposal that are compliant with section
6.4 and do not result in price shocks to customer groups.

115. Table 11 and Table 12 below show the ERA’s draft determination of target revenue
smoothed in the same manner as Western Power’s proposal, i.e. the net present
value of the smoothed target revenue is equal to the unsmoothed target revenue and
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the change in average charges, based on Western Power’s forecast energy
volumes, is equal in each year but without any reallocation of revenue between
services. The forecast change in average charges is shown in Table 13, Table 14
and Table 15 below.

Table 11 Draft decision smoothed target revenue for the transmission network
($ million real at June 2017)

AA4
2017/18 = 2018/19  2019/20  2020/21  2021/22 Vol &
Present
Value
Unsmoothed 327.7 353.4 363.0 372.8 388.7 18056  1,598.8
Revenue
Smoothed revenue 286.0 320.9 360.1 402.0 447.0 1,816.0 1,598.8
Less K-factor 1.2) 1.2)
(TT""FE%Et Revenue 284.8 320.9 360.1 402.0 4470 18147
Transmission Tx 12.69% 12.21% 11.63% 11.19%
Table 12 Draft decision smoothed target revenue for the distribution network ($ million

real at June 2017)

AA4
2017/18  2018/19  2019/20 = 2020/21  2021/22 Vil &
Present
Value
Unsmoothed 1,321.3 10738 10707 10617 1,0843 56119 50025
Revenue ! ’ ! ’ ! ’ ! ’ ! ’ ! ’ ! ’
Smoothed revenue 1,205.3 1,170.3 1,126.6 1,078.1 1,034.2 5,614.4 5,002.5
Less K-factor (36.5) (36.5)
Less TEC (164.0) (168.7) (153.4) (146.0) (147.0) (779.0)
(Tgégtft revenue 1,0048  1,001.5 973.2 932.1 887.2  4,798.8
Distribution Dx -0.33% -2.83% -4.22% -4.82%
Table 13 Draft decision forecast change in average charges for the transmission

network ($ real at June 2017)

2016/17 2017/18 2018/19 2019/20 2020/21 2021/22

Unsmoothed revenue

(% million) 290.1 327.7 353.4 363.0 372.8 388.7
Smoothed revenue 290.1

($ million) 286.0 320.9 360.1 402.0 447.0
Energy transported 17,764 17,698 17,663 17,628 17,502 17,309
(Mwh)

Average charge

($'000/MWh) 16.3 16.2 18.2 20.4 23.0 25.8
Annual % change -1.05% 12.43% 12.43% 12.43% 12.43%
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Table 14

Draft decision forecast change in average charges for the distribution network
($real at June 2017)

_ 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22

Unsmoothed revenue 1,235.0 1,321.3 1,073.8 1,070.7 1,061.7 1,084.3
(% million)

Smoothed revenue

(& million) 1,235.0 1,205.3 1,170.3 1,126.6 1,078.1 1,034.2
Energy transported 13,769 13,691 13,656 13,505 13,276 13,083
(MWh)

Average charge

($'000/MWh) 89.7 88.0 85.7 83.4 81.2 79.0
Annual % change -1.86% -2.65% -2.65% -2.65% -2.65%

Table 15

Draft decision forecast change in total average charge ($ real at June 2017)

_ 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22

Total unsmoothed

revenue ($ million) 1,525.2 1,649.0 1,427.2 1,433.7 1,434.5 1,473.0

Total smoothed 1,525.2 1,491.3 1,491.2 1,486.7 1,480.1 1,481.2

revenue ($ million) e T T e e T

Total average charge

($'000/MWh) 106.0 104.2 103.9 103.9 104.2 104.9

Annual % change -1.7% -0.3% 0.0% 0.3% 0.7%
116. As can be seen in Table 13 above, the annual change in average transmission

117.

118.

119.

charges, without any reallocation to distribution, is 12.43 per cent compared with
Western Power’s proposed annual increases of 8.23 per cent. However, the change
in the average total charge is approximately 3 percentage points less than Western
Power’s proposal (compare Table 15 and Table 8).

The difference between unsmoothed and smoothed revenue for 2021/22 is $8.2
million for the combined services but transmission smoothed revenue is $58.3 million
(15 per cent) higher than unsmoothed revenue. This is the reverse of the AA3
smoothing profile, where the smoothed transmission revenue in the final year was
lower than the unsmoothed revenue.

The ERA considers there are a range of revenue smoothing profiles that would meet
the Access Code requirement to avoid price shocks, which Western Power should
consider. The ERA requires Western Power to amend its target revenue to be
consistent with the draft decision but should review the smoothed target revenue to
reduce the likelihood of price shocks in the next access arrangement period.

Western Power must also ensure its proposed prices avoid price shocks for
individual reference services. The ability to rebalance tariffs within the side
constraint in the price control formula allows for this to be done.
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Required Amendment 4

The proposed revised access arrangement values for TR; and DR must be amended

to reflect the ERA’s draft decision of target revenue. Western Power should review its
smoothing profile to avoid price shocks and ensure the final year reduces the likelihood
of price shocks in the next access arrangement period.

Forecast demand for services

Western Power’s forecast demand

120. For each year of AA4 Western Power is forecasting:
) 1.6 per cent increase in customer numbers;
e 0.6 per cent decline in network peak demand; and

e 0.4 per cent reduction in energy consumption.

121. This is the first time Western Power has forecast a decline in peak demand and
energy consumption. Figure 1, and Figure 2 below compare peak demand forecasts
between 2012 and 2017.

Figure 1 Comparison of network peak demand forecasts 2012 to 2017
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Source: Western Power Access Arrangement Information Attachment 7.3, 2 October 2017, Figure 2.3, p. 7.
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Figure 2 Western Power actual and forecast POE 10 and POE 50 network maximum
demand
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Source: Western Power data and GHD analysis

122. Asseenin Figure 1, peak demand forecasts reduced significantly between 2012 and
2014. The 2015 forecast was similar to the 2014 forecast and there was a small
increase in the 2016 forecast.

123. As seen in Figure 2, the 2017 forecast predicts a higher peak demand for 2017/18,
compared with the 2016 forecast, followed by a decline over the next four years.
Despite the decline, the 2017 forecast peak demand by the end of the period is
above the 2016 forecast.

124. Forecast energy consumption has also declined as can be seen in Figure 3 below.
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Figure 3 Western Power actual and forecast energy consumption
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125. Western Power has based its proposed capital expenditure on the 2016 forecast as
the timing of its planning cycle meant the 2017 forecasts were not available when it
developed its capital expenditure proposal. However, it has used the 2017 forecasts
for its operating expenditure and network prices as this only required updates to
values in models.

126. Western Power notes it has compared the 2017 forecasts to the 2016 forecasts at a
high level to ensure that the network investment plans would not require significant
changes. It considers:

... the impact of any significant changes in demand should not materially impact the
overall AA4 transmission capex forecast because:

o for the transmission capex program there are few projects that are dependent on
the load forecast

o the bulk of the transmission spend is driven by optimised asset replacement,
which is agnostic to changes in the load forecast

e the majority of the transmission growth driven investment, that is influenced by
changes in the load forecast, is planned for the end of the AA4 period/beginning
of AA5 period.

Though some transmission line augmentation projects and transmission network
investment is driven by localised load growth, we do not expect the local growth
forecasts to change between 2016 and 2017 to a degree that would alter the cost or
timing of these projects. However, we will review these projects as part of the annual
planning cycle and include any variations in our response to the ERA’s draft decision.

127. Western Power notes the capacity expansion forecasts:

... do not factor in the impact of forthcoming closures of some of Synergy’s generation
fleet. We are currently working with Synergy and customers to understand the impact
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on the network from the Synergy generation retirements, and to ascertain whether
additional network augmentation may be required.

We will update our transmission capacity expansion capex forecasts to reflect the
generation retirements and Western Power’s 2017 customer number and peak
demand forecasts in our response to the ERA’s draft decision.3!

Although Western Power considers investment in the distribution network is typically
more sensitive to load growth it notes:

. an early assessment of the difference between the 2016 and 2017 demand
forecasts (a ~four per cent reduction in the system peak) would result in only a small
adjustment or deferral of load dependent distribution projects. Any necessary
adjustments to the AA4 period distribution capex forecast will be assessed as part of
our annual planning cycle, and will be factored into our response to the ERA’s draft
decision.

Submissions from Alinta Energy (Alinta), the Australian Energy Council, Emergent
Energy and Synergy all commented on Western Power’s demand forecasts.

Two submissions commented on the level of detail provided on the demand
forecasts. The Australian Energy Council questions whether Western Power has
adequately publicly substantiated its demand forecasts. Synergy considers Western
Power should provide far more detail about the models and assumptions it has used
to develop its forecasts of customer connections, energy and peak demand,
including releasing its forecasting models.

Synergy notes the revenue cap form of price control means Western Power’'s
customers face significant demand risk:

Synergy’s view is this places a strong onus on WP to apply best practice in forecasting
demand for the purposes of its AA4 proposal, to substantiate its demand forecasts
(including the methodology and assumptions used) and to provide its customers and
stakeholders with reasonable opportunity to review and comment on its methodology,
assumptions and forecasts.

Synergy considers that insufficient information was provided for it to be able to
properly assess or comment on the appropriateness of the forecasts. It contrasts
this with the level of information provided by the Australian Energy Market Operator
(AEMO) in support of its Wholesale Electricity Market (WEM) Electricity Statement
of Opportunities which Synergy considers is also the “kind of information that is
typically provided as part of access arrangement proposals by network service
providers in the [National Electricity Market] NEM.”

Based on the analysis it was able to undertake, Synergy provides the following
comments:

e  The forecast peak demand for 2018 appears very high:

WP’s 2017 summer POE50 peak demand forecast for 2018 is higher than all but one
of the actual peak demands recorded over the eight years from 2010 to 2017 and WP’s
2017 summer POE10 peak demand forecast for 2018 is higher than any of the actual
peak demands recorded over those eight years. In simple terms, it would be expected
that a POESO0 forecast would be exceeded one year in two and a POE10 forecast

31 page 24 of Appendix 8.1 to the Western Power access arrangement information.



would be exceeded one year in ten. There may be a reasonable explanation for the
2018 forecasts seeming to be relatively high compared with actual peak demand; for
instance, weather normalised actual peak demand may have reached higher levels or
relevant drivers of peak demand may explain these apparently high forecasts. But,
without a more detailed understanding of the methodology and assumptions used to
forecast peak demand it is impossible for the Authority, Synergy or other stakeholders
to assess whether these peak demand forecasts are reasonable.

e There should be more variation in the revisions to the distribution energy
forecasts:

WP’s forecasts of energy supplied by the distribution network from 2015, 2016 and
2017 have been remarkably consistent. Comparing the three forecasts for 2018 and
for 2021 Synergy finds the forecasts have varied by less than 0.5%. Over the three
year period Synergy would have expected that revised forecasts of relevant drivers of
energy — including economic activity, prices, housing commencements and the
adoption of rooftop solar PV — would have resulted in more material revisions to these
forecasts. In comparison, it appears to Synergy that AEMO’s forecasts have been
much more responsive to changing circumstances over time. But, without a more
detailed understanding of the methodology and assumptions used to forecast energy
it is impossible for the Authority, Synergy or other stakeholders to assess whether
these energy forecasts are reasonable.

e Forecast electricity prices have not been taken account of in the demand
forecasts:

It is generally accepted in the forecasting literature in Australia (and elsewhere) that
demand for electricity will respond to prices for electricity. Since WP’s proposal
involves, (in some instances - refer section 4.3.2 below), forecast changes in prices to
customers over the period of AA4, Synergy considers these forecast changes in prices
should be accounted for in WP’s forecasts of energy and peak demand. However, it
appears WP has used forecasts of future prices from the state budget.®! Failing to take
account of the effect of these forecast changes in prices on energy and peak demand
will result in an inconsistency and will potentially affect the price path that customers
face over the period of AA4.

134. Alinta and Emergent Energy note Western Power’s forecast decline in demand, the
uncertainties of the effect of solar photovoltaic (PV) systems and batteries on future
demand and the possible under-utilisation of assets.

135. Alinta states:

. we are continuing to see a decline in peak demand due to factors such as the
increase in solar PV systems (in which Western Australia has a very high penetration
rate), as such, a question remains as to the overall impact this will have on future peak
demand and thus the need for expenditure on the network to meet peak growth. Alinta
believes that the current Access Code and regulatory framework allows for the ERA
and Western Power to take a cautious approach, given that should demand warrant
expenditure to be bought forward, Western Power can utilise the NFIT provisions
within the Access Code.

The decline in peak demand could see an under-utilisation of particular assets across
the SWIS. We would question whether some of the existing asset base should include
write downs in value as a direct consequence of this.3?

136. Emergent Energy notes:

For the first time since the regulation of Western Power began, the sector is faced with
a structural decline in growth. This is important to understand. The mismatch between

32 Alinta Energy Submission, 11 December 2017, item 5.
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actual demand, and until very recently what was a forecast growth in demand, is
unlikely to be due to one-off factors such as an economic ‘bust’ following a ’boom’, or
through poor demand forecasting. While it is true that economic growth is historically
weak — and could indeed pick up again, this structural decline in demand is technology
based. A combination of energy efficiency (translating to declining per-capita energy
demand) and more importantly, distributed generation (principally solar PV, and soon,
battery storage) means that even with modest population growth, demand is likely to
decline for the foreseeable future. The magnitude of this decline is difficult to predict —
as Western Power attest to in the AA4 supporting documentation (Attachment 7.3.5),
which creates further risk of projected revenue being inadequate for cost recovery.33

Emergent Energy particularly notes the difficulties in forecasting solar PV:

Of concern has been the poor ability of anybody in the energy sector to accurately
predict the pace of the growth of solar PV. From the International Energy Agency,
through to national energy regulators in Australia and down to the local AEMO (and
IMO before it), recent history is littered with annual forward curves for solar uptake
being revised upwards each year while annual demand forecasts are revised
downward. It appears as though Western Power’s forecasts in Attachment 7.3.5 may
similarly be on the low side, especially for the uptake of commercial solar. Forecasting
methodologies typically look at observable trends. What is difficult to observe early in
a time-varying stochastic data-set is an exponential trend. The form of the exponential
trend is that early on, it appears linear (and with a low growth trajectory at that). But in
the short space of time that we have witnessed solar PV’s penetration of particular
markets, its uptake has had more of an exponential trajectory. While many external
factors have impacted the rates of adoption in different jurisdictions and customer
segments, such as regulatory or technical barriers being implemented or removed; or
variable policy settings around feed-in tariffs or subsidies imposed, the fact that the
underlying price of BTM solar has fallen so far means that adoption rates will likely
transcend much of these external influences. Those familiar with the BTM solar sector
anticipate that commercial customer adoption will be larger and occur at a greater pace
than residential adoption, which has accounted for the vast majority of BTM solar to
date. The large ‘industrial’ customer segment will likely follow suit.34

Emergent Energy acknowledges at this early stage it is difficult to predict rates of
battery adoption, however, it considers there is a significant chance that battery
uptake and higher behind the meter solar utilisation will be greater than forecast by
Western Power. It provides analysis suggesting Western Power’s forecast demand
may be overstated by between 2.9 per cent and 12.6 per cent as a result of under
forecasting the decline in distribution connected demand and notes:

... there is already an acknowledgement that distribution demand is declining; and that
there is a significant possibility for the forecast rate of decline to be on the low side,
meaning distribution connected customers will not be consuming the quantity of grid
provided energy required to meet revenue projections. And with distribution connected
demand in structural decline, there is a case to be made that asset stranding is
occurring; that it will take some time for the process of BTM solar and storage growth
to run its course and demand growth to pick up again — if at all; and so at least some
value of the distribution asset base should be written down over the course of AA4.35

33 Emergent Energy submission, p. 4.
34 Emergent Energy submission, p. 5.
35 Emergent Energy submission, p.7.
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Section 4.4(d) of the Access Code requires that the access arrangement information
include information detailing and supporting the service provider's assumptions
about system capacity and volumes.

Section 7.3(a) establishes an objective for the determination of reference tariffs
(pricing methods) that the reference tariffs should recover the forward-looking
efficient costs of providing reference services. Forecasts of demand for services are
necessary to determine whether the reference tariffs proposed by a service provider
meet this objective.

The ERA has also considered the advice provided by its technical consultant. GHD
undertook a review of the basis of the 2017 demand forecast and concluded that it
was sound and reasonable. It makes the following points:

e  The starting point for the 2017 forecast implies a high temperature corrected
growth rate in the first forecast year, given that the last two actual observations
occurred during an extremely low temperature summer day (in 2016/17) and
an extremely high temperature summer day (in 2015/16).

e  The projection of historical load factor trends into the future is achieved by a
consistent process, however, no overriding and intuitive explanation has been
provided of the causes of those trends.

e As energy efficiency trends have not been considered separately, historical
improvements which influenced demand growth are implicitly included in the
forecasts. This is in contrast to the practice of other utilities which attempt to
specifically factor in policies that are designed to increase future energy
efficiency.

e  Western Power has examined the potential impact of the growth of distributed
battery storage at a network level only and not at individual locations, and has
not considered any significant effects from electric vehicle charging in the next
five years.

e  Western Power has implemented a top down model to validate the existing
bottom up approach for the first time in the 2017 forecasts, which GHD
considers is a worthwhile quality control procedure, however, there is no
published information about the degree of adjustment of the substation
forecasts that may have been necessary to reconcile with the top down
forecast.

GHD does not consider any of the above issues are likely to be the cause of any
significant inaccuracy or bias in the demand forecast.

GHD also refers to the review undertaken by the National Institute of Economics &
Industry Research in 2016 for Western Power, which gave a favourable report. The
review suggested changes to further improve forecast accuracy, some of which were
adopted for the 2017 demand forecast. The following suggested improvements have
not yet been adopted:

e improving the solar systems modelling for both energy and maximum demand
forecasts;

e  segmenting demand into base load and temperature sensitive load; and

e  estimating models based on interval specific maximum demand times where
possible.
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144. As identified in Synergy’s submission, AEMO also prepares annual forecasts of
demand and publishes them in its annual Electricity Statement of Opportunities. The
ERA has considered how Western Power’'s forecasts compare with the latest
demand forecast prepared by AEMO.

145. AEMO forecasts the maximum sent-out electricity entering the South West
Interconnected System (SWIS), which includes all SWIS customers and all losses.
The Western Power forecast only includes demand on the parts of the SWIS owned
by Western Power, and excludes losses on the transmission network.
Consequently, the AEMO forecasts will be higher than those produced by Western
Power. However, comparing trends over time is still a useful exercise because the
underlying factors will be similar.

146. Figure 4 and Figure 5 below compare the peak demand and energy consumption
forecasts respectively.

Figure 4 Western Power actual and forecast network and AEMO SWIS maximum
demand
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Figure 5 Comparison of Western Power and AEMO forecasts of total energy
consumption
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Source: Western Power Access Arrangement Information Attachment 7.3, 2 October 2017, Figure 4.2, p. 15.

147. In both cases, Western Power’'s forecasts are trending down while AEMO is
forecasting increases.

148. As set out in the Table 16 (below) different modelling approaches have been used
by AEMO which may have led to some differences. However, most significantly,
Western Power has based its forecasts on more conservative assumptions of
economic growth, numbers of customers and consumption (particularly in the case
of residential consumption where it forecasts a reduction of 2.1 per cent per annum
compared with AEMO assumed 0.3 per cent per annum growth).

Draft Decision on Proposed Revisions to the Access Arrangement
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Table 16

Model Choice

AEMO

Top down ordinary least squares
structural models — typically good
for identifying the cause of
variation but have poor predictive
capacity

Differences in forecast methods, the AEMO and Western Power

Western Power

Bottom up time series models
with exogenous variables —less
useful for identifying cause but
much better predictive capacity

Forecasting network exports and
imports separately
Top down reconciliation using

generalised additive model spline
structural models

Variable Selection

Excluded all negatively correlated
inputs (price, energy efficiency)

Far greater consideration for price
and energy efficiency

Technology

Block Loads (large new
customers)

AEMO and WP took very similar views on PV, battery and Electric
Vehicle uptake, although the assumptions on impact vary

AEMO and WP took a very similar view on block loads

Economic Growth

3.3% p.a. (10yr)

1.8% p.a. (5yr)

Population/Customers

WA tomorrow (ignores economic
downturn)

Regression on customer numbers

Residential Consumption

0.3% p.a. (10yr)

-2.1% p.a. (5yr)

Non-Residential Consumption

0.8% p.a. (10yr)

0.1% p.a. (5yr)

Source: Western Power Access Arrangement Information Attachment 7.3, 2 October 2017, Table 2.3, p. 9.

149.

The ERA has also considered Western Power’s forecasting history.

In previous

access arrangement proposals, Western Power has generally over-forecast
demand. Figure 6 and Figure 7 below compare the demand forecasts underpinning
the approved target revenues for the first access arrangement period (AAl), AA2

and AA3 with actual

respectively.

demand for the transmission and distribution network
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Figure 6 Comparison of Western Power’s access arrangement demand forecasts and
actual demand for transmission
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Figure 7 Comparison of Western Power’s access arrangement demand forecasts with

actual demand for distribution
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150. The 2017 Probability of Exceedance 10% (POE 10) forecast peak demand for
2017/18 was 3,991 MW and the Probability of Exceedance 50% (POE 50) forecast
peak demand was 3,849 MW. The highest peak demand reported so far for the
2017/2018 year occurred on 13 March 2018 at 17:25, and reached 3558 MW.
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Western Power has developed a comprehensive approach to demand forecasting,
including commissioning a third party review to test whether the method, process
and assumptions it had used were reasonable, robust and fit for purpose. However,
the ERA agrees with stakeholders that insufficient information was published with
Western Power’s proposal to enable stakeholders to fully evaluate the demand
forecasts.

As identified by stakeholders, falling demand increases the risk of existing assets
becoming under-utilised. It also suggests a more cautious approach is needed to
determine future expenditure requirements. In addition, falling demand without a
corresponding fall in costs will put pressure on bills.

Section 6.40 of the Access Code provides for approved total costs and target
revenue to include an amount for forecast non-capital costs (operating 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.

Efficiently minimising costs is defined in the Access Code as meaning the service
provider incurs no more costs than would be incurred by a prudent service provider,
acting efficiently in accordance with good electricity industry practice seeking to
achieve the lowest sustainable cost of delivering services, and without reducing
service standards below the service standard benchmarks set for each covered
service in the access arrangement or contract for services.

Good electricity industry practice means the exercise of that degree of skKill,
diligence, prudence and foresight that a skilled and experienced person would
reasonably and ordinarily exercise under comparable conditions and circumstances,
consistent with applicable written laws and statutory instruments and applicable
recognised codes, standards and guidelines.

Sections 6.41 and 6.42 of the Access Code provide for the non-capital costs
component of approved total costs to include non-capital costs incurred for an
“alternative option” for providing covered services, subject to certain conditions being
met. An alternative option is 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:

(a) the alternative option non-capital costs do not exceed the amount of
alternative option non-capital costs that would be incurred by a service
provider efficiently minimising costs; and

(b) at least one of the following conditions is satisfied:
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() the additional revenue for the alternative option is expected to at least
recover the alternative option non-capital costs; or

(i) the alternative option provides a net benefit in the covered network
over a reasonable period of time that justifies higher reference tariffs;
or

(iii) 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:

(a) 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 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 non-capital 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.

Western Power’s proposal

157. Western Power’'s proposed operating expenditure for AA4 is set out in Table 17
below.

Table 17 AA4 proposed operating expenditure (real $ million at June 2017)

_ 2210%27' 2017/18 | 2018/19  2019/20  2020/21  2021/22

Transmission 60.3 63.0 61.7 60.8 62.2 61.9
Corporate 41.3 30.8 225 22.4 22.4 22.7
Total transmission 101.6 93.8 84.2 83.2 84.6 84.6
Distribution 224.9 208.0 206.7 205.4 211.3 2129
Corporate 113.0 84.5 61.6 61.1 61.3 61.9
Total distribution 337.9 292.5 268.3 266.5 272.6 274.8

Total operating

- 439.5 386.4 352.5 349.7 357.2 359.3
expenditure

158. Western Power is proposing $1,805.1 million operating expenditure for AA4, which
is $695 million less than the costs approved for AA3. Figure 8 (below) compares the
AA4 proposed operating expenditure with actual and approved expenditure since
the network became regulated. Western Power’s proposal is described in more
detail under Considerations of the ERA.
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Figure 8 Western Power actual and proposed operating expenditure (real $ million at
June 2017)
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Submissions

159. Submissions on Western Power’s forecast operating costs are addressed under
Considerations of the ERA.

Considerations of the ERA

160. Under section 6.40 of the Access Code, the ERA must be satisfied that the forecast
operating costs for AA4 include only those costs that would be incurred by a service
provider efficiently minimising costs.

161. Western Power states it has used the “base-step-trend” method to forecast operating
expenditure. It has used the final year of AA3, 2016/17, to establish what it considers
to be its efficient recurrent base operating expenditure. It has then forecast discrete
step changes and changes in output and cost input trends over the period to forecast
operating expenditure for each year of AA4. This is summarised in Table 18 (below).

Draft Decision on Proposed Revisions to the Access Arrangement
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Table 18 AA4 proposed operating expenditure (real $ million at June 2017)

Expenditure
p e 2017/18 2018/19 2019/20 2020/21 2021/22 RS
Actual3® Jotd

Recurrent network

base costs 317.6 317.6 317.6 317.6 317.6 317.6 1,588.0
Step changes (5.0) (5.0) (5.0) (5.0) (5.0) (25.0)
Total recurrent

network costs 312.6 312.6 312.6 312.6 312.6 1,563.0
Network growth

escalation 2.9 5.9 9.4 12.6 15.7 46.6
Efficiency (3.2) (6.3) (9.6) (12.8) (16.1) (48.0)
Non-recurrent 64.597 325 1.2 0.2 0.0 05 34.4
network costs

Expensed indirect 57.4 40.0 36.8 33.3 39.4 39.5 189.0
network costs

Labour cost 1.4 2.4 3.7 5.4 7.1 20.0
escalation

Total 439.5 386.4 3525 349.7 357.2 359.3 1,805.1

162. The process adopted by the ERA in considering the forecasts of operating
expenditure has been to:

e assess the extent to which Western Power’s proposed recurrent network base
costs would be incurred by a service provider efficiently minimising costs,
consistent with the requirements of section 6.40 of the Access Code; and

e assess whether Western Power has provided adequate justification that
forecast trends and step changes in the level of operating expenditure over
AA4 are consistent with those that would be incurred by a service provider
efficiently minimising costs.

163. The ERA'’s technical consultant GHD provided advice on the efficiency of Western
Power’s proposed operating expenditure and undertook a benchmarking exercise
using the AER’s benchmarking models and data from the NEM network service
providers.

Recurrent network base costs

164. The ERA has considered whether the actual operating costs for AA3 are consistent
with a service provider efficiently minimising costs and therefore constitute a relevant
cost base against which forecasts of non-capital costs for AA4 can be assessed.

165. The ERA has assessed the efficiency of Western Power’s base year (2016/17)
operating expenditure by:

e verifying records of actual operating expenditure for the AA3 period,;

e reviewing the incentives for Western Power to minimise its operating
expenditure;

36 Excluding non-revenue cap operating costs of $17 million.

87 Comprising $56 million for business transformation, $15 million for electricity market review costs and a
$6 million credit for the write-back of a provision for the Mid-West energy project.
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e reviewing the base year operating expenditure line items (at a high level) for
reasonableness; and

e  benchmarking against operating expenditure reported by other network service
providers in Australia.

Verification of operating costs in AA3

166. In accordance with the ERA’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. The reconciliation of claimed
operating costs with recorded operating costs are shown in Table 19 below.

Table 19 Reconciliation of claimed operating expenditure for AA3 with recorded
operating expenditure for Western Power (real $ million June 2017)

Base . Regulatory Claim_ed AA3
ecount Adjustments account non-capital forecast
costs

Transmission 2012/13 123.2 4.6 127.8 127.8 114.7
Transmission 2013/14 118.5 3.8 122.3 122.3 113.8
Transmission 2014/15 116.7 3.8 120.5 120.5 114.2
Transmission 2015/16 123.0 35 126.5 126.5 116.5
Transmission 2016/17 102.8 2.8 105.6 105.6 119.3
Distribution 2012/13 394.0 9.1 403.1 403.1 384.1
Distribution 2013/14 380.5 7.7 388.2 388.2 387.9
Distribution 2014/15 353.0 8.4 361.4 361.4 3835
Distribution 2015/16 376.8 8.5 385.3 385.3 378.5
Distribution 2016/17 344.0 7.1 351.1 351.1 388.4

167. The adjustments for all years of the AA3 period are for fleet depreciation. The
adjustments are to align Western Power’s statutory accounting disclosures with its
regulatory accounting disclosures. To achieve this, the unregulated fleet
depreciation is disclosed as operating expenditure costs in the regulatory financial
statements and not depreciation and amortisation.

168. Western Power’s regulatory accounts were audited for Western Power by the Office
of the Auditor General. The ERA is satisfied that the regulatory accounts provide a
true and correct indication of operating costs in the AA3 period.

Incentives to minimise operating expenditure
169. Western Power’s regulatory framework provides incentives for it to minimise its

operating expenditure and achieve efficiencies greater than those in the access
arrangement decision.
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During an access arrangement period, Western Power keeps the benefit of any
under expenditure compared with the level of expenditure forecast in the access
arrangement decision. The gain sharing mechanism provides further opportunities
for Western Power to retain the benefit of any under expenditure into the next access
arrangement period. Providing it meets all of its service standard benchmarks, the
gain sharing mechanism ensures Western Power retains the benefit of any under
expenditure for five years regardless of which year the under expenditure occurred.

These measures all contribute to giving Western Power an incentive to minimise its
costs.

Analysis of base year network operating expenditure

172.

173.

174,

175.

176.

177.

Western Power has used the operating expenditure for 2016/17 as its base year for
its AA4 forecasts. Western Power states that the actual level of expenditure in
2016/17 reflects the savings achieved through its business transformation program
over the previous two years.

Western Power’s actual operating expenditure for 2016/17, excluding non-revenue
cap services, was $439.5 million. This is $60 million less than was forecast for AA3.
Western Power has made the following adjustments to its 2016/17 actual costs to
establish its AA4 recurrent network base costs of $317.6 million:

e removal of business transformation program costs of $56 million;

) removal of electricity market review costs of $15 million;

reversal of the Mid-West energy project provision of $6 million; and

removal of indirect costs of $57 million.

Western Power’s recurrent network base costs break down as follows:
e  $182 million of operating expenditure on the distribution network;
e  $53 million of operating expenditure on the transmission network; and

e  $83 million of corporate operating expenditure.

A line-by-line review of operating expenditure by regulatory category was undertaken
by GHD. The review showed the actual costs for 2016/17 were lower or in line with
previous year’s actual expenditure and Western Power’s forecasts for AA4 included
further reductions.

However, an inconsistency was found between the Supervisory Control and Data
Acquisition (SCADA) and communications operating expenditure and capital
expenditure program. Western Power's proposed capital expenditure for AA4
includes $52.7 million for transmission and $32.2 million for distribution to replace
ageing SCADA assets. This should lead to lower maintenance requirements for
newer assets. However, Western Power has proposed base operating expenditure
similar to actual expenditure during AA3.

In view of this capital expenditure, the ERA considers the proposed operating
expenditure should be reduced by 50 per cent as the asset replacement program
will replace at least 50 per cent of the existing SCADA and communication asset
base. Consequently, as set out in Table 20 (below), the ERA requires base
operating expenditure to be reduced by $4.1 million (for transmission) and $2.1
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million (for distribution) per annum to ensure forecast expenditure is at the level that
would be incurred by a service provider efficiently minimising costs.

Table 20 Draft decision recurrent network base costs (real $ million at June 2017)

Expenditure
p A 2017/18 2018/19 2019/20 2020/21 2021/22 AAS
Actual3® totd

Proposed recurrent

network base costs 317.6 317.6 317.6 317.6 317.6 317.6 1,588.0
Transmission

SCADA (4.1) 4.1) (4.1) 4.1 4.1) 4.1) (20.5)
Distribution SCADA (2.1) (2.1) (2.2) (2.2) (2.1) (2.1) (10.5)
Draft decision 311.3 311.3 311.3 311.3 311.3 311.3 1,556.5

Benchmarking analysis

178.

179.

180.

181.

The ERA engaged GHD to benchmark Western Power's 2016/17 operating
expenditure against other service providers’ costs utilising the AER’s benchmarking
methods and data.

Details of this study are set out in section 7 of GHD’s report to the ERA. The main
conclusions were:

o  Western Power ranked ninth or 10th (out of 14) depending which model is used
for distribution service providers and sixth (out of six) for transmission service
providers.

e As a combined electricity network, Western Power ranked last out of six.

e The comparable networks were SA Power Networks (distribution) and
ElectraNet (transmission).

e  Based on the benchmarking rankings for Western Power, the efficient range for
total annual operating expenditure compared to a hypothetical combined SA
Power Networks/ElectraNet electricity entity is between $368 million and
$379 million.

Western Power’s actual costs for 2016/17 of $439.5 million are $60.5 million higher
than the top of the range indicated by the benchmarking study. However, Western
Power’s proposed base operating expenditure for AA4 of $357.6 million (recurrent
network base costs of $317.6 million plus indirect costs of $40 million) is below the
predicted efficient cost.

The benchmarking results are limited by the quality and standardisation of data and
method used. However, it provides evidence that Western Power’s proposed base
expenditure for AA4 is at the level that would be incurred by a service provider
efficiently minimising its costs.

38 Excluding non-revenue cap operating costs of $17 million.
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Forecast changes in operating expenditure during AA4
182. Western Power’s forecast changes in operating expenditure over the AA4 period
have been considered in the following order:
e  Step changes
e  Network growth escalation
° Efficiency
e Non-recurrent network costs
. Indirect costs

. Labour cost escalation
Step changes

183. Western Power has proposed a $5 million annual step change reduction for
efficiencies from the business transformation program that were not completed prior
to the start of the AA4 period.

184. These efficiencies are:

e updating the vegetation management strategy through a risk-based approach
and the use of alternative practices; and

e reducing unplanned overtime through improved systems and processes
governing approval of overtime when responding to network faults.

185. Inits review of metering capital expenditure, GHD identified that Western Power had
over-estimated the number of replacement meters for non-compliant meters required
for AA4. Consequently, metering operating expenditure should be reduced to reflect
a more accurate forecast of the number of replacement meters required.

186. The ERA considers the proposed step change reduction should be increased by

$2.2 million per annum to ensure forecast expenditure is at the level that would be
incurred by a service provider efficiently minimising costs.

Table 21 Draft decision step changes (real $ million at June 2017)

Expenditure
5 201617 551718 2018119 | 2019720 202021  2021/22 AAS
Actual®® Total
Proposed step
changes (5.0) (5.0) (5.0) (5.0) (5.0) (5.0) (25.0)
Metering | 2.2) 2.2) 2.2) (2.2) (2.2) 22)  (11.0)
Draft decision | (7.2) (7.2) (7.2) (7.2) | (7.2) (7.2)  (36.0)

39 Excluding non-revenue cap operating costs of $17 million.
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Network growth escalation

187. Western Power has proposed that its recurrent operating expenditure forecasts for
AA4 be adjusted for the forecast growth in the customer base and the physical size
of the transmission and distribution networks.

188. For the AA4 period, Western Power expects minimal overall network growth but
despite flat forecast peak demand, it has identified “pockets” of growth in some
areas, which will drive its transmission network investment over the next 10 years.

189. Western Power’s proposed scale escalation factors are set out in Table 22 below.

Table 22 Western Power proposed scale escalation factors

Expenditure -
Weighting 2017/18 2018/19 2019/20 2020/21 2021/22

Distribution
Customer numbers 67.6% 1.65% 1.73% 1.69% 1.66% 1.63%
Circuit length 10.7% 0.91% 0.91% 0.91% 0.91% 0.91%

Annual average

growth in highest 21.7% 0% 0% 0% 0% 0%

maximum demand

Distribution growth 100% 1.21% 1.26% 1.24% 1.22% 1.20%

Transmission

Circuit length 28.7% 0.32% 0.33% 0.22% 0.33% 0.32%

Annual average

growth in highest 22.1% 0% 0% 0% 0% 0%

maximum demand
Energy volumes

. 21.4% 0.3% 0% 2.89% 2.5% 0.0%
delivered
Annual average
growth in entry and 27.8% -0.24% -0.7% -0.25% -0.98% 0.00%
exit points
Transmission growth 100% 0.09% -0.11% 0.62% 0.35% 0.09%
190. Western Power has also applied growth escalation to corporate costs. The ERA

191.

considers business support activities such as information technology, levies, fees
and insurance are not proportional to any growth in service outputs that may result
from changes in customer demand. Consequently, no growth escalation should be
applied to corporate costs.

The variables proposed by Western Power are consistent with those used by the
AER. However, the AER has updated the weightings for each variable based on
more recent benchmarking analysis. If the AER network growth escalation method
is to be used, it should reflect the most recent data from the AER, including the
current weightings used by the AER.%% 4

40 Economic Insights, Position Paper for Review of TNSP Economic Benchmarking, 9 August 2017, p. 31.

41 Economic Insights, Economic Benchmarking Results for the Australian Energy Regulator’'s 2017 DNSP
Benchmarking Report, 31 October 2017, section 1.1, p. 1.
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192. Updating the weightings to be consistent with the most recent data from the AER
would result in growth escalation as set out in Table 23.
Table 23 Western Power proposed scale escalation factors adjusted for AER revised

weightings

Expenditure -
Weighting 2017/18 2018/19 2019/20 2020/21 2021/22

Distribution

Customer numbers 45.8% 1.65% 1.73% 1.69% 1.66% 1.63%

Circuit length 23.8% 0.91% 0.91% 0.91% 0.91% 0.91%

Annual average

growth in highest 30.4% 0% 0% 0% 0% 0%

maximum demand

Distribution growth 100% 0.97% 1.01% 0.99% 0.98% 0.97%

Transmission

Circuit length 38.0% 0.32% 0.33% 0.22% 0.33% 0.32%

Annual average

growth in highest 19.0% 0% 0% 0% 0% 0%

maximum demand

Energy volumes 23.0% 0.3% 0% 2.89% 2.5% 0.0%

delivered

Annual average

growth in entry and 20.0% -0.24% -0.7% -0.25% -0.98% 0.00%

exit points

Transmission growth 100% 0.14% -0.2% 0.7% 0.5% 0.12%
193. The ERA has reviewed Western Power’s forecasts for each of the variables and

194.

195.

196.

notes the circuit length estimates are based on AA3 actuals. As Western Power is
forecasting reductions in its demand forecasts for AA4, the ERA considers the circuit
length forecasts should be updated for AA4.

The transmission energy volumes delivered appear to only include volumes
delivered to transmission connected customers. The ERA considers total energy
volumes transported through the transmission system should be used. These are
forecast to decline each year, rather than increase as Western Power has assumed
for 2017/18, 2019/20 and 2020/21. This would result in transmission scale
escalation being zero or negative.

The ERA is also not convinced the distribution cost escalation attributed to an
increase in customer numbers is accurate and consistent with a service provider
efficiently minimising its costs. The proposed scale escalation results in $75.00 of
recurring operating expenditure being added for each new customer. The ERA
would need to see evidence to support this cost increase before approving any
customer growth scale escalation.

For the purposes of this draft decision, the ERA has removed scale escalation on
the basis that it is inconsistent with the costs that would be incurred by a service
provider efficiently minimising costs.
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197.

198.

199.

200.

201.

Western Power has included a 1 per cent per annum productivity improvement in its
proposed operating costs. Western Power states this is based on anticipated
savings during AA4 due to efficiencies achieved through business improvement
initiatives and programs during AA3.

Western Power’s proposed operating expenditure for AA4 includes efficiencies
achieved during AA3 that were higher than assumed in the AA3 decision, and
includes further step reductions in AA4. The total base operating expenditure
including indirect costs is less than the predicted efficient cost using the AER’s
benchmarking models.

On this basis, the proposed one per cent annual reduction is reasonable.

However, the proposed capital program for AA4 includes $184 million expenditure
for depot modernisation which Western Power states will deliver recurring
expenditure savings of $10 million per annum and a one-off benefit of $60 million.
The capital program also includes $149 million for new business driven information
technology systems which Western Power states will deliver further efficiencies.

These efficiencies do not appear to have been taken into account in Western
Power’s proposed one per cent productivity improvement. The ERA will consider
this matter further in its final decision. For the draft decision, the ERA has assumed
the one per cent annual reduction is consistent with what would be achieved by a
service provider efficiently minimising costs.

Non-recurrent network operating expenditure

202.

203.

204.

205.

Western Power has forecast non-recurrent operating expenditure in its total forecast
operating expenditure of $34.4 million for AA4. The expenditure is for corporate
costs. The $34.4 million of expenditure is made up of the following:

e  business transformation program - $28.3 million;
e electricity market review program - $5.1 million; and
e ERA-egulatory costs - $1.0 million.

Western Power has included $28.3 million in operating expenditure to complete the
business transformation program which it states is due to be completed in 2018.

Western Power notes that to date it has found $72 million of operating efficiencies in
the AA3 period and has removed a further $5 million from the base year to reflect
what it considers is an efficient amount of operating expenditure. Western Power
also notes that the program has resulted in $51 million of indirect cost efficiencies in
the AA3 period and the indirect costs will be further reduced by $12 million per year
for AA4.

Western Power has stated that the success of its business transformation program
relies on the completion of several critical initiatives in the AA4 period, including:

e  restructuring areas of the business;

e  standardising depot and crew tasks;

o enhancing forecasting processes;

e an automated planned outage notification system for network outages; and



206.

207.

208.

209.

210.

211.

212,

213.

214,

e a‘“self-service portal HR solutions centre”.

While Western Power has identified the above initiatives as being completed with
the non-recurrent expenditure, it is not clear how any savings from the final element
of the business transformation program during 2017/18 have been incorporated in
Western Power’s forecast operating expenditure.

On that basis, the ERA considers the $28.3 million must be excluded as it is not
consistent with a service provider efficiently minimising costs.

Western Power has included $5.1 million under the heading “electricity market
review costs”. It states these costs are required for the relocation of staff from East
Perth to AEMO’s control centre and the transfer of systems to AEMO following the
transfer of system management functions from Western Power to AEMO.*?

Prior to 1 July 2016, a ring-fenced business unit in Western Power was responsible
for providing system management services to the WEM. The costs of this function
were recovered from WEM participants and not included in Western Power’s access
arrangement target revenue.

On 1 July 2016, AEMO became legally responsible for system management
functions. Between July 2016 and October 2016, AEMO and Western Power
entered into an operating agreement for Western Power to exercise System
Management functions on AEMO’s behalf. On 31 October 2016, AEMO became
responsible for system management functions and had a services agreement with
Western Power to provide access to Western Power’s control centre and equipment
and a secondee service. This continued untii AEMO completed its new control
centre in the Perth CBD.

AEMO’s allowable revenue (the costs it is permitted to charge WEM participants)
included provision for the costs of transferring system management functions from
Western Power to AEMO. It is unclear why Western Power is seeking funding
through the access arrangement process for system management costs. Any such
costs should be (and presumably were) recovered through the contract it had with
AEMO. In any case, the ERA considers system management costs do not form part
of the provision of network covered services and therefore should not be included in
Western Power’s AA4 forecast operating expenditure.

Western Power has included non-recurring costs of $0.5 million in 2017/18 and
2021/22 for the ERA costs it is required to pay under the Economic Regulation
Authority (Electricity Networks Access Funding) Regulations 2012* related to the
AA4 and AAS review processes.

Western Power submits the costs included in its AA3 expenditure did not take
account of additional costs incurred during an access arrangement review as the
regulations took effect after the AA3 review was completed.

The ERA considers inclusion of these costs is consistent with a service provider
efficiently minimising costs.

42 Western Power Access Arrangement Information, p. 138.

43 These regulations were introduced on 10 October 2012 and require Western Power to pay for the ERA’s
costs for its electricity access functions.
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215. For the reasons set out above, the ERA does not consider Western Power’s
proposed non-recurrent network costs are consistent with a service provider
efficiently minimising costs and requires them to be amended as set out in Table 24
below.

Table 24 Draft decision non-recurrent network costs (real $ million at June 2017)

Expenditure

2017/18 2018/19 2019/20 2020/21 2021/22

Proposed non-recurrent 325 1.2 0.2 0.0 0.5 34.4
network costs

Business transformation (28.3) (28.3)
program

Electricity market review

program 3.7) (1.2) (0.2) (5.1)
Draft decision 0.5 0.0 0.0 0.0 0.5 1.0

Indirect costs

216. Indirect costs are costs that are not directly linked to the networks program but are
incurred as a result of the works program. They cover project management and
coordination, as well as maintaining computers and facilities for operational staff.
These indirect costs are allocated to activities and expensed or capitalised in line
with Western Power’s cost and revenue allocation model.

217. Western Power’s proposed indirect expenditure for AA4 is set out in Table 25

(below).
Table 25 AA4 proposed indirect expenditure (real $ million at June 2017)

Expenditure AA4
2017/18 2018/19 2019/20 2020/21 2021/22 Total

Recurrent network 181.4 181.4 181.4 181.4 181.4 907.1

base costs

Step changes (12.0) (12.0) (22.5) (22.5) (22.5) (91.5)

Total recurrent 169.4 169.4 158.9 158.9 158.9 815.6

indirect costs

Network growth 16 3.2 47 6.4 7.9 23.7

escalation

Efficiency 1.7) (3.4) (4.9) (6.5) (8.2) (24.7)

Labour cost

escalation 0.6 1.2 1.7 2.4 3.2 9.1

Total indirect costs 169.9 170.3 160.5 161.2 161.8 823.7

218. The recurrent network base costs are based on actual indirect costs (excluding those
attributable to non-revenue cap expenditure) incurred in 2016/17.
219. Indirect costs are allocated across capital and operating expenditure based on

Western Power’s cost and revenue allocation model. Western Power’s proposed
allocation is set out in Table 26 below.
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Table 26 AA4 proposed indirect expenditure allocation (real $ million at June 2017)

2017/18 | 2018/19  2019/20  2020/21  2021/22
Total

Total indirect costs 169.9 170.3 160.5 161.2 161.8 823.7
Capitalised

Transmission 29.8 35.2 36.5 38.1 36.8 176.4
Distribution 99.9 98.1 90.3 83.2 84.8 456.3
Total 129.7 133.3 126.8 121.3 121.6 632.7
Operating expenditure

Transmission 10.0 9.1 8.2 9.7 9.7 46.7
Distribution 30.2 27.9 25.4 30.3 30.6 144.4
Total 40.2 37.0 33.6 40.0 40.3 191.1
220. Western Power states its step change reduction of $12 million is for productivity

221.

222.

223.

224,

gains and reductions through a combination of system enhancements and process
improvements in asset management, asset operations, finance and customer and
corporate services.

The step change increases by $10.5 million in the last three years of AA4. This
reflects a change Western Power is proposing to make to fleet expenditure. As
discussed under forecast capital expenditure, Western Power is proposing to
capitalise fleet costs. For reasons set out in the forecast capital expenditure section,
the ERA has not accepted this. Consequently, fleet costs should remain in indirect
costs, as they currently are, and the step change should be $12 million for each year
of AA4.

Western Power has applied network growth to indirect costs. However, similar to
corporate costs, the ERA considers indirect costs such as project management and
coordination, and maintaining computers and facilities for operational staff, are not
proportional to growth in service outputs that may result from changes in customer
demand. Consequently no growth escalation should be applied to indirect costs.

Consistent with its proposed operating expenditure, Western Power has included a
one per cent per annum productivity improvement negative adjustment in its
proposed indirect costs. As noted previously, the ERA will give further consideration
to the level of efficiencies in its final decision to ensure efficiencies arising from the
depot rationalisation and new business driven IT systems are taken account of.

The ERA does not consider Western Power’s proposed indirect costs are consistent
with a service provider efficiently minimising costs and requires them to be amended
as set out in Table 27 and Table 28 below.
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Table 27 ERA draft decision indirect expenditure (real $ million at June 2017)

2017/18 | 2018/19  2019/20  2020/21  2021/22
Total

Recurrent network base costs 181.4 181.4 181.4 181.4 181.4 907.1
Step changes (12.0) (12.0) (12.0) (12.0) (12.0) (60.0)
Total recurrent indirect costs 169.4 169.4 169.4 169.4 169.4 847.1
Network growth escalation - - - - - -
Efficiency a.7) (3.4) (5.0) (6.7) (8.3) (25.1)
Labour cost escalation 0.6 11 1.8 25 3.2 9.3
Total indirect costs 168.3 167.2 166.2 165.2 164.4 831.3

225. The ERA'’s estimate of the allocation of indirect costs, after taking account of the
adjustments to operating and capital expenditure set out in the draft decision, is
shown in Table 28 below.

Table 28 ERA draft decision indirect expenditure allocation (real $ million at June 2017)

Expenditure 2017/18 2018/19 2019/20 2020/21 2021/22
Total

Total indirect costs 168.3 167.2 166.2 165.2 164.4 831.3
Capitalised
Transmission 23.9 29.2 30.5 29.0 27.0 139.6
Distribution 102.5 100.1 99.6 92.9 94.3 489.4
Total 126.4 129.3 130.1 121.9 121.3 629.0
Operating expenditure
Transmission 9.9 9.0 8.6 10.2 10.2 47.9
Distribution 32.0 28.9 275 33.1 32.8 154.4
Total 42.0 37.9 36.1 43.3 43.0 202.3

Labour cost escalation

226.

227.

228.

229.

Western Power has incorporated into both its proposed operating expenditure and
capital expenditure forecasts, movements in the cost of labour that will escalate at a
rate above CPI.

The ERA considers including a labour cost escalation factor is consistent with
ensuring operating expenditure only includes those costs that would be incurred by
a service provider efficiently minimising costs providing the escalation factor is based
on a reasonable forecast.

Western Power commissioned Synergies Economic Consulting to forecast a Wage
Price Index (WPI) for the Electricity, Gas, Water and Waste Services sector
(EGWWS) and CPI to be used in its AA4 proposal.

Synergies used a whole-of-economy model to develop economic forecasts for
Western Australia and Australia. These economic forecasts were then used as
inputs into an econometric model, which quantifies the relationship between CPI and
WPI in the EGWWS industry and their key economic drivers.
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230. Synergies’ forecasts are set out in Table 29 below together with the latest Western
Australian Treasury forecast of WPI.

Table 29 Synergies’ forecast labour escalation rate
Expenditure 2017/18 | 2018/19 | 2019/20 2020/21 2021/2 Average
CPI
Nominal WPI-AII_ Industries 24 28 3.0 31 31 29
Western Australia
WA Treasury WPI forecast 15 1.75 2.75 3.0
Nominal WPI-EGWWS
Western Australia 2.9 33 35 3.6 3.7 34
Real W_PI-EGWWS Western 09 08 10 11 12 10
Australia

231. As can be seen in the table above, Synergies’ forecast of WPI is higher than the
Western Australian Treasury forecasts for the first few years of AA4. The Synergies
report is not dated but would have been prepared before October 2017, so does not
reflect current data.

232. As the labour cost escalation is a relatively small component of Western Power’s
proposed costs ($20 million of total operating expenditure of $1.8 billion and
$9.3 million of total indirect costs of $831.3 million) and there is still some uncertainty
about other elements of Western Power’s proposed operating costs, the ERA has
not amended the labour escalation component for the purposes of the draft decision.

233. The ERA requires Western Power to update its forecasts to reflect current data and
will review the forecast in the final decision.

Total operating expenditure

234. Taking into account the consideration of the individual cost line items set out above,
network growth escalation, labour cost escalation and other adjustments, the ERA
considers that Western Power's forecast of operating expenditure as set out in its
access arrangement information are not consistent with the requirements of section
6.40.

235. The ERA’s amended operating expenditure forecasts are set out in Table 30 below.
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Table 30 ERA draft decision operating expenditure (real $ million at June 2017)

Expenditure 2017/18 2018/19 2019/20 2020/21 2021/22

Recurrent network base 311.3 311.3 311.3 311.3 311.3 | 1,5565
costs

Step changes -7.2 -7.2 -7.2 -7.2 -7.2 -36.0
Total recurrent network 304.1 304.1 304.1 304.1 3041 | 15205
costs

Network growth escalation 0.0 0.0 0.0 0.0 0.0 0.0
Efficiency -3.0 -6.1 -9.0 -12.0 -14.9 -45.0
Non-recurrent network costs 0.5 0.0 0.0 0.0 0.5 1.0
Expensed indirect network 41.8 37.6 35.7 42.6 42.2 200.0
costs

Labour cost escalation 1.2 2.3 3.6 5.1 6.7 18.9
Total 344.6 337.9 334.4 339.8 3386 | 1,695.4

236. The target revenue and price control in the proposed revisions to the access
arrangement must be amended to be consistent with the operating cost forecasts
set out in Table 31 below.

Table 31 ERA draft decision operating expenditure (real $ million at June 2017)

2016/17 2017/18 2018/19 2019/20 2020/21 2021/22

Actual
Transmission 60.3 58.7 57.4 56.7 58.2 57.9
Corporate 41.3 22.1 21.8 21.7 21.5 21.6
Total transmission 105.6 80.8 79.2 78.4 79.7 79.4
Distribution 224.9 203.4 199.1 196.6 201.2 200.1
Corporate 113.0 60.4 59.7 59.3 59.0 59.0
Total distribution 351.1 263.8 258.6 255.9 260.1 259.1
Total operating expenditure 439.5 344.6 337.8 334.3 339.8 338.5

Required Amendment 5

The proposed revised access arrangement must be amended to reflect the forecast
operating expenditure set out in Table 31.

Opening regulated capital base for AA4

Access Code requirements

237. The capital base is the value ascribed to the network assets used to provide covered
services. Where the target revenue for the price control is set by reference to the
service provider’s approved total costs, section 6.43 of the Access Code provides
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238.

239.

240.

241.

for the value of capital related costs to be calculated by determining a capital base
and calculating a return on the capital base and an amount of depreciation.

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 Access 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:

e 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.}

Although section 6.48 of the Access Code does not mandate a specific method for
determining the capital base, sections 6.51Ato 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.

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:
€) it satisfies the new facilities investment test; or
(b) the Authority otherwise approves it being adding to the capital base if:
0] it has been, or is expected to be, the subject of a contribution; and
(i) it meets the requirements of section 6.52(a); and
(i) the access arrangement contains a mechanism designed to ensure that
there is no double recovery of costs as a result of the addition.

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:

€) 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] whether the new facility exhibits economies of scale or scope and the
increments in which capacity can be added; and

(i) 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;

and

(b) one or more of the following conditions is satisfied:
0) 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

(i) 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

(iii) the new facility is necessary to maintain the safety or reliability of the
covered network or its ability to provide contracted covered services.

242. Section 6.54 of the Access Code requires that the ERA, in determining whether new
facilities investment satisfies the new facilities investment test, must consider
whether the new facilities investment was required by a written law or a statutory

instrument.

243. 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:

Redundant capital

6.61 Subject to section 6.62, the Authority may in relation to a determination under
section 6.44(a) require an amount (“redundant capital”) to be removed from the
capital base to the extent (if any) necessary to ensure that the network assets which
have ceased to contribute in any material way to the provision of covered services
are not included in the capital base.

6.62 Before requiring a removal under section 6.61, the Authority must have regard to:

(@)

(b)

(€)

(d)

(e)

whether the service provider was efficiently minimising costs when it
developed, constructed or acquired the network assets; and

the uncertainty such a removal may cause and the effect which any such
uncertainty may have on the service provider, users and applicants; and

whether the cause of the network assets ceasing to contribute in any material
way to the provision of covered services was the application of a written law
or a statutory instrument; and

whether the service provider was compelled to develop, construct or acquire
the network assets:

0] by an award by the arbitrator; or

(i) Because of the application of a written law or a statutory instrument;
and

whether the depreciation of the network assets should be accelerated instead
of or in addition to a redundant capital amount being removed from the
capital base under section 6.61.

6.63 If the Authority requires a removal under section 6.61, then when making other
determinations under this Chapter 6 the Authority may have regard to the removal.

{Examples of such other determinations include approving a weighted
average cost of capital and assessing the economic life of assets.}

44 Under the “modified test” referred to in section 6.52(b)(i)B of the Access Code, and set out in section 6.53,
the ERA may approve new facilities investment below the threshold value where the ERA determines that
approving the access arrangement with the modified test would be efficient and would promote the Access

Code objective.
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Western Power’s proposal

244, Consistent with the current access arrangement, Western Power has specified
capital base values separately for the transmission and distribution networks.

245. The capital base values for the transmission and distribution networks have been
calculated by Western Power for the beginning of the AA4 period using a roll-forward
method that involves commencing with the opening value at the beginning of the
AA3 period and:

e adding the actual values of capital expenditure (new facilities investment)
during the AA3 period that Western Power considers meet the requirements of
the new facilities investment test under section 6.52 of the Access Code
(excluding gifted assets and capital expenditure which is funded by customers
via capital contributions);*

e deducting values of redundant assets and disposals;

e deducting values of depreciation as allowed for in target revenue for AA3; and

e making an escalation for inflation to be expressed in dollar values at June
2017 prices.

246. Western Power’s calculated values of the capital base for the transmission and
distribution networks at the commencement of AA4 are set out in Table 32 and Table
33 (below).

Table 32

Western Power’s proposed capital base as at 30 June 2017 for the
transmission network (real $ million June 2017)

30June 30June | 30June 30June 30 June Total
2013 2014 2015 2016 2017

Opening asset value 2,816.7 2,942.8 3,177.6 3,215.4 3,156.0 2,816.7
New facilities investment 224.5 342.4 161.2 122.4 106.7 957.2
Asset disposals (4.4) (4.2) (9.3) (60.6) (1.5) (80.0)
Depreciation (94.0) (103.4) | (114.1)  (121.3)  (129.4) | (562.2)
Accelerated depreciation
Closing asset base 2,942.8 3,177.6 3,215.4 3,156.0 3,131.8 3,131.8

45 Capital expenditure is added to the regulated capital base on an “as incurred” basis rather than an “as

commissioned” basis.
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Table 33 Western Power’s proposed capital base as at 30 June 2017 for the distribution
network (real $ million June 2017)
30June 30June | 30June 30June 30 June Total
2013 2014 2015 2016 2017
Opening asset value 4,248.7 4,709.9 5,144.4 5,506.4 5,752.6 4,248.7
New facilities investment 679.9 671.5 628.9 515.5 364.4 2,860.2
Asset disposals (0.9) (0.3) (4.9 (2.8) (0.6) (9.5)
Depreciation (214.0) (236.2) (261.9) (266.5) (281.5) | (1,260.1)
Accelerated depreciation (3.8) (0.5) (4.3)
Closing asset base 4,709.9 5,144.4 5,506.4 5,752.6 5,834.9 5,834.9

Submissions

247. Submissions on the opening capital base for AA4 are addressed below under
Considerations of the ERA.

Considerations of the ERA

248. The ERA has considered whether Western Power’s calculation of the capital base
for the transmission and distribution networks is consistent with the requirements of
the Access Code. These considerations are documented below in the following
order:

o the general method applied in calculating the capital base;
o  verification that stated capital expenditure during AA3 actually occurred; and

e determination of the capital base at the commencement of AA4, taking into
account:

- an assessment of actual capital expenditure in AA3 against the test in
section 6.51A of the Access Code;

- depreciation; and
- redundant assets.

General method

249. As described above, Western Power has calculated the capital base for each of the
transmission and distribution networks using a roll-forward method. This method
was used for AA2 and AA3 and is consistent with the method described in the note
to section 6.48 of the Access Code.

250. The roll-forward method is generally used by utility regulators throughout Australia
and is the method mandated for electricity transmission and distribution networks in
the National Electricity Market under chapters 6A and 6 of the National Electricity
Rules.

251. Perth Energy submits that the opening capital base should be based on the cost of
replacement rather than rolling forward previous balances and indexing by CPI. It
notes assets that are redundant, or would not need to be replaced today, should
have a value of zero. It also considers real deprecation should not be used:
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253.

254,

255.

256.

The revenue allowed for deprecation in real terms has the potential to create a cash
“glut” within Western Power, and a situation where the value of Western Power is not
diminished as its assets diminish in value over time, as the loss of value in physical
assets is replaced with cash, creating value “neutrality” in real terms within Western
Power.

Regulatory frameworks such as the Access Code provide for a return on efficient
capital investments in assets that are required to provide regulated services as well
as the return of the assets over their economic lives. Depreciation is an input into
the calculation of regulated charges.

The issue raised by Perth Energy suggests Western Power is recovering more than
its efficient investment. A service provider’s cash flow will vary over time depending
on such factors as the replacement lifecycle of assets. However, the regulatory
framework ensures the service provider’s target revenue only includes a regulatory
depreciation allowance equal to (in real terms) the value of its initial capital
investment and that assets are fully depreciated by the end of their economic lives.

The ERA does not consider that Perth Energy’s concern is a likely outcome given
the checks and balances provided in the Access Code including the ability to provide
for redundant assets.

The ERA considers that the roll-forward method used by Western Power to establish
the opening capital base for AA4 is consistent with the Access Code objective.

In accordance with the ERA’s Guidelines for Access Arrangement Information,
Western Power has provided regulatory accounts that reconcile the costs of
regulated activities with a set of base accounts for the business. These regulatory
accounts provided a reconciliation of claimed new facilities investment with actual
capital costs incurred for 2012/13 to 2016/17 as shown in Table 34 (below).
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Table 34 Reconciliation of claimed new facilities investment with recorded capital
costs ($ million 2017)

Claimed new
facilities

Base Regulatory

Adjustments

Account Account

Transmission 2012/13:

investment

Capital expenditure 250.4 (7.5) 242.8 242.8
Contributions (19.6) (0.4) (19.2) (19.2)
Net expenditure 230.8 (7.9) 223.6 223.6
Transmission 2013/14:

Capital expenditure 353.9 (12.2) 341.7 341.7
Contributions (24.4) 22.6 (1.8) (1.8)
Net expenditure 329.5 104 339.9 339.9
Transmission 2014/15:

Capital expenditure 177.9 (12.2) 165.7 165.7
Contributions (13.6) 8.6 (5.0) (5.0)
Net expenditure 164.3 (3.6) 160.7 160.7
Transmission 2015/16:

Capital expenditure 128.6 (2.2) 126.4 126.4
Contributions (7.3) 1.8 (5.5) (5.5)
Net expenditure 121.3 (0.4) 120.9 120.9
Transmission 2016/17:

Capital expenditure 119.1 (0.9) 118.2 118.2
Contributions (3.0) (12.3) (15.3) (15.3)
Net expenditure 116.1 (13.2) 102.9 102.9
Distribution 2012/13:

Capital expenditure 771.4 0.0 771.4 771.4
Contributions (109.2) 12.2 (97.0) (97.0)
Net expenditure 662.2 12.2 674.4 674.4
Distribution 2013/14:

Capital expenditure 774.0 0.0 774.0 774.0
Contributions (113.8) 6.6 (107.2) (107.2)
Net expenditure 660.2 6.6 666.8 666.8
Distribution 2014/15:

Capital expenditure 704.6 0.0 704.6 704.6
Contributions (93.9) 14.4 (79.5) (79.5)
Net expenditure 610.7 14.4 625.1 625.1
Distribution 2015/16:

Capital expenditure 606.4 0.0 606.4 606.4
Contributions (79.1) (13.5) (92.6) (92.6)
Net expenditure 527.3 (13.5) 513.8 513.8
Distribution 2016/17:

Capital expenditure 457.9 0.0 457.9 457.9
Contributions (98.1) 4.7 (93.4) (93.4)
Net expenditure 359.8 4.7 364.5 364.5
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257. The adjustments in the regulatory accounts include:

e removing capitalised borrowing costs that are not properly recorded as capital
expenditure in the regulatory accounts; and

e  restating capital contributions to be on a cash received basis.
258. The regulatory accounts are audited by the Office of the Auditor General.

259. The ERA has considered the adjustments made in the regulatory accounts and
considers them to be appropriate and consistent with previous practice.

Capital base at the commencement of AA4
Capital expenditure during AA3

260. A comparison of forecast and actual capital expenditure (net of capital contributions
and gifted assets) since the network became regulated is shown in Figure 9.

Figure 9 Western Power net capital expenditure (excluding gifted assets and cash
contributions)
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261. Capital expenditure in AA3 was higher than in AA2 primarily due to construction
expenditure on the Mid-West energy project, which made up almost 40 per cent of
total AA3 transmission capex and is Western Power’s largest one-off capital
expenditure project in more than 25 years.*¢

262. As seen in Figure 9 (above), Western Power has spent significantly below the
amount forecast for AA3. Transmission expenditure is $957.23 million or 43.1 per
cent below the forecast, and distribution expenditure is $2,860.26 million or 17.7 per
cent below the forecast.

46 Geoff Brown and Associates, Review of Western Power’s Actual Capital Expenditure during AA3 (Final), 10
April 2018, p.7.
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263. A comparison of Western Power's actual capital expenditure with approved
expenditure during AA3 for transmission and distribution is set out in Table 35 and

Table 36 (below).

Table 35 AA3 actual and forecast transmission capital expenditure (real $ million at
June 2017)
Expenditure Actual Forecast Difference
Growth 517.2 1,154.2 (637.0)
Asset replacement and renewal 186.3 184.1 2.2
Improvement in service 60.3 84.3 (24.0)
Compliance 111.9 135.6 (23.6)
Corporate 81.6 125.8 (44.2)
Total 957.2 1,683.8 (726.6)
Table 36 AA3 actual and forecast distribution capital expenditure (real $ million at June
2017)
Expenditure Actual Forecast Difference
Growth 592.1 1,083.9 (491.8)
Asset replacement and renewal 1,613.0 1,579.8 33.3
Improvement in service 24.6 35.8 (11.2)
Compliance 460.5 567.9 (107.4)
Corporate 170.2 208.9 (38.7)
Total 2,860.3 3,476.1 (615.8)

264. The main reasons for differences between forecast and actual expenditure are set

out as follows.

Growth

265. Growth expenditure has the largest underspend for transmission and distribution.
The ERA’s technical adviser, GBA, observes in its report that:

The demand growth forecast at the time of the AA3 review has not materialised and
Western Power is now putting much more focus on quantifying the risk of deferring or
not proceeding with a capacity expansion project and on identifying lower cost means
of mitigating that risk. This has led to 40 of 68 capacity expansion capital projects in
the approved forecast not proceeding during AA3. Many projects that have proceeded

have come in under budget.

266. The distribution growth capital expenditure underspend is also primarily due to the
decline in the rate of demand growth which can be attributed to the sluggish state
economy, a substantial increase in behind-the-meter solar generation and the impact

of energy efficiency initiatives.

267. Growth expenditure is subject to the investment adjustment mechanism. This
ensures the return on investment included in Western Power’'s AA3 target revenue
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is adjusted to reflect the underspend. Target revenue is adjusted for AA4 to return
this revenue to users.

Asset replacement and renewal

268.

269.

270.

271.

272.

273.

Asset replacement and renewal expenditure is broadly in line with forecasts for
transmission and distribution.

Western Power’s transmission replacement and renewal expenditure of $187 million
was consistent with its forecast expenditure of $184 million for the AA3 period.
However, there were differences between sub-categories due to the Muja power
transformer replacement expenditure, which resulted in power transformer
expenditure being 160 per cent higher than forecast and a reallocation from other
sub-categories, in particular from switchboard replacement.

Asset replacement and renewal expenditure for the distribution network totalled
$1,675.07 million for AA3, which was overspent by 3 per cent compared to forecast
expenditure of $1,627.80 million. The asset replacement and renewal category
included the significant expenditure projects of wood pole management and
distribution conductor replacement which will be reviewed later in this decision.

Metering expenditure is also included in asset replacement and renewal. Synergy
considers Western Power’s proposed target revenue should be adjusted to remove
the capital and operating expenditure approved at AA3 for Western Power’s
proposed smart grid that was not used for that purpose.

The ERA’s determination of forecast capital expenditure does not set limits on
specific projects Western Power must undertake. During the access arrangement
period, Western Power is free to manage its expenditure as it sees fit. The only
requirement is that it must meet the new facilities investment test for the expenditure
to be added to the capital base.

Asset replacement and renewal expenditure is not subject to the investment
adjustment mechanism.

Improvement in service

274,

275.

Improvement in service expenditure for transmission and distribution was
underspent by $35.2 million during the AA3 period.

Western Power states a number of planned projects were deferred due to resources
being directed to other high priority projects, including business transformation
initiatives, and uncertainty about changes to the energy market rules as a result of
the State Government’s electricity market review initiatives. Additional cost
efficiencies were achieved by changes to asset management strategies that
extended asset lives into the AA4 period.

Compliance

276.

277.

Western Power has advised that the underspend in transmission compliance
expenditure was a result of deferral of work in a number of the sub-categories due
to reprioritisation of the works program and reallocation of resources to emergency
projects.

Western Power also notes that substation security, a sub category of transmission
compliance, had its program of works delayed during the period due to the very high



capital cost of some security fencing proposals. The delay allowed additional
detailed planning of requirements for different types of fencing and the program
recommenced later in the AA3 period.

278. Western Power advises that the underspend in distribution compliance expenditure
was due to the completion of safety programs, including the replacement of all known
streetlight switch wire and at-risk overhead customer service connections. Western
Power states it has also introduced zonal treatment instead of standalone programs
for some asset categories, which has resulted in a reduction of replacement volumes
as only known defects in each zone were addressed. Finally, it has identified and
adopted alternative risk based treatment options to address some compliance
issues.

Corporate

279. Western Power states that both corporate real estate and property, and plant and
equipment actual expenditure were less than forecast due to a delay in re-building a
number of its depots which was forecast to take place during AA3.

Application of the new facilities investment test to actual capital expenditure

280. In order to include the actual capital expenditure incurred during AA3 in the capital
base, Western Power must satisfy the ERA that the expenditure meets the new
facilities investment test under section 6.52 of the Access Code.

281. The new facilities investment test of section 6.52 of the Access Code comprises two
parts.

282. 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 forecasts of sales of services.
This is hereafter referred to as the “efficiency test”.

283. 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. The limbs of the second part of the new facilities investment test provide
for new facilities investment to be added to the capital base if one or more of the
following three conditions is satisfied:

¢ Unless a modified test has been approved under section 6.53, the anticipated
incremental revenue for the new facility is expected to at least recover the new
facilities investment (the “incremental revenue test”).

e  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”).

e The new facility is necessary to maintain the safety or reliability of the covered
network or its ability to provide contracted covered services (the “safety and
reliability test”).

284. Expenditure that does not meet the new facilities investment test cannot be added
to the capital base and recovered through regulated network tariffs.



285.

286.

287.

288.

2809.

290.

201.

292.

Expenditure that does not meet the new facilities investment test needs to be
financed by some other means or is otherwise unrecoverable through regulated
network tariffs. This would typically be a capital contribution from the user of the
network whose service application gives rise to the need for the investment.

The ERA sought advice from its technical consultant GBA on whether Western
Power’'s AA3 expenditure was consistent with the requirements of the new facilities
investment test.

GBA’s review included an assessment of:

¢ the extent to which Western Power applied its expenditure management
governance processes in the development, approval and implementation of the
project or program;

e the justification for any positive or negative variance between the estimated
cost at the time of project or program approval and the final project or program
cost;

o the justification for project or program implementation schedule changes; and

¢ the scope of the forecast project compared to the scope at the time of project
approval.

GBA’s review of AA3 capital expenditure for compliance with new facilities
investment test requirements was undertaken using both top-down and bottom-up
analyses. GBA'’s top-down analysis involved comparing capital expenditure in
different asset categories with both the equivalent expenditure during AA2 and the
forecast expenditure for AA3, as approved by the ERA during the AA3 regulatory
review.

GBA sought further explanation from Western Power to justify expenditure that
appeared abnormally high.

GBA’s bottom-up approach included a review of a sample of capital projects
undertaken during AA3 to assess whether these projects individually met the new
facility investment test requirements.

From its review, GBA observed the following:

Over the course of AA3, Western Power has significantly improved the efficiency of its
management of capital expenditure (capex). These improvements relate both to the
selection of capex projects and to the use of capital once projects have been
committed for implementation. Total capex over AA3 was 22% lower than the
approved expenditure forecast at the start of the regulatory period, and despite this,
Western Power has still been able to meet or exceed the service levels that it promised
its stakeholders. While some capex reductions were due to forecast demand growth
not materialising, we think that improved project identification and expenditure
management were significant factors in delivering this result.

While GBA has observed improved efficiency in Western Power's management of
its capital expenditure, GBA identified a number of projects in full or part that it
considered did not meet the new facility investment test requirements. These
projects are considered further below.



Summary of compliance with the new facilities investment test

293.

294.

295.

296.

297.

298.

The ERA has reviewed the information provided by Western Power, submissions
received from stakeholders and the advice received from its technical consultant.

Synergy’s submission raises concerns that Western Power has not adequately
justified that all expenditure during AA3 met the new facilities investment test noting:

WP’s internal processes for assessing new facilities investment (see AAI Attachment
5.1 at sections 3.2 to 3.4) do not include any requirement to identify various options
for dealing with an identified risk/requirement and to assess (e.g. via cost-benefit
analysis) which option offers the most efficient way to manage the identified
risk/requirement. If WP does not properly identify and assess alternative options, there
is a risk a sub-optimal option will be adopted, which is unlikely to satisfy the goal of
efficiently minimising costs.

Based on the information submitted by Western Power and the advice from its
technical consultant, the ERA considers Western Power’s internal processes during
AA3 were in most instances adequate and that Western Power’s expenditure met
the new facilities investment test.

However, the ERA has identified several projects that do not meet the new facilities
investment test. Reasons for this are set out below. In summary, the expenditure
identified as not meeting the new facilities investment test is made up of:

) Transmission:

- $2.1 million capital expenditure for the undergrounding of the Manning-
Osborne Park 132 kV transmission line in Ewen Street, Woodlands; and

- $0.7 million for a transmission capital contribution for the Medical Centre
substation.

) Distribution:

- $7.1 million provision for the future decommissioning and site restoration
of the Shenton Park, Herdsman’s Parade, British Petroleum and Durlacher
substations;

- $1.8 million distribution capital expenditure for the Perenjori battery storage
system project; and

- $28.9 million distribution expenditure for wood poles which should have
been included in operating expenditure.

e  Corporate:

- $2.1 million for a corporate provision for the removal of asbestos from
Western Power’s offices; and

- $6.7 million corporate costs capitalised for intellectual property completed
in preparation for a transition to the national regulatory regime.

In addition, the ERA has concerns that expenditure on the head office refurbishment
(Project Vista) and wood pole program may not be consistent with the new facilities
investment test and will give further consideration to this in the final decision.

The amended new facilities investment is set out in Table 37 below, followed by a
discussion of each item.
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Table 37 Amounts of new facilities investment in the AA3 period to be added to the
capital base (real $ million June 2017)

2012/13 2013/14 2014/15 2015/16 2016/17

Total transmission new facilities
investment claimed by Western 224.5 342.4 161.2 122.4 106.7 957.2
Power

Manning-Osborne Park 132kV line (0.2) (1.9 (2.0)
Medical centre substation capital

contribution ©.7) ©.7)
Asbestos removal provision (0.7) (0.7)
Capitalisation of intellectual

property for work completed in 2.3) 2.3)

preparation for a transition to the
national regime (share)

Value to be added to the
transmission capital base

220.8 342.3 159.3 122.4 106.7 951.5

Total distribution new facilities
investment claimed by Western 679.9 671.5 628.9 515.5 364.4 | 2,860.2
Power

Wood poles expenditure included

in operating expenditure (10.5) (12.9) (5.5) (28.9)
Perenjori battery storage system (0.3) (1.5) (1.8)
Futpre decommlssmnmg costs for (7.1) (7.1)
various substations

Asbestos removal provision (1.4) (1.4)
Capitalisation of intellectual

property for work completed in (4.4) (4.4)

preparation for a transition to the
national regime (share)

Value to be added to the
distribution capital base

667.0 671.5 618.4 502.3 357.4 | 2,816.6

Manning — Osborne Park transmission line undergrounding

299. Following inquiries from the ERA and its technical consultant regarding this project,
Western Power has advised that it considers the expenditure does not meet the new
facilities investment test and the expenditure had been included in the AA4
submission due to an oversight.

Medical centre substation

300. Western Power has advised that it received a $0.7 million bring-forward customer
contribution for this project. As capital contributions do not meet the new facilities
investment test requirements to be included into the regulatory capital base, $0.7
million has been excluded from the regulatory capital base for AA4.
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Wood poles reclassification of expenditure

301.

This is considered below under wood pole expenditure.

Perenjori battery energy storage system

302.

303.

304.

During the AA3 period, Western Power installed a battery energy storage system to
improve reliability of supply to users in Perenjori, supplied by the Morawa feeder
supplied from the Three Springs zone substation.

Western Power’s business case identified that some of the expenditure did not meet
the new facilities investment test, however, this was overlooked when preparing the
AA4 submission.

Western Power has advised the ERA that $1.78 million of the total expenditure of
$3.83 million does not meet the new facilities investment test and should not be
included in the opening capital base.

Decommissioning provisions

305.

306.

307.

308.

Western Power has included $7.13 million in its AA3 transmission capacity
expenditure that has been characterised as decommissioning provisions. Western
Power has described these costs as:

... capitalised decommissioning costs for assets meeting the asset recognition criteria
stated in Western Power’s capital expenditure and depreciation standard; and in
compliance with paragraph 16c of Australian accounting standard AASB116, Property
Plant and Equipment.

Western Power has justified its treatment as follows:

e  Paragraph 16c of the Australian Accounting Standards Board (AASB) standard
116 provides that the cost of an item of property should include the initial
estimate of the costs of dismantling and removing the item and restoring the
site on which it is located.

e AASB 137-Provisions, Contingent Liabilities and Contingent Assets provides
that a provision shall be recognised where a legal or constructive obligation has
arisen from a past event that will more likely result in an outflow of benefits, and
the amount can be measured reliably. Western Power’s legal obligation
towards land rehabilitation arise from the completion and/or removal of an asset
(past event) and it is highly probable that this obligation will result in the outflow
of benefits and that the amount can be measured reliably.

Paragraph 16c of AASB would not normally apply to the construction of new
transmission and distribution assets on a greenfield site since it is generally assumed
that at the end of an asset’s economic life an asset will need to be replaced and the
cost of decommissioning and removing the asset would be included in the cost of
installing its replacement. Western Power states it has recognised this and has only
capitalised decommissioning provisions for sites no longer required.

Section 6.49 of the Access Code states that the RAB must not include forecast new
facilities investment. As a provision is a forecast, the ERA considers the
decommissioning provisions are not consistent with the requirements of section 6.49
of the Access Code. Consequently, this amount must be removed from the opening
capital base for AA4.



Asbestos provision

309.

310.

311.

Western Power has included a provision for $2.64 million for the removal of asbestos
from across its network including from its Murray Street offices, depots and
substations.

Western Power advised the provision was raised for all identified remedial work
necessary for asbestos removal as per accounting standard requirements and of the
initial $2.6 million provision, $546,000 was for works completed in the AA3 period.

As noted above, section 6.49 of the Access Code does not permit forecast
expenditure to be included in the capital asset value. Consequently, the remaining
value of the provision ($2.1 million being $2.6 million less $0.5 million) must be
removed from the opening capital base.

Intellectual property

312.

313.

314.

315.

Western Power has proposed to include $6.70 million for intellectual property for
work completed in preparation for transition to the national electricity network
regulation regime. Western Power does not suggest that the expenditure meets the
new facilities investment test requirements but that it is covered under the
unforeseen event adjustments mechanism.

GBA has advised:

We do not see any justification for including any expenditure related to possible
transition to the NER in the AA4 opening RAB and note that:

e intellectual property is, by definition, an intangible asset and it is not usual to
include intangible assets in the regulatory asset base of an electricity lines
business;

e the state government has indicated that it has no plans for Western Power to be
regulated by the Australian Energy Regulator under the NER;

Furthermore, the code defines the capital base (or RAB) as the value of network assets
used to provide covered services. Network assets are defined as:

o the apparatus, equipment, plant, and buildings used to provide or in connection
with providing covered services on the network, which assets are either
connection assets or shared assets.

This definition would appear to preclude intangible assets being included in the RAB.

The ERA considers that an intangible asset of the nature Western Power has
described would not fall within the definition of network assets.

In any case, as the expenditure was not required to meet an obligation and has not
delivered any value to customers, it does not meet the requirements of section
6.52(b) of the Access Code. Consequently, the ERA does not consider the
expenditure can be included in the opening capital base.

Project Vista

316.

The ERA’s technical consultant identified Project Vista as not meeting the new
facilities investment test. GBA noted:

This was a legacy project commenced in 2008 and inherited by Western Power’s
current Board and management.
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GBA considers project inefficiencies arose from the high quality of the internal fitout
and a loss of control of project costs during implementation. GBA considers some
of these inefficiencies could be removed by not allowing the full $10 million capital
expenditure incurred during AA3. GBA has not been able to recommend the quantity
of any such reduction.

The project stretched over more than seven years and three access arrangement
periods. The ERA considers there have been inefficiencies in project management,
during that period, particularly between October 2008 and November 2010 when
cost variations of $13.4 million, 20 per cent of the original cost, were incurred.

The ERA has in the past identified deficiencies in Western Power’s design and
governance of capital projects that had led to inefficiencies. As a consequence, the
ERA excluded $261 million of capital expenditure incurred in AA1 from Western
Power’s regulated capital base.*’

As noted by GBA, Project Vista has been inherited by Western Power’s current
Board and management. The ERA considers it would be difficult to attribute
inefficiencies directly to the expenditure incurred during the AA3 period as it was
affected by project management during previous periods.

At this stage, the ERA does not propose to require Western Power to remove any
Project Vista expenditure from the opening capital base but will give further
consideration to this in its final decision.

Distribution wood pole program

322.

323.

324.

325.

At the time of submitting its AA3 proposal, Western Power was subject to
EnergySafety Order 01-2009 for its distribution wood pole network. A requirement
of the Order was that Western Power replace or reinforce unsupported rural wood
poles that did not meet specified wind speed design criteria by 31 December 2015.

At the time of the AA3 submission Western Power estimated that this would involve
the replacement of 140,000 wooden poles and the reinforcement of up to 110,000
poles. Western Power considered this volume of replacements and reinforcements
was undeliverable, and based its AA3 wood pole replacement forecast on the
replacement of 100,000 poles and reinforcement of a further 64,000 poles by the
end of AA3.

In its further final decision for the AA3 period, the ERA accepted Western Power’s
proposal on the basis that, while it would not fully meet the requirements of the Order,
it was the most that could be expected to be achieved given financial and
deliverability constraints.

The ERA’s decision also included wood pole replacements in the access
arrangement’s investment adjustment mechanism, which meant that if Western
Power was able to treat more poles than forecast, the additional expenditure would
be funded provided it met the new facility investment test requirements.

47 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 29 March 2012, paragraphs 18 and 45.
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GBA indicates that at the time of submitting its AA3 proposal, Western Power faced
three problems that constrained its ability to fully comply with the EnergySafety
Order:

o  Western Power had not found a method that would reliably assess the condition
of its hardwood poles and, partly because of this, did not have a management
plan in place that would allow it to identify individual hardwood poles that
required replacement in accordance with the Order. Western Power’s solution
was to replace or reinforce all hardwood poles in rural areas that had been in
service for 25 years or longer.

e  Western Power did not have the delivery capacity to replace or reinforce the
number of poles that would need to be replaced in accordance with its
deterministic replacement policy. There was only one pole reinforcement
contractor available that was acceptable to Western Power and this contractor
had capacity limitations.

o  Western Power considered the total cost of complying with the Order was
prohibitive, given the number of poles believed to require treatment under its
deterministic treatment policy.

In implementing its wood pole replacement program, the Western Power board
approved two business cases for the replacements and reinforcements program.
The first business case in May 2012 covered the first two years of AA3 and the
second business case in March 2014 covered the final three years of AA3.

During the first half of 2016, EnergySafety reviewed Western Power’s compliance
with its order and on 10 June 2016 issued a report that found that:

...the principal public safety objectives set out in the Order have been achieved. The
Director of Energy Safety is therefore satisfied that Western Power has complied with
the Order as at 31 December 2015.

The review found that:

o  Western Power had replaced or reinforced to a safe standard all hardwood
poles on its rural network by 31 December 2015 and in doing so met the intent
of the order. It made this determination using a statistically valid sampling
process; and

e  Western Power had improved its wood pole management plan to the point
where EnergySafety considered it to be an acceptable basis for managing the
safety risks of its wood pole fleet going forward.

Synergy submits that although the work undertaken by Western Power on wood
poles may have been required to meet the EnergySafety Order, this does not
necessarily mean it meets the new facilities investment test as Western Power must
also demonstrate that the works it implemented were the best way to efficiently
minimise costs.

Western Power replaced and reinforced fewer poles than forecast for the total AA3
period. However, during the first few years of AA3, the number of poles replaced
and reinforced, and corresponding expenditure, was higher than forecast.

The ERA’s technical consultant advises:

... expenditure was significantly higher in the first years of AA3 because poles were
replaced that in hindsight were still in satisfactory condition and were not overloaded.
At the time Western Power was under intense pressure from both EnergySafety and
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the Government to reduce the public safety risk of its wood pole fleet and to comply
with the requirements of the EnergySafety Order. It now uses a much improved wood
pole management strategy, which we understand analyses the need to replace or
reinforce each individual pole using highly granular data that has been developed over
several years and required a significant investment in research and development. It
was not available to Western Power until the middle of the AA3 period.

Over the whole of AA3, Western Power has replaced 15 per cent less poles and
reinforced 29 per cent less poles than forecast at the beginning of the period.
Notwithstanding this, EnergySafety has confirmed that Western Power has fully
complied with the intent of its 2009 Order and has also endorsed its current wood pole
management strategy as an appropriate basis for managing its wood pole fleet going
forward.

The ERA has also considered the costs of the program. Total actual costs were
5.9 per cent less than forecast. The reduced expenditure was a combination of lower
than forecast volumes and higher than forecast unit rates.

As noted above, Western Power undertook 15.6 per cent less replacements and
28.7 per cent less reinforcements compared to the forecasted volumes for the AA3
period. The unit rate for replacements was 31.7 per cent above forecast while
reinforcements were 10.2 per cent below forecast.

Western Power provided reasons as to why the unit costs for replacements were
above the forecasted amounts. The reasons included:

e the need for greater utilisation of external contractors with higher unit rates to
ramp up delivery to meet the Order;

e a higher proportion of complex poles being treated than forecast based on
historical rates (for example, it costs more to replace a transformer pole than a
pole that supports only a phase and earth conductor);

e more accurate recording of work types (now four different types of pole types
and their corresponding costs can be tracked, rather than a single average);
and

e a change to the accounting treatment of unplanned pole replacements which
increased the proportion of the replacement cost capitalised from around 40
per cent to 100 per cent.

The ERA requested additional information from Western Power on the change in
accounting treatment for unplanned pole replacements. Western Power advised
that, prior to AA3, data quality issues meant obtaining accurate and reliable
information to perform asset disposals was not possible. As a result of these data
issues, the method previously in place estimated the net cost of the asset by using
a percentage of total cost based on the estimated life of the asset.

Western Power adopted this method because the true cost of the unplanned
replacement could not be correctly accounted for, nor could the specific details of
the asset being replaced. To avoid over-inflating the value of fixed assets, Western
Power only capitalised a portion of each job, with the remainder left as operating
expenditure and no disposal recorded.

From November 2013, improvements in data quality enabled Western Power to
calculate asset disposals and capitalise 100 per cent of the replacement cost.

The method in place prior to November 2013 resulted in 40 per cent of the costs
being allocated to capital expenditure and 60 per cent of the costs allocated to
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operating expenditure. The AA3 capital and operating expenditure forecasts would
have been prepared on the basis of this 40/60 split.

As this method changed during the period and Western Power has from November
2013 capitalised the remaining 60 per cent of the costs of unplanned wood pole
replacements that was previously regarded as operating expenditure, if Western
Power were to roll this expenditure into the capital base it would effectively be double
counting the costs as it had received the 60 per cent as an operating expenditure
allowance for AA3.

From the additional information provided by Western Power, the total amount for the
years 2014/15, 2015/16 and 2016/17 for unplanned pole replacements was
$48.2 million. Sixty per cent of this expenditure equates to $28.9 million that is
required to be removed from the capital base to avoid double counting.

The ERA recognises a combination of circumstances may, with the benefit of
hindsight, have led to unnecessary pole replacements or reinforcements during the
first few years of AA3. However, as Western Power did not have its improved wood
pole management strategy ready in time to meet EnergySafety’s standards, it
appears the only option available to Western Power during the first few years of AA3
was the age-based criteria that it used.

Making a retrospective adjustment would be both difficult, in terms of estimating the
number of poles that would not have needed to be replaced based on Western
Power’s current risk based approach, and should not be based on hindsight.

The ERA’s technical consultant’'s review of the program has not identified
inefficiencies in the delivery of the program. Although the unit costs were higher
than forecast, Western Power has been able to provide reasons for those
differences.

As set out above, the ERA has required $28.9 million to be excluded from the
opening capital base to be consistent with the AA3 decision which assumed such
expenditure was included in operating expenditure.

The ERA will give further consideration to the efficiency of the remaining expenditure
in its final decision.

During the AA2 review, the ERA determined that the value of any revenues from the
disposal of assets should be added to the value of redundant assets applied in the
calculation of the capital base.

Western Power has followed this process in its calculation of the opening capital
base for the AA4 period by deducting asset disposals based on the gross asset sales
proceeds.

Submissions from Alinta, Bluewaters, Emergent Energy and ERM Power suggest
consideration should be given to whether declines in peak demand could result in
under-utilisation of assets and whether some of the existing asset base should be
written down as a consequence of this.

Section 6.62 of the Access Code provides for the regulator to remove amounts from
the capital base to the extent necessary to ensure that network assets which have
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ceased to contribute in any material way to the provision of covered services are not
included in the capital base. Before doing so the Access Code requires that the ERA
must have regard to:*®

€) whether the service provider was efficiently minimising costs when it
developed, constructed or acquired the network assets; and

(b) the uncertainty such a removal may cause and the effect which any such
uncertainty may have on the service provider, users and applicants; and

(c) whether the cause of the network assets ceasing to contribute in any
material way to the provision of covered services was the application of a
written law or a statutory instrument; and

(d) whether the service provider was compelled to develop, construct or acquire
the network assets:

(i) by an award by the arbitrator; or
(i) because of the application of a written law or a statutory instrument; and

(e) whether the depreciation of the network assets should be accelerated
instead of or in addition to a redundant capital amount being removed from
the capital base under section 6.61.

The ERA considers it is not clear that peak demand has declined to the extent that
it is possible to identify assets that no longer contribute to providing covered services,
even though Western Power’s forecasts suggest peak demand is expected to be flat
to slightly declining over the AA4 period.

The Access Code and other regulatory frameworks in Australia and other
jurisdictions encourage service providers to undertake efficient investment by
providing a return of their investment (i.e. depreciation) in the regulated revenue
stream and for the investment to be recovered over the economic life of the assets.
As required under section 6.62 of the Access Code, identifying and removing
redundant assets requires careful consideration of a range of factors.

The ERA intends to monitor asset utilisation during AA4 to inform its decision at the
next access arrangement review.

The current access arrangement specifies the depreciation of the opening capital
base for AA4 is the forecast depreciation included in the AA3 target revenue.

The ERA is satisfied that the depreciation values, including accelerated depreciation
values, used in Western Power’s calculation of the opening capital base for AA4 are
consistent with the depreciation values included in the AA3 target revenue.

The ERA has calculated revised values of the capital base for the transmission and
distribution networks as at 30 June 2017 in accordance with the ERA’s determination
under this draft decision on the value of new facilities investment in the AA3 period
that may be added to the capital base under section 6.51A of the Access Code.

48 Electricity Networks Access Code 2004 section 6.62.
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357. The ERA’s calculation of the revised capital base values are shown in Table 38 and

Table 39 below.

Table 38

Draft decision capital base as at 30 June 2017 for the transmission network
(real $ million June 2017)

30June  30June | 30June 30 June
2013 2014 2015 2016

Opening asset value 2,816.7 2,939.1 3,173.7 3,209.7 3,150.2 2,816.7
New facilities investment 220.8 342.3 159.3 122.4 106.7 951.5
Asset disposals (4.4) (4.2) (9.3) (60.6) (1.5 (80.0)
Depreciation (94.0) (103.4) | (114.1) & (121.3)  (129.4) | (562.2)
Accelerated depreciation

Closing asset base 2,939.1 3,173.7 3,209.7 3,150.2 3,126.0 3,126.0

Table 39

Draft decision capital base as at 30 June 2017 for the distribution network (real
$ million June 2017)

30June  30June | 30June 30 June
2013 2014 2015 2016
Opening asset value 4,248.7 | 4,496.9 51314 | 5,483.0 | 5,716.0 | 4,248.7
New facilities investment 667.0 671.5 618.4 502.3 357.4 2,816.6
Asset disposals (0.9 (0.3) (4.9 (2.8) (0.6) (9.5)
Depreciation (214.1) | (236.2) | (261.9) | (266.5) | (281.5) | (1,260.2)
Accelerated depreciation (3.8) (0.5) (4.3)
Closing asset base 4,696.9 5,131.4 5,483.0 5,716.0 5,791.3 5,791.3

Forecast regulated capital base for AA4

Access Code requirements

358. Section 6.51 of the Access Code provides for the target revenue for an access
arrangement period to include forecast capital costs that are reasonably expected to
satisfy the new facilities investment test.

Western Power’s proposal

359. For the purposes of determining target revenue for the AA4 period, Western Power
has forecast values of the capital base for the transmission and distribution networks
at the commencement of each year.

360. Table 40 and Table 41 (below) set out Western Power’s proposed forecast capital
base for AA4.
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Table 40 Western Power’s forecast transmission capital base (real $ million June 2017)

2017/18 2018/19 2019/20 2020/21 2021/22

Opening asset value 3,131.8 3,183.9 3,277.4 3,396.1 3,473.8
New facilities investment 165.8 210.7 245.6 216.0 212.7
Depreciation 113.7 117.2 126.8 138.2 144.3
Closing asset base 3,183.9 3,277.4 3,396.1 3,473.8 3,542.2
Table 41 Western Power’s forecast distribution capital base (real $ million June 2017)

2017/18 2018/19 2019/20 2020/21 2021/22

Opening asset value 5,834.9 6,080.8 6,320.0 6,582.2 6,715.3
New facilities investment 509.5 520.0 557.4 431.3 445.7
Depreciation 263.6 280.8 295.2 298.3 289.1
Closing asset base 6,080.8 6,320.0 6,582.2 6,715.3 6,871.8

361. Table 42, Table 43 and Table 44 (below) set out Western Power’s proposed forecast
capital expenditure by regulatory category for AA4. The tables include direct costs,
indirect costs and labour escalation. They exclude gifted assets and cash
contributions.

362. Corporate capital expenditure is allocated across transmission and distribution with
30 per cent allocated to transmission and 70 per cent allocated to distribution. A
summary of total corporate capital expenditure is shown in Table 44.

Table 42 AAA4 proposed transmission network capital expenditure (real $ million at June
2017) excluding gifted assets and cash contributions

AA3 AA3
2017/18 2018/19 2019/20 2020/21 2021/22
Actual Fl/cast
Growth 40.6 40.9 554 82.4 72.1 291.4 517.2 1,154.2
Asset replacement
and renewal 42.5 70.5 56.9 57.9 68.5 296.2 186.3 184.1
Improvement in
service 14.0 23.6 27.0 24.7 19.1 108.4 60.3 84.3
Compliance 39.4 40.4 40.5 33.2 33.3 186.9 111.9 135.6
Corporate 29.2 35.2 65.8 17.8 19.7 167.6 81.6 125.8

Total added to the

capital base 165.8 210.7 245.6 216.0 212.7 1,050.6 | 957.2 1,683.8
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Table 43 AA4 proposed distribution network capital expenditure (real $ million at June
2017) excluding gifted assets and cash contributions

AA4 AA3 AA3
2017/18 2018/19 2019/20 2020/21 2021/22

Total Actual F/cast
Growth 104.2 101.2 92.5 93.4 98.9 490.3 592.1 1,083.9
Asset replacement
and renowal 279.2 255.9 248.7 243.3 250.2 1,277.3  1,613.0 1,579.8
Improvement in 27.9 34.7 18.9 16.8 15.0 113.3 24.6 35.8
service
Compliance 27.7 43.2 41.7 34.2 34.4 181.3 460.5 567.9
Corporate 70.6 85.0 155.3 43.4 47.1 401.4 170.2 208.9
Total added to
the capital base 509.5 520.0 557.4 431.3 445.7 2,463.9 2,860.3 3,476.1

Table 44 AA4 proposed corporate capital expenditure (real $ million at June 2017)
excluding gifted assets and cash contributions

AA4 AA3 AA3
2017/18 2018/19 2019/20 2020/21 2021/22
Total Actual F/cast
Total corporate
expenditure 99.8 120.2 221.1 61.2 66.8 569.0 251.8 334.7
Transmission 29.2 35.2 65.8 17.8 19.7 167.6 81.6 125.8
Distribution 70.6 85.0 155.3 43.4 47.1 401.4 170.2 208.9

Submissions

363. Matters raised in submissions relevant to the determination of the AA4 forecast
capital base include:

e forecasts for the capital asset base to continue increasing, despite flat or
declining demand;

e the importance of ensuring only efficient investment is approved;

e whether moving to constrained network access should reduce the need for
future investment, and the importance of ensuring investment prior to
implementation takes account of it being introduced,;

e ensuring Western Power has considered all non-network alternatives in its
investment plans, including new technologies that will reduce demand or allow
demand to be managed more effectively to minimise long term capital costs;
and

e the effects of changing technologies and energy markets*® on the network and
the need to manage the effects of those changes on the network to maintain
security and supply reliability.

49 Including battery storage systems, micro-grids, distributed generation systems, electric vehicles and the
retirement of fossil fuelled generators.
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Stakeholder views on Western Power’s proposed advanced metering program were
mixed. There was general recognition of the benefits advanced metering can
provide, but concerns about:

e alack of information and consultation on the proposal;
e whether the proposal was sufficiently robust to support the investment;

¢ whether the roll out should be undertaken by Western Power or a contestable
approach should be taken (as is the case in the national electricity market); and

e whether Western Power would actually proceed with the program given that it
did not undertake the smart grid investment proposed in AA3.

Similar to the determination of the opening capital base, the ERA has considered
whether Western Power’s proposed forecast capital base is consistent with the
requirements of the Access Code. The ERA’s considerations include:

o the general method applied in calculating the capital base;

e an assessment of forecast capital expenditure for AA4 against the test in
section 6.51A of the Access Code; and

e depreciation calculations and asset lives.

Each of these is considered below.

Consistent with the method used to establish the opening capital base for AA4,
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 is favoured by utility regulators throughout Australia and is
mandated for electricity transmission and distribution networks of the National
Electricity Market under chapters 6A and 6 of the National Electricity Rules.

The ERA is satisfied this method is consistent with the Access Code objective.

Application of the section 6.51A test to forecast new facilities investment

370.

371.

372.

Section 6.51 of the Access Code provides for the target revenue for an access
arrangement period to include capital costs calculated for an amount of forecast new
facilities investment that is reasonably expected to satisfy the test in section 6.51A
of the Access Code.

Western Power has determined amounts of forecast capital expenditure to be
notionally added to the capital base by deriving a total amount of forecast capital
expenditure and subtracting a forecast of capital contributions.

The approach taken by the ERA to assess whether the forecast capital expenditure
satisfies the new facilities investment test has been to:
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e assess whether the forecast capital expenditure 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 capital expenditure that will satisfy the new facilities investment in its entirety.

The ERA’s consultant GHD provided advice to assist the ERA in its review. GHD’s
review included an assessment of Western Power’s governance processes, asset
management strategies and forecasts.

GHD advised that Western Power’'s governance policies and processes and
procedures provide a good basis for governance of investment decisions and project
delivery, and that Western Power addresses the principles of good governance well.
GHD also found that the application of the policies, processes and procedures was
in accordance with the relevant standards and guidelines.

GHD advised that Western Power has invested in various parts of the business to
improve weaknesses identified during the AA3 governance review. These included
poor data on asset condition and the lack of a quantitative risk assessment tool.
Western Power has addressed both these issues. Investment in Western Power’s
asset management framework has led to strengthened asset condition data and
Western Power has developed a network risk management tool.

GHD’s review of Western Power's asset management strategies included an
assessment of:

e the level of maturity and effective integration of asset management practices in
the business;

) the effectiveness of how data, information and business processes lead to
sound decision making to balance risk, service levels and costs and how well
these decisions align with the business objectives and customer needs; and

o the asset strategies for capital renewal and compliance projects and
maintenance expenditure requirements which underpin the 10-year forecast
capital and operating budgets and the revenue requirements for the AA4
period.

GHD concluded that the level of maturity and effective integration of asset
management practices in the business significantly strengthened over the AA3
period and that Western Power would now be considered as having an industry-
leading asset management system in place.

GHD assessed the information and business process tools and systems developed
for asset management as being effective in improving asset strategies and managing
risks for network assets. It noted that Western Power recognised improvement
requirements in the accuracy of the data, but there were also improvements that
could be made in the application of the tools to the different classes of assets.

GHD considers the asset management practices adopted by Western Power to be
industry-leading and that asset strategies are being improved to target the higher-
risk segments of each asset class. It considers the challenge for Western Power is
to improve data accuracy and consistency and tools and practices to enable it to
efficiently analyse and revise strategies to inform asset management decisions.
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GHD’s assessment is consistent with the results of Western Power’s 2017 Asset
Management System Review undertaken by CutlerMerz. The review findings
included:

o the maturity of Western Power’s Asset Management System has strengthened
significantly over the review period, particularly in the area of defining strategy
and objectives and enhancing the sophistication of approaches and supporting
tools;

o there are comprehensive and rigorous processes in place for business as usual
planning, resulting in effective asset management plans;

e  operational activities and programme delivery is systematically managed and
monitored to enable desired outcomes to be achieved; and

o  Western Power’s approach to risk based asset management can be considered
effective, particularly as applied to asset maintenance and renewal.

Based on an assessment of the information provided by Western Power and GHD,
the ERA considers Western Power’s governance processes and asset management
strategies are generally adequate to ensure its capital expenditure forecasts can
reasonably be expected to satisfy the new facilities investment test.

However, GHD’s review of the capital expenditure forecasts identified areas of
expenditure that are not reasonably expected to satisfy the new facilities investment
test.

In making its assessment of the level of expenditure for AA4 likely to meet the
requirements of the new facilities investment test, the ERA has considered the level
of historical expenditure, information provided by Western Power and advice from
GHD.

The ERA has determined some of Western Power’s forecast expenditure is not likely
to satisfy the new facilities investment test. In addition, in some areas further
evidence is needed to demonstrate the forecast expenditure is likely to satisfy the
new facilities investment test. The ERA has addressed the forecast capital
expenditure for transmission, distribution and corporate services separately below.

Figure 10 below compares actual and forecast transmission capital expenditure
since AA1 and the ERA’s draft decision for AA4.
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Figure 10 Comparison of historical and forecast transmission net capital expenditure
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386. As can be seen above, transmission expenditure has varied from year to year and,
since AA1, has been less than forecast. These differences are primarily due to peak
demand increases being less than forecast and the deferral or cancellation of
planned investment. The higher levels of actual expenditure in 2012/13 to 2014/15
are due to the Mid-West energy project which incurred around $400 million over that
period.

387. A comparison of expenditure by regulatory category, as set out in Table 45 below,
shows the largest difference between forecast and actual expenditure for AA3 was
in the growth category. The underspend of $637 million makes up 88 percent of the
total underspend.
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Table 45

Comparison of transmission network capital expenditure forecasts and
actuals (real $ million at June 2017) excluding gifted assets and cash
contributions

AAA4 Draft AA4 AA3 AA3 AA3

Decision Western Actual  Forecast Actual

Growth 196.8 291.4 517.2 1,154.2 (637.0)

Asset replacement and 161.8 296.2 186.3 184.1 2.2
renewal

Improvement in service 110.7 108.4 60.3 84.3 (24.0)

Compliance 117.4 186.9 111.9 135.6 (23.7)

Corporate 132.9 167.6 81.6 125.8 (44.2)

Total 719.5 1,050.6 957.2 1,683.8 (726.6)

388. Western Power’s proposal for AA4 is greater than actual expenditure in AA3 due to:

e an increase in expenditure for the replacement of switchboards, static VAR
compensators and protection systems;

) replacement of SCADA and communications network assets; and

e aprogram to increase substation security.
389. Corporate capital expenditure is discussed separately below.

390. The ERA’s draft decision amendments include:

e the removal of growth projects that are unlikely to proceed in AA4 (CBD
substation and Picton-Busselton 132 kV line);

e reductions in replacement expenditure for power transformers, protection,
switchboards, transmission primary plant and static VAR compensators; and

¢ reducing the proposed increase in substation security expenditure.
391. Capital expenditure (as shown in the tables above) includes direct costs, indirect

costs and labour escalation. The considerations of specific elements of Western
Power’s forecast capital expenditure examined below are based on direct costs.

392. Western Power’s forecast transmission direct costs capital expenditure for AA4 is
provided in Table 46 below.
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Table 46 AA4 proposed transmission network capital expenditure direct costs (real
$ million at June 2017) excluding gifted assets and cash contributions
AA4
2017/18 2018/19 2019/20 2020/21 2021/22

Total
Growth 33.6 34.2 46.8 67.5 58.8 240.8
Asset replacement and 35.1 58.9 48.0 47.4 55.8 2452
renewal
Improvement in service 115 19.7 22.8 20.2 15.6 89.9
Compliance 32.6 33.7 34.2 27.2 27.2 155.0
Corporate 24.6 29.8 56.8 15.0 17.3 143.5
Total direct capital 137.4 1763 2086 1773 1747  874.4
expenditure

393. Each of the regulatory categories is considered below.
Transmission - growth

394. Western Power’s proposed transmission growth capital expenditure direct costs is
set out in Table 47 below.

Table 47 AA4 proposed transmission growth capital expenditure direct costs (real
$ million at June 2017) excluding gifted assets and cash contributions

2017/18 2018/19 2019/20 2020/21 2021/22 AA4

Total

Capacity expansion 25.4 26.0 38.6 59.3 50.6 199.8
Customer driven 8.2 8.2 8.2 8.2 8.2 41.0
Total Growth 33.6 34.2 46.8 67.5 58.8 240.8

395. Western Power states its proposed growth expenditure is based on the 2016
demand forecast as there was insufficient time to take into account the most recent
2017 demand forecast before submitting its proposal. It also states it did not have
time to fully consider the effect of the retirement of the Muja AB, Western Kalgoorlie
and Mungarra generators on security of supply and network reliability.

396. Western Power proposes to provide updated forecasts following the draft decision
to take into account the latest demand forecast and generator retirements.

397. The ERA will consider this new information in the final decision to determine the level
of growth expenditure likely to meet the requirements of the new facilities investment
test.

398. For the draft decision, the ERA requires the expenditure for two projects that are
unlikely to proceed in AA4 to be removed from the forecast expenditure:
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399.

400.

401.

Table 48

. CBD new substation —$62.2 million
. Picton-Busselton 132 kV line —$19.2 million

As discussed above, actual growth expenditure has generally been less than
forecast resulting in adjustments to target revenue in the following period through
the investment adjustment mechanism. The ERA’s final decision on growth
expenditure for AA4 will only include expenditure for projects that are reasonably
likely to proceed in the AA4 period to minimise the likelihood of under expenditure
against forecasts.

The ERA also requires Western Power to provide evidence that it has considered all
non-network alternatives when developing its growth investment plans.

The ERA’s draft decision on transmission growth expenditure is set out in Table 48
below.

Draft decision transmission growth capital expenditure direct costs (real
$ million at June 2017) excluding gifted assets and cash contributions

2021/22

2017/18

2018/19 2019/20 2020/21

Expenditure proposed 33.6 34.2 46.8 67.5 58.8 240.8
by Western Power

CBD substation (0.2) (0.3) (6.4) (27.6) (27.6) (62.2)
Picton-Busselton 132 (0.5) (0.5) (15.6) (2.2) (0.3) (19.2)
kV line

Draft decision 32.8 33.4 24.8 37.6 30.8 159.4

Transmission - asset replacement and renewal

402.

Western Power’s forecast transmission asset replacement and renewal expenditure
is set out in Table 49 below.

Draft Decision on Proposed Revisions to the Access Arrangement
for the Western Power Network 88



Economic Regulation Authority

Table 49 AA4 proposed transmission asset replacement and renewal capital
expenditure direct costs (real $ million at June 2017) excluding gifted assets
and cash contributions

2017/18 2018/19 2019/20 2020/21 2021/22 AA4

Total

Switchboards 55 14.7 12.9 14.2 20.1 67.4
Power transformers 4.1 14.2 12.8 9.3 12.0 52.4
Protection-replacement 9.3 7.8 7.7 7.7 7.7 40.3
Static VAR compensator 7.5 11.5 1.8 7.5 7.9 36.2
Primary plant 8.1 10.2 12.3 8.2 8.0 46.8
Replacement other 0.7 0.5 0.5 0.5 0.1 2.2
Total 351 58.9 48.0 474 55.8 245.2

403. Western Power has proposed a $100 million increase in asset replacement
expenditure compared to AA3 actual expenditure. Western Power submits its AA3
program was affected by the Muja transformer failures which resulted in planned
asset replacements being deferred.

404. GHD’s review of Western Power’s planned asset replacement expenditure indicates
a general lack of robustness in the forecast expenditure including:

¢ the proposed expenditure for power transformers is not supported by detailed
investment business cases and condition reports to confirm all of the plant
needs to be replaced at this time;

¢ information on justification of primary plant replacement is not detailed and
should reflect efficiencies from the business transformation program.

405. GHD recommends the removal of the following expenditure:

- $20.5 million for power transformers;
- $20.1 million for protection systems;
- $30.1 million for switchboards; and

- $7.1 million for primary plant.

406. AEMO submits the replacement of the West Kalgoorlie and Merredin Terminal static
VAR compensators is critical to the delivery of reliable power and power quality to
customers in those towns. However, GHD’s review indicates there is no detailed
condition analysis to confirm Western Power’s view that the assets need to be

replaced in AA4 or any evidence of consideration of mitigation actions that could
defer the replacement.

407. The information to support the proposed costs also lacks detail and GHD considers
the costs appear excessive compared with market cost information.

408. The weaknesses identified in Western Power’s expenditure forecasts result in the
ERA being unable to conclude that the proposed expenditure is reasonably likely to
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meet the new facilities investment test. The ERA also notes GHD’s views that some
of the expenditure could be deferred to future periods. Given this is an area where
planned investment has been deferred in the past, the ERA is particularly concerned
that only projects that are reasonably likely to proceed during AA4 are included in
the forecast expenditure.

409. The ERA’s draft decision on transmission asset replacement and renewal
expenditure is set out in Table 50 below. The ERA requires Western Power to take
account of the concerns raised regarding its asset replacement expenditure forecast
and provide updated information to demonstrate the proposed expenditure is likely
to satisfy the new facilities investment test and that it is reasonably likely to proceed
in the AA4 period.

Table 50 Draft decision transmission asset replacement and renewal capital
expenditure direct costs (real $ million at June 2017) excluding gifted assets
and cash contributions

2017/18 2018/19 2019/20 2020/21 2021/22
Total proposed by 35.1 58.9 48.0 47.4 55.8 245.2
Western Power
Power transformers (1.6) (5.5) (5.0) (3.6) 4.7) (20.5)
Protection (4.6) (3.9 (3.9 (3.9 (3.9 (20.1)
Switchboards (2.4) (6.6) (5.8) (6.3) (9.0 (30.1)
Transmission primary (1.2) (1.5) (1.8) (1.2) (1.2) (7.2)
plant
Static VAR (7.5) (11.5) (1.8) (7.5) (7.9) (36.2)
compensator
Draft Decision 17.7 29.8 29.8 24.9 29.1 131.2

Transmission - improvement in service

410. Western Power’s forecast transmission improvement in service expenditure is set
out in Table 51 below.
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Table 51 AA4 proposed transmission improvement in service capital expenditure direct
costs (real $ million at June 2017) excluding gifted assets and cash
contributions

2017/18 2018/19 2019/20 2020/21 2021/22 AA4
Total
Reliability driven - - - - - -
SCADA and
communications
Asset replacement 8.2 10.8 10.5 11.1 12.1 52.7
Compliance 04 2.0 4.1 3.6 3.0 13.0
Corporate 1.8 3.1 3.1 1.0 0.4 9.4
Master station 1.2 3.7 4.9 4.5 0.1 14.5
Third party actions - 0.1 0.1 0.1 0.1 0.3
Total 115 19.7 22.8 20.2 15.6 89.9

411. Western Power notes in its proposal that over previous regulatory periods, the
SCADA and communications network has been maintained on a reactive basis, and
has now reached the point where technical obsolescence becomes an issue and an
increase in investment is required to replace obsolete SCADA and communications
equipment and maintain the performance of system monitoring and control.

412. GHD advises the current Western Power capital expenditure per circuit kilometre is
well below the average expenditure for other industry participants and that the
forecast expenditure in 2018/19 is more comparable with the industry average.

413. GHD also notes and makes the following recommendation:

Given that Western Power has changed its asset strategy for SCADA &
Communications from a reactive to largely proactive, and that the existing network is
aged, technical obsolete and lacking manufacturer support, we are of the opinion that
the forecast AA4 expenditure allowances are “catch-up” to bring Western Power in-
line with a majority of transmission electricity utilities in the Australian market. Whilst
we have been unable to review the forecast CAPEX in detail, given the benchmarking
study found that the proposed Western Power AA4 forecast expenditure is comparable
to industry average CAPEX per circuit kilometre, we are of the opinion that the
proposed CAPEX allowances for AA4 are reasonable.

414. The current assets are old and in many cases no longer supported by the vendor.
Reliable SCADA and communications are necessary to enable Western Power to
effectively manage its network.

415. However, the ERA is concerned the forecast investment is not supported by
sufficient information to demonstrate the proposed costs are likely to meet the new
facilities investment test and evidence that the replacement is reasonably likely to
occur in the AA4 period.

416. The ERA has not adjusted the forecast expenditure for the draft decision, but it will
be reviewing this item for the final decision and requires Western Power to provide
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sufficient information to demonstrate the costs are reasonably likely to meet the new
facilities investment test and are reasonably likely to occur in the AA4 period.

Transmission - compliance

417. Western Power’s forecast transmission compliance expenditure is set out in Table
52 below.

Table 52 Western Power proposed transmission compliance capital expenditure (real
$ million at June 2017) excluding gifted assets and cash contributions

Poles and towers 12.6 12.6 12.7 11.2 111 60.0
Cross arm 1.0 0.9 0.9 0.9 0.9 4.8
replacement

Substation security 18.2 13.2 17.1 12.4 113 72.1
Transformers 0.4 5.2 3.5 25 11 12.7
Protection 0.5 1.8 - - - 2.3
Cables 0.1 0.2 2.7 3.0
Total 32.6 33.7 34.2 27.2 27.2 155.0

418. Western Power has proposed capital expenditure of $72.1 million for substation
security. This is $66.6 million higher than expenditure during AA3. The increase in
expenditure arises from Western Power’s view that it must upgrade security for all
substations in its network to comply with the National Guidelines for Protecting
Critical Infrastructure from Terrorism, introduced in 2015.

421. The ERA has reviewed the material submitted by Western Power and the advice
provided by its technical consultant.



422.

425.

426.

427.

428.

429.

The National Guidelines do not set any mandatory requirements on the timeline for
compliance and are not prescriptive about the measures to be taken or the assets
to be assessed. Individual states or businesses are left to assess this in their own
risk assessment frameworks.

The ERA does not agree that it was the intent of the National Guidelines or the Office
of the Auditor General that a blanket assessment would be applied to the whole of
the SWIS.

Unless there is a directive or legislation from the Western Australian Government
requiring all assets in the SWIS to be regarded as critical infrastructure, the ERA
considers there should be a specific risk assessment for each substation.

For that reason, the ERA considers Western Power has not demonstrated its
proposed increase in substation security is reasonably likely to meet the new
facilities investment test. For the purposes of the draft decision, the ERA has
reduced expenditure to historical levels and requires Western Power to review the
requirements of the National Guidelines to develop an investment proposal based
on a specific risk assessment for each substation.

GHD'’s review of the other elements of the compliance program indicate they are
based on reasonable forecasts and assumptions. Taking account of this advice, and
noting the expenditure is in line with actual expenditure during AA3, the ERA
considers the proposed forecast is reasonably likely to meet the requirements of the
new facilities investment test.

The ERA'’s draft decision on transmission compliance expenditure is set out in Table
53 below.

Table 53 Draft decision transmission compliance capital expenditure (real $ million at

June 2017) excluding Gifted Assets and Cash Contributions

Western Power 32.6 33.7 34.2 27.2 27.2 155.0
proposed expenditure

Substation security (15.7) (20.7) (14.6) (9.9 (8.8) (59.7)

Draft decision 16.9 23.0 19.6 17.3 18.4 95.3
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Transmission - total

430. A summary of the ERA’s draft decision on transmission total direct capital
expenditure is set out in Table 54 below.

Table 54 Draft decision transmission network capital expenditure direct costs (real
$ million at June 2017) excluding gifted assets and cash contributions

2017/18 2018/19 2019/20 2020/21 2021/22

Growth 32.8 33.4 24.8 37.6 30.8 159.4
Asset replacement and 17.7 29.8 29.8 24.9 29.1 131.2
renewal

Improvement in service 115 19.7 22.8 20.2 15.6 89.9
Compliance 16.9 23.0 19.6 17.3 18.4 95.3
Corporate 16.9 26.0 47.1 11.1 8.1 109.1
Total direct capital 95.9 132.0 144.1 111.1 102.1 585.1
expenditure

Distribution forecast capital expenditure

431. Figure 11 below compares actual and forecast transmission capital expenditure
since AA1 and the ERA’s draft decision for AA4.

Figure 11 Comparison of historical and forecast distribution net capital expenditure
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432. As can be seen in the figure above, distribution expenditure increased during the
first few years of AA3 primarily due to the wood pole program. It was lower in the
final years of AA3 following completion of the EnergySafety Order in 2015 and
expenditure was scaled back in 2016/17 for the business transformation program as
Western Power investigated more efficient ways to deliver works.

433. A comparison of expenditure by regulatory category, set out in Table 55, below,
shows the largest difference between forecast and actual expenditure for AA3 was
growth, which made up 80 per cent of the total difference, and compliance, which
made up 17 per cent of the total difference.

Table 55

Comparison of distribution network capital expenditure forecasts and actuals
(real $ million at June 2017) excluding gifted assets and cash contributions

AA4 Draft AA3 Actual
Power Forecast
Proposed

Growth 500.2 490.3 592.1 1,083.9 (491.8)
Asset replacement and 1,253.7 12773 1,613.0 1,579.8 33.2
renewal
Improvement in service 70.9 113.3 24.6 35.8 (11.2)
Compliance 184.9 181.3 460.5 567.9 (107.4)
Corporate 319.0 401.4 170.2 208.9 (38.7)
Total 2,328.8 2,463.9 2,860.3 3,476.1 (615.8)

434. Western Power’s proposed expenditure for AA4 is lower than actual expenditure for
AA3 due to lower growth expenditure from reduced demand and reductions in asset
replacement and compliance expenditure due to adoption of a more risk based
approach. This is offset by increases in expenditure to install advanced meters and
build a communication network for those meters.

435. The ERA’s draft decision adjustments include:
e  reductions to conductor management unit Costs;

e removal of the advanced metering communication network forecast
expenditure; and

e reductions in improvements in service expenditure that are not supported by
benefits.

436. Although the AA4 draft decision values for growth and compliance expenditure are
shown as $9.9 million and $3.6 million greater than Western Power’s proposed
expenditure, this is due to the reallocation of indirect costs after other adjustments
are made to operating and capital expenditure. As is discussed further below, the
ERA has not made any adjustments to Western Power’s proposed distribution
growth or compliance direct costs in this draft decision.
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437. Consistent with transmission expenditure, the considerations below of elements of
Western Power’s forecast capital expenditure are based on direct costs.

438. Western Power’s forecast distribution direct costs capital expenditure for AA4 is
provided in Table 56 below, broken down into regulatory categories.

Table 56

AA4 proposed distribution capital expenditure direct costs (real $ million at
June 2017) excluding gifted assets and cash contributions

2017/18 2018/19 2019/20 2020/21 2021/22
Growth 86.1 84.6 78.2 76.5 80.6 405.9
Asset replacement and 230.8 2137 2102 1995  203.8 1,058.0
renewal
Improvement in service 23.0 29.0 16.0 13.8 12.2 94.0
Compliance 22.9 36.1 35.3 28.0 28.1 150.3
Corporate 59.8 71.8 134.0 36.6 414 343.6
Total direct capital
expenditure added to the 422.6 435.2 473.7 354.4 366.1 2,051.8
capital base

439. Each of the regulatory categories is considered below.
Distribution - growth

440. Western Power’s forecast distribution growth expenditure is set out in Table 57
below.

Table 57

AA4 proposed distribution growth capital expenditure direct costs (real
$ million at June 2017) excluding gifted assets and cash contributions

2017/18 2018/19 2019/20 2020/21 2021/22
Capacity expansion 36.2 34.7 28.3 26.6 30.7 156.5
Customer driven 49.9 49.9 49.9 49.9 49.9 249.4
Total growth 86.1 84.6 78.2 76.5 80.6 405.9

441. Western Power notes that although forecast peak growth is flat, there are some parts
of the network that will require reinforcement to mitigate against feeders reaching
voltage limits or thermal constraints.

442. Western Power notes that the AA4 distribution capacity expansion forecast increase
is driven largely by an increase in High Voltage (HV) distribution and HV fault rating
and protection expenditure. Expenditure in these two subcategories is primarily
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focused on addressing increasing demand in Mandurah, Rockingham, Bunbury and
Busselton, and follow a period of lower-than-expected investment.

443. As for transmission growth expenditure, Western Power’s proposal is based on the
2016 demand forecast. It proposes providing an updated expenditure forecast
following the draft decision.

444. Consistent with the section above on transmission growth expenditure, the ERA will
reconsider forecast growth expenditure for the final decision as Western Power’s
proposal was not based on the most recent demand forecast.

Distribution - asset replacement and renewal

445. Western Power’s forecast distribution asset replacement and renewal expenditure is
set out in Table 58 below.

Table 58 AA4 proposed distribution asset replacement and renewal capital expenditure
direct costs (real $ million at June 2017) excluding gifted assets and cash
contributions

2017/18 2018/19 2019/20 2020/21 2021/22

Conductor management 37.2 36.1 43.2 48.1 54.0 218.7
Other assets 24.2 28.7 27.3 25.6 28.4 134.1
Total asset replacement 61.4 64.8 70.5 73.7 82.4 352.8
Pole management 137.2 106.6 99.8 94.8 86.5 525.0
Metering 17.1 22.9 27.0 27.8 28.1 123.0
State Underground Power 14.9 195 12.8 3.2 6.8 57.2
Program

Total asset replacement 230.6 213.8 210.1 199.5 203.8 | 1,058.0
and renewal

446. The proposed asset replacement expenditure is lower than actual expenditure for
AAS reflecting Western Power’s revised risk management strategy.

447. From the information provided by Western Power and GHD’s advice, the ERA is
satisfied the proposed expenditure is reasonably likely to meet the new facilities
investment test with two exceptions:

e unit costs for conductor management; and

e the advanced metering business case.

448. GHD notes that Western Power’s proposed weighted average unit cost estimate for
the conductor management program is approximately $100,000 per km. However,
GHD advises that a significant portion of older (and poorer condition) overhead
distribution conductors are of low voltage and single phase single wire earth return

Draft Decision on Proposed Revisions to the Access Arrangement
for the Western Power Network 97



449.

450.

451.

452,

453.

454,

455,

types which would be at the lower end of the range used to estimate costs. GHD
considers the average rate should be reduced to $96,000 per km.

The ERA considers this adjustment to conductor unit rates is necessary to ensure
the proposed expenditure is reasonably likely to meet the new facilities investment
test. Consequently, the conductor management program expenditure must be
reduced from $352.8 million to $344.1 million.

Western Power’s advanced metering proposal is based on installing 355,493 new
and replacement meters over the next five years at a total cost of $177 million. This
includes $137 million for advanced meters with communication capability and
$40 million for communication infrastructure (comprising $25.1 million in corporate
SCADA and communications and $15 million in IT business-driven expenditure.)

The ERA considers installing modern electronic devices with enhanced capabilities
in new properties and when replacing old meters is consistent with good electricity
industry practice and, therefore, is consistent with the new facilities investment test.
However, expenditure for the communications network would need to be supported
by a corresponding benefit to consumers to meet the requirements of the new
facilities investment test. The ERA has considered the metering costs and
communication costs separately below.

As stated above, expenditure to install advanced meters in new properties and
replacement meters is reasonably likely to meet the requirements of the new facilities
test. However, Western Power’s forecast overestimates the number of new and
replacement meters for the AA4 period. The ERA has adjusted the number of meters
to 273,493 to be consistent with the number of new meters included in the demand
forecast and a reasonable forecast of non-compliant meters requiring replacement.
This adjustment reduces metering capital expenditure by $31.6 million over the AA4
period.%®

As stated above, the expenditure for communication infrastructure needs to be
supported by a corresponding benefit. Western Power's advanced metering
proposal was based on a business case suggesting a positive net present value
would be achieved by around 2026/27 based on quantified metering service and
network benefits such as remote access, interval and power factor data, fault
identification, power quality monitoring and deferring network augmentation.

Western Power’s initial advanced metering business case anticipated a net present

value totalling | 't subsequently revised this downwards
to I

There were some inconsistencies in data across the information provided by
Western Power on its advanced metering business case which made analysis
difficult. In addition, the information provided did not include sensitivity analysis of
costs and benefits which should have been undertaken, particularly given the
uncertainty of the benefits.

50 On 27 April 2018, the ERA'’s technical consultant, GHD, advised it had amended its forecast of new meters
to be installed to 331,925. The amendment increases forecast capital expenditure by approximately
$25 million. Due to time constraints, the draft decision has not been updated to include this adjustment.
However, the ERA has calculated the effect on target revenue to be $4.9 million, which is less than 0.1 per
cent of total target revenue. This adjustment will be included in the final decision.
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456. After reviewing the material provided by Western Power and taking account of advice
from GHD, the ERA considers the benefits have been overstated and the net present
value is actually negative.

457. Specific benefits identified as being overstated are:

o the level of savings from deferred network investment and power correction
factors attributable to advanced metering data;

e the timing of savings from service connection monitoring as these require the
communications to be operational so should only be taken into account from
the date it is assumed the data becomes available;

¢ the reductions in call centre costs and voltage balancing are high compared
with data from advanced metering rollouts conducted elsewhere; and

e a benefit from avoided communication system costs for unregulated services
should not have been included as a benefit to be covered by regulated
investment.

458. As Western Power has not been able to demonstrate a positive net benefit, the
proposed expenditure on the communication infrastructure is not reasonably likely
to meet the requirements of the new facilities investment test.

459. Consequently, the ERA requires the expenditure for the communication
infrastructure to be removed from the forecast capital base. As set out above, this
comprises $25.1 million included under improvement in service capital expenditure
and $15 million included under corporate capital expenditure.

460. The ERA'’s draft decision on distribution asset replacement and renewal expenditure
is set out in Table 59 below.

Table 59 Western Power proposed distribution asset replacement and renewal capital
expenditure direct costs (real $ million at June 2017) excluding Gifted Assets
and Cash Contributions

2017/18 2018/19 2019/20 2020/21 2021/22 AA4

Total

Western Power 230.6 213.8 210.1 199.5 203.8 1,058.0
proposed expenditure

Conductor management (1.5) (1.5) 2.7) (2.9) (2.2) (8.7)

Metering (4.6) (5.9) (6.9) (7.1) (7.2) (31.6)

Draft decision 224.7 206.4 201.5 190.5 194.6 1,017.7

Distribution —improvement in service

461. Western Power’s forecast distribution improvement in service expenditure is set out
in Table 60 below.
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Table 60 AA4 proposed distribution improvement in service capital expenditure direct
costs (real $ million at June 2017) excluding gifted assets and cash
contributions

2017/18  2018/19  2019/20  2020/21  2021/22 AA4
Total

Reliability-driven
Distribution reliability other 3.0 7.7 15 0.5 0.5 13.1
Targete(_j reliability-driven 1.1 1.1 1.1 1.1 1.1 5.6
automation
RD pilot projects 0.1 0.1 0.1 0.1 0.1 0.5
Total 4.2 8.9 2.7 1.7 1.7 19.2
SCADA gnd _
communications
Asset replacement 3.9 5.2 7.6 7.4 8.2 32.2
Core infrastructure growth 0.2 0.2
Corporate-advanced meters 10.5 10.5 1.6 1.7 1.0 25.1
Master station 4.2 4.5 4.1 3.0 13 17.2
Total 18.8 20.1 13.2 12.1 10.5 74.8
Tota_l improvement in 23.0 29.0 16.0 13.8 12.2 94.0
service

462. The reliability-driven expenditure includes $8 million for the Kalbarri microgrid which
is supported by a business case and demonstration of benefits arising through
improvements to rural long SAIDI. However, the remaining expenditure is not
supported by demonstrated benefits. Consequently the ERA considers the
expenditure is not reasonably likely to meet the new facilities investment test and
must be removed.

463. Similar to transmission, Western Power has forecast significant increases in SCADA
and communications expenditure in AA4 compared to AA3. Western Power submits
the increase in distribution SCADA and communication investment is required to
replace obsolete equipment and maintain the performance of network monitoring
and control.

464. Consistent with its view on the proposed transmission SCADA and communications
expenditure, the ERA is concerned the forecast investment is not supported by
sufficient information to demonstrate the proposed costs are likely to meet the new
facilities investment test and evidence that the replacement is reasonably likely to
occur in the AA4 period.
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465. For the draft decision, the ERA has not adjusted the forecast expenditure but it will
be reviewing this item for the final decision and requires Western Power to provide
sufficient information to demonstrate the costs are reasonably likely to meet the new
facilities investment test and are reasonably likely to occur in the AA4 period.

466. As discussed under distribution replacement expenditure, the ERA considers
Western Power’s proposed installation of a communications network for the
advanced meters is not reasonably expected to meet the new facilities investment
test. Consequently the proposed expenditure of $25.1 million included above must
be removed.

467. The ERA’s draft decision on distribution improvement in service expenditure is set
out in Table 61.

Table 61 Draft decision distribution improvement in service capital expenditure direct
costs (real $ million at June 2017) excluding gifted assets and cash
contributions

2017/18 2018/19 2019/20 2020/21 2021/22

Western Power proposal 23.0 29.0 16.0 13.8 12.2 94.0
Distribution reliability other (2.7) (1.5) (0.5) (0.5) (5.2)
Targete(_j reliability-driven (1.1) (1.1) (1.1) (1.1) (1.1) (5.6)
automation

RD pilot projects (0.1) (0.1) (0.1) (0.1) (0.1) (0.5)
Corporate-advanced meters (10.5) (10.5) (1.6) .7 (2.0 (25.1)
Draft decision 114 14.7 11.7 104 9.5 57.7

Distribution - compliance

468. Western Power’s forecast distribution compliance expenditure is set out in Table 62
below.

Table 62 AA4 proposed distribution compliance capital expenditure direct costs (real
$ million at June 2017) excluding gifted assets and cash contributions

2017/18 2018/19 2019/20 2020/21 2021/22 AA4

Total

Compliance ‘ 22.9‘ 36.1‘ 35.3‘ 28.0‘ 281 150.3

469. Western Power’s proposed compliance program is significantly lower than actual
expenditure in AA3 reflecting the adoption of its risk-based management approach.
Based on the information provided by Western Power and advice from GHD, the
ERA is satisfied the proposed expenditure is reasonably likely to meet the
requirements of the new facilities investment test.
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Distribution - total
470. For the reasons outlined above, the ERA considers that not all of Western Power’s
proposed distribution capital expenditure is likely to meet the requirements of the
new facilities investment test.

471. A summary of the ERA’s draft decision on the value of distribution direct capital
expenditure that is reasonably likely to meet the new facilities investment test is set
out in Table 63 below. As discussed above, the ERA expects Western Power to
update its growth expenditure forecasts to reflect the latest demand forecasts and

will review the forecast expenditure for the final decision.

Table 63

Draft decision distribution network capital expenditure direct costs (real
$ million at June 2017) excluding gifted assets and cash contributions

2017/18 2018/19 2019/20  2020/21 2021/22

Growth 86.1 84.6 78.2 76.5 80.6 405.9
Asset replacement and 2247 2064 2015 1905 1946 1,017.7
renewal

Improvement in service 11.4 14.7 11.7 104 9.5 57.7
Compliance 22.9 36.1 35.3 28.0 28.1 150.3
Corporate 40.9 62.6 111.2 27.2 19.8 261.8
Total 385.9 404.3 437.9 332.6 332.6  1,893.3

Corporate capital expenditure

472.
and AA4.

Table 64

Table 64 below compares actual and forecast corporate capital expenditure for AA3

Comparison of corporate capital expenditure forecasts and actuals (real
$ million at June 2017) excluding gifted assets and cash contributions

AA4 AA3 AA3 AA3
AA4 Draft  \yestern Actual Forecast Actual
Decision Power less AA3
Total corporate 451.9 569.0 251.8 334.7 (82.9)
expenditure
Transmission 132.9 167.6 81.6 125.8 (44.2)
Distribution 319.0 401.4 170.2 208.9 (38.7)
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Historically, Western Power has underspent against its corporate expenditure
forecasts due to the deferral of projects. Western Power states the underspend
against forecast for AA3 was due to a delay in rebuilding some of its depots which
was forecast to take place during AA3.

Western Power notes that the primary driver for the increase in AA4 is the need to
modernise Western Power’s portfolio of metropolitan and regional operational
depots, many of which Western Power considers are in poor condition.

In addition, Western Power’s proposal for AA4 is higher than AA3 actuals as it
includes:

e adding the fleet assets to the regulated capital base;
e |T business driven expenditure for advanced metering; and

e new customer relationship management software.

The ERA’s draft decision:
e removes the fleet assets from the regulated capital base;
e removes the advanced metering expenditure; and

e removes the expenditure for the new customer relationship management
software.

The ERA also requires Western Power to submit more evidence to demonstrate that
its proposed expenditure is reasonably likely to meet the new facilities investment
test.

Consistent with transmission and distribution expenditure, the considerations below
of specific elements of Western Power’s forecast corporate capital expenditure are
based on direct costs.

Western Power’s forecast corporate direct costs capital expenditure is set out in
Table 65 below.
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Table 65 AA4 Western Power forecast corporate direct cost capital expenditure

($ million real, June 2017)

2017/18 2018/19 2019/20 2020/21 2021/22 AA4
Business Support
Corporate real estate 23.3 43.2 116.6 9.9 8.1 201.1
Fleet 11.8 6.1 26.9 7.6 24.7 77.2
Property plant and 0.8 0.8 0.8 0.8 0.8 4.2
equipment
Total 36.0 50.2 144.3 18.4 33.7 282.5
ICT
Business-driven 39.9 39.3 29.5 22.4 18.1 149.3
Business infrastructure 8.5 12.1 17.0 10.8 7.0 55.3
Total 48.4 51.4 46.6 33.2 25.1 204.6
Total corporate capital 84.4 101.5 190.8 51.6 58.7 487.1
expenditure

480.

481.

482.

483.

484.

485.

Corporate real estate includes $184 million for depot modernisation and $16 million
for relocating the control centre. The expenditure is supported by business cases
which GHD advises are reasonable.

However, the ERA considers Western Power has not adequately demonstrated the
net benefits of the proposed expenditure to satisfy the second limb of the new
facilities investment test. For example, the savings arising from modernised depots,
and whether they have been incorporated in forecast operating and capital
expenditure. The ERA will consider this further in the final decision.

In addition, given the history of Western Power deferring this type of expenditure in
the past, the ERA requires evidence from Western Power that it is reasonably certain
this project will proceed in AA4.

The fleet expenditure reflects a change in the way Western Power accounts for its
fleet costs.

Historically, plant and vehicle costs have been ring-fenced, in accounting terms, from
covered (regulated) services. Plant and vehicle costs are charged to regulated
services operating and capital works on a usage basis ($ per hour). This results in
the costs being expensed directly against the relevant works and in the case of
capital works, the costs are included in the capital asset base.

In its AA4 submission, Western Power proposes to include fleet assets in the
regulated capital asset base. In addition, in 2019/20 there will be a change in
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accounting standards requiring operating leases to be recognised as an asset (and
the future payments as a liability). Western Power proposes adding the asset value
arising from this accounting change to the capital asset base.

This change in treatment will result in fleet costs being included in depreciation and
earning a return on the regulated capital asset base.

As discussed under forecast operating expenditure, Western Power has made a step
change reduction in indirect costs of $10.5 million each year from 2019/20 to reflect
the change in the treatment of fleet costs.

The ERA considers this change in approach is inconsistent with the new facilities
investment test. The regulated capital base must only include capital expenditure
that meets, or is reasonably likely to meet, the new facilities investment test. Adding
an amount for existing vehicles previously purchased by the unregulated business,
or an amount arising from an accounting adjustment to capitalise leases is not
consistent with the requirements of the new facilities investment test.

The current method of accounting for fleet assets in the non-regulated business and
charging costs to the relevant regulated services based on usage, ensures costs are
allocated between the regulated and non-regulated business. Western Power
should maintain the current arrangements and the fleet assets, including the
capitalisation of operating leases, should not be added to the regulated capital asset
base.

Western Power’s proposed information technology spend is $88 million higher (a
76 per cent increase) than actual AA3 expenditure. GHD advises a large part of the
increase is catch-up investment on corporate systems that have been deferred over
previous review periods. In addition, the IT business-driven expenditure includes
$15 million for advanced metering infrastructure and $24 million for new customer
relationship management software.

As discussed under forecast distribution capital expenditure, the ERA considers the
advanced metering infrastructure costs are not reasonably likely to meet the new
facilities investment test and therefore requires it to be removed from the forecast
capital expenditure.

GHD advises the current customer relationship management system is over
10 years old and in need of replacement. However, it advises the forecast
expenditure is excessive and there are other, less capital intensive options that could
reduce the expenditure involved.

The ERA considers Western Power has not demonstrated sufficiently that its
proposed customer relationship management software is reasonably likely to meet
the new facilities investment test and therefore requires it to be removed from the
forecast capital expenditure.

Similar to the proposed depot expenditure, given the history of deferrals in IT
expenditure, the ERA also requires Western Power to provide evidence that the
proposed projects are reasonably likely to proceed and will consider this in the final
decision.

The ERA’s draft decision on the value of corporate expenditure that is reasonably
likely to meet the new facilities investment test is set out in Table 66 below.
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Table 66 Draft decision corporate direct cost capital expenditure ($ million real, June
2017)
2017/18 ‘ 2018/19 2019/20  2020/21 2021/22 AA4
Western Power proposal 84.4 101.5 190.8 51.6 58.7 487.1
Fleet adjustment (11.8) (6.1) (26.9) (7.6) (24.7) (77.2)
Advanced metering
infrastructure (10.0) (2.0 (0.9) (0.9) (1.2) (15.0)
Customer relationship
management software (4.8) (4.8) (4.8) (4.8) (4.8) (24.0)
Draft decision 57.8 88.6 158.3 38.3 28.0 370.9

496. The allocation between transmission and distribution is set out in Table 67 below.

Table 67

Draft decision allocation of corporate capital expenditure direct costs between
transmission and distribution (real $ million at June 2017) excluding gifted
assets and cash contributions

2017/18 2018/19 2019/20 2020/21 2021/22
Total direct expenditure added 57.8 886  158.3 38.3 280 3709
to the capital base
Transmission 16.9 26.0 47.1 111 8.1 109.1
Distribution 40.9 62.6 111.2 27.2 19.8 261.8

Indirect costs and labour escalation

497. As discussed in the operating expenditure section, the ERA has amended Western
Power’s proposed indirect costs as they were not consistent with a service provider
efficiently minimising costs. In addition, the ERA’s amendments to direct capital
expenditure and operating expenditure affect the allocation of indirect costs and
labour escalation across different categories of expenditure.

498. The revised indirect costs and labour escalation allocated to transmission and
distribution capital expenditure are set out in Table 68 and Table 69 below.
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Table 68 Indirect costs and labour escalation included draft decision transmission
capital expenditure (real $ million at June 2017)

2017/18 | 2018/19 | 2019/20 | 2020/21 @ 2021/22 Western
Power
Proposal
Direct capital 95.9 132.0 144.1 111.1 102.1 585.1 874.4
costs approved
by the ERA
Indirect cost 21.4 26.8 28.1 26.1 24.0 126.4 164.0
allocation
Labour 0.4 1.1 1.9 2.1 2.5 8.0 12.1
escalation
allocation
Total capital 117.7 159.9 174.0 139.3 128.6 719.5 1,050.6
expenditure

Table 69 Indirect costs and labour escalation included in draft decision distribution
expenditure (real $ million at June 2017)

2017/18  2018/19  2019/20 | 2020/21  2021/22 Western
Power
Proposal
Direct capital 385.9 404.3 437.9 332.6 332.6 1,893.3 2,051.8
costs approved
by the ERA
Indirect cost 86.3 82.2 85.3 78.2 78.2 410.2 385.4
allocation
Labour 1.7 3.3 5.7 6.3 8.3 25.3 26.6
escalation
allocation
Total capital 474.0 489.8 528.9 417.1 419.0 2,328.8 2,463.9
expenditure

Summary of revised capital expenditure

499. The ERA has calculated revised values for AA4 forecast capital expenditure in
accordance with the ERA’s determination under the draft decision on whether the
forecast of new facilities investment may, under section 6.50 of the Access Code, be
taken into account in the determination of total costs and target revenue. The revised
values are shown in Table 70, Table 71 and Table 72 below.
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Table 70 Draft decision transmission network capital expenditure including indirect
costs and labour escalation and excluding gifted assets and cash
contributions (real $ million at June 2017)

WWESE)
2017/18 2018/19 2019/20 2020/21 2021/22 Power

Proposal

Growth 40.3 40.5 30.0 47.2 38.9 196.8 291.4

Asset replacement

21.8 36.1 35.9 31.2 36.7 161.8 296.2
and renewal

Improvement in 14.2 23.9 27.6 25.4 19.7 110.7 108.4

service
Compliance 20.8 27.9 23.7 21.7 23.2 117.4 186.9
Corporate 20.7 31.4 56.8 13.8 10.2 132.9 167.6
Total added to the 1,050.6
capital base 117.7 159.9 174.0 139.3 128.6 7195

Table 71 Draft decision distribution network capital expenditure including indirect

costs and labour escalation and excluding gifted assets and cash
contributions (real $ million at June 2017)

Western
2017/18 2018/19 2019/20 2020/21 2021/22 Power

Proposal

Growth 105.7 102.5 94.5 96.0 101.6 500.2 490.3

Assetreplacementand o0 o500 2435  239.0 2452 12537 12773

renewal
Improvement in 140 178 141 131 120 70.9 113.3
service
Compliance 28.1 43.7 42.6 35.1 35.4 184.9 181.3
Corporate 50.1 75.8 134.2 33.9 24.9 319.0 401.4

Total added to the

i 473.9 489.8 528.9 417.1 419.0 2,328.8 2,463.9
capital base
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Table 72 Draft decision corporate capital expenditure including indirect costs and

labour escalation and excluding gifted assets and cash contributions (real
$ million at June 2017)

AA4 (WESEI)

2017/18 | 2018/19 | 2019/20 | 2020/21  2021/22 Power

Total Proposal

Total corporate 70.8 1072  191.0 47.7 351 4519 569.0
expenditure

Transmission 20.7 31.4 56.8 13.8 10.2 132.9 167.6

Distribution 50.1 75.8 134.2 33.9 24.9 319.0 401.4

Depreciation

500.

501.

502.

503.

504.

505.

506.

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 for 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 sections 5.3.1 to 5.3.4 of the proposed access arrangement
revisions.

Western Power proposes retaining the current access arrangement section which
specifies depreciation is calculated using:

e  the straight line depreciation method;

o the existing weighted average lives for assets that are included in the capital
base at the beginning of the access arrangement period (i.e. beginning of AA4);
and

e  asset lives specified in the access arrangement for capital expenditure during
the access arrangement period (i.e. AA4).

The ERA is satisfied that this approach is consistent with applying the roll-forward
calculation in a manner consistent with the Code objective.

Western Power proposes to retain the current access arrangement section
specifying the depreciation of the opening capital base for AA5 will be the forecast
depreciation included in the AA4 target revenue.

Synergy considers the use of forecast depreciation for the purposes of rolling-
forward the RAB is not consistent with other elements of WP’s proposal. Synergy
submits:

... the Authority should consider whether the operation of the IAM, as it is proposed by
WP, provides sufficient incentive for efficient capex to justify rolling the RAB forward
using forecast depreciation.

As Synergy inidcates, the Investment Adjustment Mechanism only adjusts the return
on any under or over expenditure. The forecast depreciation included in target
revenue is not adjusted in the following access arrangement period for any under or
over expenditure. However, as the forecast depreciation is deducted from the
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opening capital base, the return and depreciation in future periods is reduced. The
ERA considers the current approach of using forecast depreciation provides
sufficient incentives for efficient investment and ensures the recovery of return on
and return of investment is NPV neutral.

Western Power proposes to maintain the economic lives that were applied in AA3
for all assets except distribution meters. It proposes to change the asset life for
meters from 25 years to 15 years. Existing metering assets will continue to be
depreciated over 25 years. The 15 year life will apply only to metering expenditure
during AA4.

The revised asset life for metering assets is consistent with the shorter technical life
of the new advanced meters. Western Power already has electronic meters in its
asset base. It is likely these have a similar life to the new advanced meters.
Consequently, the ERA requires Western Power to review its existing metering
assets to identify whether the current asset life is consistent with the economic life
of those assets.

Western Power has not proposed any assets should be subject to accelerated
depreciation and has removed the current access arrangement section stating that
Western Power will apply accelerated depreciation to any network assets
decommissioned as a result of the State Underground Power Project (SUPP).

The ERA considers this is not consistent with the requirements of the Access Code
regarding redundant assets and requires Western Power to re-instate the section
and include details of redundant assets resulting from the SUPP or any other
programs that lead to in-service assets being removed.

The ERA has calculated revised values of the notional capital base for AA4 in
accordance with the ERA’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.

As discussed above, Western Power is also required to:

e update its forecast growth expenditure for transmission and distribution to
reflect the latest demand forecasts;

e  review existing metering assets to identify if the asset life currently being used
is consistent with the economic life of those assets; and

e identify any redundant assets arising from the forecast SUPP or any other
program.

The revised values, subject to any changes arising from the requirements in
paragraph 512 are set out in Table 73 and Table 74 below.
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Table 73 ERA draft decision forecast transmission capital base (real $ million June
2017)
2017/18 2018/19 | 2019/20 202021 | 2021/22  Total |
Opening asset value 3,126.0 3,132.3 3175.9 3225.9 3232.3 3,126.0
New facilities investment 117.7 159.9 174.0 139.3 128.6 719.5
Depreciation 111.4 116.3 123.9 133.0 137.4 622.0
Closing asset base 3,132.3 3,175.9 3,225.9 3,232.3 3,223.4 3,223.4

Table 74 ERA draft decision forecast distribution capital base (real $ million June 2017)
2017/18 2018/19 | 2019/20 2020021 | 2021/22  Total |
Opening asset value 5,791.3 6,009.2 6,223.6 6,465.6 6,595.7 5,791.3
New facilities investment 473.9 489.8 528.9 417.1 419.0 2,328.7
Depreciation 256.0 275.5 286.9 287.0 276.0 1,381.4
Closing asset base 6,009.2 6,223.6 6,465.6 6,595.7 6,738.7 6,738.7

Required Amendment 6

The proposed access arrangement revisions must be amended to incorporate the
forecast capital expenditure, depreciation and capital asset base values set out in this
draft decision.

Return on regulated capital base

Access Code requirements

514. Section 6.4 of the Access Code requires that the price control in an access
arrangement must (among other things) provide the service provider with an
opportunity to earn revenue sufficient to cover its forward-looking and efficient costs
of providing covered services, including a return on investment commensurate with
the commercial risks involved.

515. The rate of return, based on a weighted average cost of capital (WACC), provides a
service provider with a return on the capital it has invested in its business. It is
calculated as a return on the regulatory asset base.

516. Section 6.64 of Access Code requires an access arrangement to set out the WACC
for a covered network. Under section 6.65, the ERA may from time to time publish
a determination of its preferred method for calculating the WACC in access
arrangements. If such a determination is in effect at the time of an access
arrangement review, the WACC must be determined using that method unless the
service provider can demonstrate that an alternative method would better achieve
the objectives set out in section 6.4 and the Access Code objective. Otherwise the
WACC must be calculated in a manner consistent with section 6.66 of the Access
Code.
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517. As no determination is in effect the WACC must be estimated in a manner consistent
with section 6.66 of the Access Code. Section 6.66 requires that a WACC
calculation:

e mustrepresent an effective means of achieving the Access Code objective and
the objectives in section 6.4; and

e must be based on an accepted financial model, such as the Capital Asset
Pricing Model.

Western Power’s proposal and ERA considerations

518. The ERA has not approved Western Power’s proposed WACC. Western Power’s
proposal and the ERA’s considerations are detailed in Appendix 5 of this draft
decision. In summary, the ERA accepts Western Power’s proposed:

e risk free rate (for the cost of equity estimate), updated for current data;

e  equity beta, updated for current data;

o  risk free rate (for the cost of debt estimate), updated for current data;

o  debt risk premium, updated for current data and the use of calendar years;
) the term of debt;

) forecast inflation, updated for current data;

e value of imputation credits (gamma); and

e annual update of the debt risk premium.

519. The ERA has made changes to:
e the credit rating;
e the gearing ratio;

e debt raising and hedging costs, correcting for a double counting in the debt
raising costs; and

e the market risk premium.

520. The ERA’s draft decision is set out in Table 75 below, with detailed reasoning for its
decision set out in Appendix 5.
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Table 75 Draft decision on Weighted Average Cost of Capital (WACC) parameters
SAD | Wederh o
Averaging period 29 March 2018 30 June 2017
Cost of equity parameters

Nominal risk free rate (per cent) 2.37 1.99
Equity beta 0.7 0.7
Market risk premium (per cent) 6.2 7.5
Nominal after tax return on equity (per cent) 6.71 7.24

Cost of debt parameters

Five-year interest rate swap (effective yield) (per cent) 2.590 2.290
Debt risk premium (per cent) 2.613 2.790
Benchmark credit rating BBB+ BBB-/BBB/BBB+
Term of debt for debt risk premium 10 years 10 years
Debt issuing costs (per cent) 0.100 0.125
Debt hedging costs (per cent) 0.114 0.114
Nominal cost of debt (return on debt) (per cent) 5.42 5.32

Other parameters

Debt proportion (gearing) 55 60
Forecast inflation rate (per cent) 1.84 1.64
Franking credits (gamma) (per cent) 40 40
Corporate tax rate (per cent) 30 30

Weighted Average Cost of Capital

Nominal after-tax WACC (per cent) 6.00 6.09

Real after tax-WACC (per cent) 4.08 4.38

Required Amendment 7

Western Power must amend the (nominal after-tax) weighted average cost of capital
to 6.00 per cent, based on the parameters set out in Table 75 of this draft decision and
reasoning detailed in Appendix 5 of this draft decision.

Return on working capital

Access Code requirements

521. The Access Code does not explicitly contemplate a return on working capital as a
cost.
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The objectives for a price control set out in section 6.4 of the Access Code include
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.

The values of target revenue applying under the price control in the current access
arrangement include an allowance for a return on working capital.

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 it is the norm for the
costs of providing services to be 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 of
operating its business and providing services.

For both the transmission and distribution networks, a cost of working capital for
each year of the access arrangement was determined as the implicit cost incurred
by Western Power by providing credit to users of services and holding inventory
offset by the implicit benefit to Western Power of receiving credit from suppliers.

The requirement for working capital was calculated using the following assumptions:

e an assumed revenue lag of 45 days, based on meter reading cycles and
payment terms of the electricity transfer access contract;

e inventory based on 4 per cent of capital expenditure; and

e an average expense lead of 24.2 days on operating and capital expenditure
based on:

- anexpense lead of 10 days on labour costs, comprising 29 per cent of total
expense excluding depreciation and borrowing costs;

- an expense lead of 30 days on direct costs of materials and services,
comprising 66 per cent of total expense excluding depreciation and
borrowing costs; and

- an expense lead of 30 days on indirect cost (which includes items such as
rates and insurance), comprising 5 per cent of total expense excluding
depreciation and borrowing costs.

The cost of working capital was calculated as the value of working capital at the
beginning of each year of the access arrangement period multiplied by the approved
real post-tax WACC.

Western Power has proposed to continue using the same method and assumptions
for determining the cost of working capital as approved for AA3. Its proposed
working capital requirements over AA4 are shown in Table 76 and Table 77 below.
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Table 76

Western Power’s proposed cost of working capital —transmission network
(nominal $ million)

2017/18 2018/19 2019/20 2020/21 2021/22
Smoothed target revenue 293.579 343.074 400.911 466.074 539.711
Expenses
Forecast capital expenditure 168.512 217.653 257.860 230.471 230.712
Forecast operating costs 95.382 86.956 87.312 90.243 91.714
Total expenses 263.893 304.609 345.172 320.714 322.426
Working capital requirement
Receivables (45 days) 36.195 39.735 43.503 47.642 51.828
Creditors (24.2 days) (17.496) (20.196) (22.823) (21.264) (21.377)
Inventory (4% of capital 6.740 8.706 10.314 9.219 9.228
expenditure)
Working capital requirement 25.439 28.246 30.995 35.597 39.679
(nominal)
Return on working capital at 1114 1.549 1.720 1.887 2.168
WACC =6.09%

Source: Western Power, AA4 Regulatory Revenue Model, 2 October 2017.

Table 77

(nominal $ million)

Western Power’s proposed cost of working capital — distribution network

2017/18

2018/19

2019/20 2020/21

2021/22

Smoothed target revenue 1221.25 1269.4 1308.1 1340.0 1376.1
Expenses

Forecast capital expenditure 517.864 537.230 585.230 460.340 483.477
Forecast operating costs 297.310 277.203 279.859 290.957 298.060
Total expenses 815.174 814.406 865.088 751.297 781.537
Working capital requirement

Receivables (45 days) 150.565 156.496 160.835 165.209 169.654
Creditors (24.2 days) (54.047) | (53.996) | (57.200) | (49.812) @ (51.817)
Inventory (4% of capital 20.715 21.488 23.409 18.414 19.339
expenditure)

Working capital requirement 25.4 28.2 31.0 35.6 39.7
(nominal)

Return on working capital at 7.238 7.138 7.550 7.736 8.148
WACC = 6.09%

Source: Western Power, AA4 Regulatory Revenue model, 2 October 2017.

Submissions

529. No submissions were received on working capital.
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Considerations of the ERA

530. The working capital provided for should only reflect the essential items for the
conduct of the service provider’s business.

531. Western Power’s proposal is consistent with the method approved by the ERA for
AA3.

532. The ERA sought further information from Western Power to verify the assumptions
used for AA4. Western Power advised it had not identified any information that would
indicate the AA3 assumptions should be changed.®* The ERA has not adjusted the
assumptions for the purposes of this draft decision but expects Western Power to
provide updated information with its response to the draft decision to support its
statement that there has been no change in the number of debtor days, creditor days
or the proportion of inventory compared with capital expenditure since AA3.

533. The return on working capital will change as a result of amendments elsewhere in
this draft decision to the weighted average cost of capital, smoothed target revenue,
forecast new facilities investment and forecast non-capital costs.

Required Amendment 8

The values of smoothed target revenue, forecast new facilities investment, forecast
non-capital costs and weighted average cost of capital used to calculate working capital
must be adjusted to be consistent with this draft decision.

Taxation

Current access arrangement

534. Prior to AA3, an allowance for taxation costs was included through the use of a
“pre-tax” weighted average cost of capital. For AA3 a “post-tax” weighted average
cost of capital was used and the revenue model incorporated a tax module to
estimate tax liabilities. A tax building block was included in the annual revenue
requirement estimate for each year.

535. To implement the post-tax methodology it was necessary to establish the value of
the tax asset base as at 30 June 2012 (the initial tax asset base) and the
corresponding tax depreciation schedule. Capital contributions were excluded from
the initial tax asset base to be consistent with the regulatory accounting treatment.
The initial tax asset base was depreciated on a straight-line basis.

536. The initial tax asset base and corresponding tax depreciation approved for AA3 is
set out in Table 78 and Table 79 below.

51 Email from Western Power 16 February 2018.
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Table 78 Western Power’s initial tax asset base for AA3, transmission $ nominal

‘ 2012/13 2013/14 2014/15 2015/16 2016/17 ‘
Opening tax asset base 2,043.3 1,978.4 1,912.0 1,848.5 1,785.6
Tax depreciation (64.8) (66.4) (63.6) (62.9) (60.9)
Closing initial tax asset base 1,978.4 1,912.0 1,848.5 1,785.6 1,724.7

Table 79

2012/13

2013/14

2014/15

Western Power’s initial tax asset base for AA3, distribution $ nominal
2015/16

2016/17

Opening tax asset base 3,127.7 3,040.4 2,955.0 2,874.1 2,794.1
Tax depreciation (87.3) (85.4) (80.9) (80.0) (77.3)
Closing initial tax asset base 3,040.4 2,955.0 2,874.1 2,794.1 2,716.8

537. Forecast capital expenditure for the AA3 period was added to the tax asset base in
the year it was forecast to be incurred. Tax depreciation can be claimed from the
year the asset is commissioned. An assumption was made that typically assets are
commissioned the year after the expenditure is incurred. The exception to this was
equity raising costs for which depreciation can be claimed from the year the

expenditure is incurred.

538. As proposed by Western Power, tax depreciation for capital expenditure during AA3
was calculated on a diminishing value basis.

539. The tax asset lives approved for AA3 are set out in Table 80 below.

Draft Decision on Proposed Revisions to the Access Arrangement

for the Western Power Network

117



Economic Regulation Authority

Table 80 Tax asset lives approved for AA3

Western Power proposal

Transmission assets

Cables 475
Steel towers 475
Wood poles 47.5
Metering 25
Transformers 40
Reactors 40
Capacitors 40
Circuit breakers 40
SCADA and communications 12.5
IT 4
Other non-network assets 12.5
Equity raising costs 5

Distribution assets

Wooden pole lines 45
Underground cables 50
Transformers 40
Switchgear 30
Street lighting 15
Meters and services 25
IT 4
SCADA and communications 10
Other distribution non-network 10
Equity raising costs 5

540. The forecast tax asset base and tax depreciation for the approved AA3 capital
expenditure is set out in Table 81 and Table 82 below.

Table 81 Western Power’s forecast tax asset base for approved AA3 capital
expenditure, transmission $ nominal

2012/13 2013/14 2014/15 2015/16 2016/17

Opening tax asset base 0.0 300.9 679.2 891.0 1,124.1
Tax depreciation (0.3) (22.9) (42.5) (51.4) (63.2)
Capital expenditure 301.2 401.2 254.3 284.4 384.5
Closing tax asset base 300.9 679.2 891.0 1,124.1 1,445.4
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Table 82

expenditure, distribution $ nominal

Western Power’s forecast tax asset base for approved AA3 capital

2013/14 2014/15 2015/16

2016/17

2012/13

Opening tax asset base 0.0 598.1 1,236.1 1,843.1 2,399.0
Tax depreciation (2.0) (49.0) (92.4) (123.9) (152.0)
Capital expenditure 600.1 687.0 699.3 679.7 694.4

Closing tax asset base 598.1 1,236.1 1,843.1 2,399.0 2,941.4

541. Taxable income was calculated as follows:
e  approved revenue
e minus forecast operating expenditure and TEC5?
e minus tax depreci