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Western Power’s calculation of the present value of incremental revenue does
not include any price escalation, in real terms, across the assessment period.
While the use of a real discount rate means that inflation should not be included
in the forecast incremental revenue, Western Power’s model does not allow for
any increase in prices in real terms (i.e. above that of inflation).

NMAHS does not consider this to be a reasonable assumption, and it is not
supported by historical evidence of Western Power tariff increases. The relevant
annual tariff increased from $46.16/kVA in 2007/08 to $49.62/kVA in 2008/09, an
increase of 7.5% in nominal terms. Such growth is well above inflation and
implies significant real growth in the annual tariff.

It is also understood that Western Power is proposing significant future
increases in annual tariffs in 2009/10, 2010/11 and 2011/12 as part of the
proposed revisions to Western Power’s Access Arrangement for the South West
Interconnected Network. Such increases would greatly increase the incremental
revenue to Western Power. In our opinion, if such increases are considered
likely (even if they are not yet certain), they should be incorporated in the
calculation of the present value of incremental revenue. This is consistent with
the definition of “anticipated incremental revenue” in the Access Code, which
requires only that such income be “reasonably anticipated” (section 1.3).

Further, the current calculation uses the 2007/08 annual tariff of $46.16/kVA
rather than the 2008/09 annual tariff of $49.62/kVA. Western Power advises
that the 2008/09 tariffs were not available at the time of submission, although it
is noted that the 2008/09 price list was issued in April 2008 and Western
Power’s submission was made in August 2008.

NMAHS supports the ERA’s finding that “it is reasonable to consider incremental
revenue over a longer period than that undertaken by Western Power”, given the
expected life of the substation assets of around 50 years and the likelihood that
SCGH *“will continue to operate for many decades” (Draft Determination,
paragraphs 42 and 44).

Given the 50 year life of the assets, the present value of incremental revenue
should be assessed over this term, consistent with the requirement in the
Access Code that incremental revenue be calculated over a “reasonable period”
(section 1.3).

Based on the above and incorporating modest real growth in revenue of 3% per
annum (which is below the real growth evidenced between 2007/08 and
2008/09), we calculate the present value of the incremental revenue to be $14.6
million. The workings of this calculation and all assumptions are provided as
Attachment 1 to this submission. An electronic copy of this modelling is also
able to be provided for verification if required.

The above estimate does not include the significantly increased annual tariffs
proposed by Western Power, which would greatly increase the present value of
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the incremental revenue. As discussed above, such increases should be
incorporated if they are considered to be “reasonably anticipated”.

Therefore, NMAHS is of the opinion that Western Power’s calculation of the
present value of incremental revenue should be adjusted in order to:

(a) appropriately incorporate a reasonable estimate of real price growth
(including any future tariff increases that are reasonably able to be
forecast);

(b) utilise the most recently available annual tariff (currently 2008/09:

$49.62/kVA); and

(c) appropriately assess the present value of the revenue over a
‘reasonable period’, being the independently-assessed life of the
assets.

The incremental revenue calculation should be independently reviewed and
verified from a financial perspective to ensure that components such as
escalation and the discount rate have been appropriately applied. If the
calculation is undertaken by Western Power, all workings and assumptions
should be provided to the ERA to enable such independent verification to occur.

Net Benefits Test
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NMAHS notes the ERA’s finding that Western Power has claimed a range of
benefits that would arise from the upgrade of the distribution system, including
deferral of other major network reinforcements, lower line losses, higher load
supplies, less operational constraints, and a more reliable supply (Draft
Determination, paragraph 48).

NMAHS supports the ERA’s finding that such benefits “would fall within the
scope of net benefits to be considered under section 6.52(b)(ii) of the Access
Code” (Draft Determination, paragraph 47).

The Draft Determination estimates the value of such net benefits to be around
$3.5 million (Table 2). This appears to only include Western Power’s estimate of
the present value of deferring new facilities investments at the University
substation for 5 years. Other benefits stated by Western Power and noted by
the ERA (Draft Determination, paragraph 48) do not appear to be included.

Further, a review of Western Power’s calculations in relation to the incremental
revenue test and the safety and reliability test (as discussed in this submission)
raises concerns regarding the accuracy of other estimates provided by Western
Power, including the $3.5 million cost saving associated with the University
substation deferral. All such benefits should be independently verified and the
present value of such benefits independently determined.



Safety and Reliability Test
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NMAHS has reviewed the model used by Western Power in determining the
amount of works that would satisfy the safety and reliability test (section
6.52(b)(iii) of the Access Code), and has significant concerns with this model.

Similar to the issues identified above in relation to the calculation of the present
value of incremental revenue, Western Power’s calculation of the ‘brought
forward cost’ does not include any capital cost escalation (in real terms). This is
a significant omission, as the basis for the calculation is a comparative
assessment of the cost of undertaking the works earlier than originally required.
If no escalation is included, the model assumes that the cost of undertaking the
works will be the same, in real terms, regardless of when the project occurs.
This is not considered to be a reasonable assumption and is not supported by
historical cost escalation evidence.

The impact of such an assumption is that a deferral of the works appears
significantly more favourable on a net present cost basis. This is a
fundamentally incorrect application of present cost analysis which has a
significant impact on the recoverable amount allowable under the safety and
reliability test.

NMAHS is of the opinion that Western Power’s calculation of the cost that
satisfies the safety and reliability component of the new facilities investment test
should be adjusted in order to:

(a) appropriately incorporate a reasonable estimate of real capital cost
escalation; and

(b) appropriately consider the age of the current substation assets and an
asset replacement plan to replace the transformers by 2015/16 (Draft
Determination, paragraph 57).

Further, the apparent flaws in Western Power's calculations as noted above also
raise concerns regarding the accuracy of other estimates provided by Western
Power, including the $1.3 million annual saving achieved by delaying the voltage
conversion of the University substation. All such calculations should be
independently verified and their present value independently determined. Such
estimates should be incorporated in the calculation of the ‘brought forward cost'.

Based on the above, we calculate a ‘brought forward cost’ of less than $0.5
million (excluding the estimated $1.3 million annual saving referred to in
paragraph 24). The workings of this calculation, including assumptions, are
provided as Attachment 2 to this submission. An electronic copy of this
modelling is also able to be provided for verification if required.

Hence, with the exception of the above-calculated ‘brought-forward’ cost,
NMAHS submits that the remaining cost of the substation works (i.e. $25.4
million, being the total project costs satisfying the efficiency test ($25.9 million),



less the ‘brought forward cost’ of $0.5 million) satisfies the safety and reliability
test.

27 Similar to that recommended above for the calculation of incremental revenue
(paragraph 15), such calculation should be independently reviewed and verified
from a financial perspective. If the calculation is undertaken by Western Power,
all workings and assumptions should be provided to the ERA to enable such
independent verification to occur.

Consideration of Land Value

28 The report by the technical advisor engaged by the ERA notes that “the project
cost does not include land, which is to be leased to Western Power by SCGH at
a peppercorn rental” (p. 8).

29 This land is vested in the Queen Elizabeth Il Medical Centre Trust (Trust) under
the Queen Elizabeth Il Medical Centre Act 1966 and hence the Trust would be
the lessor under any such arrangement with Western Power.

30 To date, no formal agreement has been reached between the Trust and Western
Power in respect of the amount of rental to be paid by Western Power for the
land pertaining to the substation expansion.

31 NMAHS is of the opinion that the land upon which the proposed substation
upgrade would be located is of value, and the Trust should reserve the right to
require an appropriate commercial rental for the use of this land under a long
term lease.

32 Such land value has not been incorporated into the project costs contained in
Western Power’s submissions or in the Draft Determination.

33 In our opinion, if a lease over this land was granted on commercial terms, such
costs would comprise reasonable costs “which would be incurred by a service
provider efficiently minimising costs”, and would thus satisfy section 6.40 of the
Access Code.

Summary

34 NMAHS notes the conclusion of the ERA’s technical advisor, that:

“We have concerns about the validity of the economic model used by
Western Power and doubt that it has captured all the benefits of
advancing the project. While we are reluctant to draw firm
conclusions on the limited information provided, we consider that it
would not be difficult to construct an equally valid model that shows
that the SCGH should not make any capital contribution.” (p. 12)

35 NMAHS supports the above conclusion. The following table summarises our
current view in relation to the amount of the new facilities investment that
satisfies the new facilities investment test.
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