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Glossary

Term Definition

A+DS Analytics + Data Science

AA2 Second access arrangement

AA3 Third access arrangement

AA4 Fourth access arrangement

AA5 Fifth access arrangement

ABS Above-benchmark surplus

Access Code Electricity Networks Access Code 2004
AEMC Australian Energy Market Commission
AEMO Australian Energy Market Operator
AER Australian Energy Regulator

AlC Akaike Information Criterion

AMI Advanced metering infrastructure

AQP Applications and Queueing Policy

BTP Business Transformation Project

Capex Capital expenditure

CPI Consumer Price Index

DBNGP Dampier to Bunbury Natural Gas Pipeline
DLVCHS Distribution Low Voltage Connection Headworks Scheme
DM Distribution Quotation Management System
DSM Demand Side Management

EBSS Efficiency Benefit Sharing Scheme

EIBs Efficiency and innovation benchmarks
EMR Electricity Market Review

ENUC Excess Network Usage Charges

ERA Economic Regulation Authority

ETAC Electricity Transfer and Access Contract
GBA Geoff Brown and Associates

GHD GHD Advisory

GSM Gain sharing mechanism

GSMALt Gain sharing mechanism adjustment
IAM Investment adjustment mechanism
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Term Definition

ICT Information and Communications Technology
LoSEF Loss of supply event frequency

MAIFI Momentary average interruptions frequency index
MAIFle Momentary average interruptions frequency index event
MRP Market risk premium

MSLA Model Service Level Agreement

NER National Electricity Rules

NFIT New facilities investment test

NMS Network Management System

NPC Net present cost

NPV Net present value

opex Operating expenditure

RAB Regulated asset base

RF Radio frequency

RINs Regulatory Information Notices

Saas Software as a service

SAIDI System average interruption duration index
SAIFI System average interruption frequency index
SCADA Supervisory control and data acquisition

SMI System minutes interrupted

SSAM Service standard adjustment mechanism

SSBs Service standard benchmarks

SSTs Service standard targets

STEM Short Term Energy Market

STPIS Service Target Performance Incentive Scheme
SUPP State Underground Power Program

SVCs Static VAR compensators

TEC Tariff Equalisation Contribution

TOU Time of use

WACC Weighted average cost of capital
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About this submission

This document has been prepared in response to the ERA’s Draft Decision on Proposed Revisions to the
Access Arrangement for the Western Power Network, published by the Economic Regulation Authority
(ERA) on 2 May 2018.

The ERA’s draft decision was to not approve Western Power’s proposed access arrangement revisions. The
ERA advised it requires 91 amendments to the access arrangement proposal Western Power submitted on
2 October 2017.

As provided for by section 4.16 of the Electricity Networks Access Code 2004 (Access Code), we submit a
revised proposed access arrangement for consideration by the ERA. We also submit this response to the
draft decision, which should be read in conjunction with the revised proposed access arrangement and its
associated contract, policies and other documents.

This submission details Western Power’s response to the ERA’s draft decision, and along with the evidence
submitted since 2 October 2017, constitutes the access arrangement information. It explains Western
Power’s position on each of the ERA’s required amendments and is designed to help inform the ERA’s final
decision on the access arrangement for the fourth access arrangement period (AA4 — 1 July 2017 to 30 June
2022).

An appropriate citation for this submission is Western Power’s revised AA4 proposal.

Responding to the ERA’s required amendments
For each of the ERA’s required amendments, Western Power has adopted one of four positions:

*  accepts the amendment as proposed by the ERA — this is where we have accepted the ERA’s
amendment

. accepts the amendment in principle, with modifications — this is where we agree with the intent or
principle behind the ERA’s amendment, however we have not implemented the ERA’s amendment
exactly as required. This may be because changes elsewhere in our proposal (for example changes to
expenditure values) mean values associated with the required amendment may vary from those in the
draft decision. Alternatively, it may be because we have proposed an amendment to a document
which achieves the same outcome the ERA seeks, but uses slightly different wording or approach

o does not accept the amendment and proposes a modified position — this is where we disagree with
the ERA’s amendment and have provided a revised or an alternative position in response to the draft
decision

* does not accept the amendment and maintains its original position — this is where we do not agree
with the ERA’s amendment (or we believe the ERA may have misinterpreted our proposal) and have
provided further information and rationale to support the position in our AA4 proposal.

o westempuwer EDM 44830353
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Potential positions in response to the ERA’s required amendments

Accept in Do not accept and Do not accept and
principle with propose modified maintain original
madifications position position

Accept as
proposed by ERA

Where Western Power’s view differs from that expressed by the ERA in its draft decision, we have provided
a detailed explanation of the rationale for varying from the ERA’s amendment, as well as evidence to
support our position.

For the reader’s convenience, the order of the chapters and discussion of required amendments in this
document follows the same structure as the ERA’s draft decision.

Where drafting changes have been made to the proposed access arrangement or its associated policies,
contract and other documents, these changes have been incorporated in the revised proposed access
arrangement that accompanies this submission.

Access Code objective

All of Western Power’s proposed revisions to the access arrangement are guided by relevant specific
criteria and the Access Code objective, as defined in section 2.1 of the Access Code:

The objective of this Code is to promote the economically efficient:
(a) investmentin and
(b)  operation of and use of

networks and services of networks in Western Australia in order to promote competition in markets
upstream and downstream of the networks.

-sE4 westernpower EDM 44830353
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Criteria for approval of proposed revisions

Section 4.28 of the Access Code, which has the effect that the ERA’s decision in relation to proposed
revisions to an access arrangement is a ‘pass or fail’ assessment. Section 4.28 of the Access Code provides
that when the ERA (the Authority) is:

... making a draft decision, final decision or further final decision, the Authority must determine
whether a proposed access arrangement [to be read as proposed revisions] meets the Code objective
and the requirements set out in Chapter 5 (and Chapter 9, if applicable) and:

(a) if the Authority considers that:

(i) the Code objective and the requirements set out in Chapter 5 (and Chapter 9, if
applicable) are satisfied — it must approve the proposed access arrangement; and

(i) the Code objective or a requirement set out in Chapter 5 (or Chapter 9, if applicable) is
not satisfied — it must not approve the proposed access arrangement;

and

(b)  toavoid doubt, if the Authority considers that the Code objective and the requirements set out
in Chapter 5 (and Chapter 9, if applicable) are satisfied, it must not refuse to approve the
proposed access arrangement on the ground that another form of access arrangement might
better or more effectively satisfy the Code objective and the requirements set out in Chapter 5
(and Chapter 9, if applicable).

Values used in this document

Unless otherwise stated, all financial values in this document are expressed in S million real at 30 June
2017. Amounts in various tables may not sum due to rounding. Refer to the revenue and expenditure
models submitted with this document for detailed financial values.
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Key messages

Key messages

« Western Power accepts around two-thirds of the ERA’s required amendments either in full or in
principle.

« Western Power and the ERA are broadly aligned on most of revenue building blocks.

« Time of use network tariffs will not be mandatory, and several improvements have been made
to the standard access contract, the access arrangement policy documents and how metering
services are described.

e From 2017/18 to 2021/22, Western Power will invest around $3,388 milion of capital and
$1,831 million of operating expenditure to maintain network safety and current levels of overall
reliability. Western Power will also continue to pursue new technologies, advanced metering,
and alternative network solutions.

e Average distribution customer bills will increase below inflation, with the average impact on
residential customers’ electricity bills being an additional $S2 per annum.

« Tariffs for customers connected to the transmission network, typically generators and large
businesses, and major industrial loads, are increasing more steeply. This follows the significant
transmission tariff decreases over the past five years.

» Western Power has proposed several options to limit the impact of tariff increases on
transmission customers, and will work with the ERA to finalise transmission network tariffs.

» The areas where Western Power and the ERA most strongly disagree relate to changes the ERA
has made to the adjustment mechanisms and price contol for the AA4 period.

» The ERA has removed the potential for Western Power to be penalised or rewarded for
performance under its service inventive regime, and has made changes to several mechanisms
under the regulatory framework that when combined, do not promote efficient investment in
and operation of the network.

« Over the past five years, the access arrangement resulted in service improvements for
customers, and incentivised Western Power to reduce its costs by almost S1 billion, with only
moderate price increases for customers. Therefore Western Power does not consider the
current adjustment mechanisms and price control require fundamental changes.

« Western Power has provided further information to the ERA on these matters and is optimistic
an access arrangement that is acceptable to all parties, resulting in positive outcomes for
customers, can be agreed when the ERA makes its final decision.
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1. Executive summary

1. Western Power submits this revised AA4 proposal in response to the ERA’s draft decision. The ERA’s draft
decision was to not approve Western Power’s proposed access arrangement revisions. The ERA has made
91 amendments to the access arrangement originally proposed by Western Power, as well as excluding a
number of expenditure items from target revenue, and seeking additional information on forecast
investment.

2. We have reviewed the ERA’s draft decision in detail and have prepared a revised proposed access
arrangement for consideration by the ERA. Western Power and the ERA are aligned on a broad range of
issues, and as such we have accepted (either in full or in principle) around two-thirds of the ERA’s required
amendments.

Figure 1.1: Responses to the ERA’s 91 required
amendments

3. We agree with many of the ERA’s proposed
changes to the standard access contract and
the access arrangement policy documents. We
also accept some of the ERA’s definitions of
reference services, and have agreed to change 58 33
the new time of use reference services so they
are not mandatory.

Total number of ERA amendments: 9 1

Do not
accept

4. The weighted average cost of capital (WACC),
typically one of the most contentious areas of
any regulatory determination, is also an area in
which we are in broad alignment with the ERA.

We have adopted all but one of the ERA’s - ccept
WACC parameters, providing an alternative :
position on the estimate of the market risk 29 29 16 17

premium (MRP) only. Forecast tax and
depreciation methodologies are also elements on which we concur.

Accept as
proposed by ERA

Maintain original
position

5. With regard to forecast expenditure, though the draft decision specifies reductions to both capital and
operating expenditure forecasts, the ERA and its technical consultant GHD Advisory support many of our
proposed investments in principle. However, they require further information to be able to include them in
the target revenue calculation. Expenditure on transmission asset replacement and advanced metering
infrastructure (AMI) are notable examples.

6. Where possible, we have provided further evidence to support aspects of our expenditure program. We
submit that the forecast expenditure in this AA4 revised proposal is prudent, efficient, and reasonably
expected to meet the requirements of the new facilities investment test (NFIT).

7. Despite alignment on many of the major revenue building blocks, there are aspects of the ERA’s draft
decision Western Power cannot accept. For the most part these aspects relate to the form of price control
and adjustment mechanisms which, while not having a major impact on AA4 target revenue, are likely to
result in unfavourable outcomes for customers and Western Power in the future.

8. The ERA proposes a fundamental change to the form of price control that applies to Western Power,
effectively moving the business from a revenue cap to a price cap. Not only would this change be
impracticable given 12 months of the access arrangement period has already elapsed, it also has other
negative impacts such as diminishing incentives for Western Power to pursue demand side management
and edge-of-grid solutions over the longer term.
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The ERA has also redesigned the service standard adjustment mechanism (SSAM) so that it no longer
provides penalties or rewards for service performance. This change, particularly when combined with the
ERA’s proposal to award penalties for operating cost overspends (under the gain sharing mechanism),
results in an access arrangement that creates perverse incentives, in that Western Power will be
encouraged to allow service performance levels to decline. While Western Power will seek to maintain
service performance levels, it seems counter-intuitive to change the adjustment mechanisms such that they
discourage the types of behaviours customers have told us they value.?

We understand that the ERA’s primary motivation for making such fundamental changes to the form of
price control is the desire to avoid sudden material adjustments in prices (referred to as price shock?).
However, we are unclear how the ERA’s proposed amendments will address this. Moreover, the ERA has
not demonstrated that price shock would occur under the current revenue cap (which Western Power is
proposing to maintain), nor that the mechanisms that currently exist are incapable of mitigating price
shock, should it arise.

Itis in these fundamental changes to the adjustment mechanisms and form of price control where we find
ourselves in strongest disagreement with the ERA, and we have put forward our positions in this
submission accordingly.

Nonetheless, we believe we are not too far from reaching agreement with the ERA on most aspects of the
access arrangement. We are optimistic an access arrangement that will help deliver positive outcomes for
customers while enabling Western Power to continue to operate efficiently and safely, will be approved.

Key elements of our revised AA4 proposal are summarised in the following sections.

AA4 target revenue and pricing

Target revenue in this revised AA4 proposal is $7,721.3 million. This is 3.9 per cent higher than the amount
determined by the ERA in its draft decision, and 2.2 per cent lower than our proposal in October 2017.

The difference between our and the ERA’s estimates is the result of variances to several of the revenue
building blocks, including the forecast regulated asset base (RAB), WACC, forecast opex and revenue
adjustments from the AA3 period. For the most part, we are aligned with the ERA on the methodology
behind each of the building blocks, if not the precise calculation. We consider our revised revenue proposal
will allow Western Power to recover its forward looking efficient costs and represents an amount that will
enable us to maintain network safety and reliability, and to do this without materially increasing customers’
electricity bills.

The overall impact of our revised AA4 proposal on network tariffs is low, resulting in price decreases in real
terms.3 The following table shows the estimated movements in electricity bills over the AA4 period if
Western Power’s AA4 proposal is approved and implemented in full.?

As discussed in the AA4 proposal, Western Power’s customer engagement program found that customers want Western Power to maintain
service levels and pursue alternative technology where efficient to do so.

2 Section 6.4(b), Electricity Networks Access Code 2004.

The estimated average annual price increase across all tariffs is less than the current rate of inflation.

4 Note these figures are based on average annual usage in each customer class, and relate to the network tariff only. Western Power has no
control over the electricity generation costs or how much of any cost savings or increases are passed on to the customer by electricity
retailers.
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Table 1.1: Estimated annual change in average electricity bills resulting from the revised AA4 proposal,
nominal per cent per annum

Customer type 2017/18 2018/19° 2019/20 2020/21| 2021/22| Compound annual

growth rate (CAGR)
Residential 0.0% 1.5% 1.5% 0.7% 1.0% 0.3%
Small business 0.0% 3.5% 2.5% 2.2% 2.6% 1.8%
All distribution customers 0.0% 2.1% 1.6% 1.2% 1.5% 0.6%
All transmission customers 0.0% 12.8% 12.8% 12.2% 11.8% 9.4%
All customers 0.0% 2.6% 2.1% 1.7% 2.0% 1.0%

The estimated impact on residential electricity bills is around 0.3 per cent per annum, which is lower than
the current inflation rate. This equates to an average increase for each residential customer of around
S2 per annum over the AA4 period.

As can be seen from the above table, while the price impact on residential customers and small businesses
is low, transmission-connected customers will see average price increases of around 9.4 per cent. As
submitted in our original AA4 proposal, this is the result of a revenue smoothing issue that means the
transmission network tariff must increase during the AA4 period to ‘catch up’ with target revenue following
the tariff decreases which occurred during the AA3 period.®

We proposed several options’ to mitigate the price impact on transmission customers in our AA4 proposal,
including changing the timing of transmission and distribution revenue collection such that transmission
tariff increases would be capped at 10 per cent per annum. The ERA has not accepted any of our mitigation
options.

In its draft decision, the ERA states:

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.®

There is no simple solution to the transmission tariff path issue, and the ERA provides no further guidance
on the range of revenue smoothing profiles it considers would avoid price shock. Indeed, the transmission
revenue profile put forward by the ERA in its draft decision results in price increases of 12.43 per cent per
year (in real terms) for transmission connected customers. We have therefore modelled several further
transmission tariff options, and have selected the option presented in the following table.

5 Tariff prices to remain at 2017/18 levels until 31 October 2018. 2018/19 tariff change at the commencement of the new access arrangement
(1 November 2018).

6 Transmission network tariffs have decreased on average by 7 per cent (nominal) per year over AA3.

7 Four practicable options were submitted for consideration by the ERA in Attachment 10.8 of the AA4 proposal.

8 Paragraph 118, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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Table 1.2: AA4 average reference transmission tariffs, nominal per cent per annum

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

Transmission tariffs 0.0% 13.0% 13.0% 13.0% 13.0% 10.4%

The transmission tariff path of 13 per cent increases per annum is designed to meet the ERA’s criteria of
achieving a smooth tariff path and aligning with transmission build block revenue by the end of the AA4
period, to avoid similar transition issues when we reach the AAS period. This transmission tariff path is
achieved by Western Power deferring collection of $171 million of transmission revenue.

We recognise that the magnitude of the price increases, though similar to those proposed by the ERA in its
draft decision, is significant. Though we have identified a preferred option for the purpose of this AA4
revised proposal, we welcome engagement with the ERA on the transmission tariff issue and are happy to
work with the ERA to finalise a smoothing profile that best meets all customer and other stakeholder
requirements.

Forecast expenditure

Forecast capital expenditure (capex) in the revised AA4 proposal is $3,388 million.® This is $126 million less
than the October 2017 proposal. In its draft decision, the ERA excludes $466 million of forecast capital
expenditure from Western Power’s forecast regulatory asset base (RAB), largely related to the transmission
network. The ERA, Geoff Brown and Associates (GBA) and GHD Advisory (GHD) all comment positively on
Western Power’s asset management approach and investment governance framework however, the ERA
requires further information on a number of programs to be able to approve them for inclusion in the
forecast RAB.

We have sought to provide this further information in this response and have adjusted our capex forecast
to reflect that information. Notable changes are in transmission growth, where we have reviewed the need
for a new substation in the CBD in light of revised demand forecasts, and have removed it from the AA4
forecast. We have also removed related expenditure from the distribution growth forecast.

The ERA’s largest reductions to capex are in transmission asset replacement, excluding $114 million.° We
maintain that our proposal to replace and/or refurbish poor condition and poor performing transformers,
protection systems, switchboards, static VAR compensators and primary plant is essential if we are to
maintain the safety and reliability of the network over the AA4 period and beyond. We have therefore
provided further evidence to justify the inclusion of these transmission asset replacement programs in the
forecast RAB, and intend to deliver them in full during the AA4 period.

We have also provided further justification for the installation of the communications infrastructure to
support the Advanced Metering Infrastructure (AMI) program in the distribution network. The ERA appears
to support in principle the installation of advanced meters, and states that:

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, the ERA excludes Western Power’s proposed expenditure associated with the communications
and IT elements critical to supporting the AMI program, as it considers the benefits were unclear and that a
positive net present value (NPV) of the program had not been demonstrated. We accept that there were

o Net of gifted assets and capital contributions.

Before allocation of indirect costs and escalation.
Paragraph 451, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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some inconsistencies in the data provided to the ERA and GHD and have therefore provided updated
information to clarify our position.

209. The updated cost benefit information and related sensitivity analysis shows that even under conservative
assumptions, the AMI program will deliver a positive NPV and is therefore reasonably expected to satisfy
the requirements of the NFIT. The AMI program remains one of Western Power’s most important programs
of work, and it is vital that the IT and communications infrastructure (the infrastructure that makes
advanced metering ‘advanced’) is installed if customers are to realise the full benefits.

30. Other aspects of the capex program on which we have provided further information include investment in
substation security and a new customer relationship management system which will enhance the quality of
customer service and improve the overall customer experience.

31. We maintain that the capex program in this revised AA4 proposal will enable Western Power to:

o maintain the current levels of safety risk associated with the network

o maintain current levels of service standard performance for the distribution and transmission network
(reliability of supply and security of supply), as well as call centre and streetlight performance

o meet forecast growth in the customer base and demand
. satisfy compliance requirements

e continue to improve the efficiency of operations.

32. The following chart shows the changes in the revised AA4 forecast capex proposal compared to the AA4
submission and the draft decision.

Figure 1.2: Changes in revised AA4 forecast capex!? compared to the draft decision and AA4 proposal
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33.  Our revised operating expenditure (opex) proposal is $1,831 million, compared to the ERA’s draft decision
of $1,695 million.

12 Excluding indirect costs.

- =51 westempnwer EDM 44830353

Page 5



34.
35.
36.

37.

38.

39.

- H westempnwer

Though we have adopted some of the ERA’s recommendations (for example we have used the latest
Economic Insights data to apply scale escalation), we have retained most elements of our original proposal
and have provided further evidence to justify these.

We used the well-established base-step-trend method to estimate our forward-looking efficient costs. The
ERA and GHD accepted this approach and determined that the revealed costs that inform the base year
were efficient.

However, the ERA (on the advice of GHD) subsequently made downward adjustments to the efficient base
year based on a bottom-up assessment of discrete programs. This form of bottom-up assessment is
incompatible with a top-down (revealed cost) forecast and we have therefore not accepted these changes.

The ERA also excluded a number of non-recurrent costs, including $28 million required to complete the
highly successful Business Transformation Project (BTP). As discussed in the AA4 proposal, the BTP has
delivered more than $330 million in efficiencies, and the $28 million cost of completion is fundamental to
Western Power being able to further reduce its total AA4 operating expenditure by more than $158 million
compared to AA3.

In our AA4 proposal, we included a S5 million recurrent negative step change to opex and a $12 million
recurrent negative step change to indirect costs from 2017/18 onwards and clearly articulated that this was
linked to the successful completion of the BTP. We also proposed a 1.0 per cent annual efficiency dividend
as a result of the BTP, which the ERA approved in its draft decision. We contest that costs of $28 million are
far outweighed by an expected in-period saving of $158 million and the related ongoing benefit of these
cost reductions to our customers over future access arrangement periods.

The following chart shows the movements in the revised opex forecast compared with the draft decision.
Figure 1.3: Changes in revised AA4 forecast opex compared to the draft decision
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Opening RAB

The calculation of the AA4 opening RAB is an area in which the ERA and Western Power are reasonably
aligned. The ERA’s technical consultant GBA conducted a thorough review of Western Power’s historical
capex (which is included in the RAB) and made the following general statement:

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.’®

It is worth noting GBA also conducted ex-post reviews of Western Power’s capital expenditure for the ERA
during the second and third access arrangement (AA2 and AA3) review processes, and as such has closely
scrutinised Western Power’s governance processes, investment decisions and asset management
improvements over the past decade.

GBA identifies the following expenditure it considered did not entirely meet NFIT requirements:

o future decommissioning costs for various substations ($7.16 million)

o provision for future removal of asbestos ($2.6 million)

. undergrounding the Manning-Osborne Park 132 kV transmission line ($2.13 million)

. capitalisation of intellectual property related to work undertaken in preparation for the transition to

the national regime ($6.7 million).

We have reviewed GBA'’s findings and accept that these items should not be added to the AA4 opening RAB
and have removed them from our target revenue estimate accordingly.

The ERA identifies three further items it considers did not entirely meet NFIT requirements:

. $1.8 million distribution capital expenditure for the Perenjori battery storage system project
. $0.7 million for a transmission capital contribution for the medical centre substation
o $28.9 million for unplanned wood pole replacement, which it considers should have been included in

operating expenditure.

We accept removal of the capex associated with the Perenjori battery storage project, as we had flagged to
the ERA that this project may not be reasonably expected to satisfy the NFIT.

We have not accepted the ERA’s other two adjustments for the medical centre substation capital
contribution and the unplanned wood pole replacement. The $0.7 million medical centre substation capital
contribution was not included in our AA4 RAB calculation and therefore an exclusion is not required.

In this submission we provide further information to clarify that the $28.9 million was not included in the
AA3 opex amount and therefore has not already been recovered via reference tariffs. To include the $28.9

13 Page 1, NFIT Review of Western Power’s Capital Expenditure during the AA3 Regulatory Period, Geoff Brown & Associates, April 2018.
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million expenditure on emergency wood pole replacements in the AA4 opening RAB would not constitute a
double-count.

WACC, tax and depreciation

The WACC, tax and depreciation revenue building blocks are areas in which we generally accept the ERA’s
estimating methodology. For depreciation and tax, we accept the ERA’s estimating approach, albeit we
have arrived at different values due to changes elsewhere in the access arrangement.

With regard to WACC, the only area where we differ from the ERA’s position is in respect to the market risk
premium (MRP), which the ERA has set at 6.2 percent. We believe this is lower than what would be
reasonable for a benchmark efficient firm. Though we are not disputing the MRP range the ERA has
developed (5.6 to 7.6 percent), we consider it is not appropriate that the ERA has selected a point estimate
lower than the mid-point, particularly when the mid-point or higher has been selected by the ERA in recent
decisions using almost identical datasets.

We therefore propose a MRP of 6.6 percent, based on the mid-point of the ERA’s MRP range. This revises
our proposed WACC to 6.12 percent, compared to the ERA’s 6.00 percent.

Form of price control
The ERA requires that the current form of revenue cap price control be amended by:

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

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. ™

These changes remove the opportunity for Western Power’s target revenue to be adjusted for actual
demand and requires that prices be constrained to the demand forecasts approved by the ERA. Though not
explicitly stated by the ERA, this constitutes a price cap form of price control.

Changing the form of price control is one of the most fundamental changes to an access arrangement that
can be made. It is an amendment that would also require a fundamental change to Western Power’s view
of forecast expenditure, and the suite of services and tariffs we offer customers. It is not practicable to
move to price cap regulation at this stage of the access arrangement review process, particularly when the
AA4 proposal and its associated services, tariffs and costs have been formed on the presumption that the
revenue cap form of price control, which applied in each previous access arrangement period, will be
maintained.

A move to a price cap has not been contemplated by Western Power during the development of its
services, investments and tariffs for the AA4 period. Adopting a price cap was not raised during any
communications by the ERA until its draft decision, including when it released its AA4 Issues Paper®® in
October 2017. The ERA did not engage with Western Power on this fundamental issue at any point during
the AA4 review process.

The ERA has made a decision that alters the central feature of the access arrangement without providing
adequate reasons, as required by section 4.27 of the Access Code. The ERA has also not demonstrated how
the form of price control proposed by Western Power and accepted in each other access arrangement will

“ Paragraph 90, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

5 Issues Paper on Proposed Revisions to the Western Power Network Access Arrangement (2017/18 to 2021/22 - AA4), ERA, 31 October 2017.
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64.

not satisfy the Access Code objective during the AA4 period, as required by section 4.28 of the Access Code.
The ERA cites price shock as a driver, but has not provided evidence that price shock is likely to occur or
cannot be adequately mitigated under a revenue cap form of price control.

In addition, we consider any change to the form of price control must be complemented by a re-
assessment of the investment risk (WACC) and the suite of associated incentive mechanisms, as these are
all inextricably linked and should be designed to drive consistent rather than conflicting behaviours.

As such, we believe it is vital that the ERA revisits its decision on the form of price control and reverts to the
revenue cap as proposed by Western Power in its original proposal.

Service standards and SSAM

In our original AA4 proposal, we submitted a suite of service standard benchmarks (SSBs) and service
standard targets (SSTs) designed to incentivise Western Power to maintain services at existing (AA3) levels.
This level of service performance is consistent with the findings of our customer engagement program.

As such, SSBs were set by averaging the 99" percentile of the distributions of best fit for each measure, and
similarly the SSTs were set by averaging the 50" percentile of the distributions of best fit. However, the ERA
has rejected these measures, instead requiring SSBs be set at the 97.5" percentile of the single distribution

of best fit and the SSTs at the 50" percentile of the single distribution of best fit.

We have not adopted the ERA’s revised SSBs, foremost because they are set at a level that would require
additional investment to improve service performance above what customers have told us they are willing
to pay for. Western Power has not proposed forecast capex to deliver such improvements.

Because service performance improved over the AA3 period, our proposed service targets already
represent a higher level of service than the AA3 average. We have set the AA4 targets using a statistical
method that reflects the service customers experienced during the AA3 period. The AA4 SSBs and SSTs are
already more difficult to achieve than targets set at the beginning of the AA3 period, so the likelihood of
Western Power exceeding them based on the level of investment we are proposing is low. Further, we do
not accept the use of the single distribution of best fit because the averaging of the distributions of best fit
presents a statistically sound method to reduce the variability of the outcome.

Notwithstanding this, the ERA has made a much more fundamental change to the service incentive
framework that makes the setting of the SSTs irrelevant. The ERA proposes that the service standard
adjustment mechanism (SSAM) has no penalties or rewards attached to it, which means no incentive rates
are set to reflect the value to customers of service performance.

The SSAM is a mechanism prescribed by the Access Code that is designed to provide an incentive to a
network service provider to achieve a specific level of performance. Where performance equals the target
(as is proposed by Western Power for the AA4 SSAM), the service provider receives no rewards or
penalties. If it allows service to decline it receives a penalty, if it exceeds the target it receives a reward.

In addition to being a device for incentivising service levels that customers value, the SSAM acts as a vital
counterbalance to the gain sharing mechanism (GSM), which provides rewards for operating efficiencies.
Where a service provider reduces opex in order to earn rewards under the GSM, if it allows service levels to
decline below its SSTs, then the GSM reward is offset by penalties under the SSAM. This prevents service
providers from being rewarded for efficiencies despite poor performance and/or poor customer service.

If the SSAM rewards and penalties are switched off, as proposed by the ERA, then this counterbalance no
longer exists. The network service provider would have a perverse incentive to allow service levels to
decline where cost savings can be made. We consider this contrary to the Access Code objective.

i' | westempuwer EDM 44830353
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We are unclear why the ERA has determined it prudent to remove all rewards and penalties from the
SSAM. During the AA3 period, Western Power improved service performance and as a result is entitled to a
positive revenue adjustment during the AA4 period. Western Power’s customers are now, on average,
receiving a better level of performance than ever before despite Western Power spending almost $1 billion
(total expenditure) less than forecast in the AA3 period and maintaining these lower expenditure levels
during AA4. SSAM rewards and penalties will ensure that the performance improvement experienced by
customers during the AA3 period, which they have paid for through a revenue adjustment in AA4, is
maintained during the AA4 period.

The SSAM rewards achieved during the AA3 period are not a windfall gain. They have been delivered via a
measured program of investment that has improved performance at an efficient level of expenditure. The
SSTs and the financial penalties/rewards form part of our investment governance approach and are used to
inform business cases and investment decisions. Removing the rewards and penalties removes an integral
part of our asset management process.

Further, our AA4 SSAM proposal contains more difficult targets than AA3, with smaller potential rewards.
Given the lag between investment and actual service improvement, it is worth noting that service
performance during the AA4 period will be influenced by expenditure levels during AA3 that were almost
S1 billion lower than forecast. As a result, we consider the likelihood of Western Power receiving significant
rewards in AA5 is low.

We therefore submit that the SSAM rewards and penalties we proposed in our original AA4 proposal apply
for the AA4 period.

Gain sharing mechanism

The GSM is designed to provide an incentive for Western Power to reduce its operating costs (though not
at the expense of service performance) by providing for a positive adjustment to target revenue in the
following access arrangement period commensurate with a proportion of the efficiencies it has achieved.

During the AA3 period the GSM has been highly effective, providing incentive for Western Power to reduce
its operating costs by more than 24 per cent, resulting in a $277.9 million benefit in the AA4 period. The
AA3 period was the first time Western Power has earned rewards under the GSM, largely as a result of the
business transformation project and similar efficiency programs that were undertaken over the past five
years. Though we will continue to pursue further efficiencies, we do not expect a similar magnitude of GSM
rewards in the future.

The ERA proposes a number of changes to the GSM, including reducing the time period over which benefits
are retained and the allocation between the transmission and distribution businesses. However, the most
fundamental change required by the ERA is to make the GSM symmetrical — in that in addition to providing
gains to be shared it also provides for losses to be shared.

We do not accept this amendment, not least because a symmetrical GSM is not permissible under the
Access Code. There are also economic and practical arguments against a symmetrical GSM, particularly in
light of the ERA’s other required amendments. For example, if the ERA retains its view that the SSAM
should have no rewards or penalties attached to it, then there would be an incentive for Western Power to
allow service levels to decline (as there is no financial penalty). This incentive is magnified if there is also a
potential penalty under the GSM for overspending opex. Combined, these two adjustment mechanisms
would serve to encourage a network service provider to allow service levels to fall towards the minimum
(compliant) standard in order to avoid potential penalties under the GSM.

We therefore do not accept the ERA’s proposed changes to the GSM.
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Reference services

In the AA4 proposal, we proposed changes to the existing suite of reference services, as well as introducing
new time of use (TOU) and demand tariffs. The ERA approved most of the changes, including the new TOU
services, however it requires that the new TOU tariffs are not mandatory.

We accept this change and have made the necessary changes to the access arrangement.

The ERA proposes a further change, requiring Western Power to unbundle metering services from
reference services and specify separate metering services as reference services based on the meter reading
services required by users.

We agree with the ERA’s desired outcomes relating to metering services, namely providing:

o clarity and detail on what standard meter services are provided

o choice to users who seek a different level of metering.

We also generally agree with the desired outcome that recovery of metering costs should be more closely
aligned with a user-pays basis and based on the cost of the service.

Where we differ from the ERA’s view is in the manner by which the abovementioned outcomes are
achieved. We do not agree that unbundling metering services from the reference services proposed by
Western Power and specifying separate meter reference services is necessary to achieve these outcomes,
and in fact would:

o not align with the legislative framework for metering in Western Australia

. lead to contractual issues under existing access contracts which contemplate one reference service
(and one tariff and therefore charge) at each network connection point

o result in additional and unnecessary implementation costs to Western Power and other users.

In any event, we do not consider unbundling metering services is necessary in order to give users choice of
metering services. We consider users will be (and have previously been) able to obtain the types of interval
and other metering services identified by the ERA in its draft decision, as well as other more bespoke
metering services. In fact, we consider there is more flexibility under the current arrangements for users to
seek additional types of metering services.

We have therefore not adopted the ERA’s required amendment, and have retained the existing reference
service structure whereby a standard metering service is included as part of each relevant reference
service. If users seek a different level of metering service, then they can obtain this under the service level
agreement and service negotiation provisions of the Metering Code.

To assist users to understand what standard metering services are included in each reference service, a
metering guide has been annexed to the Reference Service Appendix E, which is attached to the revised
proposed access arrangement.

Standard Access Contract and policies

Some 50 of the ERA’s 91 required amendments related to the Standard Access Contract, Contributions
Policy, Applications and Queuing Policy, and the Transfer and Relocation Policy (contract and policies).

These required amendments related to a variety of matters; some were substantive while others were
minor drafting amendments.
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ss. Of the required amendments made to the contract and policies, Western Power has accepted the

amendment or the principle behind the amendment in 39 out of the 50 amendments. Where we have not
accepted the required amendment, we have reviewed the relevant provisions to ensure the provision is

clear. Information explaining Western Power’s position in response to each required amendment is

provided in this submission.

Summary of AA4 target revenue

s6. Taking the ERA’s required amendments into consideration, as well as our modified position on a number of
items, the proposed transmission and distribution tariff revenue amounts are presented in the following

table.

Table 1.3: AA4 target revenue ($ million real, June 2017)

WP AAA4 proposal ERA draft decision WP revised AA4 proposal
Transmission tariff revenue 1,687.4 1,816.0 ‘ 1,741.0 ‘
Distribution tariff revenue 6,200.3 5,614.4 ‘ 5,980.2 ‘
Total 7,887.7 7,430.4 ‘ 7,721.3 ‘

87. Our revised AA4 proposal results in a low price impact to the vast majority of customers connected to the
network, while enabling Western Power to maintain a safe and reliable network and continue to pursue

alternative technology solutions where efficient to do so.

ss. We submit that this revised AA4 proposal satisfies the Access Code objective, and that all new facilities

investment included in the AA4 opening and forecast RAB satisfies the requirements of the NFIT.
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2. Access arrangement revisions submission date

This section details Western Power’s response to the ERA’s required amendment to change the proposed
access arrangement revisions submission date for Western Power’s fifth access arrangement (AA5, 1 July
2022 to 30 June 2027) proposal.

ERA required amendment 1:

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

Western Power’s response:

Western Power does not accept this amendment and proposes a modified position.

2.1 The AAS revisions submission date

In the AA4 proposal, Western Power submitted that the AA5 period will commence on 1 July 2022, with the
expectation it will be a five-year period concluding on 30 June 2027.

Though the ERA does not explicitly state it approves the 1 July 2022 AAS revision commencement date in
its draft decision, it considers Western Power’s proposed target revisions date is equivalent to a five year
period?® and implies the proposed AAS target revisions commencement date of 1 July 2022 is acceptable.

Therefore we maintain that the target revisions commencement date for the AA5 period is 1 July 2022.

The Access Code also requires the access arrangement to specify a revisions submission date. This is the
date by when the service provider must provide its next round of proposed revisions to the access
arrangement to the Authority. Put simply, this is the date by when Western Power must submit its AA5
revisions to the ERA.

The Access Code specifies the revisions submission date must be at least six months prior to the target
revisions commencement date. Western Power proposed that the AA5 revisions submission date should be
1 March 2021, 16 months prior to the expected target revisions commencement date for the AA5 period.

However, 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'’, and therefore considers the AA5 revisions submission date should be 1 January
2021.

While there is an argument to make the access arrangement review period longer, we consider it
advantageous to customers if the revisions submission date is as close as reasonably practicable to the
target revisions commencement date. This is because it allows more up-to-date financial and
demand/consumption data to be included in the revisions submission, and gives customers (and the ERA)
greater certainty that the assumptions made in the initial submission will remain valid during the
forthcoming access arrangement period.

1 Paragraph 46, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

1 Paragraph 52, ibid.
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97. Given the review process is designed to determine a reasonable revenue forecast for a five-year period, the
more contemporary the information used to underpin the revenue forecast, the more accurate the forecast
is likely to be.

98. We propose a submission date 16 months before the commencement date, which allows for the maximum
extensions allowed under the Access Code. In our October 2017 AA4 proposal, we submitted a lodgement
date of 1 March 2021. However, as this date is a public holiday in Western Australia, Western Power
proposes to amend this date to 26 February 2021. The following table outlines the potential review
milestones with maximum extensions.

Table 2.1: Proposed AA5 review time line

AA5 determination review milestone Date with maximum

extensions

1. Western Power submits proposed AA5 revisions Friday, 26 February 2021

2. ERA publishes proposed access arrangement with invitations to submit — maximum 5 | Monday, 8 March 2021
business days after revisions submission date

3. Submissions are due a maximum of 30 business days from invitation or 10 business  Thursday, 22 April 2021
days after issues paper

4. ERA draft decision published — maximum 94 business days after due date for Friday, 3 September 2021
submissions

5. Western Power submits revised proposed access arrangement — maximum 40 Friday, 29 October 2021
business days after draft decision

6. ERA final decision published — maximum 70 business days after submissions due Thursday, 10 February 2022
7. Western Power submits amended proposed access arrangement — maximum 40 Friday, 8 April 2022

business days after final decision

8. ERA further final decision published — maximum 30 days after amended proposed Wednesday, 25 May 2022
AA submission is due

9. AAS period commences a minimum of 20 business days after the further final Thursday, 1 July 2022
decision, at the start of the next calendar month

99. We consider 16 months is sufficient time to complete an access arrangement review. As the ERA explains in
paragraph 50 of its draft decision, the AA2 and AA3 review processes took 17 months and 16 months
respectively. The AA1 process, which took 22 months, was lengthier due to the complexity of establishing
an entirely new access arrangement and a review process that was new for all parties.

100. We expect the current AA4 review process will not require the full 16 months available. Given the relative
maturity of the review process we consider the AA5 review can be completed within 16 months. With a
view to providing certainty and avoiding price shock, we also believe it is in the interest of customers for
Western Power and the ERA to conduct access arrangement reviews in as short a time frame as possible.

101.  We therefore propose that 26 February 2021 is an appropriate AA5 revisions submission date.

2.2 The AA4 revisions commencement date

102.  As highlighted in paragraph 42 of the ERA’s draft decision, the commencement date for the AA4 revisions
will be confirmed in the ERA’s final decision. The ERA’s draft decision is based on Western Power’s
proposed commencement date of 1 July 2018.
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103. Given the ERA’s draft decision was not published until 2 May 2018, and a final decision is not expected until
late July 2018 (assuming no further extensions are taken by either party), the 1 July 2018 AA4 start date is
no longer practicable.

104. We therefore submit that the access arrangement revisions for the AA4 period should come into effect on
1 November 2018. Assuming the ERA’s further final decision will be made in September 2018, this provides
for the one month minimum prescribed period for the revised access arrangement to come into effect
following the ERA’s decision.
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3. Total revenue requirement

10s. This section details Western Power’s response to the ERA’s required amendments to the total revenue
requirement for the AA4 period. This includes:

*  the form of price control
e charges for non-revenue cap services

e distribution and transmission target revenue and smoothing profile.

3.1 Form of price control

ERA 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 arequirement 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.

Western Power’s response:

Western Power does not accept this amendment and maintains its original position.

106. In its AA4 proposal, Western Power submitted that the current revenue cap form of price control be
retained for the AA4 period.

107.  Specifically, we proposed to:

o retain the revenue cap form of price control and building block method to calculate target revenue
o use a nominal post-tax weighted average cost of capital to calculate the return on the capital base

o 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

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

108. This is exactly the same form of price control that was in place during the AA3 period and almost identical
to the revenue cap form of price control that has been in place since disaggregation of Western Power
Corporation in 2006.

100. There are many forms of price control contemplated by the Access Code and by network businesses across
Australia, however, most broadly they fall into one of two categories:

° a revenue cap

o a price cap.

110.  Put simply, a revenue cap form of price control is where the total amount of revenue required by the
network business to provide services is calculated and then fixed (or ‘capped’) for the access arrangement
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period (typically five years). This revenue amount is then contemplated against forecast demand, and
network prices are set in order to recover the targeted amount of revenue.

Where actual demand varies from forecast in any one year, prices are adjusted in the following year in
order to recover the amount of target revenue that has been capped. Where demand is higher than
forecast, and therefore the amount of revenue collected is higher than the target, prices are adjusted
downwards in the next year so that the network ‘gives back’ the revenue over-recovery.

Similarly, where demand is lower than forecast, prices are increased in the following year so that the
network business can collect the revenue under-recovery. Either way, the regulated network business is
afforded limited opportunity®® to ‘out-perform’ its revenue requirement and increase its profitability.

A price cap follows a similar approach whereby the amount of revenue required for an access arrangement
period is calculated, and then forecast demand is used to set the network prices required to collect that
revenue. However, the fundamental difference with a price cap is that rather than the revenue being fixed,
it is the prices that are fixed for the period®®. The actual revenue a network business can earn will vary
depending on actual demand and there is no annual revenue adjustment to account for shortfalls (or over-
recovery).

A price cap permits network businesses considerable opportunity to out-perform its revenue requirement
and increase profitability (as was the case when many eastern-state network businesses operated under
price caps), but it also exposes the business to revenue risk if actual demand is lower than forecast.

There are subtle variations of these two forms of price control for regulated monopoly businesses, but
broadly speaking, most forms of price control will either control revenue or control prices.

There are advantages and disadvantages to both the revenue cap and price cap form of price control, and
these have been debated at length fairly recently by the Australian Energy Regulator (AER) and network
businesses, following the AER’s 2013 framework and approach review for the NSW distribution networks.
The AER subsequently required all distribution network businesses to move from a price cap to a revenue
cap. This brought the distribution network businesses into line with transmission network businesses who
were already required to operate under a revenue cap, as mandated under the National Electricity Rules.

There are fundamental differences between these two forms of price control in terms of commerciality, risk
exposure, certainty of revenue/pricing, profitability and dependence on forecasting capability. This means
that a regulated business’ approach, range of services, investment profile, debt/credit rating and most
aspects of commercial decision making must be tailored according to which form of price control it is
under. A change in the form of price control has flow-on effects for many aspects of a business’ operations.

We consider there is no single access arrangement that could be developed such that it would have the
same effect under a price cap or a revenue cap and certainly not one that can be switched seamlessly
between the two. Careful consideration of a range of factors must be contemplated before transferring
between the two forms of price control. This is evidenced in the AER’s framework and approach method,
which specifies a form of price control to be applied to the forthcoming regulatory period and affords all
parties sufficient time and opportunity to consider how that form of price control impacts its business.

Though not explicitly stated, the ERA in its draft decision proposes that Western Power adopts a price cap
form of price control.

18 Typically a revenue cap form of price control will provide incentive mechanisms where a business is rewarded (or penalised) according to
service level performance and improving efficiency. However, these rewards and penalties are capped.
19 Again, subject to adjustment for inflation, debt raising costs and movements in prices subject to side constraints.
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The ERA requires that the current form of revenue cap price control be amended by:

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

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.?°

This change removes the opportunity for Western Power’s target revenue to be adjusted for actual demand
and requires that prices be constrained to the demand forecasts approved by the ERA. This is a price cap
form of price control.

The ERA’s draft required amendment is the most fundamental change to an access arrangement that can
be made. It is an amendment that would require a fundamental change to Western Power’s business
operations, its view of forecast costs, and the suite of services and tariffs it offers customers. It is not
practical to move to price cap regulation at this stage of the access arrangement review process,
particularly when the AA4 proposal and its associated services, tariffs and costs have been formed on the
presumption a revenue cap form of price control will be maintained.

A move to a price cap has not been contemplated by Western Power during the development of its
services, investments and tariffs for the AA4 period. Adopting a price cap was not raised with Western
Power by the ERA until its draft decision. The ERA had opportunity to fairly raise that it was considering
requiring Western Power to fundamentally change its form of price control when it released its Issues
Paper?! in October 2017, however, it did not. Further, the ERA did not engage with Western Power on this
fundamental issue at any point during the AA4 review process.

Western Power could not have anticipated such a required amendment from submissions made to the ERA.
No submission advocated for a price cap.

A required amendment that alters the central feature of the access arrangement has come without notice
and without an adequate and fair opportunity for Western Power to properly consider it. It comes without
adequate reasons, which are required by section 4.27 of the Access Code.

The complexities of implementing a price cap are exacerbated further by the fact it is unlikely that the
revised access arrangement for AA4 will come into effect until almost 18 months of the five-year AA4
period have elapsed. This means we would be effectively changing price control mid-period. It is unclear
whether and how a price cap form of price control can be applied retrospectively to adjust for revenue
collected under a revenue cap since the start of the period.

As the ERA has not considered the regulatory and business consequences of its draft required amendment,
or given Western Power a fair opportunity to consider it, we consider it vital that the ERA revisits its
decision on the form of price control and reverts to a revenue cap.

We have a number of other concerns relating to the ERA’s draft decision on the form of price control. These
are discussed in the following sections.

20 Paragraph 90, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

2 Issues Paper on Proposed Revisions to the Western Power Network Access Arrangement (2017/18 to 2021/22 - AA4), ERA, 31 October 2017.
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3.1.1 The ERA has not demonstrated that Western Power’s proposal does not satisfy the Access
Code objective

129. Section 4.28 of the Access Code requires an assessment of Western Power’s proposal and a demonstration
of how it does not comply with the Access Code objective and other relevant Access Code requirements:

4.28 Subject to section 4.32, when making a draft decision, final decision or further final
decision, the Authority must determine whether a proposed access arrangement meets the
Code objective and the requirements set out in Chapter 5 (and Chapter 9, if applicable) and:

(a)  if the Authority considers that:

(i) the Code objective and the requirements set out in Chapter 5 (and Chapter
9, if applicable) are satisfied — it must approve the proposed access
arrangement; and

(i) the Code objective or a requirement set out in Chapter 5 (or Chapter 9, if
applicable) is not satisfied — it must not approve the proposed access
arrangement;

and

(b)  to avoid doubt, if the Authority considers that the Code objective and the
requirements set out in Chapter 5 (and Chapter 9, if applicable) are satisfied, it
must not refuse to approve the proposed access arrangement on the ground that
another form of access arrangement might better or more effectively satisfy the
Code objective and the requirements set out in Chapter 5 (and Chapter 9, if
applicable).

{Note: The effect of section 4.28 is to make the Authority’s decision in relation to a proposed
access arrangement a “pass or fail” assessment. The intention is that, if a proposed access
arrangement meets the Code objective and the requirements set out in Chapter 5 (and
Chapter 9, if applicable), the Authority should not refuse to approve it simply because the
Authority considers that some other form of access arrangement might be even better, or
more effective, at meeting the Code objective and the requirements set out in Chapter 5 (and
Chapter 9, if applicable).}

130. The Access Code objective is:

2.1  The objective of this Code (“Code objective”) is to promote the economically efficient:
(a) investmentin; and
(b)  operation of and use of,

networks and services of networks in Western Australia in order to promote competition
in markets upstream and downstream of the networks.
{Note: This Code sets out more specific objectives that also apply in relation to the performance of

certain functions under the Code, for example, section 6.4 sets out objectives for the price control in
an access arrangement. }

131.  Put simply (and as explained in paragraph 22 of the ERA’s draft decision), 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.
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We do not consider the requirement permitting the ERA to reject Western Power’s access arrangement
have been met. The ERA has not established that the revenue cap form of price control proposed by
Western Power for the AA4 period does not satisfy the requirements of the Access Code objective.

At paragraph 86 the ERA concludes:

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.

The price control are provisions in an access arrangement which determine target revenue for the AA4
period. For the ERA to be satisfied Western Power’s price control does not meet the requirements of the
Access Code it must do so on the basis of a finding about the future; it cannot be based on past experience.
The ERA provides no basis upon which it finds that sections 6.4(b) and 6.4(c) of the Access Code will not be
satisfied in the AA4 period.

Insofar as past experience may be relied upon as part of forming a view of the future, the ERA has not
provided evidence that sections 6.4(b) and 6.4(c) of the Access Code were not satisfied during the AA3
period. It discusses circumstances that prevailed during that period, and does so incorrectly, but in any
event there is no material that demonstrates that users raised any concerns with predicting the likely
changes in target revenue or that the price control did not avoid price shocks during the AA3 period. The
ERA has not demonstrated that sudden material tariff adjustments occurred, or that any changes in tariffs
were sufficiently material or unforeseen that they caused the Access Code objective to not be satisfied.

Moreover, the ERA provides no basis upon which it can reasonably reach the conclusion that circumstances
that may have existed in AA3 will prevail in AA4.

The form of price control proposed by Western Power for the AA4 period is the exact same form of price
control in place today. The ERA has determined that a revenue cap with a K-factor adjustment satisfied the
Access Code objective and the price control objective in the AA1, AA2 and AA3 periods. The ERA has not
demonstrated what is materially different about the AA4 period that suggests this form of price control is
no longer appropriate.

3.1.2 The form of price control during the AA3 period satisfied the price control objectives and did
not result in price shocks

Section 6.4 of the Access Code contains the price control objectives for an access arrangement:

Price control objectives
6.4  The price control in an access arrangement must have the objectives of:

(a)  giving the service provider an opportunity to earn revenue (“target revenue”) for
the access arrangement period from the provision of covered services as follows:

(i) 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
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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
(iii)  an amount (if any) determined under section 6.6;10
plus
(iv)  an amount (if any) determined under section 6.9;11
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

(c) avoiding price shocks (that is, sudden material tariff adjustments between
succeeding years.

6.5 The amount determined in seeking to achieve the objective specified in section 6.4(a)(i) is
a target, not a ceiling or a floor.

130. Inits draft decision, the ERA focuses on sections 6.4(b) and 6.4(c) of the Access Code. The ERA highlights
that the increase in average network tariffs during the AA3 period was greater than the forecast rate of
inflation (CPI). Based on this:

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.?

120. We acknowledge that prices during AA3 increased above CPI, however, price increases above CPl were
approved by the ERA. Perhaps more importantly, the actual price changes that occurred were not
materially different from the prices that were approved and published by the ERA on 4 June 2013. This is
shown in Table 3.1.

Table 3.1: Comparison of approved and actual average annual price changes during the AA3 period

Financial year Approved annual average price Actual annual average price
increases published in the ERA’s mid- increases during the AA3 period
period variation on AA3, 4 June increases?
20130
2012/13 ‘ n/a 1.45% + CPI ‘
2013/14 ‘ 2.2%+ CPI 2% + CPI ‘

2 Paragraph 86, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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Financial year Approved annual average price Actual annual average price

increases published in the ERA’s mid- increases during the AA3 period
period variation on AA3, 4 June increases®?
2013
2014/15 2.1%+ CPI 2.05% + CPI
2015/16 2.5%+ CPI 2.6% + CPI
2016/17 2.5%+ CPI -0.8% + CPI
Notes:

(1) Decision: Variation to Western Power's Access Arrangement for 2012/13 to 2016/17, 4 June 201323,
(2) These values are as per Table 1 in the ERA’s draft decision, presented to show the price change in relation to CPI, for
consistency.

As can be seen in Table 3.1, the price increases that materialised were very similar to those approved by
the ERA and subsequently communicated to users in June 2013. We therefore consider the form of price
control that gave rise to these price changes was consistent with section 6.4(b) as the price changes were
consistent with those forecast, and therefore users would have been able to predict the likely changes in
annual revenue during the access arrangement period.

The ERA appears to have formed the view that prices need only increase by CPI, based on the statement:

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).%*

It is unclear why the ERA is referring to the final decision for AA3. The ERA’s 5 September 2012 final
decision was to not approve the access arrangement. The subsequent further final decision (and June 2013
mid-period variation) superseded the final decision.

With regard to the objective to avoid price shocks under section 6.4(c) of the Access Code, we submit that
the ERA has not provided sufficient evidence that price changes during the AA3 period were sudden or
material.

We acknowledge the ERA’s concerns over the initial 2013/14 Price List.?® As highlighted by the ERA, the
2013/14 proposed price increases were due to the TEC being materially higher than originally forecast,
demand being materially lower than forecast, and revenue recovery being below forecast over 2012/13. It
is not clear that any of these issues would have been avoided had a price cap form of price control been in
place at the time. The demand and TEC changes were significant enough that the ERA re-opened the access
arrangement. Had a price cap been in place, it is likely Western Power would have requested to re-open
the access arrangement for the same reasons.

The decline in demand (and therefore revenue) was not solely a Western Power issue. Network businesses
and other energy forecasters around Australia were equally impacted by the sudden decline in energy
volumes. In our view, a change in circumstances of this magnitude would not be a price shock issue, but a
matter better dealt with by the access arrangement mid-period revision provisions in the Access Code. This
is the approach the ERA took in re-making the AA3 decision and Western Power considers this would have
applied under either a price or revenue cap form of price control.

2 http://www.erawa.com.au/cproot/11386/2/20130604%20D106966%20-

%20Decision%20to%20amend%20price%20control%20in%20Western%20Power%20s%20access%20arrangement%20AA3.pdf
2 Paragraph 83, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
= Paragraph 83, ibid.
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3.1.3 Western Power already takes measures to avoid price shocks under the current form of
price control

As discussed above, the ERA’s primary concern appears to be managing the volatility of prices between
years and access arrangement periods, with a view to avoiding price shocks. We agree avoiding price
shocks is one of the objectives in section 6.4, and have applied already-existing provisions under the
current form of price control to achieve this. These provisions were actually proposed by Western Power
during the AA3 review and subsequently accepted by the ERA.

During the AA3 review, Western Power proposed an amendment to give it the flexibility to set prices under
the revenue cap to manage price volatility and perform revenue smoothing. We amended clause 6.5.3 of
the access arrangement so that prices do not need to be set to exactly recover the revenue target, but can
be set such that the prices do not recover more than the revenue cap. That is, prices can under-recover
against the revenue target.

This provision was designed to help Western Power manage the impact of factors outside of its control
such as the take up of PV systems (which can lead to lower network demand) and costs associated with the
TEC?®. It allows Western Power the ability to recover revenue over multiple years rather than sticking to the
formula of a revenue cap.

The ERA refers to Western Power’s use of this provision in paragraph 85 of its draft decision, whereby we
deferred recovery of $29.7 million of revenue for collection in future years in order to mitigate price
impacts on customers.

This provision was also used in 2014/15 to ensure price outcomes matched the AA3 approved price path as
close as reasonably possible. Western Power proposes to retain this provision in AA4 and continue the
practice of ‘self-moderating’ price increases.

3.14 The form of price control does not prohibit development of efficient tariffs or customer
connections

Another concern the ERA cites about the current form of price control is:

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.?”

This finding is not supported by any material and is not relevant to the form of price control. A revenue cap
form of price control does not prohibit a network user developing new tariff structures and services that
customers desire, nor does it provide any incentive not to do so. The ERA provides no basis for its
conclusion that it may. The ERA presumably seeks to establish that the revenue cap leads to the identified
behaviour which allows the conclusion the Access Code objectives are not being met, but there is no
discussion or substantiation of such a finding.

Western Power has introduced and successfully implemented demand and time of use tariffs while under a
revenue cap form of price control. Further, we have proposed new time-of-use and/or demand reference
services for the AA4 period, as well as modifying other services based on feedback from customers. We
have also proposed improvements to connection processes and cost allocation, all under a revenue cap
regime.

2% Tariff Equalisation Contribution, which is determined and gazetted by State Government, and recovered via Western Power’s network tariffs

and passed through to Horizon Power.

27 Paragraph 87, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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We also reject the ERA’s finding that the revenue cap may be a disincentive to encourage the connection of
new customers. This finding is not supported by any material. The ERA presumably seeks to establish that
the revenue cap leads to the identified behaviour which allows the conclusion the Access Code objectives
are not being met, but there is no discussion or substantiation of such a finding

Western Power is committed to connecting customers with electricity. We recognise that new connections
can sometimes be challenging due to the configuration and unconstrained nature of the network, however,
the development of the Generator Interim Access solution is one way in which Western Power is
attempting to connect customers as soon as is practicable.

Additionally, we have been working with customers in the Eastern Goldfields region to unlock any spare
capacity that may be available. For example some businesses are able to take advantage of additional
capacity overnight. Western Power is pursuing these options to assist customers, while being under a
revenue cap.

Therefore, while we agree with the ERA that network businesses should encourage the connection of new
customers and offer services that meet user preferences where possible, we do not consider the current
form of price control is a barrier to this. The ERA has not established that it is.

3.15 Western Power is not immune to demand risk

One of the concerns raised by Synergy in its public submission, and echoed by the ERA in its draft decision,
is that Western Power’s current price control puts all demand risk on users.*®

The ERA then concludes:

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.?

While a revenue cap form of regulation places a degree of demand risk on users, as discussed earlier, there
are sufficient regulatory checks as well as Western Power’s own actions that mitigate this risk such that
price increases are constrained and/or revenue deferred to ensure customers are not severely impacted.

Further, it is incorrect to assume that Western Power is immune from demand risk. As has been widely
discussed in the Australian energy sector, changing technology, energy efficiency and distributed energy
resources are all impacting the way customers use electricity networks. The long-term sustainability and
profitability of conventional network models is being challenged.

This demand risk places an incentive on network businesses to pursue innovative services such as
microgrids, standalone power systems, locational pricing and time of use tariffs. Network businesses are no
longer natural monopolies and they are being forced to respond to a market that is changing around them.

To assume a price cap form of price control is required in order to drive the customer-focused behaviours
the ERA desires, and thereby presume a revenue cap form of price control inhibits such behaviour, is
unfounded. The ERA’s conclusions are not supported by any material and are speculative. It does not
establish how these findings are relevant to approving a price control that exposes Western Power to
demand risk through a price cap. It provides no analysis of the relationship between its findings and section
6.4 of the Access Code.

3 Paragraph 82, Draft Decision on Proposed Revision to the Access Arrangement for the Western Power Network, ERA, May 2018.

2 Paragraph 88, ibid.

=28 westempuwer EDM 44830353

Page 24



165.

166.

167.

168.

169.

170.

171.

It is worth noting that all distribution network businesses under the AER’s jurisdiction have recently been
moved to a revenue cap form of price control. We are not aware of any evidence that suggests these
businesses are no longer subject to demand risk and that the change of price control has been to the
detriment of customers.

3.1.6 The form of price control should not be considered in isolation

As previously discussed, the form of price control has a considerable influence over other elements of an
access arrangement and the way a business operates. With regard to the specifics of an access
arrangement, the form of price control has a direct bearing on:

e the suite of incentive and adjustment mechanisms — mechanisms such as the GSM and SSAM, which
are essential under a revenue cap regime, have less power under a price cap regime. This is because
the opportunity to out-perform or under-perform against target revenue already provides an incentive
to improve service and/or reduce costs. If the form of price control changes, these incentives should
also be carefully designed to ensure they drive appropriate behaviours

*  the regulated rate of return — a change in price control changes the risk profile of a business. As
highlighted by the ERA, a change in price control can place greater demand risk on a network business.
Therefore the WACC should be calculated so that it reflects the greater risk associated with investing
in a business under a price cap (or equivalent) form of price control

¢ demand and customer number forecasts — a price cap form of price control provides an incentive for
network businesses to under-estimate demand and for regulators to over-estimate demand.

These are just some of the considerations that must be factored into the decision of what form of price
control to apply. The ERA’s draft decision provides no evidence that these and other elements have been
factored into its recommendation to divert from the current revenue cap price control.

We submit that if the form of price control is changed, it requires reassessment of the entire AA4 proposal
by both the ERA and Western Power.

3.1.7 Revenue cap versus price cap

Finally, taking all of the above into consideration, there remains a question as to which form of price
control will best achieve the objectives of section 6.4 and the Access Code objective.

Changing the form of price control should be subject to a detailed, timely and fulsome consideration of the
issue and its practicability. We therefore do not intend to debate which form of price control is most
suitable.

Rather, we would like to highlight that significant work was recently conducted by the AER and the network
businesses within its jurisdiction to consider the advantages and disadvantages of revenue and price caps.*®
Among its many conclusions about the application of price caps, the AER found that:

a) there was no evidence of efficient pricing as a result of a price cap
b) the theoretical advantages have not eventuated in practice

c) placing volume and revenue recovery risk on to the DNSP has resulted in DNSPs over-recovering
against the revenue allowance in nearly all cases.

30 https://www.aer.gov.au/system/files/AER%20-%20Stage%201%20Framework%20and%20approach%20-%20NSW%20distributors%20-
%20March%202013_2.doc
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A decision by the ERA to change the form of price control should consider whether moving to a price cap
would achieve the outcomes the ERA is seeking to any greater extent than the current form of price
control.

3.1.8 The ERA’s required amendment

The ERA requires its amendments in order to satisfy the objectives in sections 6.4(b) and 6.4(c) of the
Access Code. It considers this will be achieved by ensuring demand risk is faced by Western Power rather
than users.

However, apart from the speculative matters considered in paragraph 88, the ERA provides no reasons for
reaching this view.

The ERA spends some time explaining why it does not approve Western Power’s proposed revenue cap but
provides no reasons why it requires the amendment it does. There is no discussion of how these required
amendments meet sections 6.4(b), 6.4(c), and also section 6.4(a) of the Access Code.

On the ERA’s own analysis, placing demand risk on Western Power puts Western Power’s revenue at risk.
Indeed this is a purpose of the proposed amendments. However, no consideration is given to section 6.4(a)
and no reasons are given for why the ERA gives primacy to section 6.4(b) and 6.4(c) over section 6.4(a).

3.2 Non-revenue cap services

ERA 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.

Western Power’s response:

Western Power accepts this amendment as proposed by the ERA.

The ERA’s amendment ensures that the current approach to pricing these services is explicitly specified in
the access arrangement. Western Power can see the merit in including this reference and has made the
necessary amendment in section 5.1.2 of the revised proposed access arrangement.
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3.3 Target revenue and smoothing

ERA required amendment 4:

arrangement period.

Western Power’s response:

Western Power accepts this amendment in principle, with modifications.

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

178.  This required amendment contemplates two broad issues:

1. the amount of revenue Western Power collects over the AA4 period and

2. setting the transmission tariff path to mitigate against price shock.

179. Western Power accepts the principle of the ERA’s required amendment in that target revenue will be
revised in response to the draft decision, and that the profile to collect target revenue should aim to avoid

price shocks. However, we have not adopted the amendment exactly as required.

180. With regard to the revenue collection in AA4, due to modifications elsewhere in this revised AA4 proposal,

we have calculated different values for TR; and DR;to those contained in the ERA’s draft decision.

181. The transmission and distribution target revenue amounts in this revised AA4 proposal are set out in the

following tables.

Table 3.2: Revised proposal forecast transmission change in average charges

Transmission revenue 2017/18 2018/19 2019/20 2020/21 2021/22
Unsmoothed revenue

($million real at 30 June 2017) 339.7 355.5 372.7 405.0 432.2
Smoothed revenue

($million real at 30 June 2017) 284.3 302.7 348.6 384.0 421.4
Energy transported (GWh) 17,698 17,663.0 17,628.0 17,502.0 17,309.0
Average charge ($'000/MWh) 16.4 18.5 20.9 23.6 26.7
Annual % change 0.00% 13.00% 13.00% 13.00% 13.00%

Table 3.3: Revised proposal forecast distribution change in average charges

Distribution revenue 2017/18 2018/19 2019/20 2020/21 2021/22
Unsmoothed revenue

($million real at 30 June 2017) 1,406.1 1,148.5 1,140.9 1,116.4 1,144.9
Smoothed revenue

($million real at 30 June 2017) 1,193.5 1,192.3 1,204.4 1,197.2 1,193.2
Energy transported (MWh) 13,691 13,656.0 13,505.0 13,276.0 13,083.0
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Distribution revenue 2017/18 ‘ 2018/19 2019/20 2020/21 2021/22

Average charge ($'000/MWh) 88.8 91.4 94.2 97.0 99.9

Annual % change 0.00% 3.00% 3.00% 3.00% 3.00%

With regard to the challenge of avoiding (or at least mitigating) price shock for transmission customers, we
have looked at further options to address the transmission price path issue.

The transmission price path issue is the result of the smooth tariff path that was set by the ERA for
transmission tariffs for the AA3 period. During the AA3 period, transmission target revenue was materially
lower than during the AA2 period. This meant a price decrease for transmission customers.

Rather than have a sharp price decrease in the first year of the AA3 period to match the target revenue
reduction, followed by flat prices thereafter, the ERA’s preferred option was to have a ‘smooth’ tariff path
of even price decreases in each year of the period. This meant that transmission tariffs at the beginning of
the AA3 period were set higher than target revenue, before declining each year such that by the end of the
period, tariffs are substantially lower than target revenue.

Transmission network tariffs have decreased on average by seven per cent (nominal) per year over AA3.

This declining tariff path leads to a significant issue as we transition into the AA4 period. Prices have now
declined so far below target revenue that even though the total transmission revenue across the entire AA4
period is only around six per cent more than that in AA3, there would need to be sharp price increases to
recover the target revenue amount.

Western Power recognised this issue in its AA4 proposal, and went to considerable lengths to avoid price
shock for transmission customers. This included changing the timing of transmission and distribution
revenue collection such that transmission tariff increases would be capped at 10 per cent per year.

We proposed several options to address the impact of the transmission tariff path.3! However, the ERA has
chosen not to adopt any of the options we put forward.

In its draft decision, the ERA states:

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.*?

There is no simple solution to the transmission tariff path issue, and the ERA has provided no advice on the
range of revenue smoothing profiles it considers would avoid price shock. Indeed, the transmission revenue
profile put forward by the ERA in its draft decision results in price increases of 12.43 per cent per year (in
real terms).

In addition, the ERA has made clear that the concept of adjusting the timing of the distribution deferred
revenue amounts to compensate Western Power for any shortfall in transmission revenue is not going to
be accepted. We acknowledge this decision though we note it removes the ability to creatively solve a fairly
complex problem.

31 Four practicable options were submitted for consideration by the ERA in Attachment 10.8 of the AA4 proposal.
32 paragraph 118, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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Stakeholders also seem divided on this issue. During the ERA’s public consultation process, several
stakeholders recognised that Western Power had made a valid attempt to address price shock via its
proposal to defer some transmission revenue and bring forward distribution revenue, however there was
no consensus on what the best solution is.

We have therefore modelled several further potential transmission tariff paths, and we present them for
consideration. While we have identified a preferred option for the purpose of this AA4 revised proposal, we
welcome engagement with the ERA on the transmission tariff issue and are happy to work with the ERA to
finalise a smoothing profile that meets the ERA’s and transmission customers’ requirements.

Note that all price movements presented in the following sections are in nominal terms.
3.3.1 Option 1 - equal price changes

Applying the default smoothing approach, that is seeking equal changes in price each year, results in the
following pricing outcomes for transmission customers.

Table 3.4: Transmission tariff path option 1 — equal price changes

Option 1 2017/18 2018/19 2019/20 2020/21 2021/22

Price change (nominal) 0.00% 18.13% 18.13% 18.13% 18.13%

This option allows Western Power to fully recover the revenue requirement. However it is likely to
represent price shock to customers. In addition, the difference in final year smoothed revenue, when
compared to unsmoothed revenue is $77.4 million. This represents 16.33 per cent of unsmoothed revenue,
which means it is highly likely there will need to be a significant price change in AA5 to deal with this
difference.

3.3.2 Option 2 — step change

The simplest way to ensure final year revenues (smoothed and unsmoothed) are aligned is to include a step
change in year one®3, This is the approach the AER favours in its decisions. The remaining years of the
access arrangement period can then be set to relatively flat price changes, which means there will likely be
less risk of price shock when transitioning into the following period.

The step change option is represented in the following table.

Table 3.5: Transmission tariff path option 2 — step change

Option 2 2017/18 2018/19 2019/20‘ 2020/21‘ 2021/22

Price change (%) 0.00 49.66 2.50 ‘ 2.50 ‘ 2.50

While this option meets the objective of avoiding price shock during the transition to the AA5 period
(0.07 per cent or $0.31 million variance), the 49 per cent increase in 2019 is very likely to constitute price
shock.

3.33 Option 3 — equal changes with deferred revenue (selected option)

Option 3 adopts a smooth price path, however it includes deferring an amount of transmission revenue.
Tariffs are set such that the AA4 final year revenues are better aligned with building block revenue so as to

3 Note that due to the delays in the AA4 process, ‘year 1’ will actually be around 18 months into the period.
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help avoid price shock into AA5. The balance of the revenue requirement is then added to the already-
existing deferred revenue account for transmission.

Unlike the preferred option in the AA4 proposal, this does not involve bringing forward collection of
distribution revenue to offset the transmission revenue decrease

This option is presented in the following table.

Table 3.6: Transmission tariff path option 3 — equal changes with deferred revenue

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

Price change (%) 0.00 13.00 13.00 13.00 13.00

While this option meets the objective of ensuring the final year revenue aligns (2.49 per cent or
$11.8 million variance), Western Power would need to defer $171 million of transmission revenue to the
AAS period.

While this is not an ideal outcome, in the interests of resolving this issue for transmission customers,
Western Power is willing to explore deferred recovery of this transmission revenue and, if required, explore
the need for Access Code changes to be made to ensure the recovery of this deferred revenue above the
amounts already included from AA2.

Of the three options presented in this revised AA4 proposal, Option 3 is the one Western Power selects for
the purposes of this submission. However, we welcome input from the ERA, transmission customers, and
other interested stakeholders on what the most appropriate solution might be, and whether a smooth
tariff path is the most efficient and economic outcome in all cases.

3.4 Revised AA4 target revenue

34.1 Tariff Equalisation Contribution

Under sections 6.37A and 7.12 of the Access Code, revenue amounts gazetted by the Government may be
added to Western Power’s distribution revenue target. On 29 May, values for TEC were gazetted for the
remainder of the AA4 period.

In accordance with the gazetted values, Western Power has updated its AA4 TEC values to the following:

Table 3.7: Forecast TEC for the AA4 period, AA4 revised proposal ($ million nominal)

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

TEC 167.0 175.0 162.0 157.0 161.0

In the initial proposal, TEC was forecast to be as per the following:

Table 3.8: Forecast TEC for the AA4 period, AA4 proposal ($ million nominal)

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

TEC 167.0 198.0 ‘ 162.0 157.0 161.0

34 Page 1746, Western Australian Government Gazette, No. 78, 29 May 2018.
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3.4.2 AA4 target revenue

200. Taking into consideration the ERA’s draft decision and Western Power’s position on each of the ERA’s
required amendments to target revenue, the revised AA4 target revenue amounts are presented in the
following tables.

Table 3.9: AA4 transmission target revenue ($ million nominal)

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

Operating expenditure 95.7 88.0 89.9 94.4 96.5 464.6
Depreciation 54.9 63.3 72.5 83.1 89.8 363.6
Redundant assets

/Accelerated depreciation 0.0 0.0 0.0 0.0 0.0 0.0
Deferred revenue recovery 4.7 4.8 4.9 5.0 5.1 24.5
Tax payable 0.0 0.0 4.8 37.9 59.1 101.7
Less value of imputation credits 0.0 0.0 -1.9 -15.1 -23.6 -40.7
Return on assets 190.7 196.9 207.4 218.8 225.6 1,039.4
Return on working capital 1.1 1.5 1.5 1.9 2.3 8.3
IAM revenue adjustment -34.1 0.0 0.0 0.0 0.0 -34.1
SSAM revenue adjustment 13.6 0.0 0.0 0.0 0.0 13.6
Unforeseen events revenue adjustment 4.7 0.0 0.0 0.0 0.0 4.7

Technical rule change revenue

adjustment 0.0 0.0 0.0 0.0 0.0 0.0
D-factor revenue adjustment 0.0 0.0 0.0 0.0 0.0 0.0
GSM revenue adjustment 13.4 14.3 14.5 9.8 18.6 70.5
K-factor adjustment 1.3 0.0 0.0 0.0 0.0 1.3

Transmission target revenue for
revenue cap services (unsmoothed) 346.0 368.7 393.6 435.6 473.4 2,017.4

Table 3.10: AAA4 distribution target revenue ($ million nominal)

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

Operating expenditure 297.7 278.4 285.0 299.8 308.2 1,469.1
Depreciation 155.9 178.5 189.1 188.5 185.0 897.0
Redundant assets/accelerated

Depreciation 4.4 7.2 4.6 0.0 0.0 16.2
Deferred revenue recovery 37.5 38.2 38.9 39.6 40.4 194.6
Tax payable 104.2 101.1 121.1 91.1 89.6 507.1

Less value of imputation credits 417 404 484 364 359 2028
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2017/18| 2018/19 2019/20 2020/21 2021/22

Tariff equalisation 167.0 198.0 162.0 157.0 161.0 845.0
Return on assets 356.9 378.1 399.7 423.1 439.5 1,997.3
Return on working capital 7.3 6.9 7.1 7.2 7.5 36.0
IAM revenue adjustment -6.0 0.0 0.0 0.0 0.0 -6.0
SSAM revenue adjustment 245.7 0.0 0.0 0.0 0.0 245.7
Unforeseen events revenue adjustment 14.5 0.0 0.0 0.0 0.0 14.5
Technical rule change revenue

adjustment 0.0 0.0 0.0 0.0 0.0 0.0
D-factor revenue adjustment 8.9 0.0 0.0 0.0 0.0 8.9
GSM revenue adjustment 42.4 45.2 46.0 30.9 58.8 223.3
K-factor adjustment 37.2 0.0 0.0 0.0 0.0 37.2

Distribution target revenue for revenue
cap services (unsmoothed) 1,432.0 1,191.1 1,205.1 1,200.8 1,254.2 6,283.1
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4. Forecast operating expenditure

210. This section details Western Power’s response to the ERA’s required amendments to forecast operating
expenditure for the AA4 period.

ERA required amendment 5:

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

Western Power’s response:

Western Power does not accept this amendment and proposes a modified position.

211 In its AA4 proposal, Western Power submitted it would require $1,805 million in operating expenditure
over the AA4 period. This was $696 million lower than approved in AA3, and $584 million lower than actual
opex incurred over the AA3 period.

212. We estimated our opex using the same method that applied during AA3 — the base-step-trend method*®.
This method:
o uses the revealed cost from the most recent audited year of financial statements — the base year
o removes non-recurrent costs from the base year
o removes indirect costs from the base year as these are forecast separately
. adjusts the base year for step changes in recurrent opex
o applies network growth factors
e applies any efficiency dividend
e adjusts the resulting opex for in-period non-recurrent opex
. applies labour cost escalation factors.

213. We also used this method to forecast total indirect costs, which were then allocated between capex and
opex based on the proportion they attract indirect costs in each year.

214. Section 6.40 of the Access Code provides the test for the recovery of opex from our customers:

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.

215.  Efficiently minimising costs is defined in the Access Code as:

... 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.

35 This is also referred to as the revealed cost method, and in AA3 we referred to it as the base-year roll forward method.
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216.

217.

It is in this context we do not accept the ERA’s required amendment to reduce our forecast opex from
$1,805 million to $1,695 million. We consider that the ERA’s opex forecast is lower than what would be
incurred by a service provider efficiently minimising costs. Moreover, the ERA has made many of its
reductions using an assessment method that is incompatible with the base-step-trend method.

The ERA’s draft decision reduces forecast opex by $110 million, or 6 per cent, on the following basis:

e the ERA applies a $6.3 million reduction to the base year

e the ERA applies a $2.2 million additional negative step change made on the assumption metering

replacement volumes were overestimated

e the ERA removes network growth escalation from our opex and indirect cost forecasts in its entirety

*  the ERA removes all non-recurrent costs with the exception of regulatory review costs. The ERA

excludes:

— $28.3 million to complete the Business Transformation Program

—  $5.1 million to implement the State Government energy market reform program related to

Western Power’s functions as a transmission and distribution network service provider

but includes:

—  S$1.1 million for the ERA’s AA4 and AAS5 review processes.

218. The ERA’s draft decision is shown in Table 4.1 and is presented in comparison to Western Power’s initial

AA4 proposal in Figure 4.1.

Table 4.1: ERA Draft decision opex adjustments ($ million real, June 2017)

2016/17 2017/18 2018/19 2019/20 ‘ 2020/21 2021/22 AA4
Efficient base year 311.3 311.3 311.3 311.3 311.3 311.3 1,556.6
Step changes -7.2 -7.2 -7.2 -7.2 -7.2 -36.0
Total recurrent opex 304.1 304.1 304.1 304.1 304.1 1,520.6
Network growth escalation - - - - - -
Efficiency dividend -3.0 -6.1 -9.0 -12.0 -14.9 -45.0
Non-recurrent opex 0.5 - - - 0.5 1.0
Expensed Indirect costs 41.8 37.6 35.7 42.6 42.2 200.0
Labour cost escalation 1.2 2.3 3.6 5.1 6.7 18.9
Regulated revenue cap opex 344.6 338.0 3344 339.9 338.6 1,695.5
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Figure 4.1: Comparison of ERA draft decision forecast operating expenditure ($ million real, June 2017)
to Western Power’s draft submission
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Western Power’s consideration of each of the ERA’s opex adjustments is presented in the following
sections.

4.1 Recurrent base year

The ERA’s technical consultant (GHD) undertook a benchmarking exercise to assess Western Power’s opex
forecast against a benchmark efficient service provider. GHD found that:

...based on the benchmarking rankings for Western Power, the efficient range for total annual
OPEX compared to a hypothetical combined SA Power Networks/ElectraNet electricity entity is
between 5368 million and $379 million.3¢

Based on this benchmarking, the ERA concludes:

... 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 540 million) is below the predicted
efficient costs ... Western Power’s proposed expenditure for AA4 is at the level that would be
incurred by a service provider efficiently minimising its costs. 3’

The ERA also states that:

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.%8

36 Page 228, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.

Paragraph 180, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
38 Paragraph 22, ibid.

37
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223. It is evident in the draft decision that the ERA (and GHD) concludes that Western Power’s proposed base
year opex is at a level that would be incurred by a service provider efficiently minimising costs, thereby
meeting section 6.40 of the Access Code and the Access Code objective. Despite this, the ERA has made a
further adjustment to the base year of $6.3 million per annum.

22a. The $6.3 million reduction is based on advice provided by GHD, who conducted a line-by-line (bottom-up)
assessment of Western Power’s AA4 opex forecasts by regulatory category.3® GHD compared each of the
regulatory category forecasts to the forecast capex program and recommended that the ERA:

...do not accept maintaining OPEX levels for SCADA & Communications at the base year levels
for transmission asset during AA4, given the substantial asset replacement program proposed
for these networks. We consider that it would reasonable to expect that there would be a
CAPEX/OPEX trade-off between the new assets and their lower maintenance requirements. We
have proposed a nominal 50% reduction in the OPEX forecast for SCADA & Communications.*°

225.  This recommendation has the effect of reducing supervisory control and data acquisition (SCADA) and
Communications opex by $6.3 million, or 50 per cent.

226. This type of bottom-up assessment is incompatible with a top-down forecasting approach. It is not
appropriate to make regulatory category level adjustments to an expenditure forecast that has not been
developed using a bottom-up approach. This is particularly relevant where the regulator has already used
top-down analysis (including benchmarking analysis) to determine that the top-down forecast is efficient.

227. Western Power engaged a technical expert (ACIL Allen) to assess the appropriateness of the ERA’s use of a
bottom-up assessment to apply reductions to a top-down forecast. ACIL Allen provides the following expert
opinion:

...the ERA should not reject Western Power’s proposed base opex given that it has concluded
that it is efficient. Furthermore:

e The ERA approves a total level of capex for Western Power for the AA4 period. Western
Power can then invest in its network to best meet its objectives during the AA4 period.

e |f Western Power redirects part or all of the capex for SCADA to other projects during the
AA4 period, the ERA can be satisfied that it is an appropriate decision to ensure
economically efficient investment in the network. ERA’s consultant 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.

e The operating and maintenance expenditure in each cost category does not change to the
same extent during the access arrangement period. While the portfolio effect is that the
operating and maintenance expenditure tends to be relatively consistent from year to year,
expenditure on some assets will increase as they age and the expenditure on other assets
will decrease as they are replaced. If the ERA singles out operating and maintenance
expenditure in one cost category that may decrease during the access arrangement period,
then it should also single out operating and maintenance expenditure in other cost

3 Paragraph 175, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
a0 Page 224, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.
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categories that will increase during the period. This becomes a bottom up approach, which
is inconsistent with the revealed cost approach that the ERA has adopted.*

228. In addition, we note the AER states:

Our decision does not set the business' actual operating budget over the access arrangement
period. We assess whether opex in aggregate is sufficient to satisfy the opex criteria, not the
increases or decreases of individual opex activities. We do not determine what opex activities a
network business should undertake or how much it should spend on particular categories of
opex.

A business may experience fluctuations in particular categories of opex, and the composition of
total opex can change, from year-to-year. While many operation and maintenance activities
are recurrent and non-volatile, some opex projects follow periodic cycles that may or may not
occur in any given year, and some opex projects are non-recurrent.

Even if disaggregated opex categories have high volatility, total opex varies to a lesser extent
because new or increasing components of opex are generally offset by decreasing costs or
discontinued opex projects. To the extent they do not offset each other, we expect the
regulated business to manage the inevitable 'ups and downs'in the components of opex from
year-to-year, by continually re-prioritising its work program, as would be expected in a
competitive market.*?

229. Itis for these reasons we have not accepted the ERA’s proposed base year reduction.

230. Western Power does, however, propose one minor alteration to the efficient base year to correct an
allocation error made when analysing the 2016/17 revealed costs.

231. We have identified that $2.4 million of the 2016/17 revealed costs allocated to the Electricity Market
Review (EMR) project were actually recurrent costs, and not non-recurrent costs as originally assumed.
While the EMR project is non-recurrent, $2.4 million of the costs incurred were for permanent Western
Power employees who were time-sheeting to the EMR project. These employees will continue to work for
Western Power during the AA4 period (albeit not necessarily on the EMR project) and therefore the costs
associated with those employees are recurrent. The $2.4 million should therefore be included in the base
year. On this same basis, $1.1 million has been removed from the EMR non-recurrent network costs
forecast.

232. Western Power’s revised proposed AA4 base year opex is $320 million. The revised proposed AA4 base year
opex remains below the predicted efficient costs as noted by the ERA, we therefore consider that our
revised proposed AA4 base year opex reflects the costs that would be incurred by a service provider
efficiently minimising costs.

4.2 Step changes

4.2.1 Business Transformation Program

233, In the AA4 proposal, we estimated a $5 million recurrent negative step change, which would apply from
2017/18. This reflects the efficiencies relating to the Business Transformation Program (BTP).

“a Page 11, Operating Expenditure Expert Report, ACIL Allen, June 2018. Footnotes have not been included in quoted text.
a2 Draft Decision Attachment 7: Operating Expenditure, AusNet Services — Access Arrangement 2018-22, AER, 6 July 2017.
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However, the ERA has removed non-recurrent costs associated with the BTP from the AA4 opex forecast on
the basis that 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.*

In the AA4 proposal, we clearly articulated that the $5 million recurrent negative step change was linked to
the successful completion of the BTP.

This is evidenced by the ERA’s technical consultant stating:

The Western Power AA4 OPEX proposal includes consideration of projected cost savings that
will be achieved through the BTP, through both a S5 M per annum reduction for projected
efficiencies in vegetation and overtime management and a 1% per annum efficiency dividend
based on initiatives commenced in AA3 that will continue to reduce operating costs during AA4.
[emphasis added]

Moreover, GHD states:

We recognise that the BTP has been accepted as an approved business-as-usual activity during
AA3, and that the annual expenditure on this program has been previously accepted as
reasonable in the audited 2016/17 regulated financial statements.

Therefore, we accept that the projected costs to complete the program during 2017/18 are
consistent with previous expenditure, and that the expenditure is justified in supporting the
cost reduction initiatives included in the Western Power AA4 OPEX proposal.*

On this basis, we believe sufficient evidence was provided to demonstrate to the ERA that the costs
associated with the completion of the BTP will allow Western Power to deliver significant ongoing savings
for customers over the AA4 period and beyond, and therefore meet the requirements of section 6.40 of the
Access Code.

Whether these cost savings are specific or not is not relevant. The test is whether the overall opex
allowance would be incurred by a service provider efficiently minimising costs. We contest that costs of
$28 million are far outweighed by an in-period savings of $158 million in both opex and indirect costs and
the ongoing benefit of these cost reductions to our customers over future access arrangement periods.

Should the ERA maintain its view that the $28 million of costs associated with the completion of the BTP be
removed in its final decision, Western Power would be unable to deliver the $158 million of efficiencies
forecast in AA4, and would need to reverse the associated contingent adjustments, including the S5 million
recurrent opex step change.

4.2.2 ERA required additional step change — Metering opex

In its review of metering capex, GHD considers Western Power overestimated the number of replacement
non-compliant meters and therefore recommended the ERA reduces our forecast opex by $2.2 million per
annum stating for the adjusted reduced volumes of meters we have accepted for AA4...the annual opex
allowance has been adjusted by $2.2 million per annum.*

The AA4 proposal was based on Western Power installing 355,493 new and replacement meters. In its draft
decision the ERA adjusts the forecast number of meter replacement 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

a3 Paragraph 206, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
a Page 190, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.
4 Page 212, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.
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requiring replacement. However, as described in footnote 50 of the draft decision, subsequent advice from
GHD led the ERA to amend its forecast metering volumes to 331,925. The difference in assumptions related
to metering capex for replacement non-compliant meters is discussed in section 6.3.3.2.

In addition, Western Power notes in a separate section of the GHD report regarding Western Power’s
Advanced Metering Infrastructure (AMI) program GHD states the additional $2.2 million per annum allowed
for maintenance of the communication infrastructure has also been removed.*

Western Power is therefore unsure of the basis on which the additional step-change has been determined.

Western Power confirms that the efficient base year does not include any opex for maintenance of the AMI
communication infrastructure nor did we propose a step-change upwards to reflect the proposed
expenditure. In addition, with respect to metering volumes, Western Power understands that the ERA had
insufficient time to include the amended capex forecast in the draft decision, instead noting that this
adjustment would be made in its final decision. Consistent with this decision, we expect that the ERA also
intends to reverse its associated opex step change.

We further note that this type of bottom-up reduction for specific activities is inconsistent with our
forecasting method. ACIL Allen provides the following opinion:

If the ERA singles out operating and maintenance expenditure in one cost category that may
decrease during the access arrangement period, then it should also single out operating and
maintenance expenditure in other cost categories that will increase during the period. This
becomes a bottom up approach, which is inconsistent with the revealed cost approach that the
ERA has adopted.*”

For this reason we have not accepted the ERA’s proposed step-change reduction of $2.2 million.

4.3 Network growth escalation

As the prevailing best-practice method at the time, for the AA4 proposal Western Power used the 2014
Economic Insights approach to escalate our base year opex separately for the transmission* and
distribution*® businesses. The Economic Insights approach is designed to accurately reflect changes in the
size of the network so that escalation can be factored into a network business’ forecast opex. This approach
is routinely adopted by the AER.

In its draft decision, the ERA removes network growth escalation in its entirety on the basis that it is
inconsistent with the costs that would be incurred by a service provider efficiently minimising costs.

However, it appears that the ERA is not averse to Western Power using the Economic Insights approach to
escalation. The ERA notes that:

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.*°

The most current weightings are those in the 2017 Economic Insights reports.>!

46 Page 122, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018

4 Page 12, Operating Expenditure Expert Report, ACIL Allen, June 2018.

8 Page 9, Economic Insights, Economic Benchmarking Assessment of Operating Expenditure for NSW and Tasmanian Electricity TNSPs, 10
November 2014.

49 Page 7-49, SA Power Networks determination 2015-16 to 2019-20, Final Decision, Attachment 7 — Operating expenditure, AER, October 2015.

50 Paragraph 191, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

1 Economic Benchmarking Results for the Australian Energy Regulator’s 2017 DNSP Benchmarking Report, 31 October 2017 and Position Paper
for Review of TNSP Economic Benchmarking, 9 August 2017.
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Specifically, in addition to applying the 2017 Economic Insights weightings, the ERA requires Western
Power to:

o not apply network growth escalation to corporate opex forecasts
o update circuit length forecasts for the AA4 period
o update transmission energy volumes to include energy delivered to distribution customers

o provide evidence to support the $75 per new customer cost increase that results from scale
escalation.

We maintain that the AER’s network growth escalation method, which is based on the Economic Insights
approach, is the most effective way of applying estimation and results in a forecast of operating costs
consistent with that which would be incurred by a service provider efficiently minimising costs

We have therefore followed the ERA’s advice to update the escalation approach to reflect the most recent
data from the AER, applying the entire forecasting method from the Economic Insights 2017 reports.
Consequently, we have made amendments to our proposed opex forecast.

Each of the ERA’s amendments to the opex forecast, and our amendments to reflect the 2017 Economic
Insights reports are discussed in the following sections.

43.1 Application of network growth escalation to corporate opex
The ERA states that network growth escalation should not be applied to corporate opex:

The ERA 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.*?

Economic Insights’” model specification is based on the network service provider’s total operating and
maintenance expenditure, including corporate-related operating expenditure. The model does not
contemplate that corporate costs be excluded from network growth escalation.

ACIL Allen notes that:

[The ERA’s application] is not consistent with the appropriate application of this model
specification. The Economic Insights’ model specification needs to be applied to Western
Power’s total operating and maintenance expenditure, or a different model specification is
required.>

We consider the application of Economic Insights” method in its entirety, including corporate opex and
expensed indirect costs, as proposed in our revised proposed forecast opex is necessary to deliver an opex
allowance consistent with section 6.40 of the Access Code.

4.3.2 Circuit length forecasts

In the AA4 proposal, we determined values for the circuit length based on the historical average growth
rate rather than forecast AA4 growth. This is because:

o most of our increase in circuit length will be driven by customer driven projects. Customer driven
works are highly volatile and whether they proceed (or not) is outside Western Power’s control. This

2 Paragraph 191, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
53 Page 12, Operating Expenditure Expert Report, ACIL Allen, June 2018.
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makes them difficult to forecast with any reasonable degree of accuracy. We therefore forecast
customer driven works based on historical averages

e the ERA required Western Power to use the historical growth rate (rather than a circuit length
forecast) in its AA3 determination.>

261. In addition, in its review of Western Power’s proposed network growth forecast rated to circuit length, GHD
noted:

...Western Power has based its circuit length growth on historic AA3 distribution network
growth, due to forecasting accuracy difficulties. We accept that these difficulties are valid, as
the review of AA3 CAPEX has noted that actual AA3 distribution growth CAPEX was 28% less
than the approved allocation due to a depressed state economy, and renewable generation
and energy efficiency initiatives being adopted by customers in lieu of previously planned
network augmentations. Therefore, we accept using actual AA3 changes in network length as a
proxy for changes in AA4, as we anticipate there will be similar underspend in growth CAPEX
due to changing customer requirements and associated project deferrals.>

262. There is risk associated with any forecast. In one regulatory period, it is likely that the forecast will result in
higher than historical average rates, and in others it will result in lower than historical actual average
growth rates. However, these outcomes will balance out over time and should not drive changes to the
forecasting method.

263. We have therefore not updated our distribution or transmission circuit length network growth factors.

Table 4.2:

Circuit length network growth factor

2016/17 2017/18 2018/19 2019/20 2020/21 2021/22
Transmission circuit length 7,781 7,805 7,831 7,849 7,874 7,900
Annual growth rate 0.32% 0.33% 0.22% 0.33% 0.32%
Distribution circuit length 94,200 95,060 95,928 96,804 97,688 98,580
Annual growth rate 0.91% 0.91% 0.91% 0.91% 0.91%

4.3.3

Transmission energy volumes to include energy delivered to distribution customers

264. As required by the ERA, and consistent with the Economic Insights 2017 reports, we have updated the
transmission energy volumes to account for volumes delivered to both transmission and distribution
customers. The proposed and the revised proposed growth rates are provided in Table 4.3.

Table 4.3:

Energy delivered network growth factor

2016/17 2017/18 2018/19 2019/20 2020/21 2021/22
Proposed energy delivered 3,995 4,007 4,007 4,123 4,226 4,226
Annual growth rate 0.30% 0.00% 2.89% 2.50% 0.00%
Revised proposed energy delivered 17,764 17,698 17,663 17,628 17,502 17,309
Annual growth rate -0.37% -0.20% -0.20% -0.71% -1.10%

4 Paragraph 257, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, March 2012.
5 Page 186, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.
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4.3.4 $75 per new customer is efficient
The ERA states that it is:

...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.®

ACIL Allen provides an opinion on the ERA’s use of an outworking of the application of an econometric cost
model, which, in its opinion “needs to be accepted or rejected in its entirety....the econometric cost model
cannot be applied in part in the way that the ERA is seeking to do.”””ACIL Allen further notes:

There are legitimate additional costs that are incurred for each new customer. The most
significant of these costs are the costs associated with metering. For each new customer, there
is an additional meter that needs to be installed and read. The costs will vary from customer to
customer based on the location of that customer and the type of meter installed but is
generally in the order of S50 per annum. Additionally there will be costs associated with the call
centre, customer service etc.

The ERA has identified that comparable networks to Western Power are SA Power Networks
and ElectraNet. The equivalent cost per customer for SA Power Networks is around 5185 per
customer. One of the reasons that the cost per customer for SA Power Networks is higher than
for Western Power is because the weighting on customer numbers is higher for SA Power
Networks (67.6 per cent) than for Western Power (45.8 per cent).

For these reasons, it is my opinion that the ERA cannot conclude that a service provider
efficiently minimising costs would not incur costs of S75 per new customer.>8

4.3.5 Additional amendments to reflect 2017 Economic Insights escalation method

As advised by the ERA, we have adopted the updated weightings for scale escalation factors provided in the
2017 Economic Insights reports. We have also adopted a number of other changes to reflect the full
Economic Insights method. These amendments are discussed in the following section.

4.3.5.1 Application of energy delivered metric to distribution

In its 2017 review, Economic Insights added a new metric to its distribution network growth factors to
reflect the volume of energy delivered.

In its draft decision, the ERA appears to have applied the most recent weightings for distribution network
service providers, but has combined two of the measures — ratcheted maximum demand and energy

throughput. As noted by the AER, the substitution of one output growth factor with another would not be
consistent with the weights used in forming the overall output growth derived in the econometric model.>®

ACIL Allen has provided the expert opinion that: if the Economic Insights’ econometric cost model is to be
used to forecast growth, the measures and weightings need to be consistent with that model. That is, the

56 Paragraph 195, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

Page 13, Operating Expenditure Expert Report, ACIL Allen, June 2018.

Page 13, Operating Expenditure Expert Report, ACIL Allen, June 2018. (Footnotes have not been included in quoted text)

Pages 7-50 and 7-51, Final Decision, SA Power Networks determination 2015-2020, Final Decision, Attachment 7 — Operating expenditure, AER,
October 2015.

57

58

59

o westempuwer EDM 44830353

Page 42



weightings for the two measures — ratcheted maximum demand and energy throughput — should not be
combined.®°

271. On this basis, we have applied the Economic Insights method and retained the two separate measures:

o ratcheted maximum demand

o energy throughput.

272. We have therefore added the energy delivered metric to our demand network growth metrics, and used
the same values as used for transmission network growth factors for our distribution energy throughput
growth factor. As required by the ERA, and consistent with the Economic Insights 2017 reports, we have
updated the transmission energy volumes to account for volumes delivered to both transmission and
distribution customers. The proposed and the revised proposed growth rates are provided in Table 4.3
above.

4.3.5.2 Definition of transmission customer metric

273. Inits 2017 review, Economic Insights made a number of changes to its method. To apply the new method
in its entirety, as it was developed for implementation, we have also updated the transmission customer
metric definition.

274. In the 2014 method, Economic Insights defined the transmission customer metric as the voltage weighted
connections. However, following significant consultation, in 2017 Economic Insights replaced this with the
number of end-users®’. We have therefore updated our transmission customer connection metric
definition accordingly. The proposed and the revised proposed growth rates are provided in Table 4.4.

Table 4.4: Transmission customer network growth factor

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

Weighted entry and exit 27,137 27,071 26,873 26,307 26,543 26,543
conn. point

Annual growth rate -0.24% -0.73% -0.25% -0.98% 0.00%
Transmission customers 38 38 38 39 40 40
Annual growth rate 0.00% 0.00% 2.63% 2.56% 0.00%
4.3.5.3 Network growth metric weightings

275.  We have updated our network growth weightings consistent with the definitions and weightings in the
2017 Economic Insights reports. The revised proposed network growth weightings and resulting growth
factors for our transmission and distribution opex forecasts are provided in the following tables.

Table 4.5: Transmission network growth factors, per cent per annum

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

Circuit length 37.6 0.32 0.33 0.22 0.33 0.32
Ratcheted max. demand 194 0.00 0.00 0.00 0.00 0.00
Energy delivered 23.1 -0.37 -0.20 -0.20 -0.71 -1.10

60 Page 13, Operating Expenditure Expert Report, ACIL Allen, June 2018.

61 See Page 2 of the Economic Insights 2017 TNSP report for more information on this change.
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276.

277.

278.

279.

280.

Weighting 2017/18 2018/19 2019/20 2020/21 2021/22
Transmission customers 19.9 0.00 0.00 2.63 2.56 0.00
Transmission network 100.0 0.03 0.08 0.56 0.47 -0.13 0.20
growth

Table 4.6: Distribution network growth factors, per cent per annum
Weighting 2017/18 2018/19 2019/20 ‘ 2020/21 ‘ 2021/22
Customers 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
Ratcheted max. 17.6 0.00 0.00 0.00 0.00 0.00
demand
Energy delivered 12.8 -0.37 -0.20 -0.20 -0.71 -1.10
Distribution 100.0 0.92 0.98 0.97 0.89 0.82 0.92
network growth

We have applied these network growth factors to our base year with recurrent step changes as shown in
our opex model provided with this submission.

4.4 Efficiency dividend

4.4.1 Amount of efficiency dividend

In developing our AA4 opex forecasts, we included an efficiency factor of one per cent compounding over
the period. We have retained this efficiency factor in our revised proposed opex forecast.

ACIL Allen commented on our efficiency dividend:

Western Power proposed a 1 per cent per annum productivity improvement, in addition to the
negative step change of 55 million and the productivity that is incorporated in Economic
Insights’ econometric cost function. While this is an appropriate application of the ‘base-step-
trend’ approach, it is more than the expected productivity improvements for other network
service providers. The AER’s most recent (draft) decision for a transmission network service
provider included forecast productivity growth of 0.2 per cent per annum and the AER’s recent
decision for the Victorian distribution network service providers provided for no productivity
growth.®?

In its draft decision, the ERA assumed the one per cent annual reduction is consistent with what would be
achieved by a service provider efficiently minimising costs.® [emphasis added]

In making this statement, the ERA has failed to make a clear decision on whether the efficiency dividend
sufficiently accounts for the efficiencies expected of two specific programs:

1. depot modernisation

2. business driven IT systems.

62 Page 9, Operating Expenditure Expert Report, ACIL Allen, June 2018. Footnotes have not been included in quoted text.

63 Paragraph 201, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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287.

ACIL Allen is of the opinion that:

if the ERA seeks to identify further productivity improvements, then it should also seek to
identify whether there are any reasons why productivity may decrease over the AA4 period.
This would require a full bottom up approach, rather than a selective top down approach.

As previously mentioned, our forecast opex has been developed using a top-down method, rather than
bottom-up. Therefore, should the ERA continue to make such bottom-up assessment of specific programs
of work, identifying only those with positive efficiencies, we would need to revert to a bottom-up opex
forecast to equally identify those with negative efficiencies. The ERA would then need to assess those
forecasts by individual line item forecasts and make an assessment of each.

This would not be ideal, as it would require us to re-forecast our opex and the ERA re-assess our forecast.
The AER notes that [t]he disadvantage of the bottom-up approach is that it is more susceptible to
forecasting risk given the business has an incentive to inflate its forecasts.® For these reasons, we consider
the ERA’s required amendment would result in an opex forecast that is inconsistent with section 6.40 of the
Access Code and the Code objective.

Nevertheless, we reiterate that the efficiencies factored into our forecasts include capex efficiencies, opex
efficiencies and indirect cost efficiencies totalling $158 million over the AA4 period. This more than
compensates for the benefits associated with two additional programs, from which we do not expect to see
benefits fully realised until after the completion of the full programs of work, in the AA5 period.

Importantly, as discussed in section 4.2.1, should the ERA require Western Power to remove the $28 million
of costs associated with the completion of the BTP, we would be unable to deliver the $158 million of
efficiencies forecast in AA4, and would need to reverse the associated contingent adjustments, including
the one per cent efficiency dividend in whole or in part.

4.5 Non-recurrent network costs

4.5.1 Electricity Market Review

The AA4 proposal included $5.1 million of forecast opex associated with the transfer of the system
operations function to the Australian Energy Market Operator (AEMO) as part of the State Government’s
Electricity Market Review (EMR) Phase 2 announced in March 2015.

The ERA removes these costs as:

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.®®

64 Page 14, Operating Expenditure Expert Report, ACIL Allen, 27 May 2018.

6 Page 7-8, Draft Decision Attachment 7 Operating expenditure AusNet Services 2018-22, AER, July 2017.
66 Paragraph 211, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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288. The ERA appears to have incorrectly assumed that:

. Western Power would not have incurred costs associated with the segregation of its network
operations functions, processes and systems from those of System Management
*  the transfer of System Management was the only EMR activity included in the forecast AA4 opex.

289. We incurred $14 million of costs associated with the separation and transfer of the system management
function from network operations. The majority of this cost (circa 80 per cent) has been charged to the
AEMO under our service level agreement and recovered from wholesale market participants. The
remaining costs were required to enable the network operation function to operate independently as part
of the covered network. These costs include:

. establishing and negotiating service agreements and operating protocols with the AEMO

o changes to ICT systems and processes to remove network operations elements from the following
System Management systems:

—  Market Outage Management System
—  Operational Datastore
—  System Management Market IT Systems,
and move them to the network operations Electronic Network Access Request system
. Western Power’s portion of the communications link between its SCADA systems and the AEMO’s new

eTerra system.

290. Western Power will continue to incur costs associated with the transition over the AA4 period primarily for
the remediation of ICT systems to finalise the disaggregation, including:

o reviewing and revising network operations processes and systems to allow continued operation
following the AEMOQ’s upgrades to, or replacement of System Management systems

o commercial and legal works to renegotiate the necessary replacement contractual agreements
following the conclusion of the services agreement in October 2018.

201. Western Power and the AEMO have agreed the apportionment of costs to each party, and formally
documented these in a services agreement. Under the services agreement, Western Power and the AEMO
made an assessment of the total costs and the proportion that should be recovered from wholesale market
participants and Western Power’s customers.

292. When reviewing our non-recurrent EMR costs we found that we had not removed the costs associated with
internal staff for AA3. This was used in the base year opex and non-recurrent opex amount. We have
therefore reduced the EMR non-recurrent opex amount by $1.1 million as shown in Table 4.7.

Table 4.7: Revised EMR non-recurrent opex ($ million real, June 2017)

2017/18 2018/19 2019/20 2020/21 2021/22 AAA4 total

AA4 proposed forecast 3.7 1.2 0.2 - - 5.1
Adjustment -1.1 -1.1
Proposed revised forecast 2.6 1.2 0.2 4.0
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203.  We highlight that this forecast does not include costs associated with the State Government’s
implementation of a constrained network access regime announced in August 2017%, or other electricity
sector reforms that have been foreshadowed by the Government. The timing and scope of these reforms
has not yet been determined to the extent that we are able to forecast our costs for these reforms over the
AA4 period.

4.5.2 Business Transformation Program

204, In the AA4 proposal, we included non-recurrent costs of $28 million to complete the Business
Transformation Program (BTP). In the proposal, we highlighted that the BTP:

o had significantly reduced our expenditure over the AA3 period, delivering $72 million of opex
efficiencies (in addition to $207 million of capex and $51 million of indirect costs) for our customers,
which have been reflected in our efficient base year

o was expected to deliver a further $17 million per annum of recurrent efficiencies associated with the
completion of BTP initiatives already underway, totalling $85 million over the AA4 period®

o is expected to deliver further efficiencies that, although we cannot identify or calculate specific
efficiencies, we have included a recurrent, compounding efficiency dividend totalling $73 million over
the AA4 period.

205. In relation to the BTP, the program of work designed to deliver these efficiencies, the ERA states:

... 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.®

296. This was despite making the following explicit statements in AA4 proposal:

In accordance with the base-step-trend methodology, we expect, and therefore are offering
reductions in our opex reflecting improvements in productivity. We have applied a one per
cent per annum negative adjustment. This has reduced our opex forecasts by S48 million over
the AA4 period, and wholly offsets the forecast network growth escalation.

This is based on Western Power’s expectations of the additional cost savings we may be able
to achieve, and is in addition to the included reduction in forecast opex of $512 million*?°
over the AA4 period resulting from the:

e reduced 2015/16 recurring opex savings of 512 million which in turn lowered our 2016/17
opex

e reduced 2016/17 base year, which included further opex efficiencies of S60 million
o forecast recurrent step change of 55 million from 2017/18.

The forecast productivity gains are passed through to our customers as savings and reflect our
commitment to manage our operating expenditure so that it remains flat over the AA4 period.

67 Public Utilities Office reforms - https://www.treasury.wa.gov.au/Public-Utilities-Office/Open-consultations-reviews/Constrained-Network-

Access-Reform/.
This includes the step changes and resulting efficiencies associated with opex and indirect costs.
Paragraph 206, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

68
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297.

298.

299.

300.

302.

303.

120 0ur opex forecast would have been $512 million higher than we have proposed over the five years of the AA4 period if the
recurrent efficiencies to-date had not been realised. This does not include the expensed proportion of our total indirect costs, which
would have been a further $82 million higher (see section 7.9).

[emphasis added]

As previously mentioned, the efficiencies factored into our forecasts include capex efficiencies, opex
efficiencies and indirect cost efficiencies totalling $158 million over the AA4 period and are directly linked
to the completion of the BTP. We contest that costs of $28 million are far outweighed by an in-period
savings of $158 million, not to mention the ongoing benefit of these cost reductions to our customers over
future periods.

Should the ERA require us to remove the $28 million of costs associated with the completion of the BTP, we
would be unable to deliver the $158 million of efficiencies forecast in AA4, and would need to reverse the
associated contingent adjustments.

The efficiencies gained from the BTP as a complete program more than outweigh the $28 million cost of
completion. We consider that a service provider efficiently minimising costs would complete this program
given the potential benefits to customers.

This type of program is encouraged within the form of incentive regulation Western Power operates under.
To reject the recovery of costs required to see the completion of a program that is proven to deliver
efficiencies would undermine the incentive framework and dissuade the business from undertaking such
programs in the future.

4.6 Labour cost escalation

4.6.1 Updated labour cost forecasts
The ERA requires Western Power to update its wage price forecasts to reflect current data.”®

We engaged Synergies to update the labour costs forecasts to account for recent trends in the labour
market. The updated Synergies report is provided at Attachment 4.1. A comparison of the proposed and
revised proposed wage price forecasts is also provided in Table 4.8.

Table 4.8: Labour cost escalation, per cent per annum / CAGR

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

October 2017 Real wage price growth 0.9 ‘ 0.8 1.0 1.1 1.2 1.0 ‘

May 2018 Real wage price growth 0.4 ‘ 1.3 1.6 1.6 1.6 1.3 ‘

4.6.2 Updated proportion of labour costs

In the AA4 proposal, we used the historical average labour cost component to calculate the proportion of
labour costs in relation to total spend over the last two years. Using this method, we applied labour cost
escalation to 40 per cent of total opex.

0 Paragraph 233, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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304. Inits recent decisions, the AER has determined that a benchmark efficient proportion of labour costs
should be applied in preference to the actual labour cost component:

We consider that using a network business' actual input price weights would distort its
incentive to use the most efficient mix of labour and non-labour inputs...

It is important, in our revealed cost approach to forecast opex, that the past performance of a
network business does not influence the rate of change used to trend forward the base year
revealed opex.

Forecasting the rate of change based on a network business' past performance, including its
past input mix, would not provide a business an incentive to reveal its efficient costs.

Using a business' revealed input mix provides a disincentive to use less of an input that is
increasing more rapidly in price because it would reduce the forecast rate of change.”?

305. Inits draft decision, the ERA requires Western Power to update the opex network growth escalation to
reflect the 2017 updates made by Economic Insights. As part of this review, Economic Insights has also
updated the proportion of labour costs’? to:

*  apply separate labour cost proportions for transmission and distribution network businesses
e decrease the distribution proportion from 62.6 per cent to 59.7 per cent’?

. increase the transmission proportion from 62.6 per cent to 70.4 per cent’.
306. We have applied these updated labour cost proportions to our opex forecasts for the AA4 period.

307. We have also calculated a revised labour cost proportion to apply corporate expenditure. This is based on a
weighted average of the transmission and distribution labour cost proportions. The weighting between
transmission and distribution is based on the proportion of transmission and distribution forecasts prior to
application of cost escalation.

4.7 Revised proposed opex forecast

308. Table 4.9 shows a build-up of revised forecast opex by element. A comparison of the forecast to the draft
decision is shown in Figure 4.2.

Table 4.9: Build-up of AA4 total opex forecasts ($ million real, 30 June 2017)

2016/17 2017/18 2018/19 2019/20 ‘ 2020/21  2021/22 AA4
Efficient base year 320.0 320.0 320.0 320.0 320.0 320.0 1,600.0
Step changes -5.0 -5.0 -5.0 -5.0 -5.0 -25.0
Total recurrent opex 315.0 315.0 315.0 315.0 315.0 1,575.0
Network growth escalation 2.2 4.7 7.4 10.0 11.9 36.3
Efficiency dividend -3.2 -6.4 -9.6 -12.8 -16.0 -47.9
Non-recurrent opex 314 1.2 0.2 - 0.5 33.3
& See for example page 7-14 of Attachment 7 — Operating Expenditure — ElectraNet transmission draft determination 2018-23.

72 This includes in—house labour, field services contracts and non—field services contracts.
B Page 2, Economic Insights, Economic Benchmarking Results for the AER’s 2017 DNSP Benchmarking Report, 31 October 2017.
74 Page 6, Economic Insights, Economic Benchmarking Results for the AER’s 2017 TNSP Benchmarking Report, 6 November 2017.
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2016/17 2017/18 2018/19 2019/20 ‘ 2020/21  2021/22 AA4
Expensed indirect costs 39.9 35.2 34.8 43.6 43.7 197.3
Labour cost escalation 0.9 3.6 7.0 10.7 143 36.5
Regulated revenue cap opex 386.3 353.3 354.9 366.6 369.4 1,830.5

Figure 4.2: Comparison of revised forecast operating expenditure ($ million real, June 2017) to the ERA

draft decision
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4.8 Indirect costs

300. In the AA4 proposal, we estimated we would spend $815 million on indirect costs. This included
$189 million of expensed indirect costs, and $626 million of capitalised indirect costs. We developed our
total indirect cost forecast using the same base-step-trend methodology as we used to forecast our opex.

310. In its draft decision, the ERA:

o accepts our base year indirect costs
e accepts our -$12 million step change related to BTP initiatives

. removes the -$10.5 million step change associated with the change in accounting treatment to
capitalise fleet leases

o does not accept the application of network growth escalation to indirect costs

o accepts our one per cent efficiency dividend, but leaves the door open to apply a higher dividend.

311. The ERA therefore considers our proposed indirect cost forecast to be inconsistent with section 6.40 of the
Access Code.”

312. Each of the ERA’s required amendments are addressed in the following sections.

s Paragraph 220-224, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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317.
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319.

320.

321.

4.8.1 Removal of negative step change for fleet capitalisation

In the AA4 proposal, we submitted that fleet leases should be capitalised and added to the regulated asset
base. We therefore proposed a -$10.5 million recurrent step change in our indirect cost forecast and a
related increase in capex.

The ERA considers Western Power should maintain the current arrangements for fleet, as unregulated
assets, and fleet expenditure should not be capitalised. The ERA:

o removes fleet expenditure from the AA4 forecast capex

o removes our associated proposed negative step change of $10.5 million commencing in 2019/20.

We accept this amendment and have made the necessary changes to our expenditure forecasts.

4.8.2 Application of network growth escalation from indirect costs

As discussed in section 4.3.1, the ERA has applied the Economic Insights’ econometric cost function to
forecast growth in operating and maintenance expenditure. The model specification includes operating and
maintenance expenditure inclusive of corporate costs and indirect costs that are expensed.

ACIL Allen provides the opinion that [t]he Economic Insights’ model specification needs to be applied to
Western Power’s total operating and maintenance expenditure, or a different model specification is
required.”®

On this basis we have amended our forecast approach to first split our indirect cost forecast into expensed
and capitalised indirect costs, and then apply network growth escalation to the expensed proportion of our
indirect costs. The capitalised proportion of our indirect costs will be escalated in line with our forecast
capex.

4.8.3 Application of a one per cent compounding efficiency dividend

In the AA4 proposal, we applied the one per cent compounding efficiency dividend to the total indirect cost
forecast. This means our capitalised proportion of indirect costs were also reduced.

In its draft decision, the ERA stated that it will further consider productivity improvements’” in relation to
our indirect cost forecast. If the ERA seeks to identify further productivity improvements, then it should
also seek to identify whether there are any reasons why productivity may decrease over the AA4 period.

We also note that although we have not applied network growth escalation to our capitalised proportion of
our indirect costs, we have continued to apply the one per efficiency dividend to our total indirect cost
forecast.

6 Page 14, Operating Expenditure Expert Report, ACIL Allen, 27 May 2018.
7 Paragraph 223, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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4.8.4 Resulting indirect cost forecasts

322. Table 4.10 shows a build-up of revised forecast indirect costs by element and Table 4.11 provides a
break-down of the capitalised and expensed costs indirect cost forecasts.

Table 4.10: Build-up of AA4 total indirect cost forecasts, ($ million real, 30 June 2017)

2016/17 2017/18 2018/19 2019/20 ‘ 2020/21  2021/22 AA4
Efficient base year 181.4 181.4 181.4 181.4 181.4 181.4 907.1
Step changes -12.0 -12.0 -12.0 -12.0 -12.0 -60.0
Total recurrent opex 169.4 169.4 169.4 169.4 169.4 847.1
Network growth escalation 0.3 0.5 0.8 1.4 1.7 4.7
Efficiency dividend -1.7 -3.4 -5.1 -6.7 -8.4 -25.3
Non-recurrent opex - - - - - -
Labour cost escalation 0.4 1.7 33 5.0 6.6 17.0
Regulated revenue cap opex 168.4 168.3 168.5 169.0 169.3 843.5

Table 4.11: Allocation of indirect costs, ($ million real, 30 June 2017, excluding labour cost escalation)

2017/18 ‘ 2018/19 ‘ 2019/20 2020/21 ‘ 2021/22 AA4 ‘
Capitalised indirect costs 128.1 131.4 130.4 120.4 119.0 629.2
Expensed indirect costs 39.9 35.2 34.8 43.6 43.7 197.3
Total indirect costs 168.0 166.6 165.2 164.1 162.7 826.5
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5. Opening regulated asset base

This section details Western Power’s response to the ERA’s required amendments relating to the opening
regulated asset base (RAB) for the AA4 period. This section covers:

o capital expenditure incurred during the AA3 period

¢ calculation of the AA4 opening RAB.

ERA 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.

Western Power’s response:

Western Power does not accept this amendment and proposes a modified position.

The ERA’s required amendment 6 is broad in that it covers changes to the opening and closing RAB for the
AA4 period. While we agree with the RAB roll-forward method adopted by the ERA, our assessment of the
capital expenditure amounts that satisfy the new facilities investment test (NFIT), as defined in section 6.52
of the Access Code, varies from the ERA’s. As a result, we have not made the ERA’s required amendments
to the opening and forecast AA4 RAB exactly as required.

The following section discusses our alternative assessment of the AA4 opening RAB. Our assessment of the
forecast AA4 RAB, including forecast depreciation and the forecast capital expenditure that satisfies the
NFIT, is provided in chapter 6 of this document.

5.1 Assessment of the AA4 opening RAB

In order to determine the opening RAB for the AA4 period, Western Power must demonstrate the capital
expenditure it undertook during the AA3 period satisfies the NFIT.

As the ERA describes in its AA4 draft decision; the first part of the NFIT 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.”®

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:

8 Paragraph 282, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

o WESthFﬂWEf EDM 44830353
Page 53



o 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”).

. 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”).

o 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”).”?

3209. Expenditure that does not pass the NFIT cannot be added to the RAB and recovered through regulated
network tariffs.

330. The ERA sought advice from its technical consultant, Geoff Brown and Associates (GBA) on whether
Western Power’s AA3 expenditure was consistent with the requirements of the NFIT. It is worth noting GBA
also conducted ex-post reviews of Western Power’s capital expenditure for the ERA during the AA2 and
AA3 review processes, and as such has closely scrutinised Western Power’s governance processes,
investment decisions and asset management improvements over the past decade.

331. GBA conducted a thorough top-down and bottom-up review of Western Power’s AA3 capital expenditure,
and concluded 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.®°

332. GBA did, however, identify some expenditure it considered did not fully meet NFIT requirements. These
were:
e future decommissioning costs for various substations ($7.16 million);
o provision for future removal of asbestos ($2.6 million);
o undergrounding the Manning-Osborne Park 132 kV transmission line ($2.13 million)
e  capitalisation of intellectual property related to work undertaken in preparation for the transition to

the national regime ($6.7 million).

333. GBA also identified that Western Power advised that (in Western Power’s view) $1.78 million of capital
expenditure relating to the Perenjori battery storage system did not satisfy the NFIT. However, GBA
reviewed the Perenjori business case and considers the expenditure to be reasonable and to fully meet NFIT
requirement®?, and therefore recommended it be included in the AA4 opening RAB.

332, GBA’s recommended reductions in new facilities investment to be added to the AA4 opening capital base
are presented in Table 5.1

& Paragraph 282, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
8 Page 1, NFIT Review of Western Power’s Capital Expenditure during the AA3 Regulatory Period, Geoff Brown & Associates, April 2018.
81 Page 2, ibid.
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Table 5.1: Summary of GBA’s recommended AA3 capital expenditure ex-post review reductions ($
million real, June 2017)

Project Amount that does not
satisfy the NFIT

Future decommissioning costs for various substations 7.2
Asbestos removal provision 2.6
Manning-Osborne Park 132 kV line 2.1
Capitalisation of intellectual property for work completed in preparation for a transition to 6.7

the national regime

Total 18.6

335.  The ERA has broadly accepted GBA’s recommendations, however, it has identified the following additional
expenditure items that it considers do not meet NFIT requirements:

. $0.7 million for a transmission capital contribution for the medical centre substation

o $28.9 million for wood poles which it considers should have been included in operating expenditure.

336. Contrary to GBA’s recommendation, the ERA has also disallowed the $1.78 million of capital expenditure on
the Perenjori battery storage system from the opening AA4 RAB.

337. A summary of the ERA’s reductions in new facilities investment to be added to the AA4 opening capital
base are presented in Table 5.2.

Table 5.2: Summary of the ERA’s AA3 capital expenditure ex-post review reductions ($ million real,

June 2017)
Project Amount that does not
satisfy the NFIT
Future decommissioning costs for various substations 7.1
Asbestos removal provision 2.1
Manning-Osborne Park 132 kV line 2.0
Capitalisation of intellectual property for work completed in preparation for a transition to 6.7

the national regime

Medical centre substation capital contribution 0.7
Wood poles expenditure included in operating expenditure 28.9
Perenjori battery storage system 1.8
Total 49.3

333. Western Power has reviewed the amounts of new facilities investment to be added to the opening RAB, as
well as the requirements of the NFIT, and accepts several of the ERA’s adjustments.
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341.

342.

343.

344,

345.

g o=l westempnwer

We agree that several of the items raised by the ERA do not fully meet the NFIT and should not be added to
the opening AA4 RAB. In particular, we accept the ERA’s interpretation of Section 6.49 of the Access Code,
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.

As a result, we agree that the asbestos removal provisions and future substation decommissioning costs
should not be added to the AA4 opening RAB, and have removed them from our RAB calculation.

However, we note that in Table 37 of the ERA’s draft decision, the ERA has mistakenly attributed the
substation decommissioning costs to Western Power’s distribution RAB, rather than the transmission RAB.
As substation decommissioning is a transmission activity, the amendment should be made to the
transmission RAB instead.

Further, in light of the ERA’s decision on provisions, we have identified additional decommissioning and
asbestos removal costs, which we consider should not be added to the AA4 opening RAB.

The ERA’s draft decision identifies the following substation decommissioning provisions for exclusion from
the opening RAB (see Table 5.3).

Table 5.3: Decommissioning provisions identified by GBA ($ million real, June 2017)

Project No Description ‘ Amount that does not satisfy the NFIT

T0384182 Shenton Park Decomm Provision 1.0
T0384189 Herdsman Decomm Provision 15
T0389229 BP: Decommission Substation 1.2
T0433131 Durlacher Decomm Provisioning 35

We would like to highlight that the BP decommissioning project was not a provision, rather it was
expenditure for a substation that was decommissioned during the period. Therefore while we have
removed the provisions for Shenton Park, Herdsman and Durlacher from the AA4 opening RAB, BP should
remain.

In addition to removing the provisions for Shenton Park, Herdsman and Durlacher we have identified and
updated the decommissioning provisions to ensure actual AA3 closing 2016/17 provision are excluded from
the opening RAB (see Table 5.4)

Table 5.4: AA3 actual closing 2016/17 provisions identified by Western Power ($ million real, June

2017)
Project No Description ‘ Amount that does not satisfy the NFIT
T0384182 Shenton Park Decomm Provision 1.0
T0384189 Herdsman Decomm Provision 1.4
T0433131 Durlacher Decomm Provisioning 4.2
Total 6.5
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We have also identified additional decommissioning provisions that should be removed from the RAB (see
Table 5.5).

Table 5.5: Additional decommissioning provisions identified by Western Power, ($ million real, June

2017)
Project No Description Amount that does not
satisfy the NFIT
T0383976 University 1.9
T0378375 Medical Centre 0.7
T0448917 West Kalgoorlie 3.8
T0370855 & T0370856 | Binningup 0.06
n/a Eneabba-Three Springs and Three Springs to Karara Turnoff point 0.15
Total 6.5

We therefore submit that a total of $13 million for decommissioning provisions should be excluded from
the AA4 opening RAB.

With regard to asbestos removal provisions, we have identified that the closing 2016/17 provisions amount
was $2.6 million rather than the $2.1 million identified by the ERA. We have removed this amount from the
AA4 opening RAB calculation accordingly.

We also accept the ERA’s view that the intellectual property associated with the transition to the national
regime should not be added to the AA4 opening RAB.

With regard to the Manning-Osborne Park 132 kV line and the Perenjori battery storage system, following
inquiries from the ERA and its technical consultant regarding these projects, we advised the ERA that
Western Power’s own assessment was that the capital expenditure in question does not meet the NFIT and
these amounts were inadvertently included in the RAB in the initial proposal. Therefore we have removed
the $3.8 million associated with these two projects from the opening RAB as directed.

Table 5.6 summarises our position on each of the new facilities investment items identified by the ERA as
not meeting NFIT requirements.

Table 5.6: Summary of Western Power’s response to the ERA’s draft decision on new facilities
investment to be excluded to the AA4 opening RAB

Project Amount ERA Western Power’s response to the
considers does not ERA’s draft decision

satisfy the NFIT
($ million real 2017)

Future decommissioning costs for various substations Rl Excluded $13 million from AA4
opening RAB

Asbestos removal provision pIW Excluded $2.6 million from AA4
opening RAB

Manning-Osborne Park 132 kV line o)l Excluded from AA4 opening RAB

Capitalisation of intellectual property for work completed WAl Excluded from AA4 opening RAB
in preparation for a transition to the national regime
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Project Amount ERA Western Power’s response to the
considers does not ERA’s draft decision

satisfy the NFIT
($ million real 2017)

Medical centre substation capital contribution

Wood poles expenditure included in operating pr:Eel Included in AA4 opening RAB
expenditure

Perenjori battery storage system iR:] Excluded from AA4 opening RAB

Total 49.3 20.4

(excluded from AA4 opening RAB)

The two new facilities investment exclusions on which Western Power has a different view to the ERA are:

o medical centre substation capital contribution ($0.7 million)

. wood poles expenditure included in operating expenditure ($28.9 million)

These two items are discussed in the following sections.

5.1.1 Medical centre substation capital contribution

In its draft decision, the ERA correctly states Western Power advised that it received a $0.7 million
customer capital contribution for this project. However, the ERA incorrectly assumes this capital
contribution has been added to the AA4 opening RAB.

Capital contribution figures for 2012/13 (the year in which the medical centre capital contribution was
received), when broken down to the project level, show that that the medical centre contribution was
accounted for in that year and that the 2012/13 figures reconcile to the capital contribution figures in the
revenue model provided to the ERA.%2 The revenue model inputs total gross capital expenditure at the
regulatory category level, and then deducts capital contributions received by regulatory category. This
annual process ensures capital contribution are not added to the RAB.

Therefore we have not made the required amendment to the AA4 opening transmission RAB, as the $0.7
million capital contribution was appropriately excluded in our original RAB calculation.

5.1.2 Wood pole expenditure included in operating expenditure

In its draft decision, the ERA considers that $28.9 million of expenditure relating to unplanned (or
emergency) replacement of wood poles should be excluded from the capital base, as it believes these costs
have previously been treated as operating expenditure and to include them as capital expenditure would
be a double count.

The ERA’s view is brought about as a result of a change in Western Power’s accounting treatment in
November 2013, whereby improvements in data quality meant asset disposals could be accurately
captured and 100 per cent of the cost of unplanned wood pole replacement could be capitalised. Prior to
November 2013, obtaining accurate and reliable information to perform asset disposals was not

82 Note due to the confidential nature of customer capital contributions, the project level breakdown of 2012/13 capital contributions, has been

provided directly to the ERA and it not suitable for publication on the ERA’s website.
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practicable, so Western Power only capitalised a portion of each job (40 per cent), with the remainder left
as operating expenditure and no disposal recorded.

Because the accounting method changed mid-period, and is therefore different to the accounting method
in place when making Western Powers’ AA3 revenue determination, the ERA considers capitalising the full
cost of unplanned wood pole replacements from November 2013 onwards and adding them to the AA4
opening distribution RAB, would be a double count. This is because the ERA assumes the 60 per cent of
costs that would have been considered operating expenditure under the original accounting method,
would have been accounted for when determining the opex component of AA3 target revenue. Sixty per
cent of the unplanned replacement costs for 2014/15, 2015/16 and2016/17 is $28.9 million, therefore this
is the amount the ERA considers should be excluded from the distribution RAB.

We appreciate the change in accounting treatment adds complexity to the unplanned pole replacement
assessment, and understand why the ERA might consider there may be a double count. However, we can
confirm that the 60 per cent of capitalisation costs post November 2013 were not accounted for in the AA3
revenue determination and have not already been recovered from customers. Adding these costs to the
AA4 opening RAB would not result in a double count.

When determining its target revenue for the AA3 period, Western Power adopted a base-step-trend
method® of forecasting opex. This method, which is well established among regulators and network
businesses, uses the revealed efficient level of operating expenditure in typically the penultimate year of
one access arrangement period as the starting point for forecasting an efficient level of operating
expenditure for the following access arrangement period.

Importantly, the base-step-trend method is not based on a bottom-up build at an individual activity or at a
project level basis. Rather, it is a high level view of efficient expenditure, with the onus being on
determining reasons why the forward-looking opex would vary from the revealed efficient costs.

Key considerations such as step changes (where costs are reasonably certain to increase or decrease) and
trends (such as labour escalation and productivity improvements) are factored into the assessment of
forecast efficient costs, however, unknown or unforeseen changes in costs are not accommodated. Nor is it
contemplated that they are.

The change in capitalisation treatment relating to wood poles was not foreseen when developing the AA3
forecast and nor was it possible to forecast the number of unplanned wood pole replacements required.
Therefore the 60 per cent of capitalised costs relating to unplanned wood pole replacements would not
have been incorporated in the base year calculation, nor was it foreseen as a step change or a trend.

Further, in approving Western Power’s forecast AA3 operating costs, the ERA determined that Western
Power’s forecast opex at a total expenditure level was consistent with a service provider efficiently
minimising costs. Unlike new facilities investment (capex), which is subject to a bottom-up build of spend
by project, there is no contemplation of opex at a project level during the access arrangement review and
no requirement to do so by the Access Code. Nor is there provision for ex-post adjustment. Therefore it is
unreasonable and most likely not practicable to retrospectively adjust opex at the activity level.

We therefore maintain that the 60 per cent capitalisation costs ($28.9 million) was not treated as opex, ho
revenue has been recovered from customers to account for the costs, and the capital costs of
unplanned/emergency pole replacement satisfies the NFIT and should be included in the AA4 opening RAB.

8 Referred to in the AA3 proposal as the ‘base year-roll-forward method’.
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With regard to the broader wood pole replacement program during the AA3 period, the ERA’s technical
consultant (GBA), conducted a thorough review of Western Power’s new facilities investment during the
AA3 period, including wood poles.

Western Power submitted detailed NFIT summaries, which included (but not limited to) cost estimation,
unit rates, variance analysis, investment drivers, options analysis, and an explanation of how wood pole
investment during the AA3 period satisfies the requirements of the NFIT. We also provided information on
design standards and procurement policies, improvements in wood pole management strategies, and how
the wood pole investment complied with Western Power’s governance framework, which GBA advises has
significantly improved over the course of AA3.%*

GBA reviewed this information and put forward its expert opinion that the wood pole replacement
program satisfies the NFIT, was lower than the approved expenditure forecast and resulted in improved
asset management strategies during the period. %

In its draft decision, the ERA accepts the advice of its technical consult and has determined that the AA3
wood pole investment (with the exception of $28.9 million of unplanned pole replacements described
above) meets NFIT and can be included in the opening AA4 RAB. The ERA states:

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. &

We submit that, consistent with the advice of GBA, the wood pole replacement capex during the AA3
period satisfied the requirements of the NFIT and should be included in the AA4 opening RAB.

5.2 Revised calculation of the AA4 Opening RAB

In its draft decision, the ERA accepts Western Power’s calculation of the opening asset value, depreciation
and asset disposals in the AA4 opening RAB. We have therefore made no changes to these line items in our
revised calculation of the transmission and distribution opening RABs for the AA4 period.

Consistent with our commentary in section 5.1 above, we have revised our calculation of the opening RAB
to exclude the new facilities investment associated with:

o future decommissioning costs for various substations;
o asbestos removal provisions;
o the manning-Osborne Park 132 kV line;

o capitalisation of intellectual property for work completed in preparation for a transition to the
national regime; and

e the Perenjori battery storage system.
For the reasons explained in section 5.1, we have not excluded new facilities investment associated with:

*  the medical centre substation capital contribution; and

o wood poles expenditure included in operating expenditure.

84 Page 1, NFIT Review of Western Power’s Capital Expenditure during the AA3 Regulatory Period, Geoff Brown & Associates, April 2018.

8 It is worth noting that GBA also conducted the forward-looking technical analysis of the wood pole forecast expenditure during the ERA’s AA3
review, and is therefore fully informed on what the expected costs, deliverable and benefits of the program were before the work was
undertaken.

8 Paragraph 343, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

=28 westempuwer EDM 44830353

Page 60



375. Table 5.7 and Table 5.8 present the revised calculation of the transmission and distribution opening RABs

for the AA4 period.

Table 5.7: Revised regulated asset base as at 30 June 2017 for the transmission network ($ million real,

June 2017)

Transmission RAB parameter 30 June 30 June 30 June 30 June 30 June Total
2013 2014 2015 2016 2017

Opening RAB 2,816.7 2,928.6 3,163.2 3,199.2 3,138.0

New facilities investment 210.2 342.3 159.3 120.7 106.7 939.2

Asset disposals -4.4 -4.2 -9.3 -60.6 -1.4 -80.1

Depreciation -94.0 -103.4 -114.1 -121.3 -129.4 -562.2

Accelerated depreciation 0.0 0.0 0.0 0.0 0.0 0.0

Closing RAB 2,928.6 3,163.2 3,199.2 3,138.0 3,113.8

Table 5.8: Revised regulated asset base as at 30 June 2017 for the distribution network ($ million real,

June 2017)

Distribution RAB parameter 30 June 30 June 30 June 30 June 30 June

2013 2014 2015 2016 2017
Opening RAB 4,248.7 4,707.8 5,142.3 5,504.4 5,746.2
New facilities investment 677.8 671.5 628.9 511.2 363.0 2,852.4
Asset disposals -0.9 -0.3 -4.9 -2.8 -0.6 -9.6
Depreciation -214.0 -236.2 -261.9 -266.5 -281.5 -1,260.1
Accelerated depreciation -3.8 -0.5 0.0 0.0 0.0 -4.3
Closing RAB 4,707.8 5,142.3 5,504.4 5,746.2 5,827.1
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6. Forecast regulated asset base

This section details Western Power’s response to the ERA’s required amendments relating to the forecast
regulated asset base for the AA4 period. This section covers:

o forecast capital expenditure

o forecast depreciation

J calculation of the AA4 forecast RAB.

6.1 Forecast capital expenditure

The AA4 proposal, submitted in October 2017, included $3,514 million®” of capital expenditure to be
included in the AA4 forecast RAB. This forecast investment is designed to:
. maintain the current levels of safety risk associated with the network

o maintain current levels of service standard performance for the distribution and transmission network
(reliability of supply and security of supply), as well as call centre and streetlight performance

o meet forecast growth in the customer base and demand

e satisfy compliance requirements

*  continue to improve the efficiency of operations.

The AA4 capex forecast was based on the 2016 demand and customer number forecasts, and comprised
the following split across the transmission, distribution and corporate regulatory expenditure categories:
e Transmission network — $883 million (25 per cent of total capex)

. Distribution network — $2,062 million (59 per cent of total capex)

e Corporate — $569 million (16 per cent of total capex).

In the course of making its draft decision, the ERA commissioned an expert consultancy firm (GHD) to

conduct a technical review of Western Power’s AA4 capex proposal. 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.®®

And:

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.%’

87 Excluding capital contributions.
88 Paragraph 374, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
8 Paragraph 375, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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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.

382. Based on GHD’s advice and its own review of Western Power’s capex forecast, in its draft decision the ERA
concludes:

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.%!

383. However, the ERA makes some adjustments to forecast capex as it has identified some areas of
expenditure that it considers are not reasonably expected to satisfy the NFIT.

3s4. The ERA’s reductions to amount of new facilities investment approved for inclusion in the AA4 forecast RAB
are summarised in Table 6.1.

Table 6.1: ERA amendments to forecast capex included in the AA4 forecast RAB, including indirect costs
and escalation (S million real, June 2017)

Expenditure category AA4 proposal ERA draft decision ERA reduction

Transmission network 883.0 586.6 (296.4)
Distribution network 2,062.4 2,009.8 (52.6)
Corporate 568.9 451.9 (117.0)
Total 3,514.3 3,048.3 (466.0)

385, Significant capex exclusions by the ERA include®%:

. reducing transmission asset replacement ($114 million)

. removing the new CBD substation ($62.2 million)

. reducing investment in substation security ($59.7 million)

e disallowing fleet costs from the RAB ($77.2 million)

o removing investment in IT and communications systems to support advanced metering ($40.1 million)
o removing the customer relationship management system upgrade ($24 million).

386. The ERA also requests Western Power updates its growth-related capex forecasts to reflect the 2017
demand and customer number forecasts.

387. We have reviewed the ERA’s draft decision in detail, and taken into consideration the recommendations by
GHD. In several instances, notably the CBD substation (exclusion of which Western Power had already
provided notice to the ERA) and fleet costs, we accept the ERA’s amendment and consider these items
should not be included in the AA4 forecast RAB.

% Paragraph 377, ibid.
o Paragraph 381, ibid.
%2 Excluding labour cost escalation and indirect costs.
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However, we have not accepted all the ERA’s capex exclusions and have either proposed a modified
amount of capex or have maintained our original position. Where we have varied from the ERA’s draft
decision, we have provided additional evidence to demonstrate that the forecast capex is reasonably
expected to satisfy the requirements of the NFIT and can be included in the AA4 forecast RAB.

Capex items where we have provided further information to support their inclusion include:

. transmission asset replacement
*  substation security
e advanced metering communications infrastructure

o IT expenditure (specifically CRM and AMI costs).

Where possible we have provided further information on the criticality, deliverability and efficiency of the
proposed investment, including cost benefit and options analysis.

The revised AA4 capex proposal is summarised in Table 6.2.

Table 6.2: Revised AA4 capex forecast, including indirect costs and escalation ($ million real, June 2017)

Expenditure category AA4 proposal ERA draft decision AA4 revised proposal

Transmission network 883.0 586.6 825.7
Distribution network 2,062.4 2,009.8 2,043.7
Corporate 568.9 451.9 519.0
Total 3,514.3 3,048.3 3,388.4

Figure 6.1 shows the changes in total forecast capex between the AA4 proposal, the ERA’s draft decision,
and the revised AA4 proposal.

Figure 6.1: Comparison of total capital expenditure, including indirect costs and escalation ($ million
real, June 2017) excluding gifted assets and cash contributions
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393. We submit that the revised AA4 capex proposal is reasonably expected to meet the requirements of the
NFIT, and represents a prudent level of investment that will enable Western Power to:
o maintain the current levels of safety risk associated with the network

o maintain current levels of service standard performance for the distribution and transmission network
(reliability of supply and security of supply), as well as call centre and streetlight performance

o meet forecast growth in the customer base and demand
. satisfy compliance requirements

e continue to improve the efficiency of operations.
394. The ERA notes its:

...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 expenditures 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.”*

395. Actual capex incurred during AA4 may vary from the revised AA4 proposal as new information comes to
hand or new regulatory obligations are placed on Western Power. Western Power’s investment governance
processes ensure that capex is appropriately prioritised and that all capex meets the NFIT.

396. The following waterfall charts show the variances between the AA4 proposal, the ERA’s draft decision and
the revised AA4 proposal for distribution, transmission and corporate expenditure.

Figure 6.2: Comparison of transmission capital expenditure, including indirect costs and escalation ($
million real, June 2017) excluding gifted assets and cash contributions
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%3 Paragraph 272, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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Figure 6.3: Comparison of distribution capital expenditure, including indirect costs and escalation ($

million real, June 2017) excluding gifted assets and cash contributions
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Figure 6.4: Comparison of corporate capital expenditure, including indirect costs and escalation ($

million real, June 2017) excluding gifted assets and cash contributions
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The rationale and evidence to support our revised capex proposal is provided in the following sections.

To allow comparison with historical expenditure on a consistent basis, all amounts in sections 6.2, 6.3 and
6.4 are presented as direct costs only, i.e. excluding indirect costs and labour cost escalation unless

otherwise stated.
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6.2 Transmission capital expenditure

399. As discussed in the AA4 proposal, actual transmission capital expenditure during the AA3 period was lower
than forecast in many categories. Due to some significant transmission network related issues, most
notably the Muja bus-tie failures, a significant amount of transmission work during the AA3 period was
reactive and some of the forecast transmission expenditure was deferred.

a00. As a result, forecast transmission capital expenditure for the AA4 period is greater than that incurred during
the AA3 period. However, this is more than offset by a decrease in forecast capex on the distribution
network.

a01. The forecast transmission investment for the AA4 period takes into account the 2017 growth forecasts and
a forward-looking view of network usage and potential topology. The transmission investment approach
focuses on achieving maximum risk reduction per dollar rather than adopting like-for-like replacements as
the default options. For example, where possible and safe to do so, we will look to reduce transmission
network footprint by decommissioning poor condition transformers and switchboards and retaining fewer
assets in a reconfigured network.

a02. Transmission network capex includes some ‘one-off’ lumpy investments such as static VAR compensators
(SVCs), switchboards and protection systems, which are required to address known network safety and
reliability risks associated with assets that are obsolete and/or underperforming.

403.  Our revised AA4 transmission capex proposal, including our response to the ERA’s amendments, is
discussed in the following sections.

6.2.1 Transmission growth

a04. In the AA4 proposal, forecast growth capex was based on the 2016 demand and customer number
forecasts. Though 2017 demand and customer number forecasts were provided to the ERA, there was
insufficient time during the access arrangement revisions development process to factor the revised
demand forecasts into the AA4 capex proposal.

a0s.  We have since reviewed the AA4 capex transmission (and distribution) forecasts against the 2017 demand
and customer numbers. The 2017 forecasts provided to the ERA have proven accurate across most
measures. The 2017/18 annual peak was towards the lower end of the expected range as can be seen by
the green marker in Figure 6.5. However, this can be explained by a milder than forecast summer.
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Figure 6.5: Western Power Network load at system peak
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a06. The 2017 forecast results in limited changes to the overall growth expenditure forecast. The only program
that has been deferred as a result is the proposed investment on a new CBD substation, which we had
previously flagged with the ERA as being likely to be no longer required.

6.2.1.1 Transmission customer driven

a07. There is a relatively low impact on transmission customer-driven work®* for the AA4 period, which we
forecast will increase from the $41 million® put forward in October 2017 to $67.9 million®® in this revised
AA4 proposal.

408. This $26.9 million increase is due to:

e theintroduction of the Generator Interim Access (GIA) solution, which will facilitate the connection of
eight new generators prior to the implementation of a constrained market (proposed October 2022
but not yet committed). Three access contracts have been executed to date totalling 330 MW of new
generation

o large projects including the Warradarge and Yandin wind farms, and new load customers seeking
network access in the Eastern Goldfields area

o major investment in lithium projects, for example the Tiangi Kwinana lithium processing plant (under
construction) and associated Talison minesite expansion, and other proposed major projects including
the Abermarle Kemerton Plant.

. forecast Government investment in infrastructure projects such as Metronet, which is likely to result
in demand for relocation work.

o4 It is worth noting the 2017 demand forecast results in no increase in distribution customer-driven forecast capex.

Excluding capital contributions ($94.3 million including contributions).
Excluding capital contributions ($150 million including contributions).
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The growth expenditure category is included in the investment adjustment mechanism (IAM), which
provides for revenue adjustments in the AA5 period to accommodate variances from forecast. However,
we consider the customer driven initiatives listed above are sufficiently progressed and/or certain to
materialise to justify them being included in the AA4 forecast RAB (net of capital contributions).

In the AA4 proposal we submitted we would consider the potential impact of the Muja AB, Western
Kalgoorlie and Mungarra generator retirements, which were forecast to occur during 2018, and make any
necessary amendments in our response to the ERA’s draft decision.

The retirement of these generators has not progressed significantly beyond their status at the time of
submitting the AA4 proposal (October 2017). In particular, information about the capacity, non-network,
and/or energy services required following these retirements has not been clarified sufficiently to allow
Western Power to submit a robust forecast in this AA4 proposal.

The Western Kalgoorlie and Mungarra generators are scheduled for retirement on 1 October 2018. At the
time of preparing this submission, decisions regarding post-October 2018 requirements have not yet been
confirmed by the various parties involved.

As a result, we have not revised our transmission growth capex forecasts to accommodate any new
facilities investment required due to these generator retirements. When further clarity regarding the post-
retirement requirements and costs is available, Western Power will issue a submission to the ERA under the
D-factor provisions to enable the business to recover any efficient costs incurred.

6.2.1.2 Transmission capacity expansion

In its draft decision, the ERA excludes capex associated with the following transmission growth (capacity
expansion) projects from the AA4 forecast RAB:

e CBD new substation ($62.2 million)
. Picton-Busselton 132 kV line ($19.2 million).

Actual growth expenditure during the AA3 period has generally been less than forecast, and has resulted in
revenue adjustments for the AA4 period via the IAM. The ERA states its 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.%

Table 6.3 shows the ERA’s forecast capex amendments to transmission growth projects (customer-driven
and capacity expansion combined).

Table 6.3: Draft decision transmission growth capital expenditure ($ million real, June 2017)
Transmission growth capex 2017/18 2018/19 2019/20 2020/21 2021/22| Total AA4
Western Power AA4 proposal 33.6 34.2 46.8 67.5 58.8 240.8
CBD substation (0.2) (0.3) (6.4) (27.6) (27.6) (62.2)
Picton-Busselton 132 kV line (0.5) (0.5) (15.6) (2.2) (0.3) (19.2)
Draft decision 32.8 334 24.8 37.6 30.8 159.4

Source: Table 48, ERA draft decision

7 Paragraph 399, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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We have reviewed the ERA’s reasoning for these amendments, along with the advice provided in the ERA’s
technical consultant’s report (GHD’s technical review), and submit the following response to the ERA’s
transmission growth capex draft decision (see Table 6.4).

Table 6.4: Revised AA4 proposal on transmission growth — capacity expansion capital expenditure
($ million real, June 2017)

Transmission capex WP AA4 ERA draft WP revised Summary
amendment proposal decision AA4 proposal

CBD substation . . /Il Western Power has made this
adjustment to transmission growth
capex, and has also removed
distribution growth capex associated
with the CBD substation work from
the AA4 forecast RAB.

Picton-Busselton 132 kV line 19.2 0.0 19.2

These transmission capex amendments are discussed in the following sections.
6.2.1.2.1 CBD substation

Following the submission of the AA4 proposal, Western Power notified the ERA and GHD that it had
reviewed the need for the proposed CBD substation in light of updated 2017 load forecast for the East
Perth and CBD load areas. The reduced load forecasts have alleviated several capacity constraints in the
area, leaving only a minor N-2 network capacity shortfall.

Given the updated load forecast, and as part of the Regulatory Test for the new Hay to Milligan Street
132 kV cable®, we consider the CBD substation can be deferred beyond the current ten-year investment
plan.

We have therefore removed $62.2 million from the AA4 transmission capacity expansion capex forecast.
We have also adjusted the forecast for distribution capacity expansion to remove $14.5 million of
distribution expenditure works related to the proposed CBD substation.

With the exception of removing the CBD substation expenditure, Western Power considers the revised
2017 demand and customer number forecasts have no material impact on the transmission capacity
expansion growth forecasts submitted in the AA4 proposal.

6.2.1.2.2 Picton-Busselton 132 kV line

In its technical review, GHD recommends the forecast $19.2 million expenditure to convert the existing
66 kV line between Picton and Busselton to 132 kV line should be excluded from the AA4 forecast RAB on
the basis that:

We do not accept that the justification included in the AA4 forecast capital expenditure is
sufficient for this project to be included in the current portfolio. We invite Western Power to
provide additional information to support this project, particularly as it relates to the asset

% Approved in 2018.
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condition assessment of the existing PIC-PNJ/BSN 66 kV line and other 66 kV assets, and any
network security issues relating to the Picton South area due to a bushfire contingency.*

GHD’s commentary in its technical review suggests it considers there is a need for investment in the
Busselton area, however, additional information on this project is required to supplement what was
provided in the AA4 proposal.

Further analysis of the need for the Picton-Busselton line upgrade was conducted in late 2017, after the
AA4 proposal was lodged. A summary of this analysis is provided below and a copy of the strategy report is
available on request.

The transmission network south of Picton is supplied by a single 132 kV line and two 66 kV lines via two
132/66 kV transformers from Picton Terminal. Western Power’s 2017 Annual Planning Report identified a
number of emerging limitations in the Bunbury load area, including at Picton (PIC), Busselton (BSN), Capel
(CAP), Margaret River (MR) and Westralian Sands (WSD) substations. Network limitations are related to
asset condition issues (with power transformers at multiple substations and ageing 66 kV wood pole
circuits), voltage recovery and collapse scenarios, and voltage capacity in the Picton South transmission
network. These limitations are already evident and expected to worsen further in the coming years.

In late 2017, Western Power revised the Bunbury load area long-term strategy. We identified that merely
refurbishing the two Picton T1 and T2 132/66 kV transformers would not resolve capacity issues. Both of
these transformers are in poor condition and have an expected remaining life of less than five years.

If both transformers fail, there is limited capacity to maintain supply to the 66 kV zone substations in the
area. To mitigate the asset condition risk as well as voltage stability constraints, the long term strategy is to
convert the existing 66 kV line between Picton and Busselton to 132 kV.

Several investment options were considered as part of the strategy:

1. retain 66 kV —this is essentially the ‘business as usual’ option where all existing network assets would
be replaced at their existing operational voltage, albeit in some cases with a higher thermal rating

2. staged 132 kV development (Option A) — where specific transmission assets would be replaced with
132 kV specification components while retaining other assets at 66 kV

3. staged 132 kV Development (Option B) — largely the same as the Staged 132 kV Option A but installing
the new 132 kV plant and equipment in different locations.

4. no action —no proactive replacement, only reactive

5. demand side management — opportunity for non-network solutions to defer replacement.

If no action was taken, these assets would be treated via piecemeal and reactive replacement upon actual
or imminent failure. The approach would not address existing supply limitations, including dynamic voltage
recovery issues, which would only be exacerbated as a result of load growth. It would also not address the
existing and emerging poor asset condition across a number of locations and assets in the Bunbury load
area.

The overall cost of piecemeal/reactive replacement is also likely to exceed that of the network options.
Therefore option 4 has been discounted as it does not proactively address existing network risks and
ultimately results in an increasing level of risk for no apparent cost saving over the other options
considered.

% Page 164, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.
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Similarly, there is no realistic demand side management (DSM) option as the majority of the investment
drivers are related to asset replacement. Demand aspects are only relevant here in relation to Capel
substation and the network voltage recovery issue at the southern end of the 66 kV network during
transmission outages.

In the case of Capel substation, the limitation is already present. Therefore DSM, which at best would have
only a minimum impact for loads in the Capel area, would not defer the transformer capacity upgrade. In
the case of the southern end voltage recovery issues, while DSM could potentially lead to a small reduction
in the southern Picton network area demand, there is no guarantee the benefit obtained will occur at the
time of any transmission outage that causes a voltage recovery issue. On this basis DSM as a standalone
option has been excluded from further analysis.

A technical and financial analysis has been undertaken for the three viable network investment options.
This includes consideration of the practical, environmental and decommissioning costs associated with the
individual project work elements. All stages within each of the three network options up to 2030 have been
explicitly considered within the financial analysis and a net present cost (NPC) has been calculated.

The option with the lowest capital cost was the ‘retain 66 kV’ option although the 132 kV Option A
demonstrates the lowest NPC. The incremental difference in NPC between the two staged 132 kV
development options is only three per cent. This suggests that depending on the final detailed design
requirements, any one of the three options could represent the lowest cost investment strategy. On this
basis, we have also considered the non-financial aspects of each option:

o retain 66 kV — this option is not aligned with the preferred long term strategy for the Bunbury load
area or the wider Western Power Network (i.e. to remove 66 kV as a transmission operating voltage).
By committing to retaining 66 kV for the foreseeable future, the existing voltage recovery issues will
require ongoing management as area load continues to increase, particularly in Margaret River. Even
though such load increases are likely to be relatively slow, this will necessitate further capital
investment in reactive compensation plant to continue to manage this issue and ultimately may
become the limiting factor supporting how much area load can be practically supplied by the network

. 132 kV Option A — as with the alternative 132 kV scheme, this option will address the existing network
issues, including voltage recovery performance. It can be complemented with a further upgrade of the
remaining 66 kV network assets to 132 kV as part of a long term strategic development. This will align
with both the Bunbury load area strategy objectives as well as the broader Western Power strategic
objective to remove 66 kV equipment.

The principal difference between this and option B is that the new 132/66 kV transformer will be
installed at Picton as a replacement for the existing T1 unit. This in-situ replacement presents
concomitant security of supply risks during the replacement (i.e. when operating with a single
remaining 132/66 kV transformer unit at Picton). These risks could be managed to some extent by
installing the new transformer off-line with new 132 kV and 66 kV switchgear and then the original T1
unit being removed. The additional cost of this plant would mean that the total capital cost would
essentially be the same as the 132 kV Option B. However, it would still have the limitation that this
new T1 transformer would need to be relocated to Busselton at some point in the future when the
second 66 kV transmission line between Picton and Busselton (via Capel) is upgraded to 132 kV

. 132 kV Option B — similarly to Option A, this would align with both the Bunbury load and wider
Western Power strategic objectives, including the phased removal of 66 kV network assets. As the new
132/66 kV transformer would be installed at Busselton from the start of the option development,
there would be no long term need to relocate the transformer.

This option will also allow the maximum useable lifetime to be extracted from the existing Picton T1
and T2 132 / 66 kV transformers without jeopardising load area supply security.
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436. Considering the above and given the minimum incremental NPC, the recommended approach is to proceed
with the staged conversion of the Picton South Area network from 66 kV to 132 kV, with the exception of the
MR substation.

437. The following works will be undertaken in the AA4 period as part of Stage 1:

. swap the WSD site connection from the existing PIC-CAP/WSD 71 66 kV overhead line to the PIC-CAP
72 66 kV overhead line

o upgrade the PIC-CAP 71 66 kV overhead line to 132 kV specification i.e. to PIC-CAP 81
o perform earth wire replacements on various PIC-CAP-BSN 66 kV and 132 kV circuits

. replace existing T1 66 / 22 kV 19 MVA transformer at Capel with a new voltage configurable 132 (66) /
22 kV 33 MVA transformer. Replace existing T1 66 kV circuit breaker with new 132 kV transformer
circuit breaker (initially energised at 66 kV)

o add a new 132 / 69 kV 100 MVA transformer at Busselton with new 132 kV and 66 kV transformer
circuit breaker bays

J replace T5 66 / 22 kV 27 MVA transformer at Picton with 132 / 22 kV 33 MVA transformer. Add new T5
132 kV transformer circuit breaker bay at Picton.

438, On the basis of this further information, we submit that the $19.2 million forecast capex for the Picton-
Busselton line is sufficiently justified, is reasonably expected to satisfy the requirement of the NFIT, and
should be included in the AA4 forecast RAB.

6.2.2 Forecast transmission growth capital expenditure

439. Taking into consideration the ERA’s draft decision and the resulting adjustments to forecast capital
expenditure, the revised AA4 forecast transmission growth capital expenditure is presented in the following
table.

Table 6.5: Revised AA4 proposal on transmission growth capital expenditure direct costs ($ million real,
June 2017) excluding gifted assets and cash contributions

Transmission growth capex 2017/18 2018/19 2019/20 2020/21 2021/22| Total AA4
Midwest 0.3 0.1 0.0 - - 0.4
Supply 18.6 20.2 10.0 25.7 12.5 86.9
Thermal management 0.7 0.5 0.4 0.6 7.7 9.8
Voltage 5.5 5.0 21.8 5.4 2.8 40.5
Total capacity expansion 25.1 25.7 32.2 31.7 229 137.6
Customer access 12.3 22.4 15.2 9.0 8.9 67.9

Line relocations = = - - - -

Total customer driven 12.3 224 15.2 9.0 8.9 67.9

Total growth 37.5 48.1 47.5 40.7 31.8 205.5
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Figure 6.6: Comparison of transmission growth capital expenditure direct costs ($ million real, June
2017) excluding gifted assets and cash contributions

300,000

250,000

200,000

150,000

100,000

S million real at 30 June 2017

50,000

WP AA4 proposal ERA draft decision WP revised AA4 proposal

W Capacity expansion M Customer driven

6.2.3 Transmission asset replacement and renewal

as0. In its draft decision, the ERA excludes $114 million of Western Power’s forecast transmission asset
replacement and renewal capex from the AA4 forecast RAB. Following advice from its technical consultant
GHD, the ERA removes the following expenditure items from the AA4 forecast:

e $20.4 million for power transformers
e $20.1 million for protection systems
*  $30.1 million for switchboards
i $7.0 million for primary plant.

aa1. Despite GHD’s recommendation that the West Kalgoorlie static VAR compensator (SVC) replacement
should be allowed in AA4, and advice from the AEMO that 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?, the ERA removes $36.2 million of forecast capital expenditure for SVC
replacement on the grounds that:

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. '’

422. Table 6.6 shows the ERA’s forecast capex amendments.

100 Paragraph 406, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

Paragraph 408, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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Table 6.6: Draft decision transmission asset replacement and renewal capital expenditure ($ million

real, June 2017)

Transmission asset replacement and 2017/18 2018/19 2019/20 2020/21 2021/22| Total AA4
renewal capex

Western Power AA4 proposal 35.1 58.9 48.0 47.4 55.8 245.2
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 plant (1.2) (1.5) (1.8) (1.2) (1.2) (7.1)
Static VAR compensator (7.5) (11.5) (1.8) (7.5) (7.9) (36.2)
Draft decision 17.7 29.8 29.8 24.9 29.1 131.2

Source: Table 50, ERA draft decision

4a3. We have reviewed the ERA’s reasoning for these amendments, along with the advice provided in the ERA’s
technical consultant’s report (GHD’s technical review), and submit the following response to the
transmission asset replacement capex draft decision (see Table 6.7).

Table 6.7: Revised AA4 proposal on transmission asset replacement and renewal capital expenditure
($ million real, June 2017)

Transmission capex WP AA4 ERA draft WP revised Summary
amendment proposal decision AA4 proposal
Power transformers 52.4 32.0 52.4
Protection 40.3 20.1 40.3
Switchboards 67.4 37.3 67.4
Transmission primary plant 46.8 39.7 46.8

Static VAR compensator 36.2 0 pyWA \\estern Power accepts that some of
this capex can be deferred, but
submits further information to

support inclusion of some of this
forecast capex in the AA4 forecast
RAB

aas. These transmission capex amendments are discussed in the following sections.
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6.2.3.1 Power transformers

There are 342 in-service power transformers in the Western Power Network. Western Power manages
these transformers using condition based risk management methodology.'%? The AA4 proposal provided for
capex to address 36 of the 90 transformers currently assessed as being in poor condition.

Western Power’s optimised plan includes:

. refurbishing 14 transformers
o replacing three transformers
o decommissioning 19 transformers

o reconfiguring the network and installing two new transformers.

In addition to the above, Western Power’s plan to mitigate the risks associated with the fleet of poor
condition transformers involves using rapid response and spare transformers as required. The asset
replacement regulatory category includes investment allowance for one reactive replacement, two
strategic spares and one mobile transformer. One reactive replacement has already been undertaken
during 2017/18, in response to transformer failure at Picton Substation, which was one of the 90
transformers assessed as in poor condition.

The asset replacement regulatory category also includes preliminary works to address seven transformers
that will be replaced early in the AAS period.

The ERA’s technical consultant GHD states:

We agree that the overall approach is reasonable with refurbishment being able to resolve
some of the issues and deferring full replacement cost which is both an economic solution,

allows more timely action to improve the asset and avoids long duration security risks with
outages.1®

Therefore, the technical suitability and prudence of the transformer replacement program appears not be
in question.

However, GHD states in its report that:

Detailed business cases and condition reports supporting the proposed CAPEX of $52.4 million
(direct costs only) for power transformers were not available to us at the time of this review. 1%

GHD also adopts a conservative view that 15% of the proposed replacements could be deferred with
appropriate maintenance and repairs until AA5.2% And that:

In addition, based on our market data and an assumed scope of work, we would suggest
further a 30% reduction in this area as available to Western Power through “... efficiencies
identified during project development and implementation” as stated in their submission. *°®

102 Western Power’s CBRM methodology and risk based approach to asset management has been an area of focus of ERAs asset management

system reviews in 2014 and 2017. The 2017 ERA AMSR found that “Western Power’s risk approach to renewal planning can be considered
amongst industry leaders.”

103 Page 141, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.

04 ibid.

105 ibid.
106 ibid.
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453. GHD subsequently recommends a 40 per cent reduction to the forecast. We are unclear on the evidence
GHD has used to form the basis for this recommendation.

4sa. The AA4 transmission capital expenditure forecasts are based on least cost options and are subject to a
stage-gate governance process. Detailed business cases are available depending on the stage of the
investment governance process the project has passed through. To summarise:

o post gate three - detailed business cases are produced for projects that are in the planning or
execution phase. This stage includes options analysis, +/-10% estimated costs, value assurance
benchmarking analysis, and demonstration of compliance with the NFIT. Approximately 35 per cent of
the AA4 transformer asset replacement forecast is at or beyond gate three

e  prior to gate three - detailed business cases are not prepared, however documentation such as
asset/network strategies, condition assessment reports, long term development plans, works planning
reports, power system studies/analysis, and design advice documents are available to help inform the
estimated timing and project cost.

455, Specific business cases on transmission transformer replacement were not provided to GHD during the
course of its review as these were not included in the list of business cases selected by GHD and were not
subsequently requested by GHD. Business cases for projects that are post gate three can be provided to the
ERA upon request.

as6.  Though no business cases were requested, information on transformer condition was provided to GHD (and
the ERA) as part of its review process. Western Power’s Power Transformer Strategy was provided to GHD
and the ERA on 7 November 2017.1% The document provides details of Western Power’s transformer
assets and includes information on:

. asset age
*  current condition
o risks and risk mitigation options
*  maintenance and replacement strategy.
as7. Itis unclear whether GHD factored the Power Transformer Strategy into its consideration of transformer
replacement volumes requiring treatment in AA4, however, all of the transformers selected for

replacement and or decommission are in either bad or poor condition (and are more than 50 years old).
Furthermore, the AA4 investment only addresses 40 per cent of the known poor condition transformers.

4ss. We do not consider it appropriate to defer 15 per cent (GHD’s conservative estimate) of the proposed
works into the AA5 period, as to do so would considerably increase the risk associated with transformer
failure. Further, we consider a 40 per cent reduction in expenditure on power transformers would
exacerbate the risk and be unsustainable.

as9. Deferring the proposed investment would:

o increase the number of untreated bad/ poor transformers in service during the AA4 and AA5 periods

o increase reliability (network security), compliance (noise), safety (workforce) and reputation risk
exposure

. reduce benefits from adopting an optimised transformer management plan that delivers risk
treatment of 22 transformers through installation of only 7 new transformers and decommissioning of
15 transformers

17 Information request GHD0O7.
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o increase the need for reactive replacement expenditure, which is a more expensive alternative than
planned expenditure and will utilise a significant portion of labour resources impacting other planned
works, as demonstrated by the Muja BTT1 and Muja BTT2 failures during AA3.

a60. With regard to GHD’s view that Western Power could find a further 30 per cent reduction in this area
through efficiencies identified during project development and implementation, we consider this
assumption to be unfounded.

a61.  Site specific investigations and scope refinement in many cases could mean costs will be higher than
initially estimated, and our post gate three analysis indicates likely cost increases for transformer
replacement rather than reductions.® In light of this, the likelihood of Western Power being able to
achieve GHD’s 30 per cent cost reduction assumption is low.

a2 As a result, we maintain that the originally-forecast $52.4 million for transmission power transformer
replacement will be delivered, is reasonably expected to meet the requirements of the NFIT, and should be
included in the AA4 forecast RAB.

6.2.3.2 Protection

463. Forecast capital expenditure on protection replacement for the AA4 period is $40.3 million. As described by
GHD in its technical review:

The key strategy is assessing condition through routine visual inspections, testing and remote
monitoring. Currently, approximately 36% of the protection relays have been in-service beyond
their nominal asset life. This is projected to increase to 50% by 30 June 2022 and 61% by 30
June 2027 without proactive replacement. For protection relays, Western Power has assessed a
low risk on the reliability of the network and a medium risk with regards safety.*%

a64. Based on GHD’s recommendations, the ERA excludes 50 per cent of the forecast protection replacement
capex. Though GHD accepts that the low level of expenditure during the AA3 period ($5.1 million) would
necessitate an increase in AA4, it considers that the magnitude of the AA4 increase ($35 million) has not
been sufficiently justified.

a65. We accept that the increase in forecast expenditure compared to AA3 spend represents a substantial step
change, however, the need for accurate, stable and reliable protection systems should not be understated.

as6. GHD notes in its review that Western Power has assessed a low risk on the reliability of the network.''®* We
are unclear how GHD formed this view as Western Power’s Network Management Plan, which was
provided to the ERA and GHD, demonstrates a reliability risk rating of medium for protection and control
systems.

467. Protection systems are required to clear faults on the network and to maintain network reliability and
stability. They also help limit damage to the network and mitigate safety risks. As correctly highlighted by
GHD, a significant volume of protection devices are beyond their mean replacement life (MRL) and this
number is likely to increase if proactive action is not taken.

a68. Many of these protection devices use electromechanical technology, which does not provide for self-
monitoring and does not provide the level of post fault information that the numerical relays provide. In
the event of protection device failure inoperable devices will remain unnoticed until a network incident

108 We do not propose to increase the AA4 capital expenditure forecast to accommodate these power transformer cost increases.

109 Page 146, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.
10 page 145, ibid.

==

— =8 westernpuwer EDM 44;33033:
age



469.

470.

471.

472.

473.

474.

475.

476.

4717.

478.

==

o

arises or the faulty devices are detected during routine testing. The electromechanical protection devices
also no longer have manufacturer support and are obsolete, with minimal spares.

Failure of protection devices have been known to cause major power system events around the globe
triggering a relay replacement program as a result. Western Power’s strategy is to undertake replacement
of protection systems prioritised by information on their condition and criticality of the asset that they are
protecting, while taking into consideration a medium to long term view of the network.

We estimate 25 per cent of main protection relays on the network are subject to performance and
obsolescence issues. Of these:

. ~45 per cent protect 132 kV and above assets:
—  ~75 per cent of these relays are above their MRL

—  ~86 per cent of these relays provide critical protection functionality for busbars, transformers or
lines.

The expenditure levels proposed in the ERA’s draft decision, would require Western Power to defer
replacement of relays that protect busbar, transformer and lines circuits. This would increase the risk of
protection failure, resulting in increased safety and reliability risk for critical portions of the network.

Therefore, as a prudent asset manager, we submit that the full $40.3 million investment is required and will
be undertaken during the AA4 period.

With regard to deliverability, Western Power has the capability to deliver the increase in replacement
volumes forecast for AA4. We have established a dedicated project team to manage the AA4 delivery. The
business case for $24 million investment has been approved for the protection and auxiliary system (AC
and DC system) replacement program over the 2017/18-2019/20 period in line with Western Power’s
Investment Governance Framework. This program is currently in the implementation phase.

Given that 60 per cent of this program is scheduled for implementation in the first three years of the AA4
period, we consider the overall program is deliverable.

6.2.3.3 Switchboards

There are 137 switchboards located at zone substations across the network. Five of these switchboards are
beyond their MRL. If replaced only on failure, the number of switchboards beyond their MRL is likely to
increase to ten per cent by 30 June 2022 and 12 per cent by 30 June 2027.

Seventeen switchboards use pitch-filled design, which has known failure modes that can lead to
catastrophic failure. These switchboards are installed in 11 substations and present a high safety risk of arc
flash exposure and associated power system reliability impacts. In line with our Electricity Network Safety
Management System, the risks associated with these pitch-filled switchboards will be addressed through
their progressive replacement as a part of an optimised plan, which includes:

. replacing 11 switchboards during the AA4 period

o decommissioning five switchboards during the AA4 period and one in AA5.

Until the switchboards are replaced or removed, interim steps to mitigate risks include implementation of
various operational measures including special work practices.

A further nine switchboards are approaching their MRL and are no longer supported by their manufacturers
(Yorkshire and GEC). We do not have adequate spare parts for repair or replacement to maintain them. Our
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strategy is to replace two of these nine switchboards in AA4 and two in early AAS. A significant portion of
the costs for the two switchboards to be replaced in early AA5 will be incurred during AA4.

In the AA4 proposal, we forecasted $67.4 million of capital expenditure to:

. replace 13 switchboards (11 pitch-filled)

o plan, scope and procure two switchboards planned for replacement in early AA5 including a minor
cost for preliminary work for further two switchboard replacements

¢  establish one mobile ring main unit solution as a precaution in case any of the poor condition
switchboards and/or those no longer supported by the manufacturer fail before they are replaced.

In its technical review, GHD raises no objection to the need to treat the switchboards as proposed,
recognising that catastrophic failure of switchboards presents a safety and serviceability risk. However,
GHD questions the accuracy of the cost estimates, considering they may be overstated.

In particular, GHD questioned the costs for replacing switchboards at Manning Street, Osborne Park and
Yokine. GHD considers the costs of replacing single switchboards at these sites appear excessive when
compared with the cost of replacing what it assumes are four switchboards at the Milligan Street and Hay
Street sites in Perth’s Central Business District. GHD concluded that if four switchboards can be replaced at
Hay Street for around $2.5 million each, then around $5 million to replace one switchboard at Osborne
Park must be overstated.

However, there are in fact only two switchboards at the Milligan Street and Hay Street sites.''! As a result,
the individual switchboard replacement costs for Hay Street are approximately $5 million per switchboard.
This is in line with the Manning Street, Osborne Park and Yokine estimates.!?

The estimated cost of replacing a single switchboard is typically around S5 million. The average cost of
replacing the obsolete Yorkshire and GEC assets is estimated to be slightly more per switchboard. While
GHD has correctly identified that two Yorkshire/GEC switchboards will be replaced in full during the AA4
period, the assumption that the remaining costs only relate to preliminary work on two other switchboards
is incorrect.

The expenditure profile for the AA4 period is staggered so that while only two switchboards will be
replaced in full during the period (with replacement works commencing in 2018/19), replacement of two
further switchboards will commence in 2019/20, with these works to be completed in the first year of the
AAS period. Therefore, the majority of expenditure for replacing these two additional switchboards will be
incurred during the AA4 period. The AA4 forecast also includes the preliminary works on a further two
switchboards. Table 6.8 shows the staggered expenditure profile.

11 Physically, there are only two switchboards per site at Hay Street and Milligan Street respectively (total switchboards = 4). However, each of

these units comprises two separate sections connected via a bus section CB (total sections = 8). In Western Power’s internal asset
management systems, these switchboards have been registered based on their electrical configuration (i.e. total of 8 sections). As such, some
Western Power documentation may refer to eight total switchboards at Hay Street and Milligan Street respectively — this is however based on
the electrical configuration, not the physical number of switchboards.

As is the case with power transformers, Western Power is finding that site specific investigations and scope refinement in some cases reveal
higher costs than initially estimated. However, we do not propose increasing the AA4 capital expenditure forecast to accommodate these
higher costs.

112
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Table 6.8: Yorkshire/GEC switchboard expenditure profile ($ million real, June 2017)

Number of AA4 period AAS5 period
Switchboards

18/19 19/20 20/21 21/22
2 0.2 2.9 6.6 1.7
2 0.2 2.9 6.6 1.7
1 0.1 1.4 33
1 0.1 1.4

Finally, GHD also considers the cost estimates for reactive replacements seems high. We presume this again
is due to its underestimation of the average cost of replacing a single switchboard.

The AA4 proposal provided for three reactive replacements over ten years at a cost of $6.4 million per
switchboard, equivalent to 1.5 replacements over the AA4 period or $9.6 million. The provision for three
failures per decade was based on historical failure rates, as well as existing asset condition assessments.

Reactive replacement cost estimates are typically higher than proactive switchboard replacement
forecasts. This is due to the number of unknowns such as site complexity, contingency costs, on-call labour
costs and the potential for collateral damage in the event of catastrophic failure.

As a result, we consider the total $67.4 million capital expenditure forecast for transmission switchboard
replacement is not overstated, is reasonably expected to meet the requirements of the NFIT, and should
therefore be included in the AA4 forecast RAB.

6.2.3.4 Transmission primary plant

In the AA4 proposal, we estimated $46.8 million of capex is required for replacing and renewing
transmission primary plant. These works include replacement of circuit breakers, disconnectors, earth
switches, instrument transformers and surge arrestors.

In its technical review, GHD endorses the need to address primary plant issues, stating:

We agree with the approach taken by Western Power in monitoring condition through routine
inspections and repair/ treat defects prioritised by risk.13

However, GHD has challenged the $46.8 million forecast replacement/renewal costs, stating:

We would expect some efficiencies through business transformation and greater efficiency in
delivery and would recommend an allowance of $39.74 million, assuming a 15% efficiency
through improved delivery.t*

We consider GHD’s 15 per cent efficiency assumption is arbitrary, and the likelihood of Western Power
being able to achieve cost savings of that magnitude is low. This is because the unit rates used for the AA4
forecast were based on AA3 actuals, which already include efficiencies through economies of scale.

We achieve these economies of scale by completing as much work a possible during an outage on a given
site, and bundling as much work as is reasonable to do so. However, as endorsed by GHD, our asset
management approach is based on treating defects prioritised by risk rather than pursuing higher volumes
of replacement at lower costs. Put simply, our aim is to address the highest risk circuit breakers and other

13 Page 142, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.
14 bid.
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primary plant first, and while we will always seek to combine works to achieve economies of scale, the
scope to do so is limited.

a94. We therefore consider the $46.8 million represents efficient costs and is reasonably expected to meet the
requirements of the NFIT. We have therefore included this capital expenditure in the AA4 forecast RAB.

6.2.3.5 Static VAR compensators
495. There are three SVCs located at terminal substations in the Western Power Network:

o West Kalgoorlie Terminal Substation
o Merredin Terminal Substation

J Southern Terminal Substation.

a96. In the AA4 proposal, we submitted $36.2 million of forecast capex to replace the SVCs at West Kalgoorlie
and Merredin. There are currently no plans for replacing the Southern Terminal SVC in AA4 or AA5. As GHD
highlights in its report:

The investment in replacement of two of these SVCs has been deferred over the last two
regulatory periods and the condition of these SVCs is considered to be poor leading to reliability
issues.'®

497. Though GHD has not disputed the need to replace the SVCs, it has challenged the forecast costs of
replacing them, which it considers should be approximately $14.6 million for West Kalgoorlie.

498. GHD'’s cost estimate assumes the scope of the West Kalgoorlie replacement is limited to two 8 MVAr
capacity units. However, the actual scope involves far more. Table 6.9 shows the full West Kalgoorlie scope.

Table 6.9: West Kalgoorlie Terminal Station SVC replacement project scope ($ million real, June 2017)

Stage Description ‘ Estimated cost

1 e Install and commission 220kV tapped shunt reactors and STATCOM s at Boulder -
and West Kalgoorlie

o Design and install an independent master controller (IMC) to coordinate with
the STATCOM controllers to be supplied by the STATCOM manufacturer

e IMC to control the capacitor banks, reactor banks at West Kalgoorlie Terminal
(WKT), Boulder (BLD), Piccadilly (PCY) and Black Flag (BKF) and transformer tap
positions at WKT

2 e Decommission and remove WKT SR2 and all components including associated
controller and retain WKT SR1 including harmonic filters, slope correction
capacitors and controller

3 e Install and commission two, 29.5kV 17.5 MVAr air core shunt reactors. Both
reactors connected off from WKT T2 tertiary.

4 e Decommission and remove WKT SR1 and all components including associated
controller

General e Project management

Total

5 bid.
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As shown above the scope referred to by GHD only forms part of the Stage 1 works. The full scope of works
across all project stages are essential to address the reliability and power quality risk associated with not
replacing the West Kalgoorlie SVC.

It is worth noting that GHD has not disputed the network need for the West Kalgoorlie SVC replacement.
The AEMO also makes clear the need for the West Kalgoorlie and Merredin SVCs in order to maintain
delivery of reliable power and power quality to customers in those areas. Despite this, the ERA disallows
the full $36.2 million of forecast capex from the AA4 forecast RAB.

The ERA cites concerns that the SVC projects may not proceed during the AA4 period as these projects have
been deferred in the past. We understand the ERA’s caution, however, the West Kalgoorlie SVC
replacement has been in execution since February 2017. The current project status is as follows:

¢ two of the three design packages have been completed and the main 220kV shunt reactor and
STATCOM items are currently being manufactured

*  the main civil package contract to extend the substation has been awarded

e the 220kV Shunt Reactor has been manufactured and is awaiting testing. The unit is scheduled to be
delivered to site in September 2018 and commissioned by March 2019

¢ the STATCOMs are being manufactured. The units are scheduled to be delivered to site in July 2019
and October 2019 and commissioned by March 2020

e the balance of the works involve decommissioning the existing SVC equipment, which is scheduled to
be complete by June 2021.

We consider the West Kalgoorlie SVC project is sufficiently progressed to give confidence to the ERA and
customers that it will be delivered during the AA4 period as proposed. We therefore maintain that the
forecast capex associated with the West Kalgoorlie SVC should be included in the AA4 forecast RAB.

Given the Merredin Terminal Station project is not scheduled to commence until 2020/21, we consider the
replacement of this asset can be deferred unto the AA5 period. To mitigate the risk of reliability and power
quality issues in the Merredin area, we will use available spares and salvaged parts from the existing West
Kalgoorlie SVC and use them to manage and maintain the Merredin SVC during the AA4 period. In the event
of a major failure at Merredin, the SVC will be replaced in full.

We have therefore revised the AA4 forecast capital expenditure on SVCs downwards from $36.2 million to
$22.2 million.

6.2.4 Forecast transmission asset replacement and renewal capital expenditure

Taking into consideration the ERA’s draft decision and the resulting adjustments to forecast capital
expenditure, the revised AA4 forecast transmission asset replacement and renewal capital expenditure is
presented in the following table.

Table 6.10: Revised AA4 proposal on transmission asset replacement and renewal capital expenditure
direct costs ($ million real, June 2017) excluding gifted assets and cash contributions

Transmission asset replacement and 2017/18 2018/19| 2019/20 2020/21 2021/22 Total AA4
renewal capex

Primary plant 8.1 10.2 12.3 8.2 8.0 46.8
Switchboards 5.5 14.7 12.9 14.2 20.1 67.4
Power transformers 4.1 14.2 12.8 9.3 12.0 52.4
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Transmission asset replacement and 2017/18 2018/19 2019/20 2020/21 2021/22 Total AA4

renewal capex

Protection — replacement 9.3 7.8 7.7 7.7 7.7 40.3
Static VAR compensator 3.4 8.6 4.4 3.0 2.9 22.2
Tx replacement other 0.7 0.5 0.5 0.5 0.1 2.2
Total asset replacement and renewal 31.0 55.9 50.6 429 50.7 231.2

Figure 6.7: Comparison of transmission asset replacement and renewal direct costs ($ million real, June
2017) excluding gifted assets and cash contributions
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6.2.5 Transmission improvement in service

Forecast transmission improvement in service for the AA4 period is made up entirely of SCADA and
communications investment. No capex on ‘reliability driven’ projects is included in the AA4 forecast RAB.

Western Power proposes to invest $89.9 million to replace obsolete SCADA and communications
equipment and maintain the performance of system monitoring and control.

The ERA’s technical consultant, 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.'*®

Further, GHD recommends:

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

116 Paragraph 412, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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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.'”

The ERA accepts that the current assets are old and in many cases no longer supported by the vendor, and
that reliable SCADA and communications are necessary to enable Western Power to effectively manage its
network.118

The ERA has therefore not adjusted the forecast transmission SCADA and communications expenditure in
the draft decision. However, the ERA questions the deliverability of the investment and whether the
proposed SCADA and communications upgrades are reasonably expected to occur in the AA4 period.

To deliver the increased SCADA and communications program of work over the AA4 period, Western Power
has changed from a predominantly internal resource pool to a mix of internal and external resource
delivery. During the AA4 period, Western Power will use internal resources for design and commissioning
activities with the construction undertaken using external resources.

We have evaluated the market and have external delivery vendors in place. We work in partnership with
these vendors to appropriately resource the delivery of activities. Where possible, we will give precedence
to open source internet protocol technology over proprietary communications protocols when selecting
new equipment.

To enable more efficient delivery of the program, we have moved away from developing discrete SCADA
and communications projects, and now develop projects that group assets by location and technology type.
Joint planning teams have been established across SCADA and communications and other regulatory
categories to optimise the delivery of Western Power’s overall work plan. This optimised delivery plan co-
ordinates interventions on different asset classes to reduce travel costs and minimise network disruptions.

Several SCADA and communications projects are already in execution. These projects have passed gate
three of Western Power’s Investment Governance Framework and are supported by detailed business
cases.

6.2.6 Forecast transmission improvement in service capital expenditure

Taking into consideration the ERA’s draft decision and the resulting adjustments to forecast capital
expenditure, the revised AA4 forecast transmission improvement in service capital expenditure is
presented in the following table.

Table 6.11: Revised AA4 proposal on transmission improvement in service capital expenditure direct
costs ($ million real, June 2017) excluding gifted assets and cash contributions

Transmission improvement in service 2017/18 2018/19| 2019/20 2020/21 2021/22 Total AA4
capex

Asset replacement 8.2 10.8 10.5 11.1 12.1 52.7
Compliance 0.4 2.0 4.1 3.6 3.0 13.0
Corporate 1.8 3.1 3.1 1.0 0.4 9.4

17 Pparagraph 413, ibid.
18 paragraph 414, ibid.
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Transmission improvement in service
capex

2017/18

2018/19

2019/20

2020/21

2021/22 Total AA4

Master station and operating systems 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 SCADA & communications 11.5 19.7 22.8 20.2 15.6 89.9
Total improvement in service 115 19.7 22.8 20.2 15.6 89.9

Figure 6.8: Comparison of transmission improvement in service direct costs ($ million real, June 2017)
excluding gifted assets and cash contributions
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6.2.7 Transmission compliance

In the AA4 proposal, Western Power forecasted $155 million of capex is required to address transmission
compliance requirements. The forecast included investment to replace transmission poles and towers,
meet noise and fire safety compliance requirements, improve transmission protection systems, replace
underground transmission cables and improve substation safety and security.

On the advice of its technical consultant GHD, the ERA considers the majority of this compliance-related
capex is reasonably expected to meet the requirements of the NFIT and have therefore added $95.3 million
to the AA4 forecast RAB.

The $59.7 million excluded from the RAB relates entirely to substation security, which includes investment
in physical barriers and systems designed to deter, prevent and detect unauthorised access of Western
Power’s substations by the general public and unauthorised and/or unqualified staff. The ERA reduced the
amount of substation security investment included in the AA4 forecast RAB from $72.1 million to

$12.5 million.

Table 6.12 shows the ERA’s forecast capex amendments.
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Table 6.12: Draft decision transmission compliance capital expenditure ($ million real, June 2017)

Transmission asset replacement and 2017/18 2018/19 2019/20 2020/21 2021/22| Total AA4
renewal capex

Western Power AA4 proposal 32.6 33.7 34.2 27.2 27.2 155.0
Substation security (15.7) (10.7) (14.6) (9.9) (8.8) (59.7)
Draft decision 16.9 23.0 19.6 17.3 18.4 95.3

Source: Table 53, ERA draft decision

We have reviewed the ERA’s reasoning for the reduction in substation security investment, along with the
advice provided in the ERA’s technical consultant’s report (GHD’s technical review), and submit the
following response to the ERA’s transmission compliance capex draft decision (see Table 6.13).

Table 6.13: Revised AA4 proposal on transmission asset replacement and renewal capital expenditure ($
million real, June 2017)

Transmission capex WP AA4 ERA draft WP revised Summary

amendment proposal decision AA4 proposal

Substation security 72.1 125 64.1

The AA4 substation security requirements are discussed in the following section.

6.2.7.1 Substation security

The ERA’s decision to exclude $59.7 million of substation security investment appears to be driven by its
assumption that:

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 2015.1%°

The National Guidelines for Protecting Critical Infrastructure from Terrorism is not the primary driver for the
substation security investment. Substation security capex is driven by the need to improve the fencing and
associated security measures at a number of substations across the SWIS to prevent unauthorised entry to
high voltage facilities, which can lead to public safety and power system security risks. By improving
security at substations, we can help mitigate the risk of electric shock as well as copper theft and
vandalism.

The substation security capex forecast is based on the outcome of a detailed risk assessment of fencing and
security measures at all 155 substations on the Western Power Network. The condition risk assessment,
conducted during 2016, identified that a large population of substation fences have an increasingly high
likelihood of unassisted failures (i.e. bad and poor condition).

The National Guidelines for Protecting Critical Infrastructure from Terrorism is a useful driver to help
identify which substations would result in the greatest network impact if they were to be subject to a

19 Paragraph 418, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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terrorist attack (such as_), and prioritise these for treatment,

however it is not the sole driver.

s27. We have, however, reviewed the forecast substation security capex in the light of the ERA’s draft decision
and GHD’s recommendations, and have revised the forecast downwards by $8 million to $64.1 million. This
$8 million reduction is due to the deferral of three substation security projects until the AA5 period.

s28.  The substation security expenditure category includes a number of line items relating to safety and
security-related works on substations and their grounds. This includes fencing and security measures,
asbestos removal and roof replacements. The breakdown of forecast substation security investment during
AA4 is shown in Table 6.14.

Table 6.14: Forecast substation security capex by activity ($ million real, June 2017)

Project / Program 17/18 18/19 19/20 20/21 21/22 Total
Substation fencing and security measures 7.7 9.0 12.0 8.3 7.4 44.4
Physical security systems 0.3 3.1 1.7 1.6 1.6 8.3
Building and ground works — asbestos 0.5 0.5 0.5 0.5 0.5 2.5
Building and ground works - roofing | 0.5 | 1.9 2.5 2.0 2.0 8.9 |
Total 8.9 14.6 16.8 12.3 11.5 64.1

s29. The line items in Table 6.14 are discussed in the following sections.
6.2.7.1.1 Substation fencing and security measures

s30. Western Power will invest $44.4 million during the AA4 period to improve the fencing and physical security
measures at the highest risk substations. In 2016, Western Power conducted a comprehensive review of its
substations to determine the condition of security fencing. This review has been used to develop an asset
treatment and replacement program over a ten-year delivery schedule, prioritised by risk.

s31. The risk assessment considered the following factors:

e  fencing MRL (which is 25 years)
o fencing condition
e asset profile analysis

o incident data analysis.
s32. Based on these factors, each substation is given a risk rating.

s33. The scope of work for fencing and physical security measures is aimed at deterrence, detection and response.
The project covers all aspects of substation security from physical barriers (fencing, locks), signage, lighting
and active security monitoring. The specific work required for each substation site is informed by the risk
assessment outcomes and maintenance cost history.

s3s.  Cost estimates for fencing are developed internally by Western Power using the same modelling, design,
standards and governance as used for discrete network infrastructure investment. Cost estimates for
electronic security is based on market prices and involves testing these with various trade experts.
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We have identified 72 substation locations that require physical security treatments over the next ten years.
The replacement/treatment schedule is informed by the following criteria (drawn from the substation risk
assessment):

1. asset condition (condition) — we will prioritise substations with poorest condition fences, correlated
against their MRL. We estimate four fences per year will need to be replaced to manage this ongoing
risk

2. critical site upgrades (criticality) - security incidents in substations can result in forced outages due to
loss or damage of the earthing system. Sites that would result in the highest network impact in the
event of a forced outage will be prioritised for treatment

3. highincident site upgrades (threat and vulnerability) - incident data shows that 23 per cent (36) of
sites have 89 per cent of the incidents. Sites with high incident frequency will be prioritised.

We apply a weighted approach applied to each of the criteria, these are:

o condition (60 per cent)
e critically (25 per cent)

e threat and vulnerability (15 per cent).

These criteria inform the risk treatment. For example, if a substation has an overall high criticality rating but
its fencing is less than ten years old and in a good condition, then the fence would not be replaced. In this
instance, other solutions will be implemented such as electronic security systems.

The top five highest priority risk substation projects are provided below.

— both substations have the highest prioritisation. This is
because the substation fences are in a bad condition and have exceeded the MR

| have also experienced over 50 break-ins each over the past ten years.

To mitigate the risk at these substations, we propose to completely replace the fences and include
electronic security systems. Each project has already progressed to execution phase with an expected
completion date of June 2018.

—fences at both locations exceed their MRL and are in a bad condition.
On average, there have been more than ten security incidences per year, per site. We propose both
sites will have a full fence replacement and electronic security systems implemented including
cameras and motion sensors.

. - — this substation has a bad condition fence and is located at a moderately critical site. The
site experiences an average of five break-ins per year therefore driving a medium threat result. As
such, this site will receive a full fence replacement due to the bad fencing condition and minor
electronic security system to address the criticality and threat risks. The project has progressed to gate
three of Western Power’s investment governance framework.

o - — this substation fence has exceeded the MRL and is in very bad condition. Although the site has
a minor criticality for network operations, the fence condition is the main driver for a full fence
replacement. As- experiences minimal break-ins, no extensive electronic security systems are
required.
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These are just some of the key sites scheduled for treatment. Over the AA4 period, we expect to address 37
sites.

Based on the risk criteria summarised above, combined with the rigours of Western Power’s investment
governance framework, we submit that the $44.4 million of capex forecast for this program is reasonably
expected to satisfy the requirements of the NFIT and should be included in the AA4 forecast RAB.

6.2.7.1.2 Physical security systems

During the AA4 period, Western Power will invest $8.3 million in physical security systems across various
sites.

Western Power’s Property and Fleet Function is responsible for delivering appropriate security solutions
and supporting the physical security needs of the organisation relating to personnel, telecommunications,
depots, substations and primary and secondary systems.

Western Power engaged Jacobs Consultancy to conduct a security audit to identify primary security risks
and develop a range of recommendations.'?

The $8.3 million physical security systems forecast comprises investment activities to address these risks,
and is distinct from the substation security investment described in section 6.2.7.1.1. The three major
components of the physical security systems investment are:

1. security systems

2.  physical access controls

3. key management project.
These are discussed in the following sections.
Security systems

Western Power’s security systems are on their own internet protocol network, which is not managed by
Western Power’s Information and Communications Technology (ICT) function. The role of ICT in supporting
security systems is only to manage the firewalls that segregate the security systems from the corporate
network. The management and delivery of every component of the security systems IT infrastructure is
administered by the Property and Fleet function. This includes hardware (servers, controllers, cameras) and
software.

Investment in security systems during the AA4 period comprises two major components:

e  software updates and hardware replacement

By investing in new hardware and software the core security systems will remain compliant with
business needs, increase functionality and allow for integration with new products such as data
analytics

o automating security systems

We will procure analytics systems that automatically analyse closed-circuit television (CCTV) footage
for ‘out of band’ motion. These system will reduce the number of security guards required to manage
the CCTV systems.

Proposed controls for on-site high risk areas include new CCTV cameras covering black spots and new
physical barriers around scrap copper bins and high risk storage areas. These physical security

120 \Western Power Physical Security Strategy — Security Risk Assessment Report 02 May 2016
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solutions are not considered in the fencing treatment and replacement project, mentioned above, as
they are required for security controls inside of the fencing perimeter. Risks posed by malicious or
criminally motivated people, that bypass perimeter security controls, will be addressed by automated
security systems and barriers in high incident areas.

Physical access controls

This activity comprises a two-phase approach that leverages existing IT solutions to increase security across
all Western Power sites.

o phase one: role-specific access

The role-specific initiative will identify all physical access requirements for each
employees/contractors role in the organisation, and integrate the HR and Access Control systems.

Currently, the onus is on the team leader to allocate the appropriate access requirements for each
individual role. By implementing an automated and detailed role based system access approach,
Western Power will provide consistent, standardised and transparent appropriate role-specific access
solutions, increasing security for all personnel. This initiative will be delivered through a joint
workforce from HR, ICT, Governance Risk and Compliance and Property and Fleet to ensure full and
accurate coverage across the organisation

o phase two: self-service system

The self-service system allows employees and contractors to self-manage physical access requests to
locations outside of their designated role due to a specific business need. The self-service system will
allow all employees to log a security access request, which will be processed using segregation of
duties and approved workflows depending on the location requested (for example requests for access
to the control centre would require security clearance and approval by the relevant Head of Function
before access would be granted).

Key management project
The 2016 security audit identified issues with management of mechanical keys. Mechanical keys are the

primary control to prevent unauthorised access to substations and equipment across the Western Power
network, including pole top switches and ring main units.

Western Power’s key patents are due to expire (after a 12 year period) during the AA4 period and therefore
require replacement and upgrade. This provides an opportunity to review the requirement for mechanical
keys and implement more efficient, secure and cost-effective measures.

The key management project will include initiatives such as introducing electronic key cabinets and
replacing key barrels.

6.2.7.2 Building and ground works — asbestos and roofing

Western Power will undertake building and grounds work during the AA4 period at a cost of around $11.4
million. These works include:

*  asbestos mitigation works including the removal of harmful substances and asbestos from materials
such as roofs, gutters, downpipes, eaves, cables, conduits and capping material

J replacing roofs that have exceeded their MRL, are in a poor condition (based on an asset condition
and risk assessment review) and pose unacceptable safety risk to Western Power personnel

*  care and maintenance of all transmission substations building and grounds.
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ss3. During 2017/18 Western Power conducted roof inspections and condition assessments in order to refine the
roof replacement schedule and identify any expenditure or replacement work that could be deferred. The
buildings and grounds roof replacement program will replace four roofs per year for 10 years based on the
condition assessment and maintenance cost history. Many of the buildings have exceeded their economic
life and are in various levels of decay requiring immediate roof replacements, such as Picton Depot with the

roof collapsing in April and immediate remedial work underway.

ssa.  We consider deferring any building and grounds expenditure would result in unacceptable risks to both
Western Power personnel and the public with the potential to negatively impact network reliability as a
secondary impact. The required building and ground works have been put out to contract and are expected

to ramp up in 2018/19, to be delivered as forecast during the AA4 period.

6.2.8 Forecast transmission compliance capital expenditure

sss.  Taking into consideration the ERA’s draft decision and the resulting adjustments to forecast capital
expenditure, the revised AA4 forecast transmission compliance capital expenditure is presented in the

following table.

Table 6.15: Revised AA4 proposal on transmission compliance capital expenditure direct costs ($ million
real, June 2017) excluding gifted assets and cash contributions

Transmission compliance capex 2017/18 2018/19 2019/20 2020/21 2021/22| Total AA4
Cross-arm replacement 1.0 0.9 0.9 0.9 0.9 4.8
Protection - compliance 0.5 1.8 0.0 - - 2.3
Substation safety 0.0 - - - - 0.0
Substation security 8.9 14.6 16.8 12.3 115 64.1
Transformer compliance 0.4 5.2 3.5 2.5 1.1 12.7
Cables - - 0.1 0.2 2.7 3.0
Poles & Towers 12.6 12.6 12.7 11.2 111 60.0
Total Compliance 23.4 35.2 33.9 27.1 27.4 147.0

- H westempnwer
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Figure 6.9: Comparison of transmission compliance direct costs ($ million real, June 2017) excluding
gifted assets and cash contributions

180,000
160,000
140,000
120,000
100,000
80,000
60,000
40,000

S million real at 30 June 2017

20,000

WP AA4 proposal ERA draft decision WP revised AA4 proposal

W Tx poles & towers M Transformer compliance M Cross-arm replacement
Protection - compliance ™ Substation safety B Tx Cables

W Substation security

6.3 Distribution capital expenditure

Forecast investment in the distribution network is significantly lower than that incurred during the AA3
period. This is primarily due to the lower forecast in wood pole replacement resulting from improvements
in our asset management approach. Similar asset management improvements have been made in other
areas of distribution asset replacement, such as conductor management. As such, during the AA4 period we
consider we can maintain service levels and public safety for lower overall cost.

We have also acquitted the EnergySafety Order 2009-01, which required Western Power to address the
safety risk associated with its rural wood pole population. As a result, wood pole management costs, which
are typically one of the largest expenditure items for any overhead distribution network business, are
notably less for AA4.

There are aspects of distribution investment that are increasing during the AA4 period, such as metering.
This is driven by our advanced metering infrastructure program, which seeks to incrementally install
advanced meters and associated IT and communications infrastructure over the AA4 period. This advanced
metering program remains a key part of our distribution capex program for the AA4 period, and further
information to support the IT and communications components of the advanced metering program is
provided in this revised AA4 proposal.

Our revised AA4 distribution capex proposal, including our response to the ERA’s amendments, is discussed
in the following sections.

6.3.1 Distribution growth

The growth-related capex forecasts in the AA4 proposal were based on the 2016 demand and customer
number forecasts. We have reviewed the forecast distribution growth-related capex in the light of the 2017
demand forecasts, and submit that, with the exception of distribution expenditure related to the CBD
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substation, no change is required to the amount of forecast distribution growth new facilities investment
for the AA4 period.

se1.  Distribution customer driven expenditure remains unchanged from the October 2017 AA4 proposal as the
differences between the 2017 and 2016 demand forecasts have no material impact on distribution
requirements.

se2.  Distribution capacity expansion expenditure has been adjusted downwards by $14.5 million to remove
distribution investment related to the CBD (Milligan Street) substation, which is no longer required during
the AA4 period. This adjustment is in accordance with the adjustment to transmission capacity expansion
described in section 6.2.1.2.1.

6.3.2 Forecast distribution growth capital expenditure

s63. Taking into consideration the ERA’s draft decision and the resulting adjustments to forecast capital
expenditure, the revised AA4 forecast distribution growth capital expenditure is presented in the following
table.

Table 6.16: Revised AA4 proposal on distribution growth capital expenditure direct costs ($ million real,
June 2017) excluding gifted assets and cash contributions

Distribution growth capex 2017/18 2018/19 2019/20 2020/21 2021/22 | Total AA4
HV distribution driven 13.2 18.0 12.3 6.4 16.1 65.9
HV fault rating & protection 13.9 8.2 7.4 7.1 1.9 38.5
Overloaded transformers 3.6 3.6 3.6 3.6 3.6 18.0
Transmission driven 5.5 4.8 4.9 3.4 1.0 19.6
Total capacity expansion 36.1 34.7 28.2 20.5 22,5 142.0
Connection 4.8 4.8 4.8 4.8 4.8 241
Major capital 10.1 10.1 10.1 10.1 10.1 50.3
Network extension 26.1 26.1 26.1 26.1 26.1 130.7
Relocation 2.8 2.8 2.8 2.8 2.8 141
Subdivision 6.0 6.0 6.0 6.0 6.0 30.2
Total customer driven 49.9 49.9 49.9 49.9 49.9 249.4
Total growth 86.0 84.5 78.1 70.4 724 391.4
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Figure 6.10: Comparison of distribution growth direct costs ($ million real, June 2017) excluding gifted
assets and cash contributions
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6.3.3 Distribution asset replacement and renewal

sea. In the AA4 proposal, Western Power forecasted just over $1 billion of capex is required for distribution
asset replacement and renewal. This investment includes the costs of renewing and replacing Western
Power’s wood pole population, overhead (and underground) conductor, metering population and other
distribution assets, and is a 26 per cent decrease compared to what was spent during the AA3 period.

ses.  In its draft decision, the ERA states it is satisfied the proposed expenditure is reasonably likely to meet the
new facilities investment test with two exceptions:

o unit costs for conductor management; and

*  the advanced metering business case.**!

Table 6.17: Draft decision distribution asset replacement and renewal capital expenditure ($ million real,

June 2017)
Distribution asset replacement and 2017/18 2018/19 2019/20 2020/21 2021/22| Total AA4
renewal capex
Western Power AA4 proposal 230.6 213.8 210.1 199.5 203.8 1,058.0
Conductor management (1.5) (1.5) (2.7) (2.9) (2.2) (8.7)
Metering (4.6) (5.9) (6.9) (7.1) (7.1) (31.6)
Draft decision 224.7 206.4 201.5 190.5 194.6 1,017.7

Source: Table 59, ERA draft decision.

121 Paragraph 447, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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We have reviewed the ERA’s reasoning for these amendments, along with the advice provided in the ERA’s
technical consultant’s report (the GHD report), and submit the following response to the ERA’s distribution
asset replacement capex draft decision (see Table 6.18).

Table 6.18: Revised AA4 proposal on distribution asset replacement and renewal capital expenditure ($
million real, June 2017)

Distribution capex WP AA4 ERA draft WP revised Summary
amendments proposal decision AA4 proposal

Conductor management (unit yAiKi] Western Power accepts this

rate adjustment) amendment
Metering (net of capital 123.0 91.412 WBIY Western Power accepts this
contributions) amendment in principle, however the

required expenditure has been
revised to reflect metering
replacement volumes proposed by
GHD

These distribution capex amendments are discussed in the following sections.

6.3.3.1 Conductor management unit rates

Though the ERA accepts the conductor replacement volumes, it requires a unit rate adjustment from
$100,000 per kilometre to $96,000 per kilometre. This reduction is based on advice provided by GHD.

GHD formed this advice based on the unit rate included in Western Power’s Distribution Overhead Corridor
Business Case for the 2017/18 financial year. The $96,000 per kilometre average rate in that business case
was based on the mix of work planned to be undertaken in that year.

Unit rates for replacement of overhead conductor may vary between business cases and financial years
depending on the mix of projects being completed. Conductor replacement unit rates depend on:

e the configuration and complexity of the conductor installation that is being replaced (e.g. three phase
vs single phase, low voltage vs high voltage)

e the location of the works, which impacts costs (e.g. metro vs country differ in mobilisation and traffic
management costs)

The mix of conductors and their location, are determined annually with an objective of maximising risk
reduction for the investment. Recognising the variable nature of unit rates, we accept the $96,000 per
kilometre estimate and have reduced the expenditure forecast to $210 million accordingly.

6.3.3.2 Metering

The AA4 proposal was based on Western Power installing 355,493 new and replacement meters at a cost of
$137.3 million (excluding the communication and IT costs associated with the Advanced Metering
Infrastructure (AMI) program). 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.?

122 Note the ERA advised in footnote 50 of its draft decision that this number will be increased by approximately $25 million in the final decision
due to the ERA accepting GHD's revised metering volumes forecast. This results in a revised capex forecast of $130.8 million.
123 Paragraph 451, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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s73.  Inits draft decision, the ERA adjusts the forecast number of meter replacements to 273,493. This
adjustment was made for consistency with the number of new meters included in Western Power’s
demand forecast and a reasonable forecast of non-compliant meters requiring replacement during the AA4
period. This change to metering volumes reduces Western Power’s forecast capital expenditure by
$31.6 million to $105.7 million.

s7a. However, subsequent advice from GHD led the ERA to amend its forecast metering volumes to 331,925.
124The ERA advises it had insufficient time to include the amended forecast in the draft decision, instead
noting that the revised capital expenditure forecast would increase by around $25 million and that this
adjustment would be made in its final decision.

s75. The $25 million upward adjustment takes the forecast metering replacement expenditure to $130.7 million,
consistent with the ERA’s adjustment, which we consider is reasonably expected to meet the requirement
of the NFIT. We have therefore accepted the ERA’s revised forecast and have amended the AA4 forecast
RAB accordingly.

6.3.4 Forecast distribution asset replacement and renewal capital expenditure

s76. Taking into consideration the ERA’s draft decision and the resulting adjustments to forecast capital
expenditure, the revised AA4 forecast distribution asset replacement and renewal capital expenditure is
presented in the following table.

Table 6.19: Revised AA4 proposal on distribution asset replacement and renewal capital expenditure
direct costs ($ million real, June 2017) excluding gifted assets and cash contributions

Distribution asset replacement and 2017/18 2018/19 2019/20 2020/21 2021/22| Total AA4
renewal capex

Cable management 1.5 1.5 1.5 1.5 1.5 7.6
Conductor management 35.8 34.7 41.5 46.2 51.8 210.0
Protective device management 2.5 3.9 3.7 3.8 5.6 194
Streetlight management 3.9 3.9 3.9 3.9 3.9 19.4
Switchgear management 3.9 3.8 3.8 3.8 3.8 18.9
Transformer management 9.5 9.9 9.6 9.7 9.6 48.3
Other replacement 2.8 5.7 4.9 3.0 4.0 20.5
Total asset replacement 59.9 63.3 68.8 71.8 80.2 344.1
Metering 14.4 22.2 26.9 26.5 26.5 116.4
Pole management 137.2 106.6 99.8 94.8 86.5 525.0
SUPP 15.0 19.5 12.8 3.2 6.8 57.2
Total asset renewal and replacement 226.5 211.6 208.2 196.2 200.1 1,042.6

124 Footnote 50, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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Figure 6.11: Comparison of distribution asset replacement and renewal direct costs ($ million real, June
2017) excluding gifted assets and cash contributions
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6.3.5 Distribution improvement in service

s77. In the AA4 proposal, Western Power forecasted $94 million of distribution improvement in service capex is
required during the AA4 period. This comprised $19.2 million for reliability-driven investment and $74.8
million for investment in SCADA and communications.

s78.  The reliability-driven expenditure forecast includes $8 million for the Kalbarri microgrid, which has been
included in the AA4 forecast RAB by the ERA. However, the ERA excludes the remaining $11.2 million of
reliability-driven expenditure on the basis that:

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. 1%°

s79. The ERA also excludes $25.1 million of SCADA and communications capex related to installing the
communications backbone for the AMI program. While the ERA gives in-principle support to the installation
of modern electronic devices with enhanced capabilities, it considers further information is required to
demonstrate the communications component of AMI meets the requirements of the NFIT.

sso. The ERA’s reductions to distribution improvement in service capex included in the AA4 forecast RAB is
presented in Table 6.20.

125 Pparagraph 462, ibid.
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Table 6.20: Draft decision distribution improvement in service capital expenditure ($ million real, June

2017)

Distribution improvement in service

capex

2017/18

2018/19

2019/20

2020/21

2021/22 Total AA4

Western Power AA4 proposal 23.0 29.0 16.0° 13.8 12.2 94.0
Distribution reliability other - (2.7) (1.5) (0.5) (0.5) (5.1)
Targeted reliability-driven automation (1.1) (1.1) (1.1) (1.1) (1.1) (5.6)
RD pilot projects (0.1) (0.1) (0.1) (0.1) (0.1) (0.5)
Corporate — advanced meters (AMI) (10.5) (10.5) (1.6) (1.7) (1.0) (25.1)
Draft decision 11.4 14.7 11.7 10.4 9.5 57.7

Source: Table 61, ERA draft decision.

We have reviewed the ERA’s reasoning for these amendments, along with the advice provided in the ERA’s
technical consultant’s report (the GHD report), and submit the following response to the ERA’s distribution
improvement in service draft decision (see Table 6.21).

Table 6.21: Revised AA4 proposal on distribution improvement in service capital expenditure ($ million
real, June 2017)

ERA draft
decision

WP revised
AA4 proposal

WP AA4
proposal

Distribution capex Summary

amendments

Distribution reliability other

Targeted reliability-driven 5.6 0.0 ()Mol Western Power accepts this

automation amendment

RD pilot projects 0.5 0.0 /Il Western Power accepts this
amendment

Corporate —advanced meters 25.1 0.0 27.1

(AMI)

These distribution capex amendments are discussed in the following sections.

6.3.5.1 Distribution reliability other

The ERA includes $8 million in the AA4 forecast RAB for the Kalbarri microgrid project and Western Power
will continue to progress this vital edge-of-grid reliability project over the course of the AA4 period.

The revised distribution reliability expenditure reflects Western Power’s proposed investment in projects
that, in a similar vein to the Kalbarri microgrid, target edge-of-grid reliability issues, or can efficiently
improve the customer experience for incremental expenditure. These projects will focus on:
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o utilising new technology such as automation and control methods with algorithms, to detect issues,
remotely isolate faults, and restore supply quickly. We are looking at the feasibility of using existing
meshed network and assets in urban areas to create islanded networks and utilise existing generation
for continuity of supply in edge-of-grid areas

o providing additional operational flexibility to maintenance crews by enabling the connection of
generators to the network (especially in country areas) to decrease the severity of long planned and
unplanned outages.

These projects are not expected to deliver a significant benefit to overall network reliability averages, and
therefore we propose no adjustment to system average interruption duration index (SAIDI) or system
average interruption frequency index (SAIFI) targets as a direct result of these investments. Rather, the
additional $3.9 million of ‘reliability driven other’ expenditure is designed to improve the customer
experience by improving Western Power’s ability to address and isolate faults.

As these projects are further refined, they will pass through Western Power’s staged investment
governance process, which includes detailed business case development and evaluation against the NFIT.

6.3.5.2 Targeted reliability-driven automation and RD pilot projects

Western Power has reviewed its forecast distribution capex program, and accepts these projects will not be
delivered during the AA4 period. No new facilities investment has been added to the AA4 forecast RAB.

6.3.5.3 Advanced metering infrastructure — SCADA and communications

The AA4 proposal included $25.1 million of forecast investment in SCADA and communications systems
associated with the installation of advanced metering infrastructure (AMI). The AMlI-related SCADA and
communications investment is required to install a radio frequency (RF) mesh two-way communications
network, leveraging Western Power’s existing fibre backbone where possible.

The RF mesh network is the communications backbone of the AMI program and is the element that enables
data transfer between the meters installed at customers’ premises and the IT systems controlled by
Western Power. The RF mesh network was used in Western Power’s Perth Solar Cities smart meter trial and
is proven technology.

Options analysis for the communications backbone shows that RF mesh is the most efficient cost option for
the volume of advanced meters being installed by Western Power.
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Figure 6.12: Options analysis for the AMI communications backbone
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The proposal to construct the RF mesh network and leverage existing fibre where possible also has the
advantage that the communications network will act as a platform for both AMI and distribution
automation. Western Power’s current distribution automation communications infrastructure is coming to
the end of its useful life and will need to be replaced incrementally over the next decade. Therefore the
AAA4 period is the ideal and most efficient window for replacing this critical infrastructure with a solution
that can also support AMI.

In its draft decision, the ERA considers the forecast capital expenditure to install advanced meters meets
the requirement of NFIT, stating:

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.12°

Consistent with this view, the ERA includes capex in the AA4 forecast RAB commensurate with Western
Power installing 273,493 advanced meters, with a view to revising provisions upwards to 331,925 meters in
its final decision.'?’ It appears there is general alignment between Western Power, GHD and the ERA on the
prudence of installing advanced meters.

However, the ERA excludes capex associated with the installation of the communications and IT
infrastructure necessary to facilitate advanced metering. This includes the $25.1 million proposed for the
RF mesh system.

The ERA considers Western Power has not been able to demonstrate that the expenditure on the
communications and IT components of AMI is reasonably expected to satisfy the requirements of the NFIT.
The ERA states that inconsistencies in data across the information provided by Western Power on its
advanced metering business case made analysis difficult.**®

126 Paragraph 451, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

127 Footnote 50, ibid.
128 Pparagraph 454, ibid.
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We accept that there were some inconsistencies in the data provided to the ERA and GHD due to the
business case and Board approval process being prepared for a different time period than the five-year AA4
proposal.

The AMI business case was produced in December 2016 and provided a three-year!?® view of the AMI
expenditure and benefits. The business case was initially shared with the ERA in February 2017, before
being provided to the ERA in October 2017 as part of Western Power’s AA4 proposal. The business case
was supported by a cost benefit analysis model, which was provided to GHD on 22 November 2017.

The AA4 proposal however, provides a five-year view of expenditure for the purpose of determining the
AAA4 forecast RAB (and subsequent revenue requirement). The AA4 proposal therefore reflects a further
two years of advanced metering deployment. In addition, the presentation of expenditure in the business
case is in nominal dollars and includes an allocation of indirect costs. The AA4 proposal is presented in real
2016/17 dollars and excludes indirect costs.

We accept that the differences in information provided to the ERA and GHD made it difficult to make an
accurate NFIT assessment. During the time since the AMI business case was submitted to the ERA as part of
the AA4 proposal, we have continued to refine and challenge the AMI capex proposal.

In February 2018, Western Power presented a change control for the AMI business case to its Board of
Directors. The change control includes updated expenditure and updated benefits, and is supported by an
updated cost-benefit analysis. This updated information has been provided to the ERA as a confidential
attachment*° to this response to the draft decision.

The change control updates AMI costs to reflect the five-year view of expenditure, and incorporates revised
costs following a competitive tender process for meters, the RF mesh network and the IT system
requirements. Based on the change control, AMI expenditure forecast in this revised AA4 proposal adjusts
the SCADA and communications (RF mesh network) costs from $25.1 million to $ 27.1 million.

Western Power considers the AMI program to be one of the most important programs of work to be
delivered during AA4. Feedback from our customer engagement program indicated that customers support
adaptation of new technology and would support adoption of advanced meters where it is efficient to do
so. Advanced meters are now routinely deployed by utilities around the world, and research indicates that
the benefits across the electricity value chain outweigh the costs of deployment over the meter’s life.

The IT and communications infrastructure are essential components of the AMI program if customers are
to realise the full benefits. Without the installation of these components the advanced meters installed by
Western Power will not be advanced. The ERA’s technical adviser GHD notes:

A key aspect of SCADA and communications investment is in ‘last mile telecommunications’,
which allows automation and remote control, and data capture from across the distribution
network. Improved last mile communications are critical for the implementation of advanced
metering and the efficient connection and management of emerging technologies such as
microgrids and battery storage systems. The use of advanced meters will be a significant
enabling technology for a range of Demand Management /Non-network initiatives in the
future. '3

129 A three-year view was developed as the original AMI business case was developed and approved on the understanding that Western Power

would be moving to the AER’s regulatory framework, which required a three-year forecast for Western Power’s first regulatory cycle. The
move to the AER framework did not proceed.

Given the confidential nature of the NPV assessment and cost benefit analysis, this information has been provided to the ERA directly and is
not suitable for publication on the ERA’s website.

131 Page 110, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.

130
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60a. We are committed to delivering the AMI program during the AA4 period and have progressed to selecting
preferred suppliers for both the advanced meters and the provision of hardware and software for
establishment of radio mesh communication infrastructure. Delivered in full, AMI will enable safer and
more efficient metering services, timely and reliable data to enhance the customer experience, improve
understanding of end user behaviours to facilitate external and internal new business opportunities that
utilise the grid and assist to reduce the cost of asset management.

60s. Western Power’s revised AMI capex proposal is presented in Table 6.22.

Table 6.22: Revised AA4 proposal on AMI capital expenditure ($ million real, June 2017)

AMI capex WP AA4 ERA draft WP revised Summary
components proposal decision AA4 proposal

Metering (gross capex) 137.3 105.7132 WE[IWA \Western Power has revised its metering
forecast to reflect metering replacement
volumes proposed by GHD

Capital contributions 14.3 14.3 14.3

Metering (net of 123.0 91.4132 116.4
capital contributions)

Metering volumes 335,493 273,493133 ERIKCPLY Western Power has revised its metering
forecast to reflect metering replacement
volumes proposed by GHD

SCADA and 25.1 - pYBN \Western has revised its AMI-related

communications communications forecast to reflect the

(AMI RF mesh February 2018 AMI change control, and

communications submits further information to demonstrate

network) this expenditure is reasonably expected to
satisfy the NFIT.

IT 15.0 - EY.W.8 \Western has revised its AMI-related IT forecast

(AMI IT systems — to reflect the February 2018 AMI change

HUB, Silver Spring UIQ control, and submits further information to

and AM deployment demonstrate this expenditure is reasonably

tool)) expected to satisfy the NFIT.

Total AMI (gross 177.4 105.7 192.3

capex)

Total AMI (net of 163.1 91.4 178.0

capital contributions)

606. As shown in the above table, we have accepted the ERA’s revised metering forecast. This is discussed in
section 6.3.3.2.

607. As the AMI-related IT costs are allocated to the corporate capex regulatory category, therefore revised IT
costs are discussed in section 6.4.2.

608. The variation to the AMI SCADA and communications forecast is $2.0 million. This cost estimate increase is
a result of the detailed design and competitive tendering process undertaken in 2017, which has refined
the actual cost of the RF mesh network.

132 Note the ERA advised in footnote 50 of its draft decision that this number will be increased by approximately $25 million in the final decision

due to the ERA accepting GHD's revised metering volumes forecast. This results in a revised capex forecast of $130.8 million.
As per footnote 50, the ERA advises its intent to revise the metering volume to 331,925 in its final decision.
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611.
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614.

616.

617.

We submit that the revised $27.1 million capex forecast for the RF mesh solution is a critical part of the
overall AMI solution and is fundamental to the AMI program delivering the proposed benefits and a
positive net present value (NPV).

The benefits we expect the AMI program will deliver are discussed in the following section.

6.3.5.4 Benefits of AMI

In its draft decision, the ERA disallowed the AMI IT and communications forecast capex as it considered the
benefits presented in the initial business case and cost benefit analysis model were overstated and difficult
to analyse.

The ERA states:

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 34

And:

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.?®

In our review of the AMI business case and change control process, we have revisited the cost benefit
analysis to correct for updated costings, inconsistencies in presentation, inflation, discount rates and cost
allocations.

The revised cost benefit analysis, along with a detailed explanation of the changes between the original
business case and the change control has been provided in Attachment 6.2.13¢ We have also provided
information that demonstrates the positive NPV associated with each of the AMI benefits, and sensitivity
analysis that shows how the overall NPV for AMI is positive, even when conservative estimates are
adopted.

We therefore submit that the $27.1 million proposed for the RF mesh communications network (along with
the $34.4 million AMI-related IT costs) are reasonably expected to satisfy the requirements of the NFIT and
should be included in the AA4 forecast RAB.

In paragraph 457 of its draft decision, the ERA also raises concerns about the following benefits, which it
considers (based on the information provided provide to-date) are overstated:

Specific benefits identified as being overstated are:

e 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;

134 Paragraph 456, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

135 Pparagraph 458, ibid.
136 Given the confidential nature of the NPV assessment and cost benefit analysis, this information has been provided to the ERA directly and is
not suitable for publication on the ERA’s website.
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e the reductions in call centre costs and voltage balancing are high compared with data from
advanced metering rollouts conducted elsewhere; and

e g benefit from avoided communication system costs for unregulated services should not
have been included as a benefit to be covered by regulated investment.*3”

All of these benefits (whether overstated or not) are directly related to the communications and IT
components of AMI, and therefore would not be realised if the IT and communications components are not
delivered.

We have considered each of the above points in turn, and have provided analysis on each of them at
Attachment 6.2. A summary of our position is provided in the following sections.

6.3.5.4.1 The level of savings from deferred network investment and power correction factors
attributable to advanced metering data

In its technical review, GHD considered the calculation for deferred peak demand reduction due to time-of-
use (TOU) tariffs is reasonable compared with other examples. However, GHD queries Western Power’s
assumption of the TOU take up rate increasing from 25 per cent to 100 per cent by the end of the 15-year
modelling period.

We would like to highlight that the 100 per cent take up rate is only assumed to occur during the final year
of the 15-year modelling period. The model does not recognise any benefits from take-up of TOU tariffs
until year five.

Western Power’s updated cost benefit model adjusts downwards the benefits associated from a 100 per
cent take-up of TOU and other related input assumptions by 50 per cent. This allows for the risk of less than
100 per cent take-up of TOU at the end of the 15-year modelling period.

This conservative estimate still results in a positive NPV.

We have also adjusted the power correction factor benefit downwards. This is due to a change in approach
to calculating this benefit. The resulting benefit is more in line with GHD’s view that it should be
approximately one half of the amount estimated by Western Power in the original business case. Again, this
adjustment still results in a positive NPV.

6.3.5.4.2 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

GHD considers the benefits delivered from the ability of advance meters to monitor the condition of the
overhead service connection should be deferred by three years, thereby reducing its assessment of
Western Power’s proposed benefits by 32 per cent.

We have updated the value of this benefit in the revised cost benefit analysis model to reflect adjustments
to modelled volumes and capital being deferred rather than avoided.

We still consider AMI is the most efficient solution for a change in overhead service connection monitoring.
The updated benefit value is based on avoided field operating expenditure and deferral of capex
replacement as a result of the benefits delivered from remote monitoring of overhead service connections.
The benefit calculation has been aligned to approximately one third of the overhead service connections
monitoring program, which overlaps with the location of planned AMI deployed meters.

137 Paragraph 457, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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628. We have not attributed a financial benefit to the significant safety benefits of reducing the potential of
electric shocks from AMI power quality monitoring.

6.3.5.4.3 The reductions in call centre costs and voltage balancing are high compared with data from
advanced metering rollouts conducted elsewhere

620. GHD acknowledges a reduction in call centre costs is a benefit of an advanced meter program. However, it
considers Western Power’s assumed rate is higher than the levels assumed in other rollouts they reviewed
from around the world (Ameren Illinois and BC Hydro).

630. We consider the assumptions underpinning our calculation of the call centre benefit are already
conservative, because:

e our model caps the impact of advanced meters on call reductions at 30 per cent. This is conservative
considering the increasing number of advanced meters to be deployed by the end of the 15-year
modelling period. We note that in a June 2015 Study on cost benefit analysis of Smart Metering
Systems in EU Member States by the Institute of Communication & Computer Systems of the National
Technical University of Athens, several countries (including Belgium, Hungary and Germany) cited call
centre savings of between 30 to 50 per cent

o the average number of incoming calls per year is kept constant and not adjusted upwards for any
increase in customer numbers across the 15-year period.

631. From a model sensitivity perspective, if Western Power were to apply GHD’s more conservative benefits
assumption, noting that this number was derived from a 50 per cent reduction to Western Power’s original
business case estimate, the program would still result in a positive NPV.

632. GHD acknowledges that benefits associated with reducing technical losses have been included in advanced
meter rollouts internationally, however, it considers Western Power’s benefits assumption is too high.

633. We have updated the value of this benefit in the cost benefit analysis model to reflect a more conservative
view of the following parameters:

e the original cost benefit analysis model used a starting level of technical losses of 4.3 per cent and
compared this to an expected improved level of technical losses associated with advanced meters of
3.44 per cent. We have adjusted upwards the expected improved level of technical losses to 4.03 per
cent to reflect more recent information. This reduces the assumed savings in losses from 20.7 per cent
to 6.3 per cent. GHD’s review considered a savings in losses of 13.5 per cent to be reasonable.

. we have also adjusted the calculation to apply the Short Term Energy Market (STEM) energy price of
0.06 S/kWh in place of the network price of 0.08 $/kWh.

63a. After adjusting for the above factors, Western Power’s adjusted benefit is lower than GHD’s initial
assessment but still result in a positive NPV.

6.3.5.4.4 A benefit from avoided communication system costs for unregulated services should not have
been included as a benefit to be covered by regulated investment.

635. GHD considers benefits arising from unregulated revenue should not be included in the AMI business case.
We agree with this view and accordingly have not included any benefits arising from potential unregulated
revenue streams.

63. The benefits assumed by Western Power have been derived from the avoided costs associated with SCADA
and communications equipment related to the covered network (approximately 57 per cent of the benefit)
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and potential incremental regulated revenue to be derived from third party access to the communications
infrastructure (approximately 43 per cent of the benefit).

6.3.5.4.5 Sensitivity analysis

637. In addition to undertaking a detailed internal sensitivity analysis on Western Power’s estimated benefits, if
Western Power were to apply GHD’s more conservative assumptions the program would still be in a net
positive position. Sensitivity analysis demonstrating this has also been provided to the ERA.

638. Western Power considers that the cost benefit analysis and related sensitivity analysis supporting the
approved change control position, demonstrate a positive net benefit for the AMI program under all
scenarios tested.

639. Accordingly, Western Power considers that the forecast expenditure on the AMI program, including the
deployment of advanced meters and the associated IT and communications infrastructure, is reasonably
expected to meet the requirements of the new facilities investment test and should therefore be included
in the forecast capital base.

640. From a model sensitivity perspective, if Western Power were to apply GHD’s more conservative
assumptions the program would still be in a net positive position. Sensitivity analysis demonstrating this
has also been provided at Attachment 6.2.

6.3.6 Forecast distribution improvement in service capital expenditure

641. Taking into consideration the ERA’s draft decision and the resulting adjustments to forecast capital
expenditure, the revised AA4 forecast distribution improvement in service capital expenditure is presented
in the following table.

Table 6.23: Revised AA4 proposal on distribution improvement in service capital expenditure direct
costs (S million real, June 2017) excluding gifted assets and cash contributions

Distribution improvement in service 2017/18 2018/19 2019/20 2020/21 2021/22| Total AA4
capex

Reliability other 2.7 7.8 0.8 0.5 0.1 11.9
Pilot projects - - - - - -
Reliability driven automation - - - - - -
Total reliability driven 2.7 7.8 0.8 0.5 0.1 11.9
Asset replacement 3.9 5.2 7.6 7.4 8.2 32.2
Core infrastructure growth 0.2 - - - - 0.2
Corporate 7.8 12.2 4.5 1.7 1.0 27.1
Master station and operating systems 4.2 4.5 4.1 3.0 1.3 17.2
Total SCADA & communications 16.1 21.9 16.2 12.1 10.5 76.8
Total improvement in service 18.8 29.7 17.0 125 10.6 88.8
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Figure 6.13: Comparison of distribution improvement in service direct costs ($ million real, June 2017)
excluding gifted assets and cash contributions
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6.3.7 Distribution compliance
642. In its draft decision, the ERA makes no adjustment to forecast distribution compliance capex, stating:

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. %

643. We therefore submit the same level of distribution compliance new facilities investment as put forward in
the AA4 proposal.

6.3.8 Forecast distribution compliance capital expenditure

6aa. As per the ERA’s draft decision, the forecast distribution compliance capex for the AA4 period remains
unchanged from the AA4 proposal

Table 6.24: Revised AA4 proposal on distribution compliance capital expenditure direct costs ($ million
real, June 2017) excluding gifted assets and cash contributions

Distribution compliance capex 2017/18 2018/19 2019/20 2020/21 2021/22 Total AA4
Bushfire management 2.4 9.1 9.1 2.6 2.6 25.9
Conductor management 1.4 1.4 1.4 1.4 1.4 7.0
Connection management 7.6 7.1 7.1 7.1 6.6 354
Pole management 2.8 9.5 9.4 9.3 9.5 40.5

138 Pparagraph 469 ibid.
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Distribution compliance capex 2017/18 2018/19| 2019/20 2020/21 2021/22 Total AA4

Poletop management 0.1 0.4 0.6 0.4 0.8 2.3
PQ compliance 4.1 4.1 4.1 4.1 4.1 20.3
Reliability compliance 4.4 4.4 3.5 3.0 3.0 18.3
Security 0.1 0.1 0.1 0.1 0.1 0.5
Total compliance 22.9 36.1 35.3 28.0 28.1 150.3

Figure 6.14: Comparison of distribution compliance direct costs ($ million real, June 2017) excluding
gifted assets and cash contributions
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6.4 Corporate capital expenditure

e45. Inits draft decision, the ERA excludes $116.1 million of forecast capital expenditure from the calculation of
AAA4 target revenue. The ERA’s draft decision:

*  removes fleet assets from the RAB
o removes advanced metering expenditure
o removes expenditure for the new customer relationship management (CRM) software.

Table 6.25 shows the ERA’s amendments to forecast corporate capex.

Table 6.25: Draft decision corporate direct cost capital expenditure ($ million real, June 2017)

Corporate capex 2017/18 2018/19 ‘ 2019/20 2020/21 2021/22 Total AA4
Western Power AA4 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)
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Corporate capex 2017/18  2018/19 ‘ 2019/20 2020/21 2021/22 Total AA4

CRM 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

Source: Table 66, ERA draft decision.

The ERA also requires Western Power to submit more evidence to demonstrate that its proposed corporate
capital expenditure is reasonably expected to meet the NFIT.

We have reviewed the ERA’s reasoning for these amendments, along with the advice provided in the ERA’s
technical consultant’s report (the GHD report), and submit the following response to the ERA’s corporate
capex draft decision (see Table 6.26).

Table 6.26: Revised AA4 proposal on corporate direct cost capital expenditure ($ million real, June 2017)

Corporate capex amendment WP AA4 ERA draft WP revised Summary

proposal decision AA4 proposal

Fleet adjustment . . X0} \Western Power accepts this

amendment
Advanced metering 15.0 0.0 34.4
infrastructure
CRM software 24.0 0.0 24.0

These items and other aspects of the corporate capital expenditure forecast for the AA4 period are
discussed in the following sections.

6.4.1 Fleet adjustment

In the AA4 proposal, we submitted that fleet assets should be added to the RAB. This is the result of a
forthcoming change in accounting standards requiring operating leases to be recognised as an asset (and
the future payments as a liability).

The ERA considers Western Power should maintain the current arrangements for fleet, as unregulated
assets, and fleet expenditure should not be added to the RAB. The ERA also adjusts Western Power’s
forecast AA4 operating expenditure to remove the step change reduction in indirect costs associated with
the change in treatment of fleet costs.

We accept this amendment and have removed $77 million of fleet expenditure from the AA4 forecast RAB.

6.4.2 Advanced metering infrastructure — IT costs

In the AA4 proposal, Western Power submitted it will invest $15 million in IT costs relating to the
installation of advanced metering infrastructure (AMI).

As discussed in section 6.3.5.3, in its draft decision the ERA considers the forecast capital expenditure to
install advanced meters is reasonably expected to meet the requirements of the NFIT. However, it
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considers the benefits associated with the IT and communications elements of the AMI program have been
overstated and a positive NPV has not been demonstrated.

We have conducted further analysis of the AMI program, in particular the IT requirements and associated
benefits. A Change Control has been provided to the ERA, together with an explanation of the variances
between the original December 2016 business case, the AA4 proposal and the change control position.

The AMl-related IT expenditure is required to deliver upgrades to three key IT systems that are necessary to
enable Western Power to store, analyse and use the data collected from advanced meters and provide
advanced metering services. These key IT systems are:

e Network Management System (NMS) — this is the head-end system that communicates with the
installed meters, capturing and storing metering data for interpretation and analysis

e the advanced meter deployment tool, which is the interface that enables deployment and field
servicing of the 331,925 advanced meters being installed

e upgrades to the Metering Business System (MBS) which will enable advanced metering data to be
processed for customer billing,

The IT upgrades to MBS, NMS and the advanced meter deployment tool are critical to the AMI program and
are a prerequisite for the program delivering the expected benefits to customers and Western Power.

Western Power undertook a detailed design and competitive tender process during 2017. This led to an
increase in forecast IT expenditure from $15.0 million to $34.4 million. This increase also reflects a scope
increase to include a route optimisation tool which will support the ongoing optimisation of meter reading
routes to enable better management of metering deployment costs.

Tenderers were required to provide a schedule of rates for unit prices with pricing options for volume
discounts, licensing options and maintenance fees. The NMS models were assessed for each tender
response including consideration of Software as a Service (Saas), licensed on premise and managed
services. Scope options were also assessed to determine which party was best placed to deliver the design
work, integration and maintenance services.

A preferred vendor has now been selected to provide the NMS and the communications devices.

We note that in its technical review, GHD highlighted a concern that the results of its benchmarking
indicated Western Power’s estimated costs in the business case may be too low.?*° We consider the revised
forecasts appropriately reflect current market prices.

As described in section 6.3.5.3, we have undertaken a revised NPV assessment of the benefits associated
with the AMI IT system to account for new assumptions and the costs supporting the approved Change
Control position. Our analysis, as provided to at Attachment 6.2, demonstrates a positive NPV across the
suite of benefits delivered from the installation of the AMI IT and communication systems.

Therefore we submit that the revised AMI IT forecast of $34.4 million is reasonably expected to satisfy the
requirements of the NFIT and should be included in the AA4 forecast RAB.

139 Page 112, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.
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6.4.3 CRM software
The AA4 proposal included $24 million of forecast capex to implement a new CRM system.

As described by GHD in its technical review, the investment in a revised CRM system is driven by two key
factors:

*  the need to replace the existing system that is over 10 years old
e adesire for better enable customer engagement’*°
GHD advised it accepts there is a need for investment in some sort of CRM solution, stating:

The aim of the new system is to create an integrated system that covers a disparate number of
elements including customer quotations, fault reporting, metering, and vegetation
management and work orders. From our review of this forecast expenditure, we accept that
there is a requirement for a new and comprehensive system.#!

GHD recommended the ERA accepts Western Power’s proposed CRM expenditure in the AA4 forecast RAB
however, GHD also recommended that Western Power should re-asses the planned expenditure level:

...following our internal discussions with our IT specialists, including staff with extensive
experience in CRM systems, we believe the forecast CAPEX allowance for a new CRM system is
excessive. We are of the opinion there are a number of different potential solutions that could
work well for Western Power, including a number of Software as a Service (SaaS) products that
could materially reduce the CAPEX required to implement a new CRM.*#?

Western Power notes there is general agreement that a level of investment to upgrade Western Power’s
capabilities is required. Further information is provided in this response as evidence the CRM solution we
propose represents an efficient amount of expenditure and is an appropriate product.

6.4.3.1 CRM expenditure

The AA4 proposal stated Western Power will invest $24 million to implement a new customer management
system. For simplicity, the entire $24 million was denoted as CRM expenditure. However, the $24 million
covers expenditure on the CRM system itself and associated systems that will leverage the CRM platform
and help to enhance the quality of customer service.

The CRM package of work will deliver an integrated customer management system including customer
relationship records, customer communication preferences including the capability to send mass and
tailored communications, customer data integration between disparate systems, a self-service portal,
workflow management and the access solutions and queueing process in accordance with the Applications
and Queuing Policy and Contributions Policy.

Table 6.27 shows a breakdown of the $24 million forecast costs.

140 Page 178, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.
11 Ibid.
142 Ibid.
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Table 6.27: Breakdown of proposed $24 million CRM capital expenditure ($ million real, June 2017)

Customer service and Detail — Functional Cost Total cost
engagement component
CRM system CRM core 5.1
Customer service improvements 4.3
Access solutions and queuing process (to replace SalesForce) 1.5 100
Customer data warehouse, data model and GIS 5.1
Customer management components of Customer funded work process (DQM) 3.8
Customer data analytics 2.0
Metering data portal 1.9
Total 23.7

671. As shown in the table above, the cost of the CRM aspect of the solution is $16 million, and comprises the
following elements:

o CRM core:

introducing new customer service capabilities that are not available in the current NetCIS
consolidating access to customer information through the new system

retiring NetCIS, which is essentially a network billing system with a customer database —itis not a
CRM system.

. customer service improvements:

automating customer processes

introducing two way digital communication with customers
improving online and self-service access for customers
improving access to planned and unplanned outage information

increasing the frequency and accuracy information during outages.

. access solutions and queuing process:

replacing the SalesForce system, which is currently used to manage large or complex distribution
requests, transmission load connections and generation applications in excess of 30 kVA, in
accordance with the Applications and Queuing Policy and Contributions policy.

o customer warehouse, data model and GIS:

creating a single customer profile and ensuring relevant Western Power staff have access to this
data to service customers

ensuring the customer profile includes all customer-related data, including preferences collected
in the field, view from faults and other asset management activities

making data available on corporate GIS and ensuring customer and property information is easily
accessible by Western Power field and operational staff, rather than solely office staff.

672. Implementing the CRM will also enable Western Power to upgrade the external customer funded design
and construction process currently supported by the Distribution Quotation Management system (DQM).
This system is more than 20 years old. The customer information and engagement capabilities within DQM
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do not enable sufficient information history to be stored and effectively utilised on customer funded works
for customers, electricians, consultants and developers. The CRM interface will provide an online platform
for customers to initiate work and facilitate automatic updates to dramatically improve the visibility for the
customer of their customer funded project.

673. A key benefit of the contemporary CRM system will be the enhanced customer data analytics available to
Western Power from having access to a full suite of customer information. Using performance analytics will
not only improve the customer experience but will provide insights to Western Power to inform future
programs of work. In addition, capturing and analysing customer data collected through satisfaction
surveys will further improve customer service.

67a. The CRM system will also facilitate the development of a metering data portal which will provide online
access to customers’ interval reading data from advanced meters.

675. Delivering the entire package of CRM and associated system upgrades as proposed will allow Western
Power to reduce the number of bespoke solutions required for the existing disparate systems to interface
with each other. In addition, the proposed solution facilitates the following existing systems being retired:

*  Oracle CC&B (NetClIS)
e DQM

*  SalesForce

o Consultation Manager

. the Western Power Outage App.

676. Retiring these systems results in direct capital expenditure savings over the AA4 period, as the forecast
expenditure on IT systems does not include the costs that would be required to upgrade, maintain and
support these systems over AA4 and subsequent periods.

677. To validate the forecast expenditure on CRM and ensure it was in line with market costs, Western Power
undertook a competitive market process, which concluded in April 2018. An expression of interest was
issued to the top five system vendors. Three vendors provided compliant tender responses and these were
subject to a technical capability evaluation and ‘best and final offer’ process.

678. From the tenders submitted, we selected the solution which best met our business and customer needs
and was the least-cost solution compared to the other systems evaluated.

679. The CRM implementation is currently at the design and plan phase, with the full contract for
implementation to be negotiated once the final requirements are detailed. There will be further
opportunity to go back to market prior to commencing implementation, to refine costs and ensure value
for money.

680. The CRM project will follow Western Power’s normal governance frameworks. CRM implementation is
scheduled to commence in January 2019.

681. We consider this proposed $16 million investment in a CRM solution is comparable with other distribution
network business.

==
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6.4.3.2 Appropriateness of the CRM product
With regard to GHD's statement:

We are of the opinion there are a number of different potential solutions that could work well
for Western Power, including a number of Software as a Service (SaaS) products that could
materially reduce the CAPEX required to implement a new CRM.**

We can confirm that the CRM solution we propose is based on a Software as a Service implementation
approach, and that SaaS products have been selected through the tender process. Where possible, off-the-
shelf products are being applied and modified rather than developing a bespoke CRM solution from
scratch.

The total CRM solution costs factor in efficiencies from adopting SaaS and therefore reflect a reasonable
level of expenditure for a customer service system of this type. The majority of capital costs are associated
with system configuration and design, integration, and data migration. Software licensing is not a major
component.

We therefore submit that the proposed CRM solution and products are appropriate and represent efficient
expenditure.

6.4.4 IT program delivery

Western Power has successfully delivered a substantial ICT portfolio during the AA3 period. The magnitude
of this portfolio increased through the latter years of the AA3 period and into AA4. Wester Power is well-
positioned to deliver the ICT investment described in this document because:

. Western Power groups ICT projects into programs of work based on the projects’ objectives, and each
program is supported by a dedicated program management team

o Western Power has undertaken a competitive procurement process to establish a panel of service
providers, with the ability to rapidly scale and deliver efficiencies

*  Western Power has undertaken a competitive process to select a lead systems integrator to assist in
the management and delivery of strategic initiatives

o Western Power uses commercial contract mechanisms in its engagement of service providers to share
and mitigate project delivery risk

o Western Power has adopted an agile project delivery approach for business improvement initiatives,
which aids successful delivery through multiple progressive releases, ensuring value is achieved early
but enabling the project team to control the scope

e Western Power’s ICT function adheres to the broader investment governance and project delivery

framework.

We therefore submit that Western Power has the capacity and capability to deliver all the ICT programs
proposed for the AA4 period in full.

3 bid.
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6.4.5 Depot modernisation

In the AA4 proposal, we forecast $184 million investment in the
_ Depot Modernisation Programy. As the ERA states:

The expenditure is supported by business cases which GHD advises are reasonable.**

However, the ERA requests evidence that Western Power is reasonably certain the depot modernisation
project will proceed during the AA4 period, and that the savings arising from modernised depots have been
incorporated in forecast operating and capital expenditure.

The
program is a key component of Western Powers’ Property Management Strategy.

Western Power will redevelop seven depots over the AA4 period to provide fit
for purpose facilities to Western Power personnel. The eighth depot project relates to the Network Control
Centre and Backup Control Centre, currently being delivered and considered in addition to the program.
Each of the eight projects are considered on a standalone basis with business case approvals obtained in
accordance with Western Power’s delegated financial authority and its investment governance framework.

Western Power’s 2016/17 efficient base year included a recurrent saving of $1.1 million arising from the
Depot_Program. Additional savings to be delivered from the_
l depots over the AA4 period are included in the $12 million recurrent downwards step change in indirect
costs provided in our operating and indirect cost forecast.

The Depot_Program has already commenced and is expected to be delivered

in full during the AA4 period. Western Power has recently commenced the delivery and construction of a
new fit for purpose depot at Vasse.

Table 6.28: Schedule of depot work

No# ‘ Project Expected completion
1 N Late 2018

3 [ Mid 2020

4 ] Early 2021

5 e Late 2021

6 R Mid 2020

7 ] Mid 2021

8 I End 2020

6.4.6 Forecast corporate capital expenditure

Taking into consideration the ERA’s draft decision and the resulting adjustment for forecast capital
expenditure, the revised AA4 forecast corporate capital expenditure is presented in the following table.

144 Paragraph 480, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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Table 6.29: Revised AA4 proposal on corporate capital expenditure direct costs ($ million real, June
2017) excluding gifted assets and cash contributions

Corporate capex 2017/18 2018/19 2019/20 2020/21 2021/22| Total AA4
Corporate real estate 233 43.2 116.6 9.9 8.1 201.1
Property, plant & equipment 0.8 0.8 0.8 0.8 0.8 4.2
Total business support 24.2 44.1 117.4 10.7 8.9 205.3
Business driven 48.7 48.5 30.3 22.6 18.6 168.7
Business infrastructure 8.5 12.1 17.0 10.8 7.0 55.3
Total IT 57.2 60.5 47.3 334 25.6 224.1
Total corporate 81.4 104.6 164.7 44.2 34.5 429.4

Figure 6.15: Comparison of corporate direct costs ($ million real, June 2017) excluding gifted assets and
cash contributions
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6.5 Forecast depreciation

695. Inthe AA4 proposal, Western Power retained the current depreciation approach, which requires
depreciation to be calculated using:

e  the straight line depreciation method

* the existing residual asset lives for assets that are included in the capital base at the beginning of the
access arrangement period (i.e.2006)
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696.

697.

698.

699.

700.

701.

702.

703.

o westempnwer

o asset lives specified in the access arrangement for capital expenditure during the access arrangement
period (i.e. AA1 to 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 also proposed that the economic lives for electronic meters installed from the AA4 period
onwards be changed to 15 years (from 25 years), as electronic meters have a shorter standard life than
mechanical meters. The ERA accepts this change and also requires Western Power to review its existing
metering assets to identify the current asset life is consistent with the economic life of those assets.

We have reviewed the metering assets in the network and can confirm that all meters installed during the
AA3 period were electronic meters with a 15-year life. Therefore as per the ERA’s requirement, we have
also adjusted the economic lives for these existing electronic meters from 25 to 15 years.

The ERA also requires that the section of the access arrangement stating Western Power will apply
accelerated depreciation to any network assets decommissioned as a result of the State Underground
Power Program (SUPP) be reinstated. Western Power did not propose any accelerated depreciation as a
result of SUPP in the AA4 proposal, however the ERA found this to be inconsistent with the requirements of
the Access Code. The ERA also requires Western Power to include details of redundant assets resulting from
SUPP or any other programs that lead to in-service assets being removed.4®

We accept this requirement and have made the necessary amendment in the revised proposed access
arrangement. Details of redundant assets are provided in the access arrangement and revenue model.

Depreciation of forecast capital expenditure within the proposed access arrangement is calculated based
on forecast expenditure that is approved by the ERA. If there is a mismatch between actual and forecast
expenditure, the access arrangement adjusts the annual RAB depreciation in subsequent years for the
remainder of the asset useful life in order to fully depreciate the asset at the end of its standard life. In the
event actual capital expenditure is lower than the total forecast depreciation during the period, the ERA has
amended the revenue model to recover the whole amount of RAB over-depreciation in the first year of the
subsequent period. Western Power accepts this approach.

Taking the ERA’s draft decision into consideration and reflecting our revised proposed capex forecasts, the
forecast depreciation amounts for inclusion in the AA4 forecast RAB are presented in the following table.

Table 6.30: AA4 forecast depreciation ($ million nominal)

2019 2021
Transmission 112.2 122.4 134.8 148.8 157.6
Distribution 263.1 292.1 309.2 315.6 317.0
6.6 AAA4 forecast RAB calculation

The ERA made an amendment in the revenue model to account for the entire redundant/disposal amount
of an asset in the year of disposal. Western Power accepts this amendment.

145 Pparagraph 503, ibid.
146 Pparagraph 510, ibid.
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70a. In the AA4 proposal, asset disposals were netted off against the annual capital expenditure before being
depreciated over the standard life of the asset. However, we have modified our approach to align with the
ERA’s view.

70s.  Western Power also accepts the ERA’s amendment in the revenue model calculating the equity raising
costs to be capitalised for the transmission and distribution network.

706. Taking into account the ERA’s draft decision, the adjustments to new facilities investment discussed in
section 6.1 of this revised AA4 proposal, forecast depreciation, and the ERA’s adjustment to asset disposals
and equity raising costs, the revised AA4 forecast transmission and distribution RABs are presented in the
following tables.

Table 6.31: AA4 forecast transmission RAB ($ million real, June 2017)

2019 2020 2021
Opening RAB 3,113.8 3,156.9 3,264.7 3,381.9 3,424.7
Net capital expenditure 153.3 225.9 244.8 181.1 172.6
Forecast depreciation 110.1 118.0 127.7 138.3 143.9
Closing RAB 3,156.9 3,264.7 3,381.9 3,424.7 3,453.4

Table 6.32: AA4 forecast distribution RAB ($ million real, June 2017)

‘ 2018 ‘ 2019 ‘ 2020 2021 2022
Opening RAB 5,827.1 6,061.5 6,292.1 6,539.8 6,671.0
Net capital expenditure 492.8 512.2 540.4 424.6 425.1
Forecast depreciation 258.3 281.6 292.7 293.4 289.4
Closing RAB 6,061.5 6,292.1 6,539.8 6,671.0 6,806.6
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707.

708.

709.

710.

711.

712.

7. Return on regulated asset base

This section details Western Power’s response to the ERA’s required amendment to the regulated return on
the RAB, also known as the weighted average cost of capital (WACC).

ERA 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.

Western Power’s response:

Western Power accepts this amendment in principle, with modifications.

In the AA4 proposal, Western Power broadly applied the WACC estimation methodology used by the ERA in
its 2015 and 2016 access arrangement decision for ATCO Gas Australia and Dampier to Bunbury Natural
Gas Pipeline (DBNGP) respectively. As a result, Western Power and the ERA are aligned on most WACC
parameters, and we accept many of the ERA’s amendments in principle.

However, one WACC parameter on which we remain of a different view to the ERA is the market risk
premium (MRP). In its draft decision, the ERA submits the MRP is 6.2 per cent, compared to the 7.6 per
cent we put forward in the AA4 proposal. In response to the draft decision we have revised our MRP point
estimate, but we remain concerned about the way the ERA’s MRP point estimate has been selected.

We do not consider a point estimate of 6.2 per cent is reasonable, based on the evidence, and does not
give rise to a rate of return that meets the Access Code objective or price control objective of providing
Western Power with the opportunity to earn a return on investment commensurate with the commercial
risk involved.

Our concerns and our alternative estimate of the MRP is explained in further detail in the following section,
however, in summary we submit that the MRP estimate should be 6.6 per cent, drawn from the mid-point
of the ERA’s MRP range. For the reasons explained, we consider this estimate to meet the Access Code
objective and the price control objective and should be accepted.

As shown in Table 7.1 the MRP is the only WACC parameter we have not adopted in this revised AA4
proposal. Our WACC estimate adopts all the ERA amendments in full, and results in a nominal after-tax
WACC of 6.12 per cent.

Table 7.1: Summary of Western Power’s revised AA4 WACC proposal

WACC parameter WP AA4 ERA draft WP revised AA4 Summary
proposal decision proposal

Averaging period 30June 2017 | 29 March 2018 | 29 March 2018 | \[/c5i=laar Hehiale =(oe= ehis a1
amendment

Nominal risk free rate 1.99 2.37 yIYAl \Western Power accepts this
amendment

Equity beta 0.7 0.7 (VWA \Western Power accepts this
amendment
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WACC parameter WP AA4 ERA draft WP revised AA4 Summary

proposal decision proposal
Market risk premium 7.5 6.2 (XN Western Power does not
accept this amendment and
proposes a modified point
estimate
Nominal after tax return on 7.24 6.71 6.99
equity
Five-year interest rate swap 2.290 2.590 R0l Western Power accepts this
(effective yield) amendment
Debt risk premium 2.790 2.613 yRYEY \Western Power accepts this
amendment
Benchmark credit rating BBB-/BBB/BBB+ BBB+ 11228 Western Power accepts this
amendment
Term of debt for debt risk 10 years 10 years IORAEISY Western Power accepts this
premium amendment
Debt issuing costs 0.125 0.100 (llelol \Western Power accepts this
amendment
Debt hedging costs 0.114 0.114 (WYY \Western Power accepts this
amendment
Nominal cost of debt (return 5.32 5.42 L¥:¥3 Western Power accepts this
on debt) amendment
Debt proportion (gearing) 60 55 LEY Western Power accepts this
amendment
Forecast inflation rate 1.64 1.84 R:7¥ \Western Power accepts this
amendment
Franking credits (gamma) 40 40 ilol \Western Power accepts this
amendment
Corporate tax rate 30 30 {0} Western Power accepts this
amendment
Nominal after-tax WACC 6.09 6.00 6.12
Real after-tax WACC 4.38 4.08 4.21
7.1 Market risk premium

713. Western Power proposes a different estimate of the MRP to that adopted by the ERA in its draft decision.
In the AA4 proposal, we submitted a paper from HoustonKemp that outlined our concerns with the way the
MRP is set. In response, the ERA commissioned Pink Lake Analytics to assess the validity of these concerns.

714. Though Pink Lake Analytics provided a response to each issue raised by HoustonKemp, we still have
concerns regarding the MRP estimate. Our primary concern is the way the point estimate of the MRP has
been selected from within the range of estimates. As we understand the ERA’s MRP method, the ERA
estimates a lower and upper bound for MRP and then selects a point between these two bounds based on
forward-looking indicators and regulatory discretion.
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715.  We consider adopting forward-looking indicators to inform the point estimate of the MRP is reasonable.
However, the point estimate selected from within the range must be reasonably based and reflect proper
consideration of the evidence.

716. We are concerned that the interpretation of the forward-looking indicators (also referred to as conditioning
variables) used in the ERA’s draft decision is significantly different to its interpretation of essentially the
same set of conditioning variables in its 2016 DBNGP final decision.

717. Figures 1 to 4 in Appendix 5 of the ERA’s draft decision show the four forward-looking indicators used to
determine the MRP point estimate. These are reproduced below, and we have added an orange line to
identify the position of each indicator at the time of the DBNGP decision (June 2016).

Figure 1. AMA bond five year default spread from 1999 to 2018
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Figure 2. Five year interest rate swap spread to Commonwealth Government bond
(basis pointz) from 1999 to 2018
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Figure 3. All Ordinary Index annual dividend yield from 1993 to 2018
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Figure4.  Implied volatility (ASX200 VIX) from 2008 to 2018

myn Y ||

A i

D

P R S
FFFFTF TS TS

Sowve: ERA Analysiz, Bloomberg Dala

718. In all cases other than the default spread (ERA’s Figure 1), the variables were at almost exactly the same
level at the time of the DBNGP decision as they are now. The ERA’s decision at that time was for a point
estimate at the 60™ percentile; that is above the mid-point.
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719.

720.

721.

722.

723.

724.

725.

726.

727.

728.

However, in the AA4 draft decision, using essentially the same forward-looking data, the ERA has
determined the appropriate point estimate is at the 30" percentile (6.2 per cent from within a range of 5.6
per cent to 7.6 per cent).

As stated by the ERA in paragraph 182 of Appendix 5 of the ERA’s draft decision:

To determine a point estimate for the market risk premium the ERA used four conditioning
variables/forward looking indicators and regulatory discretion.

This is a reasonable approach. Given the challenge is to estimate a forward-looking rate of return, with one
of the key parameters being a forward-looking MRP, it is reasonable to draw more heavily on the forward-
looking indicators when determining an appropriate MRP point estimate for the next five years.

The market data used to inform an MRP decision in June 2016 has not substantially changed 18 months
later. However, the ERA now says that the forward looking indicators support an MRP estimate around the
lower end of the range. The ERA does not adequately explain what has changed in its consideration of
essentially the same conditioning variables that has led it to arrive at a materially different approach to
arriving at the point estimate of the MRP (i.e. the 30" percentile from within the range rather than the 60"
percentile). Based on the evidence, Western Power does not consider there to be a reasonable basis for a
point estimate of 6.2 per cent.

We note the commentary in Appendix 5 relating to each measure relies on the fact that the current value is
within a standard deviation of the long range estimate. While this may be the case, we do not consider it
compelling evidence that a point estimate at the lower range is reasonable. In fact, a point estimate of 6.2
per cent is the lowest estimate of the MRP of any recent regulatory decisions by the ERA or the AER. The
sharp decline in the estimate, which is not based on any evidence of a sharp decline in the updated
estimates of the MRP, gives rise to regulatory uncertainty that is not consistent with promoting economic
efficient investment and operation of the network as required by the Access Code objective.

We note that in paragraph 183 of the Appendix 5 of the ERA’s draft decision, it states:

Conditioning variables are readily available market data which allow the ERA to take into
account current market conditions. Conditioning variables should be considered symmetrically
through time to avoid bias.

The ERA has not qualified the second part of this statement in that conditioning variables should be
considered symmetrically through time. Nonetheless, the view that conditioning variables should be
considered symmetrically, all being equal, suggests selecting the mid-point of the variable is a reasonable
approach.

As described in paragraph 22 of the ERA’s draft decision:

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.

Western Power accepts the ERA’s range for the MRP, but proposes a point estimate of 6.6 per cent
reflecting the mid-point of the range. We consider this mid-point is consistent with the evidence of MRP
estimates and in particular, the market data, conditioning variables and recent regulatory decisions.

An MRP estimate consistent with prevailing estimates of the MRP and with recent regulatory decisions on
MRP will represent an effective means of achieving the Access Code objective as required by section 6.6 of
the Access Code. We consider that this estimate better reflects the evidence of MRP estimates and will
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therefore promote the economically efficient investment in and operation and use of the network. The ERA
should find itself satisfied that Western Power’s revised MRP estimate of 6.6 per cent meets the Access
Code objective and approve the estimate as required by section 4.28 of the Code.

729. The ERA’s approach of selecting the low end of its range and estimate of 6.2 per cent is not consistent with
the evidence of the MRP nor recent regulatory decisions. Not only does this estimate not give rise to a
return which is commensurate with the commercial risks involved, but the significant drop in the estimate
from previous ERA MRP estimates, unsupported by any strong evidence that there has been such a drop in
the estimates, gives rise to significant regulatory uncertainty which is not consistent with achieving the
Code objective.

730. For the reasons set out we submit that the MRP for the AA4 period should reflect the mid-point of the
ERA’s MRP range, which is 6.6 per cent, and that this point estimate should be approved by the ERA.
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731.

732.

733.

734.

735.

736.

737.

738.

8. Return on working capital

This section details Western Power’s response to the ERA’s required amendment to the return on working
capital.

ERA 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.

Western Power’s response:

Western Power does not accept this amendment and proposes a modified position.

In the AA4 proposal, Western Power submitted it would continue using the same method and assumptions
for determining the cost of working capital as approved for AA3. The ERA accepted the proposed working
capital forecasting method on the provision that:

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 AA3.1%”

We submit the following updates to working capital parameters:
Inventory

During the AA3 review process, Western Power submitted an inventory percentage of 6 per cent as
calculated based on inventory as a percentage of its approved works program. However, the ERA did not
approve this figure and maintained its position from the draft decision and used the average level of
inventory value to works program size for other Australian service providers (4 per cent).

Though the inventory percentage of the AA4 approved works program is again likely to be in the order of 6
per cent, we propose to maintain the 4 per cent estimate approved for AA3.

Creditors

In line with the ERA’s approach taken during its AA3 Further Final Decision for Western Power, Western
Power has calculated creditors days payable at 26.09 days.

Based on the expenses in Western Power’s 2017 annual report the expense weightings are 39 per cent for
labour, 33 per cent for materials and 28 per cent other, with 10 days, 42 days and 30 days payable
accordingly.

Receivables

Meter reading cycles are determined in accordance with the service level agreement for conducting a
scheduled reading of the meter. At the time of writing, there had been no amendments to the model
service level agreement (MSLA) approved by the ERA on 30 March 2006. The MSLA provides for the

147 Paragraph 532, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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majority of meters (type 6260) to be read on bimonthly basis using best fit schedule route optimisation.
Other types of meters (type 1 to 5261) are read on a monthly basis

Prepayments
739. No working capital requirements for prepayments have been identified.

720. We have not implemented required amendment 8 as proposed by the ERA, as we have made modifications
elsewhere that affect the calculation of the return on working capital, for example the WACC. Our
calculation of working capital is presented in the following tables.

Table 8.1: Proposed cost of working capital — transmission network ($ million nominal)

Transmission network working capital 2017/18 2018/19 2019/20 2020/21 2021/22
Smoothed target revenue 289.5 314.0 368.2 413.1 461.6
Expenses

Forecast capital expenditure 156.1 234.3 258.6 194.8 189.0
Forecast operating costs 95.7 88.0 89.9 94.4 96.5
Total expenses 251.8 322.3 348.5 289.3 285.6

Working capital requirement

Opening balance 18.3 23.9 25.0 30.8 38.0
Receivables (45 days) 35.7 38.7 45.3 50.9 56.9
Creditors (26.09 days) 6.2 9.4 10.3 7.8 7.6
Inventory (4% of capex) -18.0 -23.0 -24.8 -20.7 -20.4
End of year working capital 23.9 25.0 30.8 38.0 441
Return on working capital at WACC = 6.12 1.1 1.5 1.5 1.9 2.3

Table 8.2: Proposed cost of working capital — distribution network ($ million nominal)

Distribution network working capital 2017/18 2018/19 2019/20 2020/21 2021/22
Smoothed target revenue 1,215.4 1,236.5 1,271.9 1,287.8 1,307.1
Expenses

Forecast capital expenditure 506.3 538.4 575.4 456.7 465.7
Forecast operating costs 297.7 278.4 285.0 299.8 308.2
Total expenses 804.0 816.8 860.4 756.6 773.8

Working capital requirement

Opening balance 118.9 112.6 115.6 118.1 123.0
Receivables (45 days) 149.8 152.5 156.4 158.8 161.1
Creditors (26.09 days) 20.3 21.5 23.0 18.3 18.6
Inventory (4% of capex) -57.5 -58.4 -61.3 -54.1 -55.3
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Distribution network working capital 2017/18 2018/19 2019/20 2020/21 2021/22

End of year working capital 112.6 115.6 118.1 123.0 124.5

Return on working capital at WACC = 6.12 7.3 6.9 7.1 7.2 7.5
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741.

742.

743.

744.

745.

746.

747.

0. Taxation

This section details Western Power’s response to the ERA’s required amendment to taxation costs.

ERA required amendment 9:

Forecast taxation costs must be updated to be consistent with the draft decision and must be
allocated between services based on the proportion of revenue. The K-factor must not be included
in the calculation.

Western Power’s response:

Western Power accepts this amendment in principle, with modifications.

Western Power accepts this amendment in principle. However, the values used to calculate forecast
taxation cost in this revised AA4 proposal are different to those used in the ERA’s draft decision. This is
because we have determined different values for the parameters used to calculate tax (e.g. revenue, opex
and capex).

We also propose variations to the ERA’s tax forecasting methodology. These are described in the following
sections.

9.1 K-factor adjustment

The ERA has determined that the revenue under-recovery from the AA3 period should not be included in
the taxable income for the benchmark tax calculation of AA4, as it has already been taken account of in the
AA3 allowance. Essentially, the K-factor must not be included in the calculation. We accept this amendment
and have made the change accordingly.

We have also removed the revenue adjustment relating to the investment adjustment mechanism (IAM)
from the tax calculation. As highlighted by the ERA in paragraph 135 of its AA3 further final decision:

The IAM revenue includes a component for the return on capital based on the second access
arrangement period weighted average cost of capital, and is calculated inclusive of tax
liabilities. On this basis, similar to the k factor, to include IAM revenue for tax purposes in the
third access arrangement would lead to a double count of the related tax liabilities.

The k-factor exclusion results in a downward tax cost adjustment and the IAM exclusion results in an
upward tax cost adjustment. This is shown in tables 9.1 to 9.3.

9.2 Equity raising cost tax depreciation method

The ERA’s draft decision applies an adjusted diminishing value depreciation calculation for equity raising
costs. We do not accept equity raising costs should have a different depreciation calculation to other
assets. A consistent depreciation methodology should be applied to all assets and given this approach was
deemed appropriate during the AA3 period, we consider it promotes the Access Code objective. We have

148 Paragraph 135, Further Final Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, November

2012.
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748.

749.

750.

751.

therefore applied the same depreciation calculation to equity raising costs as all other assets for tax
depreciation purposes.

9.3 Tax allocation method

The ERA considers the tax allocation method between the distribution and transmission business should be
changed so that the allocation is based on the proportion of revenue for each service. However, the ERA’s
method does not take into account the different levels of expenses incurred by each of the networks or the
profitability of the distribution and transmission businesses independently. The transmission and
distribution networks operate as separate entities and can/will be at different points of profitability at any
given time.

We have therefore not made the ERA’s amendment to allocate tax based on percentage of revenue earned.
We have instead determined the tax amounts for each network independently, and allocated the total tax
liability based on weightings of the calculated amounts.

Allocating tax between the distribution and transmission businesses (rather than based on revenue per
service) more accurately reflects Western Power’s actual business structure and tax position, and therefore
better promotes the Access Code objective.

9.4 Revised AA4 tax cost estimate
The revised AA4 proposal forecast tax calculations are set out in the following tables.

Table 9.1:

Estimated cost of corporate income tax for the AA4 period ($ million nominal)

2017/18 2018/19 2019/20 2020/21 2021/22
Western Power - Taxable income 347.3 336.9 419.6 429.8 495.7
Estimated cost of corporate income tax 104.2 101.1 125.9 128.9 148.7
Less value of imputation credits -41.7 -40.4 -50.4 -51.6 -59.5

Table 9.2: Corporate income tax allocation to transmission cost of services for the AA4 period ($ million
nominal)

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

Tax payable 0.0 ‘ 0.0 ‘ 4.8 37.9 ‘ 59.1 ‘

Less value of imputation credits 0.0 ‘ 0.0 ‘ -1.9 -15.1 ‘ -23.6 ‘

Table 9.3: Corporate income tax allocation to distribution cost of services for the AA4 period ($ million
nominal)
SM 2017/18 2018/19 2019/20 2020/21 2021/22
Tax payable 104.2 101.1 1211 91.1 89.6
Less value of imputation credits -41.7 -40.4 -48.4 -36.4 -35.9
EDM 44830353
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10. Adjustments to target revenue

752.  This section details Western Power’s response to the ERA’s required amendments to AA4 revenue
adjustments related to performance and/or expenditure during the AA3 period. This section covers:

J AA3 investment adjustment mechanism (IAM) revenue adjustments
*  AA3 gain sharing mechanism (GSM) revenue adjustments

. AA3 unforeseen events revenue adjustments.

10.1 Investment adjustment mechanism during the AA3 period

ERA required amendment 10:

Western Power must update the Investment Adjustment Mechanism value to reflect the ERA’s
draft decision on AA3 capital expenditure.

Western Power’s response:

Western Power accepts this amendment in principle, with modifications.

753. Western Power accepts the principle of this amendment in that the IAM value has been updated to reflect
the revised calculation of the AA3 closing RAB. However, our closing RAB calculation differs from the ERA’s.
As discussed in section 5.1.2, we consider the $28.9 million of wood pole emergency replacement costs
should be included in the RAB, as these costs were not accounted for as opex during the AA3 period.
Therefore we have not implemented this amendment exactly as required by the ERA.

75a. The proposed IAM adjustment is shown in Table 10.2.

10.2 Gain sharing mechanism during the AA3 period

ERA required amendment 11:

Western Power must update the Gain Share Mechanism to reflect the ERA’s draft decision on wood
pole expenditure and unforeseen events and must allocate the value between services based on
revenue proportions.

Western Power’s response:

Western Power accepts this amendment in principle, with modifications.

755.  Western Power accepts the principle of this amendment in that the GSM has been adjusted to reflect
actual opex and the amounts recovered as an unforeseen event. However, our calculation of the GSM value
differs from the ERA’s due to our position on other required amendments.

756. We consider the $28.9 million of wood pole emergency replacement costs should be included in the RAB,
as these costs were not accounted for as opex during the AA3 period. As discussed in section 10.3, we also
maintain our position that costs relating to the EMR during AA3 be recovered via the unforeseen event
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adjustment mechanism. Therefore we have not implemented this amendment exactly as required by the
ERA.

The ERA requires the GSM allocation methodology between the transmission and distribution network to
be based on the average revenue split of Western Power’s smoothed revenue over the AA4 period. We
have accepted the ERA’s amended GSM allocation methodology.

The proposed GSM adjustment is shown in Table 10.2.

10.3 Unforeseen events during the AA3 period

ERA required amendment 12:
Western Power must adjust target revenue to remove its proposed unforeseen event adjustment.
Western Power’s response:

Western Power does not accept this amendment and proposes a modified position.

In the AA4 proposal, Western Power submitted a revenue adjustment to recover costs incurred during the
AA3 period associated with the then State Government’s Electricity Market Review (EMR). Western Power
incurred operating costs of $18.7 million and capital costs of $6.4 million to respond to and facilitate the
electricity market reforms being imposed upon it.

Phase 2 of the EMR was announced in March 2015 and laid out specific market reforms including the
transfer of network regulation to the National Electricity Rules (NER), which imposed significant mandatory
costs on Western Power. This was followed by an announcement in September 2015° that Western
Power’s system management function and the Independent Market Operator would transfer to the AEMO.

Following further design work, the Government announced on 23 June 2016 that legislation enabling the
transfer of the regulation of WA’s electricity network to the Australian Energy Regulator (AER) had been
introduced to State Parliament and that Western Power’s next requlatory control period would start with
the AER on 1 July 2018.%>! This was followed by an announcement on 26 July 2016 regarding major
reforms to the wholesale electricity market and operation of the electricity system, which would also come
into effect on 1 July 2018.

The timelines for delivery of the major market reforms included:

* transfer of system management functions to the AEMO by 1 July 2016
o submission of a regulatory proposal to the AER by 1 April 2017

¢ commencement of the first regulatory period under the National Electricity Rules (NER) framework on
1 July 2018

. implementation of constrained network access from 1 July 2018.

149 24 March 2015 - https://www.mediastatements.wa.gov.au/Pages/Barnett/2015/03/Government-energised-for-electricity-reform.aspx
150 30 September 2015 - https://www.mediastatements.wa.gov.au/Pages/Barnett/2015/09/Electricity-reform-gains-momentum.aspx

15123 June 2016 - https://www.mediastatements.wa.gov.au/Pages/Barnett/2016/06/Legislation-paves-the-way-for-energy-reforms.aspx

152 28 July 2016 - https://www.mediastatements.wa.gov.au/Pages/Barnett/2016/07/New-reforms-to-WA-wholesale-electricity-market.aspx
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Western Power had to incur costs to enable its transition to the NER regulatory framework, as well as the
transfer of its System Management function to the AEMO, within the mandated time frames.

The EMR was not foreseen at the beginning of the AA3 period, therefore no forecast costs were included in
the AA3 decision. Costs associated with EMR are not recoverable under Western Power’s insurance
policies.

EMR costs incurred by Western Power during the AA3 period covered three work streams:

o network regulation — preparation of Western Power’s regulatory submission to the AER
J market competition — contestability, connections and access

o institutional arrangements — transfer of System Management to the AEMO.

Western Power also incurred program management costs to manage and coordinate the significant volume
of work being done to facilitate the reforms.

In its draft decision, the ERA does not allow a revenue adjustment for any EMR costs. One of its key reasons
for this decision is that:

The ERA does not consider developing or responding to possible energy reform meets the
Access Code requirements for a force majeure event. Energy policy is an ongoing process and
should be part of normal business for any network service provider.>?

Western Power does not agree with the ERA’s interpretation that the EMR costs do not meet the definition
of force majeure or that they do not satisfy the requirements of 6.6 to 6.8 of the Access Code.

The Access Code defines force majeure as:

“force majeure”, operating on a person, means a fact or circumstance beyond the person’s
control and which a reasonable and prudent person would not be able to prevent or overcome.

The EMR costs were a direct result of the Government’s decision to develop legislation enabling the
transfer the regulation of Western Australia’s electricity network to the AER.*>* This circumstance was not
foreseen when the AA3 revenue determination was made in 2012, and can reasonably be considered to
satisfy the Access Code definition of force majeure.

With regard to the ERA’s assertion that:

The ERA notes there was no regulatory obligation for this submission [to the AER] to be
prepared.

The Access Code does not require a regulatory obligation to be implemented for an event to be considered
unforeseen. The Access Code definition for force majeure applies. The definition of force majeure simply
requires a fact or circumstance to have occurred. The Government’s proposed transfer of the regulation of
Western Power to the AER is such a fact or circumstance.

It is unreasonable to consider Western Power had no cause to take action, particularly given the June 2016
Ministerial announcement regarding the transfer of regulation to the AER. At the time there was no reason
to conclude that the transition would not occur as planned or that no action was required on Western

153 Paragraph 603, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

23 June 2016 - Media statement, Hon Mike Nahan MLA, Minister for Energy — Legislation paves the way for energy reforms.
Paragraph 602, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA. May 2018.
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Power’s part. The only question is whether, in the face of the event (the Government announcements and
communications with Western Power), Western Power’s response meets section 6.8 of the Access Code.

The unforeseen events provisions of the Access Code are as follows:
Target revenue may be adjusted for unforeseen events
6.6 If:

(a) during the previous access arrangement period, a service provider incurred capital-
related costs or non-capital costs as a result of a force majeure event; and

(b)  the service provider was unable to, or is unlikely to be able to, recover some or all of the
costs (“unrecovered costs”) under its insurance policies; and

(c) atthe time of the force majeure event the service provider had insurance to the standard
of a reasonable and prudent person (as to the insurers and the type and level of
insurance),

then subject to section 6.8 an amount may be added to the target revenue for the covered
network for the next access arrangement period in respect of the unrecovered costs.

6.7 Nothing in section 6.6 requires the amount added under section 6.6 in respect of unrecovered
costs to be equal to the amount of unrecovered costs.

6.8 An amount must not be added under section 6.6 in respect of capital-related costs or non-
capital costs, to the extent that they exceed the costs which would have been incurred by a
service provider efficiently minimising costs.

We submit that the EMR costs satisfy the requirements of section 6.6 in that a force majeure event
occurred and Western Power was unable to recover these costs under its insurance policies (which were in
place at the time of the force majeure event and to the standard of a reasonable and prudent person).

With regard to sections 6.7 and 6.8, Western Power is only claiming recovery of its efficient costs —i.e.
those which would have been incurred by a service provider efficiently minimising costs. As discussed in the
AA4 proposal, Western Power is only claiming those costs that were directly related to the EMR, it is not
claiming any indirectly related costs.

Western Power did not have the internal expertise or experience of the NER framework to be able to fully
assess the implications of the reforms. We therefore procured additional external expertise through
competitive tendering processes in order to progress and implement the reforms expediently and
efficiently. The tendering process helped efficiently minimise these external consultancy costs.

In summary, we do not agree with the ERA’s view that all of the activities associated with the EMR would
form part of normal business for any network service provider. The EMR placed significant requirements on
Western Power that were designed to re-shape the business’ entire regulatory landscape. It is not
reasonable to regard such a wide-reaching reform program as business-as-usual.

We therefore maintain that the efficient costs associated with EMR should be recovered via the unforeseen
event adjustment mechanism. We have, however, revised the amounts we are seeking under the revenue
adjustment. The revised AA4 unforeseen event proposal is described in the following section.
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10.3.1 Revised unforeseen event revenue adjustment
10.3.1.1.1 Capex

780. In the AA4 proposal, we submitted that $6.4 million of capital expenditure related to the EMR should be
recovered via the unforeseen event provisions. However, we accept the ERA’s technical consultant’s view
(GBA) that it is not usual to include intangible assets in the requlatory asset base of an electricity lines
business.’>®

781. We are therefore no longer seeking these capital costs as an unforeseen event revenue adjustment or for
this capital expenditure to be added to the RAB.

10.3.1.1.2 Opex

782. In the AA4 proposal, we submitted that $18.7 million of operating expenditure relating to the EMR should
be recovered via unforeseen event provisions. The operating costs incurred can be broken into four
categories:

o network regulation — preparation of Western Power’s regulatory submission to the AER
o market competition — contestability, connections and access
o institutional arrangements — transfer of System Management to the AEMO

. program management — EMR transition

783.  Since the AA4 proposal, we have further scrutinised and subsequently adjusted the opex amounts we are
claiming under the unforeseen events provision. The revised unforeseen event amounts are presented in
Table 10.1 and discussed in the sections that follow.

Table 10.1: Opex amounts to be recovered via unforeseen events provisions ($ million real, June 2017)

EMR-related cost AA4 proposal Revised AA4 proposal

Network regulation — regulatory 6.2 6.2
submission program

Market competition — contestability, 3.4 2.8
connections and access

Institutional arrangements — System 4.6 4.6
Management / AEMO

Program management — EMR 4.3 4.3
transition

Total 18.7 17.9

734. Note, Western Power has proposed a $2.4 million adjustment to the 2016/17 revealed costs for permanent
employees that had been allocated to the EMR project and therefore inadvertently removed from 2016/17
opex as a non-recurrent cost (discussed in section 4.1). For the avoidance of doubt, these internal labour
costs have already been excluded from the totals Western Power is proposing to recover via the
unforeseen event provisions per Table 10.1.

156 Paragraph 313, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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Network regulation — regulatory submission program

As discussed in the AA4 proposal, when we classified the force majeure costs we excluded any costs related
to the EMR that may have been incurred even without the introduction of the review.

However, we maintain that $6.2 million of EMR-related costs were directly related to artefacts that had to
be produced for the transition to the AER framework. These artefacts included:

. regulatory information notices (RINs) — for reporting to the AER

o expenditure forecast method — to comply with the AER forecasting method

o service classifications — to revise service classifications to be consistent with the classification of
services defined in the NER

J transmission/distribution classification — to revise the distribution/transmission split to be consistent
with the AER’s requirements

o regulatory submission — to comply with the AER’s guidelines

o revenue, contributions and pricing methods — consistent with the NER requirements

o cost allocation method — updated to be consistent with the NER requirements.

Western Power did not have sufficient experience of the NER requirements to be able to deliver the
volume of work required within the time frames for the expected transition. Western Power followed its

standard procurement processes, which included competitive tendering, to commission a number of expert
consultants to help deliver the artefacts listed above.

The proposed transition to the NER framework required Western Power to undertake this work, and it
should not be considered a business-as-usual activity. The artefacts were required for the submission to the
AER due on 1 April 2017, and could not be re-used for the AA4 review with the ERA. Western Power would
not have incurred these costs if the EMR had not imposed these obligations on it.

We submit that the $6.2 million expenditure associated with the network regulation work stream does not
exceed the costs that would have been incurred by a service provider efficiently minimising costs, and
should be recovered under the unforeseen event provisions of the Access Code.

Market competition — contestability, connections and access

In the AA4 proposal we submitted $3.4 million for recovery under the unforeseen event provisions. In this
revised AA4 proposal we have excluded a further $0.6 million of opex related to market competition where
we found we had not fully removed costs associated with business as usual staff who were time-sheeting to
the project during the EMR.

We maintain that the $2.8 million incurred on the market competition contestability, connections and
access work stream do not exceed the costs that would have been incurred by a service provider efficiently
minimising costs. This opex was directly related to the proposed:

o introduction of contestable metering

o transition of the retail market operator function to AEMO

o introduction of new customer-network contracts to facilitate the ‘triangular relationship’ model
*  transition to the connections and access framework under the NER

o transition to constrained network access
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o removal of network access charges for generators and treatment of benefits provided to future
generators.

792.  All of these items were contemplated by the EMR and fall outside what could reasonably be considered
business-as-usual activities. Work was conducted by expert consultants following a competitive tendering
process.

793. Though the cancellation of the EMR in late 2016 means a number of these proposed changes did not
materialise, Western Power had to undertake this work and could not reasonably have been expected to
foresee that the EMR would not be delivered in full.

Institutional arrangements — System Management / AEMO

79a. We maintain that the $4.6 million incurred on the System Management / AEMO separation do not exceed
the costs that would have been incurred by a service provider efficiently minimising costs.

795. The System Management / AEMO separation process was staged over four milestones:

1. 30lJune 2016 - milestone 1 legal separation — establishment of an interim operating agreement
with legislative accountability for the System Management function transferring to AEMO,
while people and processes remained with Western Power

2. 31 October 2016 - milestone 2 functional separation — establishment of a transfer agreement
and service agreement enabling AEMO to use Western Power’s System Management systems
and facilities

3. 24 October 2017 - milestone 3 physical transition — AEMO personnel relocate to AEMO offices
and facilities, while continuing to operate Western Power’s System Management systems via a
communications link

4. Date to be confirmed - milestone 4 — AEMO replaces Western Power’s system and energy
management systems with its own systems.

796. These $4.6 million of System Management / AEMO separation costs relate to the ICT, commercial and
operating changes required to enable the functions that were formerly shared by Western Power and its
System Management function to transfer to the AEMO. They include the commercial and legal works to
establish the necessary contractual agreements and ensure Western Power’s interests were protected. This
includes the transfer or licensing (as appropriate) of System Management documents and other records,
intellectual property, and other specified assets incidental to System Management (as agreed by the
parties) from Western Power to the AEMO.

797. The ERA has incorrectly assumed Western Power would not have incurred any costs associated with the
segregation of its network operations functions, processes and systems from those of System
Management. It is inaccurate to assume all costs should have been borne by WEM participants.

798. For example, Western Power incurred ICT costs to ensure the network systems and processes that were
formerly shared with System Management could continue to operate when System Management was
segregated. Operating costs were also incurred to prepare technical constraint limit equations so that
AEMO employees could use their system operation systems without being able to access Western Power’s
network operations systems.

799. The cost split of the communications link between Western Power and the AEMO was based on the
number of technical units (e.g. servers and switches) required to support the AEMO requirement versus the
number of units assigned to support Western Power obligations. The labour was then based on a
percentage of effort across the install of those devices.
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soo. The separation of System Management from Western Power is not a business as usual activity, was not
foreseen at the beginning of the AA3 period, and qualifies as a force majeure event.

go1. Therefore we submit that the $4.6 million of opex relates to Western Power costs only, represent costs
incurred by a prudent network operator efficiently minimising costs, and should be recovered under the
unforeseen event provisions of the Access Code.

Program management — EMR transition

go2. We maintain that the $4.3 million incurred on the EMR transition program management does not exceed
the costs that would have been incurred by a service provider efficiently minimising costs.

803. These program management costs were driven by the separation of Western Power and System
Management. They include the scoping, planning, change management, and consultancy costs required to
ensure network operations can continue as part of the covered service with functional separation of the
businesses. Program management costs include:

. consultancy costs associated with scoping and planning the work for the transition
o establishing operating protocols and defining the operational boundaries between the functions
o managing the transition of System Management staff from Western Power to the AEMO.
soa. Western Power and the AEMO agreed the apportionment of costs to each party and formally documented
these in a service level agreement. Under the service level agreement, Western Power and the AEMO

assessed the total costs and the proportion that should be recovered from wholesale market participants
and Western Power’s customers.

sos. The separation of System Management from Western Power is not a business as usual activity, was not
foreseen at the beginning of the AA3 period, and qualifies as a force majeure event.

sos. Therefore we submit that the $4.3 million of program management opex represent costs incurred by a
prudent network operator efficiently minimising costs, and should be recovered under the unforeseen
event provisions of the Access Code.

10.4 AA4 revenue adjustments

so7. Table 10.2 shows the revised proposed revenue adjustment to be applied to AA4 target revenue as a result
of performance against the various adjustment mechanisms in place during the AA3 period.
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Table 10.2: Revenue adjustments under AA3 adjustment mechanisms ($ million real, June 2017)

Adjustment mechanism

Present value adjustment to
AA4 transmission revenue

Present value adjustment to AA4
distribution revenue

Investment adjustment mechanism (IAM) -33.5 -5.9
Gain sharing mechanism (GSM) 66.7 211.2
Service standard adjustment mechanism 134 241.3
(SSAM)

D-factor 0.0 8.8
Unforeseen events 4.6 14.2
Technical Rules changes 0.0 0.0
Total 51.2 469.6
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11. Reference and non-reference services

This section details Western Power’s response to the ERA’s required amendments to the proposed
reference and non-reference services for the AA4 period. This sections covers:

o time of use reference services
o metering reference services

o definitions of reference services.

11.1 Time of use reference services

ERA required amendment 13:

The proposed new time of use reference services must not be mandatory.

Western Power’s response:

Western Power accepts this amendment as proposed by the ERA.

Western Power accepts this amendment and has made the necessary changes to Appendix E of the revised
proposed access arrangement. The time of use reference services that were proposed by Western Power as
reference services D1, D2, D3 and D4 are now not mandatory.

In the AA4 proposal, we proposed all new customers would receive an advanced meter and then be moved
on to one of these new reference services. The aim was to move as many customers as possible on to a
new, more efficient tariff structure to drive cost reductions over time. The new tariffs would achieve this by
incentivising customers to consume energy (and therefore demand) away from the peak thereby delaying
network upgrades (effectively meaning that the network is utilised more efficiently).

Itis clear from the ERA and stakeholders’ feedback that mandatorily implementing these reference services
was not well supported.

We have therefore revised the access arrangement such that these references services are not mandatory.
We still consider there are benefits associated with ensuring as many customers are on these new
reference services as practicable, and as such will work with retailers to encourage the take up of these
services and tariffs.

The time of use tariffs included in the AA4 proposal, as an interim step, were priced in such a way that they
were effectively a flat rate tariff, similar to the existing Al reference service that the majority of residential
customers are on. As a result of removing the mandatory element of the time of use reference services,
there is no longer a need for this interim step.

The time of use tariffs associated with the new reference services will now include a small amount of price
variability across the different time periods. To ensure there are no price shocks, the price variability
between the peak, off-peak and shoulder period charges will start at a low level. It is expected that over the
AAA4 period, as data improves in line with the installation of the advanced metering infrastructure (AMI),
prices will be reviewed and refined, and greater differences will open up between the charges for the time
periods. Of course, we will ensure this occurs gradually and is considered carefully.
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Stakeholder feedback has also shown that there does not appear to be a significant desire for the
introduction of new time of use based demand services as reference services. In this revised AA4 proposal,
we have removed the demand based services D3 and D4 as reference services. If demand for these services
emerges during the AA4 period, Western Power will encourage users to negotiate the provision of these
services as a non-reference service.

Should significant demand for these demand based services emerge, they can be added as reference
services for the AA5 period. This occurred during AA3, with a large number of non-reference services for
bidirectional customers being agreed who would otherwise be eligible for reference services A5 — A8,
leading to the inclusion of these services as reference services for the AA4 period.

11.2 Metering reference services

ERA required amendment 14:

Western Power must unbundle metering services from reference services and specify separate
metering services as reference services based on the meter reading services required by users.

Western Power’s response:

Western Power does not accept this amendment and proposed a modified position.

In its draft decision, the ERA has stated the following desired outcomes relating to metering services:

e clarity and detail on what standard meter services are provided®®’

e choice to users who seek a different level of metering.'*®
Western Power agrees with these objectives.

We also generally agree with the desired outcome in paragraph 727 of the ERA’s draft decision, that
recovery of metering costs should be more closely aligned with a user-pays basis and based on the cost of
the service. We consider this is particularly relevant in respect of metering services that are beyond the
minimum standard metering services.

Where Western Power differs from the ERA’s view is in the manner by which these outcomes are achieved.
We do not agree that unbundling metering services from the reference services proposed by Western
Power and specifying separate meter reference services is necessary to achieve these outcomes. In fact, we
consider unbundling these services would:

o not align with the legislative framework for metering in Western Australia

o lead to contractual issues under existing access contracts which contemplate one reference service
(and one tariff and therefore charge) at each network connection point

o limit, rather than enhance, choice of metering services available to users

o result in additional costs to Western Power and other users to implement.

157 Paragraph 715 and point 1 in paragraph 724, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network,
ERA, May 2018.

158 Paragraph 716 and point 2 in paragraph 724, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network,
ERA, May 2018.
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The above points are discussed in the following sections.

11.2.1 Legislative metering framework

As identified by the ERA in its draft decision, metering is a supplementary matter under the Access Code
(see section 5.27(c))**°. A supplementary matter is one the access arrangement must deal with in
accordance with relevant written laws that prescribe a regulatory framework separate from the economic
regulatory framework of the Access Code. The separate regulatory framework takes precedence and the
access arrangement must be consistent with and facilitate the legal instruments of that separate
framework.

The ERA’s required amendment 14 has the opposite effect. It overrides the operation of the Electricity
Industry (Metering) Code 2012 (WA) (Metering Code) and its instruments by regulating metering services
under the Access Code and the access arrangement.

The Metering Code provides the framework for regulating all aspects of metering including setting the:

o metering objectives (Part 2)

. requirements for meters and metering installations (Part 3)
o metering database and its processes (Part 4)

J regime for the provision of metering services (Part 5)

. requirements for the preparation and approval of a number of the underlying metering documents,
including the Model Service Level Agreement (MSLA) (Part 6).

In contrast, the Access Code is a regulatory framework for access. It is an access framework directed to the
price and non-price terms and conditions of access to the Western Power network. Access does, of course,
include metering, but the Access Code prescribes that in the relationship between the economic regulatory
framework and the metering regulatory framework, the metering regulatory framework takes precedence.

Examples of how the required amendment is inconsistent with and does not facilitate the Metering Code
and its instruments include:

*  section 5.1 of the Metering Code sets out the framework for Western Power to use all reasonable
endeavours to accommodate a user’s requirements for obtaining metering services and negotiate a
service level agreement. The required amendment interferes with this framework, by seeking to
designate a limited number of metering services as reference services which the user chooses

*  section 6.6 of the Metering Code requires the contractual provision of metering services through an
agreed written service level agreement or, if no such agreement is in place, the MSLA. The written
service level agreements that Western Power has entered into and the 2006 MSLA (which Western
Power agrees with the ERA is the relevant MSLA for considering AA4) include detailed descriptions of
the metering services, relevant service standards and charging arrangements that Western Power
must and may provide. These are matters the required amendment would move to the access
arrangement as reference services, which would be impermissible under section 5.28 of the Access
Code. It would also have the effect of overriding previously agreed and operating binding service level
agreements

e section 3.2(2) of the Metering Code provides that Western Power can deem an interval capable meter
an accumulation meter and only record accumulation data in the meter register. This section allows
Western Power to only record accumulated energy data registered by the meter and a choice of

159 Paragraph 709, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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interval meter read for such a meter would clearly be inconsistent with, and not facilitate, the
Metering Code.

11.2.2 Contractual considerations

Under the current approved form of Electricity Transfer and Access Contract (ETAC) Western Power
provides services defined as either an ‘entry service’, an ‘exit service’ or a ‘bidirectional service’. There is no
provision in the ETAC for a ‘metering service’.

This position is reflected in each ETAC Western Power has entered into based on the current approved
standard form of ETAC, as well as ETACs entered into on previous approved standard forms of ETAC (i.e. the
standard form ETAC for AA1 and AA2), which contain similar contractual service provisions.

Currently, metering services get incorporated within the contracting framework because they are part of
the bundled entry services, exit services and bidirectional services. If they are unbundled they will sit
outside of the ETAC framework.

It is thus unclear how metering services would be provided and charged for under Western Power’s existing
ETACs. We do not consider it is an acceptable outcome to provide reference services that are not expressly
contemplated by existing access contracts, thereby putting at risk the recovery of charges for the provision
of those services.

Other contracting issues include:

. pursuant to the current approved form of ETAC users select services in accordance with the
Applications and Queuing Policy (see clause 3.2 of the Policy). The Applications and Queuing Policy
does not contemplate metering services, the Metering Code does this

o pursuant to the current approved form of ETAC users can make a bare transfer of the covered service
at a connection point in accordance with Transfer and Relocation Policy. It is unclear how this will
operate if there are two covered services (one access service and one metering service) at a
connection point and whether these services can be dealt with separately such that the services are
provided to different parties at the same connection point. This is likely to create issues as metering
data is an essential element for calculating access charges.

11.2.3 Choice of metering services

Pursuant to section 5.2 of the Access Code Western Power’s access arrangement must specify reference
services that are likely to be sought by:

o a significant number of users and applicants; or

. a substantial proportion of the market for services in the covered network.

The ERA states Western Power should base its reference services on users’ requirements, rather than on
what Western Power thinks is required®®. However, the structure of the Access Code is the reverse, in that
it is Western Power that proposes its access arrangement according to how it considers the Access Code
requirements are met. The ERA then, in accordance with the Access Code, considers whether or not to
approve Western Power’s proposal.

Nevertheless, we have taken on board the ERA’s views that users seek different metering services of the
general type described by the ERA in paragraph 726 of its draft decision and these should be designated as
reference services. However, in the short time since receiving the draft decision, we have not had the

160 Paragraph 659, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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opportunity to adequately investigate whether the criteria in section 5.2 of the Access Code are satisfied in
respect of offering metering services as separate reference services, nor the manner in which meter
reference services may be offered.

Further, the ERA has not identified why the bundled reference services proposed by Western Power in its
AA4 proposal (which is how reference services were configured and approved in each of the three previous
access arrangements) do not meet both of the criteria in section 5.2 of the Access Code. Therefore, the ERA
must not refuse to approve the bundled reference services under section 4.28 of the Access Code.

In any event, we do not consider that unbundling metering services is necessary in order to give users
choice of metering services. We consider the user will be able to (and has previously been able to) obtain
the types of interval and other metering services identified in paragraph 726 of the ERA’s draft decision as
well as other more bespoke metering services. In fact, we consider there is more flexibility under the
current arrangements for users to seek additional types of metering services.

As described above, the Metering Code deals with metering services. Pursuant to section 5.1 of the
Metering Code Western Power is required to use all reasonable endeavours (and to act expeditiously,
diligently and in good faith) to accommodate a user’s requirements for obtaining metering services and to
negotiate a service level agreement. It is within this negotiation framework that Western Power and users
can (and do) negotiate and agree upon different metering services.

In terms of negotiating such services Western Power will continue to provide metering services that go
beyond the standard metering service on a user-pays basis and based on the cost of the service.

11.2.4 Implementation costs

Western Power’s existing meter registry and ICT billing systems only support the provision of one reference
service (and charge) at each connection point on the Western Power Network. Unbundling metering
services effectively creates two or more services (and charges) at each connection point.

The simplest way to facilitate multiple reference services and charges at a connection point is to use
Western Power’s existing meter registry and ICT billing systems but create new codes within these systems
for each access reference service and metering reference service permutation and migrate the existing
services to their applicable new code.

With hundreds of thousands of connection points and various new reference service and metering
reference service permutations, this work (especially the transition work) is not insignificant. Our initial
estimate is that it will cost approximately $1.8 million to implement this change. The implementation of
new codes in Western Power’s existing meter registry and ICT billing systems will also have an impact on
users and AEMO. We understand this will likely result in additional costs to them.

11.2.5 Western Power’s proposal

For the reasons detailed above, Western Power considers that the desired outcomes for metering are
better achieved by maintaining bundled reference services and continuing to use the legislative framework
provided under the Metering Code and MSLA for additional metering services. That said, we appreciate
that more can be done to clarify how this occurs in practice. This clarity will stem from making clear what
the standard metering service is for each reference service, as this will be the point from which users will
negotiate additional metering services under the service level agreement framework provided for under
section 5.1 of the Metering Code.

We consider that the appropriate place to clarify what the standard metering services are is within the
MSLA (or the negotiated SLAs). The 2006 MSLA already identifies standard metering services and some of
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the amendments proposed by Western Power in its revised MSLA seek to refine the description of these
services further. We will revisit the proposed revised MSLA to see if more can be done to clarify what
constitutes standard metering services. However, the revised MSLA is not approved and, as identified by
the ERA in its draft decision, the reference services will need to be applied based on the 2006 version of the
MSLA. 16!

As an interim step until the MSLA can be updated to provide further clarity on the standard metering
services we propose the inclusion of a temporary annexure to Appendix E: Reference Service. This
annexure shall be an explanatory guide document detailing the key aspects of the standard metering
services that are included within each of the bundled reference services.

The annexure is designed to help users understand what the standard metering services are for each
reference service and how they may go about requesting additional metering services they may require.
We consider this temporary annexure will then fall away when the MSLA is updated.

The standard metering services in some ways can be seen as the minimum service Western Power will offer
(with appropriate prices allocated to them) and anything above the minimum service is acquired either as
an extended metering service under the MSLA or as an additional metering service through the negotiation
framework under section 5.1 of the Metering Code.

In terms of pricing for these additional metering services, we will approach this more closely to a user-pays
basis and the cost of the service. We will seek to charge for additional metering services based on the
incremental cost of providing that service. That is, the price will be the cost of providing the additional
metering service, minus the cost of any part of the standard metering service that is no longer required. For
example, if a user requests a manual interval meter read and interval data where the standard meter
service is an accumulation meter and accumulation data, then the price that will be applied will be the cost
of the manual interval meter read minus the allocated cost (i.e. the tariff in the Price List) of the
accumulation read.

This approach ensures users have choice of metering services to suit their individual needs. These choices
will be appropriately priced (i.e. user pays and cost reflective) and most importantly, still operate within the
current metering framework.

11.3 Definitions of reference services

ERA required amendment 15:

Western Power must amend Appendix E of the access arrangement in line with Table 117 of the
draft decision.

Western Power’s response:

Western Power accepts this amendment as proposed by the ERA.

The ERA requires Western Power to make the amendments set out in Table 117 of its draft decision.

161 Paragraph 714, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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gso. Table 117 of the ERA’s draft decision is as follows:

Reference service

D1-D4

Amendment

Eligibility criteria to be stated in full
instead of referring to another
reference service

Reason

For clarity and ease of use, the
information for each reference service
should be included as a stand-alone
document.

All services

Remove the term “compliance
instruments” and replace with
“Technical Rules, the Western
Australian Electrical Requirements and
AS3000”

For clarity and to remove reference to
the WA Distribution Connection Manual
which is a Western Power internal
document and not a written law,
statutory instrument or recognised
code, standard or guideline.

All services

Remove references to the retail tariff
by-laws when defining residential
properties, voluntary/charitable
organisations

The retail tariff by-laws are not relevant
for the definition of property type for
network reference services.

All services

Remove the terms “compliance
instruments”, “compliance meter” and

“compliance metering installation”

These terms are confusing and seem
only to be required for making the new
time of use reference services
mandatory, which the ERA has not
approved.

ss1. Western Power accepts each of these amendments and has made the necessary changes to Appendix E of
the revised proposed access arrangement. However, as noted in our response to required amendment 13
Western Power will no longer provide reference services D3 and D4 and as such has not included any
amendments in respect to these services.

ss2. We have also made several other changes to Appendix E to incorporate refinements to the reference
services as a result of this revised AA4 proposal. These changes include the following:

* anew clause 1.3 to clarify the interaction of the reference services with the provision of metering
services pursuant to the Metering Code and its related instruments

* anew clause 1.4 to provide further clarity in relation to the application of the eligibility criteria

J clarifying in the eligibility criteria for each reference service the metering installation and the
configuration of the meter (either uni-directional or bi-directional) that is required in order for the
customer to be eligible for the service. Meters may be capable of recording one way (unidirectional)

and two way (bidirectional) energy data flows but may need to be reconfigured so they are capable of
recording and providing such information. It is important that the meters are correctly configured
before a customer is eligible for the service

removing the bidirectional aspect of reference services A5 to A8 and their inclusion as new Reference
Services C5 to C8

amending the eligibility criteria to acknowledge that the metering installation is installed at the
metering point rather than the exit or entry point. This reflects what occurs in practice (i.e. the meter
is rarely installed at the entry or exit point) and what is required pursuant to the Metering Code

making reference services A3, A4, C3 and C4 available to existing customers only. New customers may
use the new D1 and D2 reference services if they require a time of use service

EDM 44830353

.22 westempnwer
Page 146



o including a standard metering services guide in Annexure A. See Western Power’s response in relation
to required amendment 14 for further information on the purpose of this guide.

*  clause 1.1 (Definitions):

— inclusion of new definitions of ‘AA4 effective date’, ‘interval meter (unidirectional)’, ‘minimum
meter’

—  separation of ‘AMI Meter’ into ‘AMI Meter (connected)’ and ‘AMI Meter (not connected)’ to
distinguish between advanced meters that are connected to a communications network and able
to remotely provide advanced metering functions and those which are not

— amendment to the definition of ‘non-residential premises’ to exclude the inclusion of
‘voluntary/charitable organisations’. This amendment makes more reference services available to
voluntary/charitable organisations

— update to the definition of ‘Small Use Customer’ to reflect the latest version of Small Use

Customer Code (2018 version).

8s3. Given the number of amendments that were made to Appendix E: Reference Services as part of our original
access arrangement and the number of further amendments included as part of the Revised AA4 proposal
we are providing a clean version of Appendix E: Reference Services only.
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12. Pricing methods, price list and price list information

ssa.  This section details Western Power’s response to the ERA’s required amendments to the price list and price
list information for the AA4 period. This section covers price list and price list information in relation to the
following:

e the target revenue cap and side constraint formula
. metering costs

. new time of use and demand tariffs

e excess network usage charges (ENUC)

e streetlight tariffs

o recovery of the Tariff Equalisation Contribution (TEC).

12.1 Target revenue cap and side constraint formula

ERA required amendment 16:

Western Power must amend the 2018/19 Price List and Price List Information to be consistent with
the target revenue approved by the ERA in this draft decision.

Western Power’s response:

Western Power does not accept this amendment and proposes a modified position.

sss.  For reasons outlined elsewhere in this revised proposal — including our revised capital and operating
expenditure forecasts, a revised WACC and other revenue adjustments — Western Power is proposing
updated revenue caps for 2018/19. On this basis, we do not intend to implement the 2018/19 Price List and
Price List Information consistent with the target revenue approved by the ERA.

ss6. We have instead updated the Price List and Price List Information with revised revenue figures consistent
with the information contained in this revised AA4 proposal.

857. We also note that due to the change to the AA4 commencement date from 1 July 2018 to 1 November
2018, additional amendments have been required in the approach to the Price List. This is outlined in the
Price List Information (Appendix F.4 to the access arrangement).
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ERA required amendment 17:

Western Power must expand Table 16 and Table 18 in Appendix F.4 ("2018/19 Price List
Information”) to include transmission tariffs.

Western Power’s response:

Western Power accepts this amendment in principle, with modifications.

gss. Tables 16 and 18 in Appendix F.4 (2018/19 Price List Information), which was included in Western Power’s
October 2017 AA4 proposal, detail how Western Power’s distribution reference tariffs comply with the
chapter 7 of the Access Code reference tariff requirements in respect to how:

e theyrecover revenue between the incremental and stand-alone costs of service provision (section
7.3(b)); and

e the variable components of the tariffs recover the incremental costs (section 7.6).

ssa. Consistent with each of the previous access arrangements, we have not detailed the transmission reference
tariffs in either of these tables.

se0. Western Power’s approach since the first access arrangement (explicitly in the first access arrangement
and implicitly since then) has been to rely on the use of the T-price pricing algorithm to ensure the efficient
allocation of revenue to customers and generators in respect to its transmission tariffs.

s61.  Qur approach to distribution and transmission pricing is analogous to the pricing methodology in the
National Electricity Rules (NER), which describes the different approaches to distribution and transmission
tariffs.

s62. We consider our price methodology for transmission reference tariffs, while not the same as that applied to
distribution tariffs, has and continues to be compliant with the Access Code. The application of the T-price
pricing algorithm ensures tariffs remain between the incremental and stand-alone costs of service provision
and variable components cover incremental costs.

s63. To clearly demonstrate Western Power’s pricing approach is in accordance with the Access Code, a new
section has been added to the revised 2018/19 Price List Information addressing the application of the T-
Price in accordance with the Access Code.

ERA required amendment 18:

Western Power must amend the side constraint formula to remove the correction factor for under
or over recovery of target revenue from prior periods.

Western Power’s response:

Western Power does not accept this amendment and maintains its original position.

sea. Western Power does not accept this amendment.

ses. For the same reasons stated in response to required amendment 2 (form of price control), we do not
accept the removal of the correction factor for under or over recovery of target revenue from prior periods.
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se6. As outlined in our response to required amendment 2, Western Power already has discretion available to it
to avoid price shocks to its customers over and above the operation of the side-constraints, and has
demonstrated the willingness to use that discretion in the past. As such, we consider this amendment is
unnecessary.

12.2 Metering costs

ERA required amendment 19:

Western Power must amend the 2018/19 Price List and Price List Information to include tariffs for
each metering service. Evidence must be provided to demonstrate the proposed charges are cost
reflective.

Western Power’s response:

Western Power does not accept this amendment and maintains its original position.

867. As per Western Power’s response to required amendment 14 (metering reference services), Western
Power does not propose to have separate metering reference services and therefore does not require
separate tariffs for such services.

ses. We propose an alternative solution to ensure metering services are more cost reflective. This alternative
proposal means that standard metering services (which are effectively the minimum metering service) will
continue to be provided and paid for through network tariffs (as they were in each previous access
arrangement period) and any further metering services will be acquired by a user either as an extended
metering service under the 2006 MSLA (or a replacement MSLA) or as an additional metering service
through the negotiation framework under section 5.1 of the Metering Code.

seo. Western Power’s approach to updating the cost for extended metering services in a replacement MSLA and
the cost for additional metering services will be based on the principle that Western Power will charge the
incremental cost of providing that service. That is, the price will be the cost of providing the metering
service, minus the cost of any part of the standard metering service (if any) that is no longer required.

12.3 New time of use and demand tariffs

ERA required amendment 20:

Western Power must demonstrate the proposed new reference tariffs meet the requirements of
the Access Code including that they recover the forward looking efficient costs of providing
reference services and are set between the incremental and stand-alone cost of service.

Western Power’s response:

Western Power accepts this amendment as proposed by the ERA.

870. Western Power accepts this amendment and has included additional commentary in the Price List
Information (Appendix F.4 to the access arrangement) to demonstrate how the tariffs for the proposed
new reference tariffs (C5, C6, C7, C8, D1 and D2) meet the requirements of the Access Code.
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s71.  We highlight that as there are currently no customers on these new reference services, the demonstration
is not as straight forward as it is for existing services being carried forward into the AA4 period. As such, we
have approached the task on the basis that the tariffs are set to recover the same average revenue per
customer as tariffs for the most equivalent reference service.

12.4 Excess network usage charge

ERA required amendment 21:

Western Power must provide cost information to support its proposed Excess Network Usage
Charges, including the factors applied for different geographical areas.

Western Power’s response:

Western Power accepts this amendment as proposed by the ERA.

872. Information to support Western Power’s proposed Excess Network Usage Charges is set out in the
following sections.

12.4.1 Charges are within range of likely costs

873. The costs Western Power may incur in circumstances where a user exceeds its contracted capacity varies
depending upon a number of factors including:

o network usage and configuration at the time
o location of the connection point on the network
o number of users exceeding contracted capacity at a given time

e technical network requirements (such as those relating to reactive power) in the relevant part of the
network

. time and extent to which a particular user exceeds its contracted capacity.

g7a. There may be times when a user exceeds its contracted capacity and Western Power does not incur
substantially more costs because network use at the time is low. However, if a user significantly exceeds its
contracted capacity or does so when other network users are exceeding their contracted capacity or
network use is high, then the consequences for the network can be severe.

875. In these situations, the network may overload and trip-off causing undesired impacts to other network
users who were operating within their contracted capacity. Financially, Western Power misses out on
network charges and will incur costs to investigate the cause of the trip and re-establishing electricity
supply. It will also impact Western Power’s adherence to its service standard benchmarks. At worst, these
situations can lead to damage to network infrastructure which in turn leads to extended outages and costly
repairs. Western Power’s costs in these circumstances will be considerably more than the amount
recovered from the user in excess network usage charges.

876. The excess network usage charges are set between the upper and lower band of these costs and therefore,
in Western Power’s submission, are compliant with the requirement to reflect forward looking efficient
costs.
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12.4.2 Charges are applied based on constraint
The note to section 7.3 of the Access Code states:

One implication of section 7.3(b)(i) is that the charges paid by users should increase as the network
becomes constrained, reflecting the increased incremental cost of service provision.

In terms of the differences in Western Power’s proposed excess network usage charges, the higher charges
are applicable to areas of the network in which there is a greater level of constraint.

12.4.3 Charge structure aligns with Access Code objective, pricing requirements and preserves
network safety/reliability

Clearly a significant driver in framing the use and quantum of the excess network usage charges is to
provide a disincentive for network users to exceed their contractual entitlements.

Structuring excess network usage charges in this manner assists in ensuring network users maintain their
network use within their contracted capacity limits. Having a more certain view on contracted capacity
allows Western Power to more reliably plan, design and invest in its network for the benefit of all users. As
such Western Power is able to more efficiently invest in and operate and use the network in line with the
Access Code objective at section 2.2 of the Code.

Aligning excess network usage charges with the Access Code objective also allows Western Power to meet
the Code pricing objectives, in particular section 7.4(b) of the Code which requires:

(b)  the structure of reference tariffs so far as is consistent with the Code objective accommodates
the reasonable requirements of users collectively;

A further driver to the structure of the excess network usage charges is preserving the integrity of the
network and maintaining a regime that operates reliably and fairly between all network users. This is
fundamental to any network. Where a user exceeds its contracted capacity it puts into jeopardy the safety
and reliability of supply to other users.

Section 4.30(c) of the Access Code requires the ERA to have regard to the operational and technical
requirements necessary for the safe and reliable operation of the network. Excess network usage charges
are a key component of achieving this aim.

We submit the following additional observations:

o the driver provided by the structure of the excess network usage charges to achieve the above
outcomes is even more important having regard to the ERA’s draft decision required amendment 42,
which effectively gives Western Power no clear contractual avenue to ensure contracted capacity is
not exceeded

o network charges need not be flat. They can be structured to reflect that depending on network
demand capacity has a different value. Where one or more users is exceeding contracted capacity it
means the demand for capacity is higher and capacity has more value. Greater demand constrains
network capacity and means the cost of providing capacity is higher. Higher network charges should
therefore prevail in such instances to properly reflect the greater value and cost of capacity

*  the way in which the excess network charges practically operate is akin to a demand management
tool. Without structuring the charges in this manner, Western Power would likely need to contract
additional network control services such as for demand side management or contract additional
reactive power or even augment the network at significant costs.
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Having regard to the above, we submit that the proposed excess network usage charges accord with the
Access Code.

12.5 Recovery of the Tariff Equalisation Contribution

In our AA4 proposal, we proposed to recover the TEC entirely from fixed components of network tariffs
given the TEC is a fixed and unavoidable cost determined by State Government. Further, recovering the TEC
from fixed tariff components would mean this regional subsidy is shared equally by all Western Power
customers.

In its draft decision, the ERA considered that given the fixed nature of the TEC, recovering it via fixed
charges would be consistent with section 7.6 of the Access Code’®? and that developing a fixed charge
based on an equitable allocation between retailers may provide a more predictable and transparent charge
for users.'®3

Further, the ERA highlights that the current practice of including the TEC in variable tariff components
contributes to the need for adjustments to tariffs for under/over recovery of revenue for previous
periods.®* As the ERA’s draft decision proposes to move Western Power from a revenue cap to a price cap,
the financial implications of the increased risk of under/over recovery of TEC from variable charge
components will be borne by Western Power.

However, as noted in correspondence to the ERA following the October 2017 AA4 submission!®®, we have
decided not to proceed with the proposed change to the TEC at this time. This is because experience with
previous reform processes and engagement with our stakeholders has highlighted it would be prudent to
allow more time to fully consider any forthcoming market reforms and the implications of these for
network tariffs and the value of the TEC. We will continue to engage with our shareholder, the Department
of Treasury, and other relevant agencies around these reforms and their implications for Western Power’s
potential to recover the cost of the TEC.

162 Paragraph 835, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018

163 Paragraph 838, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018

164 Paragraph 835, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018

165 Page 2, Western Power letter, Update to Western Power's Access Arrangement (AA4) position on time of use network tariffs and the Tariff
Equalisation Contribution 15 December 2017.
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13. Service standard benchmarks

890. This section details Western Power’s response to the ERA’s required amendments to the service standard
benchmarks (SSBs) for the AA4 period. This section covers:

e the retention of the system minutes interrupted (SMI) SSBs
*  the use of the Box-Cox transformation to determine the major event day threshold

o setting SSBs at the average of the 99" percentile of the average of the probability distributions
selected according to nominated threshold criteria (with the exception of street lights®®)

. the inclusion of a measure of momentary interruptions.

13.1 System minutes interrupted

ERA required amendment 22:

Western Power must reinstate the system minutes interrupted performance measures
disaggregated for radial and meshed networks as service standard benchmarks.

Western Power’s response:

Western Power accepts this amendment in principle, with modifications.

891. In the AA4 proposal, Western Power removed the SMI meshed and radial measures as SSBs.

892. The ERA requires the SMI measures to be retained on the basis that Western Power did not propose an
alternative SSB that is reasonable and sufficiently detailed and complete to enable a user or applicant on
the radial transmission network to determine the value represented by the reference service at the
reference tariff.1%”

893. The ERA adopts this position despite accepting in its AA3 final decision that:

. SMI has some less than desirable statistical characteristics.... it did not consider these deficiencies to be
sufficient to justify removing the measure at this time*®®

*  the combined loss of supply event frequency and average outage duration measures provide an
equivalent measure of service performance to system minutes interrupted on the transmission
network.%°

s9a.  \We maintain the view that the SMI measures are statistically unsound. Transmission network events are
few but the impacts can vary significantly. This results in SMI performance that can be highly volatile and
difficult to manage. Any requirement to meet a compliance target in relation to these customers is likely to
result in inappropriate signals for Western Power to invest. Moreover, these events are often cost
prohibitive or not technically feasible to overcome.

166 We propose to continue to set SSBs for street lights to align with the 2017 Electricity Distribution Licence Performance Reporting Handbook.
167 Paragraph 954, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

168 Paragraph 1911, Final Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, 5 September 2012.
19 Paragraph 1915, ibid.
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We maintain the SMI measures are unnecessary and should not be included in the suite of transmission
performance measures. Transmission network performance and its impact on customers is adequately
measured by the average outage duration and loss of supply event frequency (LoSEF) measures. All other
transmission network service providers in Australia have had removed SMI from their regimes and are not
required to report transmission performance on a regional basis.”

However, given the ERA requires the access arrangement to include SMI or a suitable new alternative SBB,
and we have not been able to develop a new alternative SSB (noting that we consider the already-existing
average outage duration and LoSEF measures are suitable alternatives), we accept the ERA’s decision to
retain the SMI radial and meshed SSBs for the AA4 period.

We have amended the access arrangement to reinstate the SMI definition and SSBs at sections 4.3.4 and
4.3.5 of the revised proposed access arrangement, respectively.

Western Power has applied the same methodology used to determine the SSB level for its other measures
(except streetlights?’?) to calculate the proposed SSBs. This is described in section 13.3.

We have calculated the SSBs as:

e SMI meshed of 11.7 system minutes'’?

e SMl radial of 4.6 system minutes®”3.

We would, however, like to reiterate the limitations of the SMI measures, particularly SMI radial, and the
difficulties in establishing a new alternative measure.

The Technical Rules'’* requires N-0 design for the radial parts of the Western Power Network, meaning
there is no redundancy in these areas. Though outages are uncommon, the lack of redundancy means
customers would experience an interruption every time there is an outage on the radial network. As a
result, SMI radial performance always carries the potential for volatility.

To improve service we would need to increase the level of redundancy in these regional areas. This would
require significant investment in new transmission lines. As discussed in our AA4 proposal, unless a
legislative obligation is created, this investment is unlikely to meet the requirements of the NFIT.

We also consider that new transmission connected customers are unlikely to be willing to pay the
necessary costs to increase redundancy. The ERA notes that the implementation of constrained network
access is not expected until 2022. However, even now we are seeing a reduction in the number of new
customers prepared to pay the deep network connection costs that would be required to receive
unconstrained access. We do not expect any new customers will pay these costs over the AA4 period and
expect these customers to be connected under non-reference service contracts.

We appreciate the ERA’s reluctance to remove a regionally-based service measure. However, we have been
unable to find a more accurate, robust and meaningful measure to replace SMI with. For example, we
considered segregating the (LoSEF) measures into meshed and radial but were unable to determine an
appropriate LoSEF >1.0 SSB, as it would have resulted in a radial LoSEF >1.0 SSB of zero. This would have

170 Note for example, in the Northern Territory regional reliability is reported only, without a target standard being set.

1 We propose to continue to set SSBs for street lights to align with the 2017 Electricity Distribution Licence Performance Reporting Handbook.
172 This SSB is further adjusted to reflect changes to the operation of a protection scheme modification. See further discussion in section 13.3.5.2.
173 This SSB is further adjusted to reflect the volatility of transmission network elements with limited redundancy. See further discussion in
section 13.3.5.1.

Chapter 12 and Appendix 6 of the Access Code provides for the Technical Rules that sets the planning and performance standards that apply
to the Western Power Network.
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been unworkable and would have required Western Power to invest heavily in several areas of the radial
network.

We also highlight that the SMI measure, as it is currently designed, factors in the size of the load affected
by the interruption. However, the size of the load affected has no bearing on the customers’ experience
and therefore is not relevant as an assessment of reliability. By considering the size of the load affected,
SMI effectively discriminates against the size of the customer impacted by awarding a greater penalty for
interrupting larger loads than smaller loads. We consider this discrimination is inequitable and unnecessary.

No measure other than SMI penalises a network service provider for the size of the lost load. LoSEF is the
only other measure that considers the size of the load, and in doing-so only uses it as means of
classification between two measures; LoSEF >0.1 and <1.0, and LoSEF >1.0. We consider the size of the
interrupted load does not provide meaningful information for customers to determine network reliability —
for customers, any interruption is unwelcome regardless of their size.

13.2 Major event day threshold

ERA required amendment 23:

For the purpose of monitoring the service provider’s actual performance against actual service
standard performance and in accordance with sections 11.2 and 11.3 of the Access Code, Western
Power must amend section 4.5 of the access arrangement as follows:

4.5.3 Where Western Power has applied a Box-Cox transformation of the daily unplanned SAIDI
data set to determine the major event day threshold, Western Power must:

1) Demonstrate that the natural logarithm of the data set of each unplanned SAIDI value is
not normally distributed.

2) Provide the calculations that demonstrate the application of the Box-Cox transformation
method to the unplanned SAIDI values.

3) Provide the data set resulting from applying the Box-Cox transformation method.

4) Demonstrate that the resulting data set is normally distributed or that the normality of
the data set is improved.

Western Power’s response:

Western Power accepts this amendment in principle, with modifications.

Western Power considers the ERA’s required amendment would provide additional transparency in relation
to the application of the proposed approach to determine major event days over the AA4 period.

We have therefore amended section 4.5.3 of the revised proposed access arrangement to include the ERA’s
amendments.

We have further amended this section to specify that we will include the required information in our
annual service standard performance report provided to the ERA in accordance with Chapter 11 of the
Access Code. These changes are shown with underlining.
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911.

912.

4.5.3 Where Western Power has applied a Box-Cox transformation of the daily unplanned SAIDI
data set to determine the major event day threshold, in the service standard
performance report for the financial year in which the major event day threshold is used,
Western Power must:

1) Demonstrate that the natural logarithm of the data set of each unplanned SAIDI
value is not normally distributed.

2) Provide the calculations that demonstrate the application of the Box-Cox
transformation method to the unplanned SAIDI values.

3) Provide the data set resulting from applying the Box-Cox transformation method.

4) Demonstrate that the resulting data set is normally distributed or that the
normality of the data set is improved.

13.3 Setting service standard benchmarks

ERA required amendment 24:

Western Power must set service standard benchmarks at the 97.5%" percentile of the single
distribution of best fit for all reliability performance measures, except call centre performance and
circuit availability for which the service standard benchmark must be set at the 2.5™ percentile of
the distribution of best fit, to the most recent five-years of performance data.

Western Power’s response:

Western Power does not accept this amendment and proposes a modified position.

In the AA4 proposal, Western Power proposed to retain the AA3 approach to determining SSBs for the AA4
period, with the following refinements to improve the statistical accuracy of the methodology:
e  establishing the data series on which our SSBs are based using:

— thefive years of AA3 data to set all measures

—  aBox-Cox transformation to determine the probability of a major event day

— distribution unplanned daily system average interruption duration index (SAIDI) when calculating
the major event day threshold

o using the average of the 99" percentile (or 1* percentile for circuit availability and call centre
performance) of the average distributions of best fit to set our SSBs.

In its draft decision, the ERA requires changes to set the SSBs:

o using the single distribution of best fit
e  atthe 97.5" (or 2.5™) percentile

o using the most recent five years of performance data.

Each of these amendments is discussed in the following sections, in addition to proposed step changes to
our transmission SSBs designed to reflect our recent service performance.
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13.3.1 Setting SSBs using multimodel averaging of percentile values

In the AA4 proposal, Western Power set SSBs using multimodel averaging of percentile values. After
applying a number of statistical criteria, we averaged all distributions deemed to be appropriate.

The ERA requires Western Power to set SSBs using the single distribution of best fit. In its draft decision, the
ERA notes its concerns relating to the use of:

. an averaging process across multiple candidate distributions

o a threshold Akaike Information Criterion (AIC) value to restrict the number of candidate distributions
used in the averaging process.'’”®

We engaged an independent statistics expert — Analytics + Data Science (A+DS) — to provide an opinion on
the appropriateness of the process we used to determine our SSBs. A+DS noted that:

...a multimodel averaging process is desirable if it results in a more robust statistical model of
the physical processes that impact service standards than can be obtained from any one single
statistical model.'”®

A+DS considers the specification of a single model, as required by the ERA, is inconsistent with the standard
approach used by peer reviewed studies into statistical inference'’” and states that Western Power’s
decision to base SSB/SST percentile values on a multimodel approach is consistent with the state-of-the-art
practice in statistical inference’®.

The ERA raises a concern that the composition and number of distributions selected within the threshold
value are likely to vary with time, introducing volatility and uncertainty’®. A+DS agrees that the ERA’s
concern is valid, but notes:

...the alternative solution of selecting a single statistical model will only serve to exacerbate this
source of variability. A change in the composition of which models are selected will have less of
an effect on the percentile estimates than shifting entirely from one single distribution to
another single distribution. If intertemporal consistency is indeed a priority, then the preference
should be for Western Power’s averaging methodology over the selection of a single
distribution. '8

The ERA is also concerned that Western Power has not cited any peer-reviewed publication or regulatory
precedent to support the proposed method of averaging percentile values of multiple distributions selected
subject to nominated threshold values®:.

A+DS has reviewed our use of the AIC to decide which models should be included to determine our SSBs
(and SSTs). A+DS notes the use of the AIC to determine relative rankings of alternative statistical models is
commonplace and cited several peer-reviewed publications, including Burham & Anderson (2002) and
Symonds & Moussalli (2011), to support this approach®. A+DS highlights that there is no single threshold

75 Paragraph 1014 — 1020, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.

Page 4, Methodology for setting the service standard benchmarks and targets - Expert Report, Analytics + Data Science, June 2018.
w7 Ibid.

178 Ibid.

179 Paragraph 1018, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
Page 7, Methodology for setting the service standard benchmarks and targets - Expert Report, Analytics + Data Science, June 2018.
Paragraph 1015, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
Page 4, Methodology for setting the service standard benchmarks and targets - Expert Report, Analytics + Data Science, June 2018.
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value that is used as a common standard, instead the discretion remains with the analyst'®. A+DS therefore
considers that:

Western Power’s methodology for selecting candidate models on which SSB/SST values are
based is consistent with best practice approaches set out in peer-reviewed literature...*8*

For these reasons, we consider our proposed method of deriving SSBs (and SSTs) for the AA4 period using a
multimodel averaging approach is consistent with the Access Code, in particular the requirements of
section 5 of the Access Code.

13.3.2 Setting SSBs to maintain service performance

For the AA4 period, we set SSBs and forecast expenditure with the objective to maintain the average level
of service our customers have received over recent years. This approach was supported by our customers
in our Customer Insights Report®, which was submitted as part of our AA4 proposal.

Our objective therefore was to set the SSBs — the compliance targets or minimum service standard — at a
level that we are able to meet without any SWIS-wide reliability driven investment*®®. Ideally, the SSBs
would be based on the 100%™ (or 0") percentile or above. If we set our SSBs at the 100" percentile or above,
we would expect to meet the compliance targets, and would have minimal need to invest to improve
average service levels.'®”

For the AA3 period, we introduced the approach to setting the SSBs based on the 97.5" (or 2.5%") percentile
in the expectation that this represented a 97.5 per cent probability that each SSB would be met in a year
and a 65 per cent probability of meeting all 17 SSBs in a year, assuming they are mutually exclusive. At the
time, we deemed this an acceptable risk.

However, as it transpired during the AA3 period, we did not meet all 17 SSBs in three out of the five
years.'® We therefore no longer consider that setting the SSBs at the 97.5™" (or 2.5™) percentile would
reflect a minimum service standard. If we were to maintain the 97.5" percentile, Western Power would be
at an increased risk of not meeting the SSBs over the AA4 period. This is because our SSBs are based on our
rolling 12 month actual performance over the previous access arrangement period. On average our
performance has improved over this sample period, thus SSBs will by definition be more stringent and
harder to achieve over the AA4 period.

To mitigate this risk of non-compliance, our options are to set the SSBs at the 99" (or 1°!) percentile as
proposed, or to incur additional expenditure to increase the probability that all SSBs will be met in each
year. We chose to set the SSBs at the 99'" (or 1°!) percentile rather than to include additional forecast
expenditure in the AA4 revenue building blocks.

1835 Ppage 6, ibid.

184 page 7, ibid.

185 Page 34, Access Arrangement Information for the period 1 July 2017 to 30 June 2022, Attachment 4.1: Customer Insights Report, Deloitte,
March 2016.

186 We did, however, include reliability driven investment targeting specific areas of the network such as Kalbarri, and adjusted our SSTs for the

estimated the impact on average reliability.

Setting SSBs at the 100" (or 0™) percentile would not guarantee that Western Power would always meet the SSB. In order to remove all

incentive for Western Power to invest to improve service, the SSB would need to be set above this level to account for the absolute worst

service performance outcome.

188 We did not meet the Rural Long SAIFI SSB in 2012/13 and 2013/14, and did not meet the Average Outage Duration SSB in 2015/16.

187
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926. The ERA’s technical consultant (GHD) recognises the trade-off between setting the SSBs based on the 99"
(or 1°%) percentile rather than the 97.5%" (or 2.5™) percentile, and additional expenditure. GHD states:

In establishing the targets and benchmarks for AA4, Western Power has stated that its
intention is to maintain performance from AA3, and avoid broad network investment to
improve overall performance in line with feedback from its customers. Therefore, in setting the
benchmarks (i.e. minimum service levels), we are of the opinion that Western Power was
conscious to set these at a level that was comparable to the SSB values used in AA3 without
necessarily adopting the same percentile (2.5th or 97.5th) as was used in AA3.

Adopting the 2.5th or 97.5th percentile on the larger, “narrower” datasets would set the
benchmark level relatively high and therefore increase the risk that the minimum service level
is not met, consequently triggering a broad investment requirement as a compliance issue.*®

[emphasis added]
927. Furthermore, GHD:

® accepted the transmission values as proposed by Western Power as being reasonable, and
consistent with the intent of maintaining minimum performance levels and minimising the
risk of additional compliance expenditure requirements being imposed.

o [flor the distribution service measures... accepted the values proposed by Western Power for
their CBD, Urban and Rural Short networks, as these represent an improvement in, or raising
of, the minimum service level compared to AA3.%%°

928. Despite the advice from GHD, the ERA has instead required Western Power to set SSBs using the 97.5%" (or
2.5") percentile. The ERA considers the most relevant factor in setting service performance measures to be
the alignment of service standards with customer expectations®. The ERA states:

... While customers in general have expressed satisfaction with current service levels, a small
proportion of customers may be consistently receiving below-standard service. In this context,
the ERA does not consider the proposal to set the service standard benchmarks at the 99th
percentile, or 1st percentile for call centre performance and circuit availability, to be
reasonable.*®?

929. A+DS has considered this argument to set the SSBs at a more stringent level:

Critically, there is no mention in the Draft Decision that the ERA has identified a need for an
improvement in the average level of service provided to customers within each benchmark. The
ERA has, however, noted a preference that the level of variability in service standards
experienced between customers be decreased.*

930. The SSBs measure average levels of performance for a group of customers (for example, for distribution
reliability measures this is based on feeder type — CBD, Urban, Rural Short and Rural Long). Using the 97.5"
(or 2.5'™) percentile rather than the 99* (or 1%) percentile will not guarantee an improvement in the level of
service provided to each and every customer, including the worst-served customers. A+DS notes:

189 Page 247, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.
190 Page 247, Technical Review of Western Power Proposed AA4 Access Arrangement for 2017/18-2021/22, GHD, April 2018.
91 Paragraph 1032, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
Paragraph 1042, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
Page 8, Methodology for setting the service standard benchmarks and targets - Expert Report, Analytics + Data Science, June 2018.
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While service standards will improve for all customers on average, those small proportion of
customers identified by the ERA as receiving below-standard service may not observe any
change in performance standards with the ERA’s proposed 97.5" percentile SSB.***

[emphasis added]

931. While we understand the intent of the ERA’s required amendment, a change in any average measure is
highly unlikely to result in an increase in service performance for our worst served customers. The reality is
that the customers the ERA is likely to be referring to are those that are the most expensive to serve, and
are unlikely to have any material impact on our average service performance measures.

932. In addressing the ERA’s concerns about the level of service provided to worst-served customers, we note:

e that other elements of the regulatory framework, such as the Electricity Industry (Network Quality and
Reliability of Supply) Code 2005, rather than SSBs, are more likely to provide incentives to improve the
level of service provided to those worst-served customers

. the Guaranteed Service Level’®®> payment scheme compensates our worst-served customers by
providing financial compensation for outages exceeding 12 hours

e the Electricity Industry (Network Quality and Reliability of Supply) Code 2005 sets out minimum service
standards®® for small use customers, but these are to be achieved on a so far as is reasonably
practicable basis

. expenditure programs specifically targeted at the worst-served customers are the most effective way
to improve the level of service provided to these customers. Should the ERA require Western Power to
improve service to those customers, it would need to develop an investment program to do so

e the ERA reduced our proposed distribution reliability driven capex by more than 50 per cent, which
was designed to improve reliability for our worst-served customers, only allowing one significant
project (the Kalbarri microgrid)

o there is a significant difference of opinion, even in the public submissions to our proposed revised
access arrangement, as to whether the expenditure for improvements in service is at an appropriate
level

. we are assessing and trialling more economic ways of improving service to these customers, including
but not limited to microgrid solutions and standalone power systems, which may be more likely to
offer solutions that meet the investment tests under the Access Code.

933. Should the ERA continue to require Western Power to set SSBs at the more stringent 97.5'" (or 2.5%)
percentile rather than the 99 (or 1%) percentile, we would need to increase our average performance for
each SSB to ensure that all compliance targets are met. This would require significant expenditure above
the level included in our proposal to introduce specific capex and opex programs to address each risk area.

934. As an example, we estimate that the costs to meet the more stringent SSB proposed by the ERA for Rural
Long SAIFI would be approximately $26 million to address the shift in the SSB of two*’ events. %
Improvements in average transmission service levels would be even more costly. This demonstrates the
disproportion between cost and benefit in the ERA’s required amendments.

9% Ppage 8, ibid.

195 This scheme is required under sections 18 and 19 of the Electricity Industry (Network Quality and Reliability of Supply) Code 2005.

196 These requirements are under Division 2 of the Electricity Industry (Network Quality and Reliability of Supply) Code 2005.

197 2 events is calculated based on the difference between Western Power’s proposed SSB for Rural Long SAIFI based on the averaging of the 99t
percentile of distributions of best fit and the SSB under the ERA’s draft decision using the 97.5" percentile of the single distribution of best fit.
The options for addressing frequency on Rural Long feeders are very limited and costly. Solutions may include covered conductor,
undergrounding to prevent faults altogether or energy storage to respond instantly and island.
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935. Given the short timeframe to prepare this revised proposed access arrangement, we have not had
sufficient time to develop the full extent of investment programs that would be required to meet all 17
SSBs if they were set at the ERA’s proposed level.

936. We also highlight that there may be limited options to mitigate the risks of non-compliance in some areas,
and/or the options may be cost prohibitive to rectify.

13.3.3 Setting SSBs on the most recent five years of performance data

937. In the AA4 proposal, Western Power used the five years of historical data to 30 June 2017 to determine
each of the SSBs. The five years of data for the AA3 period represents the most recent performance
experienced by our customers and to which they supported maintaining average service performance.®
Additionally, the five years of data to 30 June 2017 has been validated and published in the Service
Standard Performance Report submitted to the ERA in September each financial year?®. As such, it is
logical to use this data to set the benchmarks for AA4.

938. The ERA states Western Power must set SSBs based on the most recent five years of performance data?®*.

939. For the purposes of this response, we have assumed this statement is the ERA’s confirmation to use the
AA3 data, that is, the five years of data up to and including June 2017. Doing otherwise would introduce
significant uncertainty as it would:

o include data from within the period, to set SSBs for the period

o include un-audited, un-approved data not yet subjected to ERA review through the annual service
standard performance report

o include part-year data, which would be inconsistent with our financial year reporting obligations, our
access arrangement period, and our incentive regimes (GSM and SSAM)

. require continuous updating through the remainder of the access arrangement determination process
which could change SSBs significantly between the proposed revised access arrangement and the final
decision, or further final decision as required

o mean that SSBs are set after the start of the AA4 period, which would not allow us to operate the
network with known compliance targets.

13.3.4 Consistency with the Access Code

94a0. The ERA has not demonstrated that our proposed method of setting SSBs is inconsistent with the
requirements of the Access Code, including the Access Code objective. We highlight there is no explicit
Access Code requirement about the minimum level of service provided to customers.

9a1.  Further, in proposing an alternative method of setting SSBs, the ERA’s objective is to reduce volatility in
customer experienced service performance. However, the ERA has not established that our proposal
provides an inadequate level of service to the group of customers to which our SSBs apply2°2.

199 Page 34, Access Arrangement Information for the period 1 July 2017 to 30 June 2022, Attachment 4.1: Customer Insights Report, Deloitte,

March 2016.

Service Standard Performance Report for the year ended 30 June 2017, Western Power, September 2017.

Required Amendment 24, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
An SSB is set for a reference service, which by definition is a service provided to a significant number of users or a substantial proportion of
the market. An SSB is not a service standard for specific end-users, or even a class of specific end-users.

200
201

202

o westempuwer EDM 44830353

Page 162



942.

943.

944,

945.

946.

947.

948.

949.

950.

We contend that the ERA has merely proposed an alternative that would deliver an increase in average
service performance levels, requiring a significant, arguably inefficient and imprudent level of investment.

In its owns words, the ERA states:

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.%%

For these reasons we do not accept the ERA’s required amendment.

13.3.5 Step changes to historical levels of performance

Service performance measures are universally set based on historical data. However, history is not always
the best predictor of the future and we often need to use other methods to adjust our forecasts for known
changes or emerging issues.

We have identified two emerging issues that we propose the services and incentive framework must take
into account:

1. nolow probability, high impact events occurring over the AA3 period

2. anew system protection modification that increases the load shed due to interruptions in the Eastern
Goldfields.

These are discussed in the following sections.

13.3.5.1 Low probability, high impact events

Western Power’s obligations under the Technical Rules requires N-0 design for the radial parts of the
network. Our performance is therefore heavily dependent on individual events in certain areas of the
network.

As shown in Figure 13.1, in 2009 and 2011 we saw several low probability, high impact events affect our
performance. However, performance over the five-year period on which the AA4 SSBs has been set has
been relatively good, with no material events except those excluded as major event days. With a low
number of critical assets, our performance in relation to transmission measures is highly dependent on
these events. This is particularly the case in regional areas of the network where there is limited
redundancy, and on radial lines where there is no redundancy.

The impact of these low probability, high impact events on transmission performance measures such as
SM radial is shown in Figure 13.1.

203 Pparagraph 22, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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Figure 13.1: Historical transmission service performance, SMI radial
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951.  Over previous periods we have seen significant events affecting the volatility of our transmission
performance (see for example high LoSEF >1.0 and SMI radial measures in 2009, and high SMI again in 2011
in Figure 13.1). Over the AA3 period — the five years on which the AA4 service standard measures are based
— our performance has moderated, and there have been no low probability, high impact events. This
systematically underestimates the risk of a low probability, high impact event occurring, and results in
service performance measures being set at a level lower than they otherwise would.

952. For example, if we look at a one-in-ten year event, the probability of experiencing zero such events within a
five-year period is 59.1 per cent and the probability of experiencing one such event within a five-year
period is 32.8 per cent.

953. In 2017/18 we have already seen individual events that have significantly affected our service performance
on the transmission network. For example, in December 2017 severe weather conditions caused the 132 kV
line between West Kalgoorlie Terminal and Black Flag to trip. This line is compliant with the Technical Rules
for N-O design as a radial part of the network, therefore there is no redundancy available to continue to
supply customers fed from this line during a line outage. The time taken to restore the fault and therefore
the load at Black Flag caused an interruption of approximately 8 system minutes. Our SMI radial
performance measure increased from 0.4 system minutes in November 2017 to 8.3 system minutes?®* in
December 2017 due to this event alone. This is significantly greater than our current SMI radial compliance
SSB target of 5.0 system minutes.

9sa. We do not consider investment to alleviate the impact of these type of events would be prudent or
efficient. For example, we would need to build a new 132 kV line between West Kalgoorlie Terminal and
Black Flag to prevent the reliability impacts from the type of event that occurred in December 2017. We
estimate the cost of this to be approximately $30 million. This type of investment would be required in
several areas of the radial network to mitigate our risks of non-compliance with the SSBs.

9s5. We consider the compliance target —the SSB — should be set at reasonable and achievable level that can be
met to account for the inherent volatility in SMI radial as shown in Figure 13.1. This will ensure the
incentive to maintain a minimum service level is not reduced and therefore does not diminish the power of
the gain sharing mechanism (GSM) to incentivise operating expenditure efficiencies during the period.
Under the Western Australian incentive mechanism framework, which links the GSM with SSB compliance,

204 Based on comparison of 12 month rolling average performance for SMI radial as at November 2017 and December 2017.
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failure to meet a minimum service standard in a financial year results in a reduction in rewards under the
GSM to zero. We also highlight that, using the ERA’s approach to determining the SSBs at a 97.5%
percentile, our risk of non-compliance with these SSBs would be even higher and reduce the incentive to
achieve operating efficiencies.

9s6. It is on the basis that our historical five-year period includes no low probability, high impact events that we
propose a step-change in the SMI radial SSB which is particularly affected by these low probability, high
impact events.

957. We have determined the quantity of these step-changes using a purely statistical method, consistent with
our approach to setting SSBs. We have used the historical dataset to simulate a number of datasets in
which there are multiple one-in-ten year event, and compared it to the actual performance over the five
years of AA3.

958. Our proposed statistical method adjusts the SMI radial data series to include the impact of low probability,
high impact events in a manner that is proportional to the probability of such an event occurring during the
five-year AA4 period. Our method is outlined below.

1. We propose the low probability high impact event be modelled on the basis of a one-in-ten-year
probability. The probability is based on a review of the SMI radial data for the period from August
2011 to June 2017.

2. We retain the use of a five-year sample from July 2012 to June 2017 for setting service performance
benchmarks. This sample does not contain any low probability, high impact events. We sample data
directly from the monthly SMI radial series for the period from August 2011 to June 2017 to generate
10,000 simulations of 71 months. Each sample contains 71 months of data, starting in August 2011, as
performance metrics are based on a 12-month rolling average.?®

3. With a probability of a one-in-ten-year event, simulations are adjusted to include the impact of a low
probability, high impact event.

4. We calculated the difference between SMI radial rolling average values in two recent periods of time
in which a low probability, high impact event was and was not occurring. This resulted in an
approximation of a low probability, high impact event of 12.2 system minutes.

5. We replicate the approach for selecting candidate statistical distributions used in our AA4 proposal to
ensure we accurately model the underlying physical processes that drive SSBs, and apply this process
to the SMI radial data series. The 99" percentile values for each candidate distribution in each sample
is calculated.

959. This method has resulted in a step-change in the SSBs for SMI radial of 4.8 system minutes. Table 13.1 sets
out the impact of our proposed adjustment on our SSBs.

Table 13.1: SMI radial SSB step change

‘ SMI radial (system minutes)

Unadjusted 4.6
Adjusted 9.4
Step change 4.8

205 To calculate the rolling average for the current month, the previous 11 months data is required. To obtain the five year rolling average sample

we therefore require 60 months of data plus the preceding 11 months of data, equating to 71 months.
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The revised proposed SSBs are provided in section 13.3.6.

We have not amended the SSAM financial target levels (SSTs), as we are primarily concerned with the
impact on our compliance, and consider the SSTs as proposed will provide an effective financial incentive to
improve our performance where it is valued by our customers.

13.3.5.2 Step change for a new system security protection scheme

In response to the ERA’s draft decision, which requires us to retain SMI radial and meshed SSB measures,
we have further assessed the SMI data.

We have found that the introduction of modifications to our protection scheme in the Eastern Goldfields
load area has negatively impacted the SMI meshed and LoSEF >1.0 transmission measures.

We continually assess the configuration and operation of our network. In 2012, we reviewed operations in
the Eastern Goldfields and East Country regions and found a number of technical issues associated with the
220kV radial network due to a lack of redundancy in the area.

For setting the performance measures in AA4, any outages of the 220 kV line between Muja, through

Merredin Terminal to Collgar Terminal or other critical non-220 kV lines, would result in:

¢  thermal overloading on the Merredin to Northam 132kV line

o voltage and transient stability issues in the Eastern Goldfields networks.

The operational risk of this issue was determined to be high. Left unresolved, these outages would result in:

e adverse public safety, reputational and financial risks associated with equipment damage to
generation facilities and extended supply outages to customers in the Eastern Goldfields load area

o adverse public safety and environmental risks associated with a potential conductor failure as a result
of the Merredin Terminal to Northam Terminal line overloading under the peak demand conditions

o compliance risk associated with the existing and ongoing breach of the islanding requirements under
the Technical Rules.

We established a joint planning team of Western Power and System Management staff to assess and
consider the options to resolve these issues, and determine the best option for implementation. The joint
planning team determined that the most economically efficient option was to make protection
modifications to an existing special protection scheme. These modifications detect any trip between Muja
and Merredin Terminal on the 220 kV network and:

*  trips the Merredin Terminal to Collgar Terminal 220 kV lines

o results in the loss of supply on the Collgar, Yilgarn, West Kalgoorlie Terminal 220 kV lines

. results in the loss of supply to the Yilgarn, West Kalgoorlie, Blackflag, Piccadilly and Boulder
substations

o automatically operates an ‘accelerated power level detection’ protection scheme.
The modifications to the protection scheme were implemented in February 2016.

Practically, this change means that following an event, all load from the Muja Terminal is disconnected
from the network following a trip on the Muja Terminal to Merredin Terminal line. Due to the size of the
load and time to restore the 220 kV network following an interruption, all associated events will be greater
than one system minute. This is because:
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*  the Eastern Goldfields load is approximately 100 MW. Supply restoration to this part of the network
takes on average approximately 55 minutes due to its regional location. This results in an average
event contributing 1.4 system minutes. This impact will further increase as new loads connect in the
area

o following the protection modification, the length of line that will result in a loss of the Eastern
Goldfields has increased by 50 per cent. Prior to the protection modification, a trip along the 326
kilometre line from Merredin Terminal to the West Kalgoorlie Terminal would result in loss of Eastern
Goldfields. Following the protection modification, a trip along the 655 kilometre line from Muja
Terminal to the West Kalgoorlie Terminal will result in loss of supply in the Eastern Goldfields. This
means all lightning strikes to this part of the network that result in the loss of the Eastern Goldfields
increase LOSEF >1.0 SMI events by an average of 2.6 per year.

970. To determine the impact of the protection modification, we have ‘backcast’ our transmission service
performance over the AA3 period. Figure 13.3 shows the step-change in service performance.

Figure 13.2: Backcast of historical SMI radial and LoSEF >1.0 with protection modification
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971. As shown in Figure 13.2, our actual performance has, on average, almost doubled. We have calculated that,
if the protection scheme was in place over the entire AA3 period:

e there would have been an additional eight LoSEF >1.0 system minutes interrupted events since
2012/13

o we would not have met our LoSEF >1.0 SSB in 2015/16

*  there would have been in an increase in SMI meshed performance of 11.3 system minutes.
972. This issue is evidenced by our actual 2017/18 performance where:

o SMI meshed has increased from 4.5 system minutes in 2012/13 to 9.4 system minutes in 2017/18%®
e LoSEF >1.0 has increased from 2 events in 2012/13 to 4 events in 2017/18. 2%/

973. We have determined the appropriate revised SMI meshed SSB and LoSEF >1.0 SSB and SST by applying the
statistical methodology to setting the SSBs and SSTs based on the 5 years of historical data from 2012/13 to
2016/17, assuming the protection scheme was in place for the entire period. On the basis of this analysis,
we propose the step-changes in Table 13.2.

206 Based on comparison of 12 month rolling average performance for SMI meshed as at June 2013 and as at April 2018

Based on comparison of 12 month rolling average performance for SMI meshed as at June 2013 and as at April 2018
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Table 13.2: SMI meshed and LoSEF >1.0 system minutes step changes

Transmission SMI meshed (system LoSEF >1.0 (events) SSB LoSEF >1.0 (events) SST

minutes) SSB

Unadjusted 11.7 1
Adjusted 17.3 2
Step change 5.7 1
o7a.  We highlight that, using the ERA’s approach to determining the SSBs at a 97.5%" percentile, our non-
compliance with these SSBs would be heightened.
975. The revised proposed SSBs are provided in section 13.3.6.
13.3.6 Proposed revised service standard benchmarks
976. Each of our proposed amendments are accounted for in our proposed SSBs for the AA4 period. They are
provided in Table 13.3.
Table 13.3: AAA4 revised proposed service standard benchmarks
Performance measure ‘ Unit AA3 2017/18 From 2018/19
Distribution
System average interruption duration index
CBD Minutes 39.9 39.9 37.2
Urban Minutes 183.0 183.0 134.7
Rural short Minutes 227.8 227.8 226.3
Rural long Minutes 724.8 724.8 902.9
System average interruption frequency index
CBD Number of events 0.26 0.26 0.23
Urban Number of events 2.12 2.12 1.33
Rural short Number of events 2.61 2.61 2.38
Rural long Number of events 4.51 4.51 5.90
Calls responded to in 30 seconds Per cent 77.5 77.5 85.3
Transmission
Circuit availability Per cent 97.7 97.7 97.6
System minutes interrupted
Meshed Minutes 12.5 12.5 17.3
Radial Minutes 5.0 5.0 9.4
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977.

978.

979.

Performance measure 2017/18 From 2018/19

Loss of supply event frequency

>0.1 and <1.0 system minutes Number of events 33 33 27
>1.0 system minutes Number of events 4 4 6
Average outage duration Minutes 886 886 1333

Street lighting

Repair times for Perth Metropolitan area Days 5 5 5
Repair times for major regional towns Days 9 9 9
13.4 Momentary interruptions

ERA required amendment 25:

Western Power must set service standard benchmarks and targets for a momentary average
interruptions frequency index for the fourth access arrangement period.

Western Power’s response:

Western Power does not accept this amendment and proposes a modified position.

134.1 Implementation of a service standard benchmark for momentary interruptions

The ERA requires Western Power to introduce a new SSB to reflect its performance with respect to
momentary interruptions.

The ERA appears to require this amendment because:

*  The AA3 final decision required Western Power to collect and report data on the average number of
momentary interruptions of one minute or less per distribution network customer for each feeder
category as a basis for establishing an SSB for the AA4 period.?%

o Public submissions on the AA4 proposal supported the inclusion of a measure of momentary
interruptions as an SSB.2%

*  The ERA considers the implementation of momentary average interruptions frequency index (MAIFI)
as an additional SSB is required for our suite of SSBs to be reasonable, sufficiently detailed and
complete to enable a user or applicant to determine the value of the reference service at the reference
tariff*°.

We recognise momentary interruptions are disruptive to our customers, while noting they are less
disruptive than sustained interruptions. However, we do not support the ERA’s required amendment for
the following reasons:

*  the momentary interruption data recorded and reported during the AA3 period is incomplete, as:

208 Paragraph 1048, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
205 Pparagraphs 809 and 810, ibid.
210 paragraph 1051, ibid.
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980.

981.

982.

983.

984.

— 13 per cent of our auto reclose devices do not have telemetry
— 4 per cent of the time our communications infrastructure fails
— our existing communications infrastructure suffers from latency.

This means at least 16 per cent of momentary interruptions were not recorded. Any MAIFI SSB (or SST)
will therefore be inaccurate, and could drive undesirable behaviours and/or create a perverse
incentive in relation to expenditure.

*  the momentary interruption data will not provide an accurate reflection of momentary interruptions
experienced by our customers. This is because during the AA3 period we reported on momentary
interruptions using:

— anundocumented definition of momentary interruptions
— highly manual processes to cleanse and validate momentary interruption data

— undocumented, subjective and often arbitrary criteria to classify momentary interruptions (as
distinct from sustained interruption events).

* thereis alack of clarity as to the appropriate definition and measure of momentary interruptions,
including how it relates to the existing SAIFI measures

e theinclusion of MAIFI as an SSB does not meet the requirements as set out in the Access Code.

Each of these reasons are discussed in turn in the following sections.

13.4.1.1 Incomplete momentary interruption data
The timely and accurate recording and reporting on MAIFI relies on the:

*  widespread installation of auto reclose devices with telemetry

*  existing auto reclose devices accurately communicating a momentary interruption has occurred in the
field through our communications network

. ability of the master station to correctly interpret the data received.

We informed the ERA during the AA3 review process that to produce accurate momentary interruptions
data it would require multi-million dollar investment.?*! The investment in telemetry and other necessary
SCADA and communications systems to produce more accurate momentary interruptions data was not
approved in the ERA’s AA3 final decision.

We committed in AA3 to continuing to reduce the number of momentary interruptions. This was achieved
through prioritising the installation of telemetry on auto reclose devices on those feeders with a high
number of sustained interruptions.?!2 We also conducted a small trial on the utilisation of existing
telemetered devices in self-healing?!? ‘listening’ mode to test the potential to automatically restore
customers within one minute.

Approximately 13 per cent of the auto reclose devices in our network are not telemetered and therefore
we are unable to capture momentary interruptions from those devices.

The ERA’s AA4 draft decision includes $32.2 million to replace ageing distribution SCADA and
communications assets. However, the projects included in this expenditure plan do not improve our

2 Paragraph 1957, ERA Final Decision on Proposed Revisions to the Access Arrangement for the Western Power Network for 1 July 2012 to 30

June 2017, ERA, 5 September 2012.

22 This s reflected in the improvement in SAIFI on urban and rural short feeders over the last 10 years.

213 Self-healing networks refers to the use of smart network control systems and existing automation devices to respond to faults and restore
customers without human operator involvement.
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986.

988.

989.

990.

991.

992.

993.

capability to record or report momentary interruptions. They are instead aimed at maintaining the present
performance of the telecommunication portion of the distribution automation network.

The telemetry and other SCADA and communications systems necessary for timely recording and reporting
of momentary interruptions have not been installed during the AA3 period and are not planned to be
installed during the AA4 period.

The existing communications network was not designed to accurately capture momentary interruptions.
Latency on the communications network has a direct impact on the ability to capture momentary
interruptions in the field and is driven by three key issues: existing legacy assets, congestion on the network
and old communications technology.

We also highlight that our older substations have limitations in terms of their ability to capture momentary
interruption data, as they are not able to report protection device operations back to the master station
when a circuit break trips. In these instances, our systems are not able to distinguish between a circuit
breaker trip, which is a genuine momentary interruption event that impacts our customers, from
interruptions due to testing of circuit breakers at substations, which do not impact our customers.?%*

Combined, the proportion of our auto reclose devices, our communication failure rate, and the latency of
our existing communications network means that at least 16 per cent of momentary interruptions are not
captured, and therefore not reported on.

As a result of the limitations of our asset population, the momentary interruption data recorded and
reported are incomplete and cannot be relied upon to set any minimum service standard benchmark (or
target upon which financial incentives are based).

We have not completed a detailed study of the program of works required to accurately and completely
report on MAIFI or estimated associated expenditure. However, we maintain that if MAIFl is included as an
SSB, a more widespread deployment of distribution automation and telemetry systems will be required to
complete MAIFI data and allow a higher proportion of users to be able to determine the value represented
by the reference service at the reference tariff.

Moreover, the significant cost of meeting any service target is likely to outweigh any benefits customers
may receive with respect to the introduction of a new service performance measure. We consider that any
SSB on MAIFI should only be introduced once the necessary distribution automation systems have been
installed on an appropriate number of feeders that are reflective of the services provided to our total
customer base.

We further caution the introduction of a MAIFI SSB (or SST) before a complete five-year data set has been
established. An increase in the number of assets able to capture momentary interruptions will necessarily
increase the number of momentary interruptions reported by Western Power. This will be reflected in a
deterioration in our performance while MAIFI data in the calculation remains incomplete. This is
problematic because it:

o is inconsistent with the requirements for an SSB, as it does not accurately reflect the difference in
service performance experienced by our customers, only that reported

. creates a perverse incentive to reduce momentary interruptions to meet artificially low service
standards, even where customers may not value any improvement

o may create a perverse incentive for Western Power to prioritise the installation of distribution
automation systems on feeders that experience few momentary interruptions, and to not prioritise

214 This is because we transfer our customers to another feeder for the duration of testing.
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the installation of distribution automation systems on feeders that may have an adverse impact on
MAIFI

o would increase the probability that Western Power is not compliant to the SSBs in any particular year
which, in turn, weakens the effectiveness of the GSM.

13.4.1.2 MAIFI data not validated

994. The ERA’s AA3 final decision required Western Power to collect and report data on the average number of
momentary interruptions of one minute or less per distribution network customer for each feeder category
as a basis for establishing SSBs for MAIFI for the AA4 period.?*®

995. We have reported the number of momentary interruptions captured in the system in our service
performance report provided to the ERA annually. This measure has the aforementioned network asset
related limitations as well as the following data processing and reporting limitations:

*  There was no clear definition of momentary interruptions for us to report on. As we better
understood the data captured from our network assets, we developed more robust processes and
systems to categorise interruptions. This led to various changes to the definition over the AA3 period,
and therefore the data captured should not be compared between years or used to set any forward-
looking measures.

*  We use highly manual processes to cleanse and validate momentary interruption data. Over the AA3
period, we captured and reported on momentary interruptions from a variety of sources, in a number
of different systems. As the reporting requirement was annual, Western Power did not commit
significant expenditure to systemise these processes. As a consequence, the data was not subject to
the usual interrogation via robust systems and processes as our other service performance measures.
Manual processes are prone to human error, and difficult to audit.

*  We use undocumented, subjective and often arbitrary criteria to classify interruptions. Similar to the
separation of loss of supply event frequency measures, there is a threshold before which an
interruption is a momentary interruption and is counted as a MAIFI event, and after which is a
sustained interruption and is counted as a SAIFI event. Irrespective of where this threshold is set, the
determination of whether an event is deemed to be an interruption or not for the purposes of MAIFI,
is highly subjective and prone to variation in interpretation between personnel interpreting the data,
and over time.

996. Should the ERA require an SSB for MAIFI, we would first need to develop a customised data set that
addresses the above issues, and therefore could be considered to accurately reflect our historical
performance in relation to the agreed definition of MAIFI.

13.4.1.3 Lack of clarity as to the definition of MAIFI

997. As previously noted, in its AA3 final decision, the ERA did not specify the definition of momentary
interruption that should be used for reporting over the AA3 period. In its AA4 draft decision, it has provided
minimal further clarity, requiring us to:

set service standard benchmarks and targets for a momentary average interruptions frequency
index for the fourth access arrangement period.

998. There is currently considerable debate on the definition of MAIFI — whether it should be:

J for interruptions to the customer of duration of one minute or less, or three minutes or less

215 Paragraph 1048, Draft Decision on Proposed Revisions to the Access Arrangement for the Western Power Network, ERA, May 2018.
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o based on each individual momentary interruption or on a momentary interruption event which may
include several attempts by the auto reclose device to restore supply (and therefore several
momentary interruptions).

999. In Australia, MAIFI has commonly been defined as interruptions of less than one minute duration. This is a
shorter duration than the MAIFI definitions in other countries®'®.

1000. In its review of distribution reliability measures, the Australian Energy Market Commission (AEMC)
recommended that the definition of MAIFI should be extended to interruptions of less than three minutes
in duration. The AEMC recommended this change to:

...allow the distributors greater flexibility in the design of their distribution automation systems.
For the majority of networks, where distribution automation systems have not yet been
deployed in scale, this change would provide the potential to reduce the cost of implementing
distribution automation systems. ... This increased investment in distribution automation would
be expected to reduce the number of sustained interruptions by automatically restoring supply
to more customers, thus improving reliability performance.?*”

1001. Consistent with this recommendation, the AER has proposed an amendment to its Service Target
Performance Incentive Scheme to change the definition of MAIFI from an interruption of less than one
minute in duration to an interruption of less than three minutes in duration.?®

1002. The term ‘MAIFI’ is often used very loosely. While the strict definition implies that it measures each
momentary interruption, there is only one jurisdiction (Victoria) which measures momentary interruption
events?!®. The term ‘MAIFI.’ is now being used to distinguish momentary interruption events from
individual momentary interruptions.

1003. The AEMC supports the use of MAIFl. rather than MAIFI, stating:

... the impact on most customers of multiple momentary interruptions within a momentary
interruption event is not materially more than the impact of a single momentary interruption.
That is, most of the impact of a series of momentary interruptions, within a momentary event,
would be due to the first interruption. ... For the purposes of incentive schemes on distributors,
MAIFl. is a more preferable measure of momentary interruptions than MAIFI. This is because
we considered that MAIFI. is a better measure of the impact of the interruptions on customers
and because MAIFI can act as a disincentive for distributors to try to resolve supply
automatically.??°

100a. The AER supports the continued application of the MAIFI. definition where MAIFI is currently stipulated.

1005. We highlight that the use of MAIFI, as opposed to MAIFl., would provide Western Power with a perverse
incentive to not allow multiple attempts to restore supply in the event of an interruption on the network.
Single auto reclose attempts would result in unnecessarily longer interruptions for customers where supply
could be restored successfully following multiple auto reclose attempts?2*. This will have a direct impact on

216 The current IEEE standard defines momentary interruptions as interruptions of duration of up to five minutes and in the UK, momentary

interruptions are defined as interruptions of duration of up to three minutes. Refer Page 13, Review of Distribution Reliability Measures, Final
Report, AEMC, 5 September 2014.

27 page 12, Review of Distribution Reliability Measures, Final Report, AEMC, 5 September 2014.

218 Page 25, Electricity distribution network service providers, Service target performance incentive scheme, Version 2, Draft, AER, December

2017.

Victoria also happens to be the only jurisdiction in which there is also a financial incentive attached to MAIFI performance.

220 Ppages 14-15, Review of Distribution Reliability Measures, Final Report, AEMC, 5 September 2014.

221 It should be noted that, despite any AMIFI measure, Western Power will continue to adjust the behaviour of the auto-reclose function during
bushfire seasons and under high risk weather conditions to mitigate the possibility of starting a bushfire.
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1007.

1008.

1009.

1010.

1011.

momentary interruption performance, and would be contrary to our customers’ preference towards
shorter duration outages even if they are more frequent??2,

We acknowledge that it is not an economically efficient strategy, nor is it possible to completely eliminate
all outages. However, we urge the ERA to ensure the SSBs strongly promote incentives to invest in
technologies that minimise the duration of sustained outages — aligning to our customers’ interests — rather
than momentary outages.

On this basis, we propose to report on MAIFI. as it is the most accepted industry measure. The definition
we will report on is provided in section 13.4.2.

13.4.1.4 MAIFI does not meet the requirements in the Access Code fo