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Strata Energy Consulting Limited specialises in providing services relating to
the energy industry and energy utilisation. The company, which was established in
2003, provides advice to clients through its own resources and through a network
of Associate organisations. Strata Energy Consulting has completed work on a
wide range of topics for clients in the energy sector both in New Zealand and
overseas.

For further information please contact:
Bill Heaps

Managing Director

Strata Energy Consulting Limited
Level 2, 95-99 Molesworth Street

PO Box 12332

Thorndon
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Disclaimer Notice

The opinions expressed in this report remain those of Strata Energy Consulting Limited and do not
necessarily reflect the views of the Commerce Commission.

This report has been provided to the Commerce Commission on the understanding that it will become
a public document. Strata Energy Consulting Limited makes no representation or warranty as to the
accuracy or completeness of the information or opinions set out in this report, including any errors or
omissions therein however caused, to any persons or any organisation (other than the Commerce
Commission).

While Strata Energy Consulting Ltd uses all reasonable endeavours in undertaking research and
producing reports to ensure the information is as accurate as practicable, Strata Energy Consulting
Ltd, its contributors, employees, and directors shall not be liable (whether in contract, tort (including
negligence), equity or on any other basis) for any loss or damage sustained by any person relying on
such work whatever the cause of such loss or damage.
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Glossary

Act

Asset Management Plan
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Consumers

Director

Electricity Information
Disclosure Requirements

Gas Information
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Handbook

Independent auditor
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The Commerce Act 1986

The document required to be disclosed by an
electricity distribution business pursuant to clause
7 of the Electricity Distribution (Information
Disclosure) Requirements 2008 issued by the
Commerce Commission

The Commerce Commission, established by
section 8 of the Commerce Act 1986

Section 52C of the Commerce Act 1986 defines a
consumer to be ‘a person that consumes or
acquires regulated goods and services’.

In relation to:

(a) a company - any person occupying the
position of a director of the company by
whatever name called;

(b) a partnership (other than a special
partnership) — any partner;

(c) a special partnership — any general
partner;

(d) a body corporate or unincorporated (other
than a company, partnership or special
partnership) — any person occupying a
position in the body that is comparable
with that of a director of a company;

(e) any other person - that person

Electricity Distribution (Information Disclosure)
Requirements 2008 published 31 October 2008

Gas (Information Disclosure) Regulations 1997

Electricity Information Disclosure Handbook
issued by the Commerce Commission on 31
March 2004 and revised October 2008

In relation to any information that relates to a
EDB, GDB or GTB, means a person who:

(a) is qualified for appointment as auditor of a
company under the Companies Act 1993
or, where the EDB, GDB or GTB is a public
entity (as defined in section 4 of the Public
Audit Act 2001), is the Auditor-General;
and

(b) has no relationship with, or interest in, the
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EDB, GDB or GTB that is likely to involve
the person in a conflict of interest; and

(c) has not assisted with the compilation of
the information or provided advice or
opinions (other than in relation to audit
reports) on the methodologies or
processes used in compiling the
information; and

(d) is not associated with nor directed by any
person who has provided such assistance,
advice, or opinion

Model use of system Means the most recent version of the Model

agreement Interposed Agreement or Model Conveyance
Agreement published by the Electricity
Commission

Regulated supplier Means any EDB, GDB or GTB subject to regulation
under the Commerce Act 1986
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1. Introduction

1.1 Background

1. The Commerce Amendment Act 2008 revised the regulatory framework
applicable to, amongst other sectors, electricity and gas distribution and gas
transmission. It did so by amending Parts 4, 4A, 5 and 6 of the Commerce
Act 1986 (the Act).

2. Part 4 of the Act provides for the regulation of the price and quality of goods
and services in markets where there is little or no competition and little or
no likelihood of a substantial increase in competition (s 52)1.

3. The purpose of Part 4 of the Act is as follows:

The purpose of this Part is to promote the long -term be nefit of consumers in
markets [where there is little or no competition and little or no likelihood of
a substantial increase in competition] by promoting outcomes that are
consistent with outcomes produced in competitive markets such that
suppliers of regu lated goods or services &
(a) have incentives to innovate and to invest, including in replacement,
upgraded, and new assets; and
(b) have incentives to improve efficiency and provide services at a quality
that reflects consumer demands; and
(c) share with consumers the benefits of efficiency gains in the supply of
the regulated goods or services, including through lower prices; and
(d) are limited in their ability to extract excessive profits

4, Under Part 4 of the Act, non-consumer owned suppliers of electricity lines
services (other than Transpower) and all suppliers of gas pipelines services
are automatically subject to default/customised price-quality regulation, as
well as information disclosure regulation?.

5. The purpose of default/customised price-quality regulation is to provide a
relatively low-cost way of setting price-quality paths for suppliers of
regulated goods or services, while allowing the opportunity for individual
regulated suppliers to have alternative price-quality paths that better meet
their particular circumstances (s 53K).

6. Under the Act (subpart 3 of Part 4), the Commission is required to specify
regulatory methodologies, rules, processes, requirements and evaluation
criteria (collectively termed ‘input methodologies’), which, amongst other
things, are relevant to proposals by regulated suppliers for customised
price-quality path (CPP) determinations.

7. The scope and specificity of information necessary to inform potential
approaches, the sort of independent verification and audit assessments
available (which could be required to be undertaken by a regulated supplier

! Commerce Commission, Input Methodologies Discussion Paper , June 2009, p1

2 Consumer-owned suppliers of electricity lines services are subject only to information disclosure
regulation under the Act.
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in advance of a proposal being submitted to the Commission), the extent of
consultation and agreement with consumers, and evaluation criteria are
being considered by the Commission as part of its work to develop input
methodologies for customised price-quality path proposals by regulated
suppliers®.

8. The Commission has indicated a preliminary view that a full *‘building blocks’
framework is required in order for a customised price-quality path proposal
to provide for the particular circumstances of an individual regulated
supplier®. Under this approach the Commission will undertake a bottom-up
assessment of the regulated supplier’s revenue requirement for each year
within the regulatory period covered by the CPP determination. The
Commission’s preliminary view is that it will determine customised price-
quality paths for a 5 year period, unless a supplier justifies a shorter
period®.

9. In determining the revenue requirement, the Commission will be assessing
the forecast capital and operational expenditure of the regulated supplier.
As forecast demand is an important driver behind a regulated supplier’s
expenditure (capital expenditure in particular), an assessment will be
required of demand information provided by a CPP applicant.

10. As a building blocks approach relies heavily on the information provided by
the regulated supplier, it is important that CPP proposals contain sufficient
information to provide the Commission with confidence in the accuracy of
the information as well as the assumptions underpinning CPP proposals from
which the building blocks information is derived.

1.2 Scope of work

11. In order for the Commission to reach an appropriate determination of a
regulated supplier’s revenue requirement arising as a result of that
regulated supplier’s capital and operating expenditures, the Commission
intends to determine an input methodology specifying information
requirements of a CPP applicant relating to capital expenditure, operating
and maintenance expenditure, and demand.

3 The Act (new s 52T(1)(d)) states that the input methodologies relating to particular goods and
services must include, to the extent applicable to the type of regulatory instrument under
consideration:

Ai(d) matters relating to proposals by a ragiypatht ed supplier

including -
@) requirements that must be met by the regulated supplier, including the
scope and specificity of information required, the extent of independent
verification and audit, and the extent of consultation and agreement with
consumers; and
(i) the criteria that the Commission will use to evaluate any proposal . o
4 Commerce Commission, Input Methodologies (Electricity Distribution) i Emerging Views Paper ,

December 2009, p55; Commerce Commission, Input Methodologies (Gas Pipeline Services) ]
Emerging Views Paper , December 2009, p57

Commerce Commission, Input Methodologies (Electricity Distribution) i Emerging Views Paper ,
December 2009, p57; Commerce Commission, Input Methodologies (Gas Pipeline Services) i
Emerging Views Paper , December 2009, p59
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12.

13.

14.

1.3

15.

16.

17.

In order for the Commission to be able to rely on the CPP applicant’s

information, the Commission also needs to identify which information
provided by a CPP applicant should be audited and verified prior to its
submission to the Commission.

The Commission has sought assistance from Strata Energy Consulting
(Strata) to carry out this work.

Strata has prepared draft qualitative and quantitative information
requirements for CPP proposals, for the purpose of consultation with
stakeholders, along with an explanatory statement (this overview report).

Summary of approach

In preparing these draft information requirements, Strata began by
considering the key regulatory provisions underpinning the information
requirements necessary to a CPP proposal - in particular, s 52A (the Part 4
Purpose Statement), s 54Q (energy efficiency) and s 54V of the Act (i.e. the
impact of certain decisions made under the Electricity Act, such as
continuance of supply obligations).

Strata then considered approaches to requiring the information, which
would enable the Commission to satisfy itself that a CPP proposal furthers
the Part 4 Purpose Statement.

A first draft set of information requirements were then prepared, with
particular consideration given to the following:

(a) The electricity and gas IDRs - as these represent the information

requirements currently in place for Electricity Distribution Businesses
(EDBs), Gas Distribution Businesses (GDBs) and Gas Transmission
Businesses (GTBs);

(b) Definitions of distribution services developed by the Electricity

Commission - as these have been developed under the Model Use of
System Agreements (MUo0SA) project, for use by EDBs and electricity
retailers; and

(c) Relevant Australian regulatory arrangements (in particular those used by

18.

the Australian Energy Regulator) - as these provide an example of
information requirements placed on Australian EDBs, as part of the price
determination process.

In preparing the first draft set of information requirements, Strata was also
cognisant of the following:

(a) Policies, strategies and processes adopted by regulated suppliers in

respect of asset management, capital expenditure, operating and
maintenance expenditure, and demand forecasting;

© Strata Energy Consulting Limited Page 8 June 2010
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(b) Expenditure review techniques and the information required for these to

be applied to a CPP proposal; and

(c) Audit/verification processes that may be applicable to the information

19.

20.

21.

1.4

22.

contained in a CPP proposal.

The Commission consulted with industry on Strata’s first draft set of
information requirements during February and March 2010. This included
receiving pre-workshop submissions on Strata’s material, in advance of a
Commission Workshop held 30™ & 31 March 2010. Following completion of
the workshop, Strata provided a set of qualitative and quantitative
information requirements for gas distribution and transmission. These were
included in a post-workshop round of consultation with industry.

Following this period of consultation by the Commission, Strata has been
engaged to review submissions and undertake a further period of
development of the information requirements in accordance with new Terms
of Reference. Of note is that a technical workshop involving gas industry
representatives, the Commission and Strata was held during this period of
further development and this has assisted significantly in the development
of the gas-specific CPP information requirements.

This report and the accompanying qualitative and quantitative information
requirements documents together represent the state of development of the
information requirements framework following this further period of
development.

Structure of this report

The remainder of this overview report sets out the structure of, and
rationale for, the draft information requirements for EDBs, GDBs and GTBs.
Sections 2 and 3 discuss the key considerations behind the information
requirements along with an indication of how the information requirements
might feed into the Commission’s process for assessing CPP proposals.
Section 4 sets out the structure of the proposed information requirements,
while Sections 5 and 6 set out the reasons for the proposed qualitative and
quantitative information requirements. Finally, section 7 describes
proposed verification and financial audit requirements.

© Strata Energy Consulting Limited Page 9 June 2010
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2.

Key considerations influencing the

information requirements

23.

This section describes several key considerations that have guided the
development of the information requirements for CPP proposals, namely:

(a) Furthering the Part 4 Purpose Statement;

(b) Facilitating the Commission’s consideration of CPP proposals;
(c) A top-down approach to CPP information requirements;

(d) A service-based approach to CPP information requirements;

(e) Categorising information requirements into qualitative and quantitative
components; and

(f) Consistency of information requirements across sectors, where
appropriate.

2.1 Furthering the Part 4 Purpose Statement

24.

25.

26.

The new Purpose Statement for Part 4 emphasises key economic principles
surrounding the delivery of the services, including:

(a) Providing incentives for regulated suppliers to innovate and invest
(dynamic efficiency); and

(b) Providing suppliers with incentives to provide services at a quality that
reflects consumer demands, as well as to improve efficiency and share
the benefits of these efficiency gains with consumers while being limited
in their ability to extract excessive profits (productive and allocative
efficiency).

To this end, the information requirements for a CPP proposal should reflect
the type, quality and quantity of information that one might reasonably
expect the directors and/or management of a business with sound
governance to require in order to drive efficient investment in, and
operation and maintenance of, the distribution/transmission network while
having regard to the level of service (including the quality of service)
provided to consumers. Therefore, a CPP proposal should not be expected
to require the CPP applicant to provide information that is additional to that
which would already be available if sound governance practices were
present.

The CPP information requirements should enable an assessment of whether
the regulated supplier’s policies, strategies and procedures are designed and
operated in a robust manner, which seeks to ensure that the
distribution/transmission network is provided in an efficient manner. In
addition, the CPP information requirements should enable the assessment of
whether proposed expenditure levels are consistent with the regulated
supplier’s policies, processes and procedures.

© Strata Energy Consulting Limited Page 10 June 2010
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27. CPP information requirements should also accommodate regulated suppliers’
assessments of and responses to changing consumer needs and changes to
the services delivered to address those needs.

2.2 Facilitating the Commission’s consideration of CPP
proposals

28. A first key consideration behind the development of information
requirements for a CPP proposal is the manner in which the Commission®
will review and assess the expenditure forecasts for the regulatory period.

29. The Commission has indicated the following preliminary views in respect of
the review and assessment of forecast expenditure contained in a CPP
proposal:

(a) A building blocks methodology will be used’;

(b) Customised price-quality paths will be for a 5 year term, unless a
supplier justifies a shorter period?;

(c) Information supporting a CPP proposal should be material to its
assessment and outcomes®;

(d) A number of expenditure review techniques are likely to be suitable and
could be used collectively to form a more rounded picture of a supplier’s
requirements®®;

(e) The forecast expenditure and demand components of a CPP proposal will
be assessed against a defined expenditure objective. An example of
such an objective was contained in the Farrier Swier report released in
June 2009 with the Input Methodologies consultation paper, which was
that “capital and operating expenditure should reflect the efficient costs
that a prudent regulated supplier would require to:

The Commission has indicated that independent verification of a CPP proposal prior to it being
submitted to the Commission is desirable. To this end, it is proposed that a pre-submission
independent verifier will also be reviewing and assessing the expenditure forecasts for the
regulatory period.

Commerce Commission, Input Methodologies (Electricity Distribution) i Emerging Views Paper ,
December 2009, p55; Commerce Commission, Input Methodologies (Gas Pipeline Services) T
Emerging Views Paper , December 2009, p57

Commerce Commission, Input Met hodologies (Electricity Distribution) i Emerging Views Paper ,
December 2009, p57; Commerce Commission, Input Methodologies (Gas Pipeline Services) i
Emerging Views Paper , December 2009, p59

Commerce Commission, Terms of Reference, Input Methodologies: Ma tters relating to capex  -opex
forecast information in proposals by a regulated supplier for a customise price -quality path ,
November 2009, p3

10 Tncluding engineering techniques (e.g. trending or times-series analysis, internal benchmarking
within expenditure categories over time, high-level governance and process review, project and
programme sampling, functional or process modelling, unit rate benchmarking) and economic
techniques (e.g. critiques (or independent development of) demand forecasts, labour unit cost
forecasts, materials forecasts, plant forecasts and equipment unit cost forecasts).

1 Commerce Commission, Input Methodologies Discussion Paper ~ , June 2009, p495, para 15.112

12 Commerce Commission, Terms of Reference, Input Methodologies: Matters rela ting to capex -opex
forecast information in proposals by a regulated supplier for a customise price -quality path
November 2009, p4
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(1) meet or manage the expected demand for relevant services
a. at the appropriate service standards
b. during the relevant regulatory period and over the long term

(2) comply with all applicable regulatory obligations associated with the
13,

services”™; and
(f) Demand forecasts will be applied consistently to support development of
capital and operating forecasts and for other purposes, such as setting
price control parameters™.

30. The CPP information requirements have therefore been designed so that
regulated suppliers are required to submit sufficient information, in a form
which enables the Commission® to apply the principles described above in
its review and assessment of the CPP proposal.

2.3 A top-down approach to CPP information
requirements

31. As noted in section 2.1, the Commission has indicated a preliminary view
that a full building blocks framework is required for CPP proposals to provide
for the particular circumstances of an individual supplier’®. In addition, the
Commission’s preliminary view is that information requirements should be
targeted to the driver(s) for the CPP proposal, in order that the applicant’s
costs are largely focussed on supporting the aspects of the proposal that are
most material®’.

32. Strata’s interpretation of these preliminary views is that, because a building
blocks framework is to be adopted for CPP proposals, while the CPP
information requirements should enable regulated suppliers to identify and
highlight the key driver(s) for the CPP proposal, information still needs to be
provided which enables the Commission to give consideration to a regulated
supplier’s organisation-wide inputs into a CPP proposal. It is possible that,
over time, the level of information and scrutiny required by the Commission

13 Price - Quality Regulation Under Part 4 of the Commerce Act Assessing expenditure in a Customised
Price -Quality Path review. Electricity distribution, gas distribution and gas transmission . Farrier
Swier Consulting, June 2009, p94

' Commerce Commission, Terms of Reference, Input Methodologies: Matters relating to capex -opex
forecast information in proposals by a regulated suppl ier for a customise price -quality path ,
November 2009, p3

5 And as applicable, a pre-submission independent verifier.

16 Commerce Commission, Input Methodologies (Electricity Distribution) i Emerging Views Paper ,
December 2009, p55; Commerce Commission, Inp ut Methodologies (Gas Pipeline Services) i
Emerging Views Paper , December 2009, p57

17 Commerce Commission, Input Methodologies (Electricity Distribution) i Emerging Views Paper ,
December 2009, p56; Commerce Commission, Input Methodologies (Gas Pipeline Ser vices) 1
Emerging Views Paper , December 2009, p58
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33.

34.

35.

36.

37.

38.

39.

may be less, particularly where a regulated supplier makes a new CPP
proposal that follows on from an existing CPP.

In considering approaches to CPP information requirements that best meet
the intent outlined above, Strata has considered the building blocks
framework from a top-down and bottom-up perspective.

Under a top-down approach, the assessment of the CPP proposal can take a
form similar to that which would be taken by the Board and senior
management of a regulated supplier when assessing and approving
expenditure plans. Using this approach, the CPP information requirements
will be targeted in a manner intended to provide an understanding of the
regulated supplier’s capabilities, business practices and efficiency, as
relevant to the CPP proposal. The information can also be targeted to the
actual levels of services provided to consumers. Under the top-down
approach, CPP information requirements are set at a level which allows
some aggregation of individual data.

A bottom—-up approach to a building blocks framework starts with the most
fundamental, detailed inputs used in a business’ budgeting process, then
aggregates individual expenditure items based on parameters such as
location and asset category. The bottom-up approach is similar to that used
by network planners to build up asset management plans (AMPs) and
expenditure forecasts. Using this approach, the CPP information
requirements will be targeted at areas which will provide the Commission
with an understanding of the technical engineering planning aspects of a
regulated supplier.

Given the technical nature of the regulated businesses and the range of
capital and operational expenditures that may be included in a CPP
proposal, there is the potential for a large volume of information to be
sought by the Commission. Under a building blocks approach the
categorisation level (e.g. individual asset, asset category, project) at which
information is sought will determine the quantity of information required
from CPP applicants.

Strata has concluded that a top-down approach will enable the Commission
to view and assess the CPP proposal in a manner similar to that which would
be expected of a regulated supplier’s senior management and Board. This
approach allows the driver(s) of a CPP proposal to be identified and
highlighted through the information provided, and for expenditure plans to
be more clearly linked with the services provided to consumers.

It is envisaged that, in practice, the Commission would first consider the
appropriateness of the regulated supplier’s policies, strategies and
procedures. An assessment would be made regarding the extent to which
the policies, strategies and procedures will produce efficient outcomes (via
projects and programmes) that are aligned with consumer demand.

If the policies, strategies and procedures are found to be sound, the
Commission would then investigate whether the regulated supplier is

© Strata Energy Consulting Limited Page 13 June 2010
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40.

41.

42.

43.

applying its policies, strategies and procedures in practice. To achieve this,
the Commission will require supporting information at a sufficient level of
detail in some areas. We consider that this will include detailed
documentation and base data for identified projects and programmes and
for samples of the balance of projects and programmes.

In identifying suitable categories of expenditure for more detailed
assessment, a “materiality” definition needs to be considered with reference
to the outcomes of the CPP framework - i.e. so as to make a price-quality
determination that is consistent with the purpose of Part 4, the input
methodologies and the expenditure objective. Hence, the information
requirements should be focused on aspects of the CPP proposal which are
material to this outcome. We have accordingly defined the term “identified
programmes” as a subset of the CPP applicant’s direct costs that will be
subjected to detailed assessment.

Assessment of particular programmes or projects reflects the idea that a
sampling approach can help give confidence (or not) about the governance
processes and management practices adopted in the business - and
therefore inform the Commission’s assessment of whether the total
proposed expenditure is efficient and prudent. Thus, our recommended
review approach is to assess in detail a combined range of forecast activities
that are either material in terms of expenditure or otherwise significant in
the context of the business’s specific circumstances (which likely have led to
the business deciding to submit a CPP proposal).

Strata considers that this approach provides a practical way for the
Commission to give effect to the “light-handed” regime. Such an approach
is intended to reduce the amount of detailed technical assessment of the
CPP applicant’s projects and programmes and focus assessment on the
material drivers of a CPP proposal.

The top-down approach is summarised in Figure 1.

© Strata Energy Consulting Limited Page 14 June 2010
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2.4 A service-based approach to CPP information
requirements

44. In addition to considering whether CPP information requirements should
have a top-down or bottom-up focus, it is also relevant to consider whether
the information requirements should focus on expenditure required to
deliver services, or the more traditional approach of focussing on
expenditure required to put in place and maintain assets®.

45, At the core of the service-based approach is the concept that network
expenditure is driven by the need to deliver electricity lines and gas pipeline
services as detailed in the Act.

46. A service-based approach to considering CPP proposals is complementary to
the top-down approach, in that it enables assessment of the CPP proposal to
target primarily business outputs and business systems, which is where the
focus of the regulated supplier's senior management and the Board typically
rests. This allows the CPP proposal to be seen in the context of
maintenance of current or provision of new levels of service output which
the regulated supplier considers are demanded by consumers. This
approach also provides flexibility for the regulated supplier to provide
information on any new services that have led to expenditure.

18 The term “asset” in this context includes all physical assets and other resources used and/or paid
for by the regulated supplier, which contribute to the specific item of expenditure under
consideration.
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47.

48.

49,

50.

Requiring expenditures to be linked to a service measure and service level
allows for a consumer-focused non-technical justification for expenditure.
Expenditure may be justified to increase the current level of service (to
either the current service level target, which is not being met, or to a higher
target service level), or maintain the current level of service into the future.
For example, a capital investment in an additional transformer at a zone
substation might be justified on the basis of a higher target level of security
and reliability of supply to a particular group of consumers. Alternatively,
maintaining the current target level of service may require a transformer to
be purchased to replace an existing one that has reached the end of its
expected life or has a poor performance record.

Where expenditure is required when a target service level is itself increased,
rather than for improving network performance to meet an existing target
service level, it will be necessary for the regulated supplier to demonstrate
sound reasons why this increase in the target service level was required.
Under the service-based approach, a technical assessment of the project in
this example need not be undertaken by the Commission’’. Instead, the
assessment is focussed more on consumer needs and regulated supplier
business systems, rather than on the technical aspects of electricity supply.

The service-based approach should not require detailed asset information,
as the focus of the assessment is the linkage between expenditure (and the
management systems to determine it) and delivered services.

It is important to note that the quantitative information is not required in
order for the Commission to replicate the regulated supplier’s planning
processes, but rather to inform the Commission of the robustness of the
practical application of the regulated supplier’s policies, strategies,
procedures and planning processes and their outputs. The quantitative
information requirements are designed to enable the Commission to use
tools such as trend analysis, internal benchmarking of forecast costs against
historic costs and project sampling to identify any areas of potential concern
with respect to the prudency and efficiency of a regulated supplier’s
expenditure plans, and then to seek, if required, more detailed quantitative
information in these areas.

2.4.1 An asset-based approach

51.

52.

In contrast to the service-based approach, a detailed asset-based approach
to information requirements gathers information at the unit level and
aggregates it into various groupings and categories.

As the asset-based approach does not provide a direct link between the
regulated supplier’'s expenditure and the services delivered, the justification
for different expenditures is likely to be made from a technical perspective,
requiring larger quantities of information at a more detailed level than under
the service-based approach, as well as technical expertise. In order to

19 Tt should be noted that under the top-down approach, the regulated supplier will be expected, as
part of its policies and processes, to have undertaken sound technical and economic analysis when
formulating its expenditure plans.
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53.

2.5

assess whether the expenditures are appropriate (i.e. prudent and
efficient), this approach can replicate the regulated supplier’s technical
engineering planning processes.

By adopting a service-based approach, it has been possible to eliminate the
need for a number of very detailed information requirements, such as:

(a) Individual asset condition and age profiles;

(b) A breakdown of assets by geographic location (e.g. CBD, urban, rural,

remote rural);

(c) The allocation of direct and indirect overheads across each cost category;

(d) An allocation of vegetation management costs by geographic location;

and

(e) A breakdown, by individual assets, of capitalised versus non-capitalised

direct and indirect overheads.

Categorising information requirements into

qualitative and quantitative components

54.

55.

Information to support a CPP proposal can be viewed as both qualitative and
quantitative in nature, in the sense that some information is descriptive
whilst other information is based on numerical data. Separation of the
information into its qualitative and quantitative components should assist
the regulated supplier in preparing a CPP proposal, by enabling the supplier
to provide context and reasoning for the forecast expenditures contained in
the quantitative data. The qualitative information should also enable the
Commission to gain a sound understanding of the context for the CPP
proposal and assist the Commission in undertaking its analysis of the
underlying supporting data.

The top-down, service-based, qualitative-quantitative approach provides the
basis for the information requirements framework set out in this overview
report. The figure below provides a conceptual view of this framework.
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Figure 2: Qualitative and quantitative components

2.6 Relationship with the cost allocation input
methodology

56. A key consideration in the preparation of the draft CPP information
requirements is the application of the cost allocation input methodology.
This input methodology must be applied by regulated suppliers when
determining forecasts of operating expenditure in their CPP proposals. It
entails regulated suppliers making a distinction, for each of their cost
categories, between those costs that are directly attributable to regulated
services and those costs that are not directly attributable to regulated
services, but rather are allocated between regulated services, other
regulated services and unregulated services®.

57. 1Itis proposed that the CPP information requirements require CPP proposals
to contain only information relating to the regulated services that are
subject to the CPP proposal (i.e. electricity distribution or gas distribution or
gas transmission). This approach avoids the need to filter out information
relating to unregulated activities during the assessment of a CPP proposal.
The implication of this approach is that a CPP applicant must ensure that its

20 please note that it is intended that cost allocators used to determine cost allocations between
regulated services, other regulated services and unregulated services for each cost that is not
directly attributable to regulated services are required to be disclosed to the Commission but not to
the public.
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CPP proposal does not include costs attributable to unregulated services or
regulated services in another sector®.

2.7 Consistency of information requirements across
sectors where appropriate

58. A final key consideration that has guided the development of the draft
information requirements for CPP proposals is the desirability of aligning
CPP information requirements across the electricity and gas distribution and
gas transmission sectors, where appropriate. It would appear desirable for
the Commission to collect information on a broadly consistent basis across
the sectors and avoid duplication of effort or imposing unduly burdensome
information requirements on regulated suppliers making CPP proposals.

59. Due to a range of characteristics that are similar across electricity and gas
distribution and transmission networks, there are a number of similar
elements to the services delivered by electricity and gas suppliers.
However, there are also some elements of the services delivered which
differ between electricity and gas due to the differing physical
characteristics of each energy type (e.g. gas can be stored in the network
for a material length of time whereas electricity cannot).

60. The high-level characteristics of EDBs, GDBs and GTBs have guided the
development of the information requirements framework in the following
key ways:

(a) All expenditure forecast by a CPP applicant must be for the purpose of
delivering clearly defined services to consumers;

(b) As a consequence of (a), the information requirements required for a CPP
proposal will be required to link expenditure with the delivery of a
specific service and/or variation to a level of service (including quality
performance measures); and

(c) Information requirements for CPP proposals across electricity and gas
distribution and gas transmission should be common where possible,
with differing information requirements limited to instances where the
unique sectoral characteristics require it.

61. Given that the electricity IDRs have undergone development and
consultation relatively recently, and that the Commission has publicly stated
its view that the content and coverage of the current gas information
disclosure regime is in need of review?, it is proposed that the electricity
IDRs be used to inform the development of the draft CPP information
requirements for all sectors.

2! For example, a regulated supplier with gas distribution and transmission business activities
submitting a CPP proposal for its gas distribution business would not include any operating
expenditure relating to its gas transmission business.

22 |nput Methodologies Discussion Paper . Commerce Commission, June 2009, p475.

© Strata Energy Consulting Limited Page 19 June 2010



CPP Information Requirements

62. Strata notes that the information disclosure requirements for electricity and
gas distribution/transmission under Part 4 have yet to be determined by the
Commission. As a general comment, it is suggested that the final CPP
information requirements should inform the development of the new
disclosure requirements, so that the two types of information requirements
have consistent definitions, to the extent this is practicable.

63. Lastly, it is considered that some form of transitional arrangements may
need to be put in place, that enable regulated suppliers to provide historical
information in a different form to forecast information while moving to the
required CPP information requirements over time. This reflects the current
situation whereby:

(a) historic data is recorded in a variety of customised cost categories by
individual regulated suppliers;

(b) the new electricity information requirements have only recently been
prescribed; and

(c) information requirements for gas have not recently been reviewed and
made fit for purpose within the current regulatory regime.

64. We consider that requiring a CPP applicant to retrospectively map historical
expenditures into new standardised capex/opex categories could potentially
require significant effort and result in arbitrary allocations of costs. We
develop suitable transitional provisions later in the paper.
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3. How the approach might work in
practice

3.1 Verification

65. A CPP proposal will be subjected to independent verification by a pre-
assessment verifier and assessment by the Commission. Consideration as
to how verification and assessment will be undertaken is important when
establishing the quantity of information, and its associated level of detail,
required from a regulated supplier to support a CPP proposal.

66. It is expected that the primary focus of the verification of a CPP proposal
will be on the qualitative aspects of the regulated supplier’s forecast
expenditure. This will include an assessment of the policies, strategies and
procedures that the regulated supplier has used to establish expenditure
forecasts on which the CPP proposal is based. The objective of the
verification process associated with CPP proposals is to assess policies,
strategies and procedures as being appropriate and likely to deliver an
outcome consistent with a defined expenditure objective (see section 3.1).

67. It is expected that verification of policies, strategies and procedures will
take into account the scale of the regulated supplier’s business and the
value of the projects and programmes undertaken by the regulated
business. In other words, it is expected that policies, strategies and
procedures that are applied to a particular project or programme will be
commensurate with its size.

3.2 Verification of qualitative information

68. The proposition that the verification of qualitative information is based on is
that ‘if policies etc. are appropriate , then planned expenditure under a CPP
proposal wi I I al so be appr op.rlIftha policies strabegipsr oval 6
and procedures pertaining to a CPP applicant’s forecast expenditure under a
CPP proposal are appropriate, then it should not be necessary to scrutinise
every single project and programme comprising the regulated supplier’s
forecast expenditure.

69. The qualitative CPP information requirements are intended to gather the
qualitative information necessary to test this proposition, by requiring
information relating to the application of a CPP applicant’s policies,
strategies and procedures both at a relatively general level and, with
reference to a subset of projects/programmes, at a more detailed level.

70. Figure 3 provides a view of the intended approach to verifying qualitative
information and how the top-down proposition is developed.
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Proposition is that if policies
etc. are appropriate then CPP
planned expenditure will Approval
also be appropriate for
CPP approval

Qualitative Information
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Policies, strategies and
procedures used to establish
the expenditure forecasts

Proposition is tested by reference to
quantitative information
(this is undertaken to assess if the
policies etc. have been applied in
practice)

Figure 3: Qualitative proposition

3.3 Verification of quantitative information

71. Verification of qualitative information is, on its own, considered to be
insufficient to fully support the proposition described in section 3.2. In
addition to the qualitative verification, it is necessary to test the proposition
through consideration and analysis of information provided by the regulated
supplier. A view of how it is intended that the quantitative information be
used for verification purposes is provided in Figure 4.
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72.

73.

74.

75.

76.

77.

78.

The core of the quantitative information consists of the regulated
expenditure plans (capex and opex), set out in their component parts
(projects and programmes). It is proposed that a subset of this information
is verified in detail to assess the qualitative proposition.

The first stage of the test will be to confirm that the CPP applicant’s policies,
strategies and procedures have been applied to the expenditure plans. Itis
envisaged that this will be achieved through detailed assessment of
information for 20 projects and/or programmes (referred to as “identified
programmes” in the information requirements). Ten of these 20 identified
programmes will be the CPP applicant’s largest capex and opex programmes
(being five capex and five opex), with the remaining 10 programmes
selected by the independent verifier using a pre-defined set of criteria
established by the Commission.

In addition, verification may include assessing relevant documentation for a
sample of further projects and programmes.

The regulated supplier is required to allocate expenditure on projects and
programmes to a capex/opex category and to a service driver. In figure 4
this is shown as the ‘service focused information’. This allocation of
expenditures will enable a CPP proposal to be verified against statistical
information such as demand growth, age of assets, expected number of new
connections, etc. For example, if an expenditure component that was
driving a CPP application was forecast high levels of capital expenditure for
system growth, yet the statistical information on demand forecasts did not
support or align with the proposed expenditure, further investigation would
occur. If the demand forecasts supported the proposed expenditure, then
further detailed information would not be required from the regulated
supplier.

A feature of the service related expenditure allocation is that any new or
extended services that the regulated supplier is developing can be identified
and justified by demonstrating a demand for the service. For example, an
EDB that can establish a clear demand for reduced system losses that flow
through to lower consumer energy costs could justify the installation of low
loss components (such as transformers) when undertaking capital works.

The asset focussed information is required to enable verification that the
policies, strategies and procedures are likely to support the applicant’s
intended outcomes during the CPP period.

It is expected that verification will utilise a variety of review techniques,
selected by the independent verifier from:

(a) Engineering techniques: including trending or time-series analysis,

internal benchmarking within expenditure categories over time, high
level governance and process review, project and programme sampling,
functional or process modelling, unit rate benchmarking; and
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(b) Economic techniques: including critiques (or independent development

79.

80.

81.

3.4

82.

83.

84.

of) demand forecasts, labour unit cost forecasts, materials forecasts,
plant forecasts and equipment unit cost.

The information requirements must be specified to enable the use of these
review techniques. Accordingly, we have specified information requirements
that we expect will enable use of these review techniques by the
independent verifier and the Commission.

While we have sought to comprehensively provide information requirements
covering the reasonably foreseeable assessment needs, it is possible that
the specific assessment needs of a particular CPP proposal will require
information beyond that we which we have anticipated and provided for. In
this case, we recommend making provision for additional supporting
information to be requested by the independent verifier and by the
Commission.

An example of the use of the asset focused information is the unit cost of
11kV pole replacements, where forecast unit costs can be set against
historical costs and against external benchmarks. If unit costs appear
appropriate, then no further investigation or information requests would be
made. However, significant variations would lead to further investigation.

Extent of information required

It is recognised that the CPP information requirements to support a CPP
proposal could be relatively extensive, depending on the level of verification
required. It is considered that, in practice, CPP applicants that have
adopted sound governance and asset management practices will be readily
able to provide the required quantitative and qualitative information.

We note that EDBs have been required to disclose AMPs annually for several
years. AMPs are relevant to CPP information requirements as they set out
EDBs’ forward projections relating to the need for and cost of asset
investment, maintenance and operations. Their purpose is to provide an
overview of asset management within a regulated supplier to a range of
stakeholders; thus, we have determined that the information presented in
AMPs goes some way towards meeting the information requirements for CPP
proposal assessment purposes. We have been guided by the format and
terminology used in AMPs where possible, as will be developed in more
detail later in this overview report.

We have also undertaken a gap analysis between the information included
in a selection of published AMPs and the information requirements we have
developed. This has provided some confidence that the type and extent of
information we have developed is likely to be readily available or obtainable
within regulated suppliers that adopt the planning practices they set out in
their AMPs.
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85. Of course, the situation for gas distribution and transmission is different,
since information requirements, including the requirement to publish annual
AMPs, have not yet been established. Nevertheless, we believe that making
reference to electricity AMPs in developing CPP information requirements
provides a sound starting point for considering the specific needs of
regulated gas suppliers, as the basis for prudent and efficient asset
management practices will traverse these reasonably aligned industry
sectors.
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4.

4.1

86.

87.

4.2

88.

4.3

89.

90.

Information requirements structure

Introduction

This section examines the structure of the draft CPP information
requirements in more detail®. As outlined in the previous section, the CPP
information requirements have been structured in a manner designed to
enable assessment of the key drivers behind the CPP applicant’s forecast
expenditure over the next regulatory period.

The required information in a CPP proposal will be a combination of text-
based and numeric information. The text-based information, such as details
of a CPP applicant’s policies, strategies and procedures, is referred to as
qualitative information. Information that is predominantly numerical data,
chiefly the forecasts of expenditures, is referred to as quantitative
information.

Qualitative information

The requirements in respect of qualitative information are described in an
Information Requirements document®. These are intended to enable the
CPP applicant to state the reason(s) for choosing to submit the CPP proposal
and to provide a comprehensive range of supporting information about the
policies, strategies and procedures that underpin the expenditure forecasts
contained in the CPP proposal. CPP applicant responses will be received in
text document form.

Quantitative information hierarchy

The quantitative information requirements are proposed to be set out in
Regulatory Templates in spreadsheet form.

The draft quantitative information requirements have been developed into a
format that allows capital expenditure and operating and maintenance
expenditure data to be provided within a standardised structure. Use of a
standardised data structure is recommended so as to provide for:

(a) A consistent analytical framework in assessing CPP proposals;

(b) Consistency with other aspects of the regulatory regime, such as

information disclosure; and

(c) A robust information lexicon that can attain regime stability over time,

thus providing certainty to regulated suppliers.

23 As noted in section 2.6, the draft CPP information requirements are for EDBs.

24 Information requirements regarding capital and operating expenditure in customised price -quality
path proposals (draft) , Commerce Commission, 2010
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91. To minimise the cost associated with moving to a standardised information
framework, it is suggested that transitional arrangements provide regulated
suppliers with the following two options when completing the expenditure
information templates for a CPP proposal:

(a) the defined capex and opex categories are used for recording
expenditure information in both the current and next periods. This will
likely require at least some mapping of historical information to the new
categories specified in the CPP information requirements; or

(b) the CPP applicant’s own capex and opex categories are used for
recording expenditure information in both the current and next periods.
However, the CPP applicant must also map any forecast expenditure in
the next period to the new categories specified in the CPP information
requirements.

4.3.1 Expenditure information

92. Figure 4 in section 3.3 illustrates that the application of asset management
policies, strategies and procedures by the CPP applicant will drive the
development of an EDB'’s forecast of projects and programmes, which in
turn will drive forecast capex and opex expenditures.

93. Projects and programmes are terms used synonymously in describing work
packages, with the distinction being that programmes are used to refer to
groupings of related projects with a common purpose.

94. We refer to “project” in the commonly accepted industry use of the word,
meaning a defined set of tasks that have a beginning and an end and an
upfront objective or deliverable. Thus, “build a new zone substation at
location x with the following attributes” is a project and “sequentially
replace all of our pipeline valves when they reach a defined condition or
age” is a programme made up of a number of individual projects each
involving the replacement of a valve. Clearly there is overlap in these
definitions and their precise definition is situational and left to the applicant
to decide.

95. The core concept underpinning the information hierarchy design is that all of
the CPP applicant’s direct costs ?° can be described with reference to defined
projects and programmes and that all of these should be provided in
support of a CPP application.

96. We have considered whether a requirement to compile and provide
expenditures by project or programme will involve a significant workload for
applicants and have concluded that, while not a trivial exercise, this should
not be unreasonable because:

25 A definitional note on our use of the terms “direct costs” and “indirect costs”: we use
“direct costs” to refer to those costs that can be directly attributed to specific assets and
“indirect costs” to refer to those costs that cannot be attributed to specific assets
(without the use of an allocation methodology). Indirect costs typically include general
management, administration and overheads. These terms are distinct from and should
not be confused with the terms “directly attributable costs” and “non-directly attributable
costs” as defined and used for cost allocation input methodology purposes.
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(a) The definitions of project and programme are flexible at the discretion of
the applicant - thus, they should be adaptable to the in-house
accounting categorisations used by each business;

(b) Programmes can incorporate rollups of smaller projects with a common
purpose;

(c) Prudent planning, budgeting and reporting practices should already
expose this information within the day to day management of the
business - the task is thus a mapping exercise into applicant-defined
projects and programmes that best provide clarity of the proposal.

97. Indirect costs , including those costs associated with administration of the
business, or not directly incurred in the physical operation or maintenance
of assets, can be separately described and aggregated using a separate
template.

98. The resulting information hierarchy in respect of expenditures is shown in
Figure 5%, A draft project/programme spreadsheet is shown in Figure 7.

99. Each project and programme is assigned by the CPP applicant to one service
category and one capex/opex category. Information relating to each project
and programme is recorded on a standardised template that breaks related
direct expenditure into asset categories. Labour costs at a
project/programme level are required to be detailed by labour source,
providing transparency in respect of related party arrangements.

26 The example shown is for electricity distribution. The equivalent diagrams for gas distribution and
gas transmission appear in the quantitative information requirements documents.
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Figure 5: Quantitative expenditure information hierarchy
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5.

5.1

100.

101.

102.

103.

104.

Qualitative information requirements

Introduction

The qualitative information provided by a CPP applicant is intended to
support the CPP proposal by enabling the Commission to obtain an
understanding of both the governance and management methods through
which the regulated supplier manages its business and develops
expenditure plans. The qualitative information will also provide context for
the CPP proposal and describe the drivers for expenditure.

Under the top-down service-based approach that has been proposed, the
structure of the qualitative requirements flows from the service categories,
measures and levels that the regulated supplier is providing.

The qualitative CPP information requirements are structured in a manner
that is intended to provide a descriptive pathway through the regulated
supplier’s services, its asset base, consumer demands and its governance
and management practices, and the application of these in developing
expenditure forecasts.

The document specifying the CPP information requirements is titled
“Information Requirements Regarding Capital and Operating Expenditure in
Customised Price-Quality Path Proposals (draft)” (the CPP Information
Requirements document). There are separate CPP Information
Requirements documents for electricity distribution, gas distribution and gas
transmission, reflecting the specific information requirements for each
sector.

As noted in section 2.7, it is intended that the qualitative CPP information
requirements be substantially similar for EDBs, GDBs and GTBs wherever
possible. The following broad categories of qualitative information
requirements have been developed for the three sectors:

(a) General requirements;

(b) Categorisation of services;

(c) Information on network assets;

(d) Demand, consumer numbers and generation forecasts;

(e) Supporting information for capital expenditure, including specific detail

on identified capex projects/programmes and some capex categories;

(f) Supporting information for operating and maintenance expenditure,

including specific detail on identified opex projects/programmes and
some opex categories;

(g) Information pertaining to related parties; and

(h) Unit cost and expenditure escalator information.
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105.

The CPP Information Requirements document is structured in three parts:

(a) Part 1 comprises instructions and definitions applying to the information

requirements;

(b) Part 2 specifies the requirements for the provision of information that is

primarily of a qualitative nature; and

(c) Part 3 references the Regulatory Templates that, when completed, will

5.2

106.

107.

108.

1009.

110.

111.

contain the information that is primarily of a quantitative nature.

General requirements

The first requirement is for a discussion by the CPP applicant that is
intended to provide an overview of the CPP proposal. The purpose of this
overview is to describe the particular circumstances facing the CPP applicant
that have led to the decision to file a CPP proposal. This should set the
context for the CPP proposal and introduce the key themes that should be
carried through into the expenditure sections of the CPP proposal.

As discussed earlier, a thorough understanding of the CPP applicant’s asset
management policies as a key driver of forecast expenditures, including an
understanding of the rationale for the policies adopted, is a key information
requirement. Thus, these policies and supporting rationale are required at
the outset.

The general requirements section (for the electricity distribution document
only?) concludes with a requirement that, where a CPP applicant chooses to
submit sections of its most recently published AMP in fulfilment of one or
more of the information requirements, the CPP applicant must adequately
index each such instance in the CPP proposal.

Where an applicant chooses to comply with a qualitative information
requirement merely by submitting AMP data, it is recommended that such
AMP data should only be treated as satisfying the information requirements
were it to address the information requirement without the need for further
explanation or the need for a particular interpretation to be applied by the
Commission or independent verifier. This requirement reflects that not all
published AMPs are fully compliant with the current Information Disclosure
Requirements, or are clearly written.

The general requirements also require the provision of directors’ and audit
certificates that attest to the accuracy and completeness of the information
provided. This is discussed further in section 7.

If consultants’ reports have been commissioned for the purpose of preparing
the proposal, these are to be identified and made available, to assist in the
understanding of the CPP applicant’s drivers for submitting a CPP proposal.

27 Regulatory AMPs for gas do not exist currently, so the option of providing one in partial fulfilment of
CPP information requirements is not relevant.
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5.3 Service categories, measures and levels

112. As noted earlier, the draft information requirements for a CPP proposal have
been structured using a top-down service-based approach.

113. Section 2 of Part 2 of the CPP Information Requirements document sets out
a range of information required in reference to service categories, measures
and levels. These information requirements are intended to provide an
understanding of how the CPP applicant specifies and provides its suite of
services to its consumers. The proposed service categories provide high-
level guidance only and it is important that a CPP applicant fully describes
the services that it provides in its own operating context, to assist the
independent verifier and the Commission in gaining an understanding of
why the forecast expenditures submitted are required to deliver the
services.

114. Additionally, as all of the CPP applicant’s regulated services will satisfy
either a consumer demand or a legal or regulatory obligation, it is important
to understand the process by which the service definitions, including the
selected service measures and levels, have been developed. Any changes
to the services provided within the next regulatory period, or to the service
measures or levels of existing services, should also be identified, explained
and quantified.

115. The purpose of specifying consistent service categories is to provide
guidance for CPP applicants in completing CPP applications. However, the
service categories, measures and levels are configurable to each applicant’s
needs, since:

(a) The specified service categories have high-level definitions only and must
be explained and specified further by the CPP applicant;

(b) The option is provided for the CPP applicant to add further service
categories where relevant to the applicant’s business context; and

(c) The CPP applicant should specify fully its own service measures and
levels and provide supporting information as to how these have been
determined, particularly with reference to meeting consumer demands
for the various services at appropriate levels of quality.

116. The option provided for the CPP applicant to add a new service relevant to
their needs provides a means by which a regulated supplier could introduce
a new service, for example in energy efficiency. In this way, the Act’s s.
54(Q) (energy efficiency) objectives are provided for.

117. A proposed categorisation of services was introduced in Figure 5 and this is
now discussed in more detail.

5.3.1 Service categories — electricity distribution
118. The proposed service categories have been developed with reference to:
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(a) The key regulatory drivers®;

(b) The electricity IDRs and the Handbook; and

(c) The definitions of services developed by the Electricity Commission for

119.

120.

121.

122.

use by EDBs and electricity retailers in the Model Use of System
Agreements (MUoSA) project® and/or those typically used by EDBs.

The Handbook contains background information facilitating accurate
disclosure of AMPs. In particular, Chapter 4, amongst other things, sets out
the mandatory disclosure requirements with respect to AMPs and provides a
commentary on those requirements.

The content guidelines and commentary contained in Chapter 4 of the
Handbook set out a logical structure for AMPs, providing context and
information that is useful to a building block-based evaluation of a CPP
proposal. The structure and content of current EDB AMPs was taken into
account when developing the service categories for the top-down service-
based framework.

The MUOSA service categorisations, published by the Electricity Commission
in 2006, provide a relevant set of service categorisations for the distribution
of electricity in New Zealand. The MUo0SA service categories were
developed by a working group that reviewed the then-current operating
context, including commercial and regulatory arrangements. The working
group was made up of representatives of EDBs, retailers and end-
consumers and was independently chaired.

The MUOSA service categories have provided a starting point  for the
development of relevant service categories, meaningful to consumers®, for
the top-down service-based framework. Table 1 sets out the relationship
between the proposed service categories and the MUoSA definitions.

28 Commerce Act s52A purpose statement and s54Q.

2 http://www.electricitycommission.govt.nz/opdev/retail/model/archive-MUoSA. The model

agreement was last updated in 2008.

30 Whilst the commonly used interposed model MUo0SAs are contracts between lines businesses and
retailers, retailers in turn reflect the needs of their customers, who are also the end consumers of
the services that lines businesses provide. Thus, the MUoSA service definitions are relevant to the
needs of consumers.
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Service Category proposed for
input methodologies framework

MUOSA reference
[note 1]

Explicit Definition from MUOSA [note 2]

The Distributor will:

Provide and operate network infrastructure
between input and offtake connection points and
deliver electricity through the network

clause 2.1 (a)

maintain and operate its Network in a manner that conforms with relevant legislative requirements

clause 2.1 (b)

provide delivery of electricity to the quality level specified in the Service Standards but does not guarantee delivery of electricity that is
free from defects and interruptions

clause 2.1 (c)

operate its Network in order to optimise Transmission Charges and Transmission Services faced by it and those using its Network

clause 2.1 (d)

optimise the level of technical losses on its Network where economically efficient to do so

clause 2.2 (b)

provide a 24 hour, seven day a week, Unplanned Service Interruption diagnosis, Network repair and information service

Provide load management services

clause 2.2 (c)

make provision for Load Management Services on its Network to the extent required by clause 6

Provide connection services, including changes
of connection point capacity and/or reliability

clause 2.2 (f)

f

allow Consumer’s Installations that comply with Network Connecti on

new connections and changes to capacity for existing connections in accordance with clause 19 of this agreement

Provide for rearrangement of network assets at
3rd party request, including undergrounding

[note 3]

Provide other services for retailers & 3rd parties

clause 2.2 (g) & [notes 3, 4]

provide the Additional Services as set out in schedule 3

Note 1: Model Use of System Agreement - Interposed (December 2005) (MUoSA):

dfs/opdev/retail/model/MUoSA-interposed-30Mar06.pdf

Note 2: Much of the detail within the explicit MUoOSA definitions is suitable for development by the CPP applicant into a suite of Service Measures

Note 3: Services provided to 3rd parties are not referenced in the MUoSA & are subject to separate agreements.

Note 4: Examples include retailer point of connection operations, temporary disconnections for safety, location of underground services & high load escort:

Table 1: Relationship between proposed service categories and (electricity) MUOSA
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123. Thus, the service categories proposed are:

(@)

(b)

(©)

(d)

(e)

Provide and operate network infrastructure between input and offtake
connection points and deliver ele ctricity through the network

This service category represents the core activity of the regulated
supplier and provides the physical means by which:

(i) Retailers’ and generators’ electricity is delivered across the network;
(ii) End-consumers are supplied with electricity by their retailer; and
(iii) Embedded generators access the electricity market.

The service includes both the provision of network assets and their
operation and maintenance, including fault and emergency response.

Provide load management services

Load management services involve control by the EDB of parts of end-
consumer loads, such as water heating loads, which can be switched off
and on remotely, usually without undue impact on the quality of service
received. EDBs undertake load management for a range of purposes,
including as:

(i) A means of optimally managing their network operations;
(ii) A service provided to electricity retailers; and

(iii) A wholesale electricity market ancillary service provided to the
system operator.

Provide connection services, includi ng changes of connection point

capacity and/or reliability

The initial service required by end-consumers and embedded generators
is the connection of their facilities to the regulated supplier’s network.
Upon completion of this service, the connected party is able to receive
the regulated supplier’s other services. Where the connected party’s
capacity or reliability needs change over time, additional connection
services can be arranged with the EDB to provide for increased or
decreased capacity and/or reliability.

Provide for rearrangement of network assets at third party request

(includes undergrounding)

By their nature, electricity networks are run across public and private
land and will, at times, require relocation for a variety of reasons (e.g.
road or railway realignments). Sections of overhead electricity
distribution networks are also at times required to be undergrounded at
third party request, often with the purpose of enhancing community
amenity values.

(Optionally ) provide an additional service (or services if necess ary) to
those listed in (a) 1 (d), specified by the  CPP applicant
This category provides the opportunity for the regulated supplier to
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124,

125.

specify additional regulated services it considers are not adequately
described in the other service categories.

The primary service provided by EDBs is the provision and operation of
network infrastructure between input and offtake connection points and the
delivery of electricity through the distribution network. The purpose of
maintaining separate categories for other services is that they are services
that have separately identifiable consumers, with explicit service
requirements and drivers or unique commercial arrangements. The
principle that should be applied by CPP applicants in detailing service
categories that are relevant to their regulated business is to utilise the
elements of the information requirements framework in a manner that most
clearly structures and details their CPP proposal. The framework has been
designed to enable a clear linkage between service drivers (i.e. consumer
demands and legal and regulatory requirements) and relevant expenditures,
with supporting information to provide transparency in aid of efficient
assessment.

The inclusion of the service categories contained in the CPP information
requirements makes no pre-determination of whether the service described
in any service category is regulated or unregulated. The CPP applicant must
utilise only those of the defined service categories that it requires to
adequately describe its regulated services.

5.3.2 Service categories —gas distribution

126.

127.

The service categories relevant to gas distribution have been developed by
starting with the framework developed for electricity distribution (as
detailed in section 5.3.1) and applying this with reference to the specific
needs of gas distribution.

Using this approach, the service categories proposed for gas distribution
are:

(a) Provide and operate network infrastructure between input and offtake

connection poi nts and deliver gas through the network
This service category represents the core activity of the regulated
supplier and provides the physical means by which:

(i) Retailers’ gas is delivered across the gas distribution network; and
(ii) End-consumers are supplied with gas by their retailer.

The service includes both the provision of network assets and their
operation and maintenance, including fault and emergency response.

(b) Provide connection services, including changes of connection point

capacity and/or reliabilit y

The initial service required by end-consumers is the connection of their
facilities to the regulated supplier’'s network. Upon completion of this
service, the connected party is able to receive the regulated supplier’s
other services. Where the connected party’s capacity or reliability needs
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change over time, additional connection services can be arranged with
the GDB to provide for increased or decreased capacity and/or reliability.

(c) Provide for rearrangement of network assets at third party request
By their nature, gas distribution networks are laid across public and
private land and will, at times, require relocation for a variety of reasons
(e.g. road or railway realignments).

(d) (Optionally ) provide an additional service (or services if necessary) to
those listed in (a) 1 (c), specified by the  CPP applicant
This category provides the opportunity for the regulated supplier to
specify additional regulated services it considers are not adequately
described in the other service categories.

5.3.3 Service categories — gas transmission

128. Similar to gas distribution, the service categories relevant to gas
transmission have been developed by starting with the framework
developed for electricity distribution (as detailed in section 5.3.1) and
applying this with reference to the specific needs of gas transmission.

129. Thus, the service categories proposed for gas transmission are:

(a) Provide and operate network infrastructure between input and offtake
connection points and deliver gas through the netwo rk
This service category represents the core activity of the regulated
supplier and provides the physical means by which shippers’ and
retailers’ gas is delivered across the gas transmission network. The
service includes both the provision of network assets and their operation
and maintenance, including fault and emergency response.

(b) Provide connection services, including changes of connection point
capacity and/or reliability
The initial service required by gas producers, gas distributors and large
directly-connected end-consumers is the connection of their facilities to
the regulated supplier’'s transmission network. Upon completion of this
service, the connected party is able to receive the regulated supplier’s
other services. Where the connected party’s capacity or reliability needs
change over time, additional connection services can be arranged with
the GTB to provide for increased or decreased capacity and/or reliability.

(c) Provide for rearrangement of network assets at third party request
By their nature, gas distribution networks are laid across public and
private land and will, at times, require relocation for a variety of reasons
(e.g. road or railway realignments).

(d) Provide gas odorisation services
Natural gas in its raw state is colourless and odourless. An odorant is
added to the gas at the transmission level and provides an important
safety measure for identifying gas leaks.
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(e) Provide gas balancing services

One of the gas transmission operators has a specific role in providing gas
balancing services for shippers.

(f)  Provide Critical Contingency Operator services

One of the gas transmission operators has a specific industry co-
ordination role during potential gas critical contingency situations.

(g) (Optionally ) provide an additional service (or services if necessary) to

those listed in (a) 1 (f), specified by the  CPP applicant

This category provides the opportunity for the regulated supplier to
specify additional regulated services it considers are not adequately
described in the other service categories.

5.3.4 Service measures and levels

130.

131.

132.

The top-down service-based approach incorporates a schedule of service
standards relevant to the services in each of the service categories. Service
standards incorporate a set of service measures, each with an associated
service level.

The service measures should reflect relevant, quantifiable, objective metrics
by which each service is measured by the CPP applicant (e.g. target levels
for SAIDI, SAIFI, CAIDI, MAIFI, supply restoration times following outages,
response times to customer requests for service, etc).

The CPP applicant’s forecast capex and opex expenditures for projects and
programmes will be driven by:

(a) The need to maintain service performance to existing target service

levels;

(b) Changes to target service levels for each service measure, driven by

consumer preferences, regulatory or legal requirements; and

(c) The need to improve current service performance to meet existing target

5.4

133.

134.

135.

service levels.

Network asset information

This section of the CPP information requirements relates to information
about the amount, age and condition of the network assets, electricity
demand, consumer numbers and embedded and distributed generation.

As noted earlier, the information requirements have been developed with
reference to information already required to be published by a regulated
supplier in accordance with the electricity IDRs. Equivalent sections have
been adapted for the gas distribution and transmission documents,
maintaining broad consistency with the electricity layout but tailored to the
needs of gas distribution and transmission.

The purpose of requiring network asset information is to provide a key basis
for assessing the levels of forecast capex and opex contained within the CPP
proposal. Fundamental drivers of expenditure include:
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(a) Asset quantities, their location, age and condition;

(b) The amount of consumer demand on the network and that forecast
forward by the CPP applicant; and

(c) The location, size and operating characteristics of embedded and
distributed generation.

136. The information requirements in this section have been prepared based on
section 4.5.3 of the AMP Handbook 2008. A fully compliant AMP published
by the CPP applicant should largely fulfil the requirements of this section of
the CPP information requirements®.

137. We consider the format and structure of AMPs developed and refined over a
number of years provides sound guidance for CPP purposes. We expect that
CPP applicants will be incentivised to provide clear and sufficient information
in their CPP proposal in the interests of obtaining a favourable
determination. Thus, they will need to “tell their story” in a clear and
compelling way, linking a prudent forecast demand for their services at
prescribed levels of quality (or a regulatory or legal requirement) to the
need for investment in assets, asset management systems and resources to
provide those services.

5.5 Demand, Consumer Numbers and Generation
Forecasts

138. The CPP applicant is required to provide a range of information on the
forecasting methodologies used as a basis for the key assumptions relating
to forecast maximum demand, electricity/gas supplied and, for distribution
only, consumer numbers.

139. Since forecast consumer demand and consumer numbers are key drivers of
expenditure (system growth and connection capex in particular), an
assessment of the historical and forecast demand information provided by a
CPP applicant is required. The CPP applicant is expected to demonstrate the
robustness of its forecasting of demand and consumer numbers, and then
describe how it has translated this information into network planning and
forecast expenditure.

140. Electricity information is sought at a level of detail to the zone substation
level, to provide transparency of emerging network constraints and to
identify those parts of the networks where closer scrutiny by the
Commission of augmentation options (including non-network alternatives),
as well as risks, might be appropriate.

141. In contrast to electricity, practical aggregation levels for gas are more
limited.

31 EDB applicants will need to choose whether they extract relevant tracts of their
published AMP and suitably reformat it into their CPP proposal or whether they cross-
reference relevant sections. The key objectives should be to submit clear and complete
information in a way that assists assessment of the overall CPP proposal.
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142. The electricity information requirements in this section of the CPP
information requirements have been drafted with reference to section
4.5.5(c) of the Asset Management Plan Handbook 2008. The information
requirements in this section build on the AMP requirements, reflecting the
importance of consumer demand and local generator needs as key drivers
of the need for the provision and maintenance of specific network assets,
and hence expenditures. A fully compliant AMP published by the CPP
applicant should provide a good starting point for completing this section of
the CPP information requirements.

143. The gas information requirements in this section have again been adapted
from the electricity framework, with suitable tailoring to reflect gas-specific
requirements.

144. Demand forecasts are also required to support the assessment of the pricing
and revenue assumptions by the Commission and suitable provisions have
been made for this in the information requirements.

5.6 Capex and opex information requirements

5.6.1 Introduction
145. Section 4.3.1 introduced the quantitative information hierarchy proposed to
provide a structured approach to information provision by the CPP applicant.

146. This approach requires the recording of direct costs by project or
programme. Each project/programme is categorised by its relevant service
category and capex/opex category, and the expenditure information
relevant to each project/programme is broken down by asset category. A
separate opex category® is used to capture all indirect expenditures.

147. Thus, expenditures can be aggregated for each:
(a) Capex category;
(b) Opex category; and
(c) Service category.

148. Section 2.3 introduced the term “identified programmes” and its purpose in
representing a subset of the CPP applicant’s forecast direct expenditures for
more detailed assessment. The following commentary develops the detail
around identified programmes.

149. When all direct expenditures have been entered into a project/programme
template, the collection of project/programme templates can be sorted in
descending order by the total forecast expenditure for each
project/programme in the next period. Thus, the largest
projects/programmes by expenditure level can be identified.

150. Three alternatives to defining a material programme based on financial
criteria have been considered:

32 The ‘general management, administration and overheads opex category’.
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151.

152.

(a) Adopting an absolute threshold using a defined level of forecast

expenditure (e.g. $1 million, $2 million, etc.);

(b) Adopting a relative threshold using a percentage of forecast expenditure

(e.g. 30 percent of capex/opex); and

(c) Adopting an absolute threshold using a defined number (e.g. 10, 15, 20,

etc.) of projects/programmes, from largest to smallest.

We also note here that in terms of materiality, forecast expenditure is a
proxy for price or revenue and that by their nature, capital and operating
expenditures impact materially differently on price and revenue in any
particular year. Operating expenditures flow directly through to required
revenue in the year they are spent while capital expenditures are recovered
over several years.

While the total cost of a project or programme is an important indicator of
the significance of that project or programme, it is not the only criteria by
which material programmes may be identified. Programmes may be
material to a CPP proposal for a range of other reasons, including:

(a) That while not of a significant size as measured by total forecast

expenditure, a programme could be material to a CPP proposal based on
a significant business risk that it addresses;

(b) That a new service category is being proposed for inclusion in the CPP

proposal;

(c) That the circumstances relating to a service category, service level or

programme might require a significant step change in expenditure at a
point in time within the next period; and

(d) That a significant change in asset management strategy may result in a

153.

154.

rebalancing of expenditures across expenditure categories or a significant
investment in strategic business support systems (such as IT systems).

The items listed in the preceding paragraph represent examples of some of
the drivers that impact a business considering a CPP application; the list is
likely not exhaustive. Strata recommends that, in addition to the material
projects and programmes that are selected based on cost, relevant
business-specific key drivers are identified and their associated projects and
programmes are subject to detailed assessment.

In the timeframe prior to submission of a CPP proposal, key drivers may be
identified by:

(a) The CPP applicant; and/or

(b) The independent verifier

155.

Strata recommends that the role of the CPP applicant should be to highlight
their business-specific key drivers prior to retaining the services of an
independent verifier. Working within defined terms of reference, the
independent verifier is well placed to assess the CPP applicant’s stated key
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156.

drivers and select a range of associated projects and programmes for
detailed review.

Thus, a range of identified programmes for detailed assessment is arrived
at and is recommended to incorporate:

(a) A number of capex projects or programmes based on expenditure total;

(b) A number of opex projects or programmes based on expenditure total;

and

(c) A number of capex/opex projects/programmes related to the business-

157.

specific key drivers of the CPP application, selected by the independent
verifier based on preset selection criteria.

Strata recommends that an appropriate balance of identified programmes
should comprise:

(a) The 5 largest capex projects or programmes by total expenditure within

the next period;

(b) The 5 largest opex projects or programmes by total expenditure within

the next period; and

(c) 10 capex/opex projects/programmes that relate to the business-specific

158.

key drivers of the CPP application, selected by the independent verifier
based on preset selection criteria.

From this structure within the quantitative information hierarchy, supporting
qualitative information requirements can be specified at the following levels:

(a) By capex or opex category;

(b) By identified programmes; and

(c) By other projects/programmes (i.e. those projects and programmes taht

159.

160.

161.

162.

are not included in the identified programmes).

A wide range of supporting qualitative information can be specified ranging
from high level descriptions through to very detailed breakdowns,
justifications and explanations. Section 3 discussed an approach for
determining the level of qualitative information for each aggregation level.

This approach requires relatively more detailed and specific information for
identified programmes than for projects/programmes that are less material
to the CPP application. A relatively high level of qualitative information is
also suggested as being appropriate to provide an overall understanding of
direct expenditures at a capex and opex category level.

In aggregate, the information sought is intended to provide the capex and
opex components of a standard building blocks model, which will enable the
Commission to assess the CPP applicant’s proposal.

The approach adopted in the CPP Information Requirements document also
differentiates categories of required information that are to be:
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(a) Provided as part of the CPP proposal; or

(b) Identified but held by the CPP applicant and made available on request of
the independent verifier or the Commission.

163. The principles applied in separating the required information into the
provide and identify categories were that:

(a) the independent verifier and the Commission should have access to all
information necessary to assess a CPP proposal in accordance with the
purposes of Part 4;

(b) the submitted CPP proposal documentation should be comprised of key
information such that it provides a full picture of the proposal; but that

(c) the burden of copying and packaging is reduced by omitting layers of
supporting detail from the submitted material, while providing access to
that information if necessary in the course of the assessment.

164. We recognise that the distinction between information to be provided and
that which is to be identified could be cut at several points, however we
believe the recommended separation strikes a reasonable balance.

5.6.2 Capital expenditures
165. For each capex category a range of qualitative information is required
including:

(a) Provision of an overall description and an explanation as to its
deliverability; and

(b) Identification of all relevant documents that were taken into account in
preparing the capex forecast.

166. Deliverability is a relevant and important factor in assessing a CPP proposal.
In planning forward work programmes, businesses undertake a gap analysis
between what they should have in place or should do (based on their
planning strategies and policies) and what they actually have in place or
actually have done. For example, it is possible for an EDB to have a
planning standard of n-1 security for zone substation transformers but in
fact they have several locations where this is not met.

167. The gap analysis can identify a significant amount of investment or remedial
work that should be done, if adherence to policy were the sole factor. These
represent work backlogs that can build up over time for many reasons. The
issue for planning and forecasting is the rate at which work backlogs can
and should be cleared in practical terms; this links directly to consideration
of the expenditure forecast developed and submitted by CPP applicants.
Assessment of deliverability is thus an important factor in determining the
reasonableness of forecast expenditures.

168. We have concluded that deliverability is a factor that is relevant at two
levels:
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(a) At a big picture level, that considers a range of macro planning factors
relevant to the ability of the business to deliver its forecast work
programme. This can include factors such as:

(i) the historical rates of actual expenditure in like expenditure
categories;

(ii) the ability of the business to source critical resources such as finance
and appropriately skilled personnel;

(iii) the ability of the business to manage projects and deliver a work
programme across a broad range of activities; and

(iv) possibly, the ability of a business to implement a plan that requires a
step change from historical investment levels and workloads; and

(b) At a project and programme level, that considers a range of project-
specific planning factors. This can include factors such as:

(i) the ability to purchase suitable land and secure easement agreements
necessary for the project;

(ii) the ability to obtain planning consents from external authorities in
time to meet planned project milestones; and

(iii) the ability to source the specific skilled project management, design
and labour resources and materials necessary to complete the work.

169. In assessing the deliverability of a CPP proposal, Strata recommends that
the Commission’s review focuses on determining whether or not the
applicant has established and followed appropriate internal processes for
managing planned workloads, in particular prioritising work where planning
needs are likely to exceed the realistic capacity of the business to
implement within short timeframes.

170. We have accordingly included information requirements in respect of
deliverability at both capex/opex category level and project/programme
level. This information will enable the Commission to assess whether the
internal process of prioritisation has been carried out at all and
appropriately.

171. For each identified programme, a more comprehensive range of qualitative
information is required, including:

(a) The provision of:
(i) An explanation as to the project/programme’s deliverability; and
(ii) Details of contingency sums provided for.

(b) The identification of:

(i) All documents that were taken into account in preparing the capex
forecast;
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(ii) All relevant policies and consultants’ reports relied upon;
(iii) Relevant key assumptions; and
(iv) Relevant regulatory obligations driving the expenditure.
(c) An explanation of:
(i) The detailed methodology used to generate the capex forecast; and
(ii) How the policies were taken into account.

172. For non-material projects and programmes, the information required is at
more of an overview level, including:

(a) Identification of the relevant policies followed in developing the capex
forecasts, with an explanation as to how the policies were taken into
account and complied with; and

(b) Identification of all contingency sums provided for, with an explanation of
how they are calculated and what risks they are intended to account for.

173. A range of specific requirements are provided in respect of the information
sought for each of the following capex categories:

(a) System growth®;

(b) Asset replacement and renewal;

(c) Reliability, safety and environment; and
(d) Non-system fixed assets.

174. The detailed requirements highlight specific categories of information that
will assist an understanding of proposed capex in those categories.

175. Each of the specified information categories is an area of detail that is
relevant to its related capex category. Each has been selected so as to
enable a comprehensive review of the planning processes undertaken by the
CPP applicant.

5.6.3 Operating and maintenance expenditures
176. The structure of the information requirements for opex follows the same
structure as for capex.

177. For each opex category a range of qualitative information is required
including:

(a) Provision of an overall description and an explanation as to its
deliverability; and

(b) Identification of all documents that were taken into account in preparing
the opex forecast.

38 Including capex associated with negative growth (e.g. decommissioning not classified under ‘Asset
replacement and renewal’.
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178. For each identified programme, a more comprehensive range of qualitative
information is required, including:

179.

180.

181.

182.

(@)

(a) The provision of:

(i)
(i)

An explanation as to the project/programme’s deliverability; and

Details of contingency sums provided for.

(b) The identification of:

(i)

(ii)
(iii)
(iv)
(v)

All documents that were taken into account in preparing the capex
forecast;

All relevant policies and consultants’ reports relied upon;
Relevant key assumptions;
Relevant regulatory obligations driving the expenditure;

Any step changes provided for; and

(c) An explanation of:

(i)

(ii)
(iii)
(iv)

Whether a base year approach was used in forecasting and if so
identification of the base year used and the applicable data;

The detailed methodology used to generate the opex forecast;
How the various service measures were taken into account; and

How the policies were taken into account.

Indirect costs are dealt with separately in the CPP Information

Requirements document, as they do not by their nature lend themselves to
categorisation by asset-related projects/programmes in the way that direct
expenditures do.

Indirect costs are typically a material component of an EDB’s opex and thus

information requirements are proposed that will provide a more detailed
understanding of these costs (classified under the ‘general management,
administration and overheads opex category).

Consequently, the information requirements for indirect costs are set at

approximately the same level of detail as for the identified opex
projects/programmes.

As with capex, for opex projects and programmes that are less material to

the CPP proposal, the information required is at more of an overview level,
including:

Identification of the relevant policies followed in developing the opex

forecasts, with an explanation as to how the policies were taken into
account and complied with; and
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(b) Identification of all contingency sums provided for, with an explanation of
how they are calculated and what risks they are intended to account for.

183. Some specific information requirements are provided in respect of any self
insurance allowances provided for in the opex forecast. These requirements
anticipate some regulated suppliers using self insurance, rather than
external insurance, for aspects of their overall risk management. The
information sought is intended to provide transparency over such
arrangements.

5.7 Related parties

184. This section requires the CPP applicant to provide information that shows
how expenditure pertaining to related parties is treated in the proposal®.
The information requested is intended to provide transparency of related
party arrangements and activities for assessment purposes. The CPP
applicant is required to provide:

(a) A description of other entities that are related to the regulated supplier
and contribute to the provision of the supplier’s services or which are
able, whether directly or indirectly, to exert a substantial degree of
influence over the EDB’s activities;

(b) Information relating to any contracting arrangements between the CPP
applicant and related parties; and

(c) Explanations as to why the arrangements have been put in place.

185. In determining the CPP applicant’s costs associated with providing services
to consumers, an assessment of the forecast expenditure linked to
arrangements with related parties should be undertaken. Expenditure
incurred on an arm’s length basis, using best practice competitive
procurement techniques, would usually be treated as efficient by a
regulator. However, expenditure related to the transactions which are not
undertaken on an arm'’s length basis does not carry such a presumption and
therefore should require careful scrutiny to assess its efficiency.

5.8 Unit costs and expenditure escalators

186. This section of the qualitative information requirement provides for the CPP
applicant to provide the Commission with information pertaining to the level
and efficiency of unit rates applied to labour and materials and, amongst
other things, the methodologies used to develop labour and materials
escalators used in forecasting expenditure.

34 Related parties have been defined in accordance with s.2 of the Companies Act 1993.
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187.

188.

5.9

189.

190.

191.

192.

193.

194,

195.

This information is designed to assist the CPP applicant in demonstrating
that it has undertaken appropriate bottom-up analysis of the efficiency of
the forecast expenditures.

Individual unit rates and their associated escalators are quantitative in
nature and provision has been made for the numerical unit rate values to be
recorded in the Regulatory Templates, as described later in section 6.2.7.

Contingent projects

This section relates to CPP proposals made by gas transmission businesses
only.

The Commission proposes to adopt a contingent project mechanism for gas
transmission businesses. Its purpose is to accommodate large capex
projects where there is uncertainty about the requirement, timing or cost of
the project.

Proposed contingent projects will be assessed as part of a CPP proposal and
the Commission may also decide to classify other projects as contingent
projects.

Contingent projects must be tied to a specific trigger event (which is outside
the regulated supplier's control) and forecast costs must meet a materiality

threshold. Independent verification as to whether a project is likely to meet
contingent project criteria will be required.

If and when the trigger event occurs, the regulated supplier will lodge an
application with the Commission to recover the costs of the project.
Independent verification of the costs will be required and approved costs
will be recovered by re-opening the regulated supplier’s price path.

Suitable provisions to enable this mechanism have been drafted into the
qualitative and quantitative CPP information requirements. The information
is proposed to comprise of a similar set of information to that of an
identified programme but limited to information that is known by the CPP
applicant at the time of submission.

The trigger event is required to be identified and factors influencing the
likely timing of the contingent project discussed. A completed quantitative
capex forecast template is also required.
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6. Quantitative information requirements

6.1

196.

197.

198.

199.

200.

201.

6.2

202.

Introduction

As discussed in section 4, the draft quantitative information requirements
are arranged in a hierarchical manner that provides for information to be
viewed in a range of categories.

The information hierarchy provides for the recording of expenditure
information for the years in the current and next periods.

It is expected that the quantitative information will be entered by the CPP
applicant into a set of Regulatory Templates that are based on Microsoft
Excel spreadsheets compiled into a workbook. General completion
instructions and special provisions relating to the completion of the
regulatory templates are described in Part 3 of the qualitative information
requirements document.

Each Regulatory Template is in the form of a two-dimensional table, set out
with the required information categories forming the rows and the years
spanned by the relevant regulatory periods forming the columns.

(Electricity) To align with annual regulatory information disclosures, the
definition of a year must be consistent with the definition used in the
Electricity Distribution (Information Disclosure) Requirements 2008. These
require that a “financial year” means a period of 12 months commencing on
1 April in any year and ending with 31 March in the following year.

(Gas) Current gas information disclosure regulations define a reporting year
to be the reporting business’s own financial year®. As the gas information
disclosure regime is currently under review, it is proposed that the definition
of a year for gas should be set to be consistent with the definition
subsequently adopted for information disclosure purposes.

Service-related expenditure

In providing services to consumers an EDB will incur a range of capex and
opex expenditures:

(a) Directly through capital investment in, and operation and maintenance of

assets, implemented by undertaking asset-related projects and
programmes; and

(b) Indirectly in performing a range of general management and overhead

activities associated with running the regulated business and which are
not specifically attributable to any particular asset.

35 Gas (Information Disclosure) Regulations 1997 s.2(1)
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203. Thus, the first level of the information hierarchy requires definition of the
services provided by the CPP applicant. This was discussed in section 5.2
and the proposed service categories are shown in Figure 5.

204. The next level categorises direct expenditures by capex and opex category
and requires a suitable set of definitions®. The following sections set out
how these category definitions have been determined.

6.2.1 Capital expenditure categories
205. Capex is proposed to be separated into the following capex categories:

(a) Customer connection;

(b) System growth¥;

(c) Reliability, safety and environment;
(d) Asset replacement and renewal;
(e) Asset relocations; and

(f) Non-system fixed assets.

206. These categories have been selected so as to represent the primary drivers
for capex within an EDB. To maintain consistency with regulatory
requirements already in place, the specific definitions are drawn from the
existing electricity IDRs covering regulated suppliers®.

207. As noted in section 2.7, it is intended that the quantitative CPP information
requirements be substantially similar for EDBs, GDBs and GTBs wherever
possible. Consequently, it is proposed that capex categories for gas are set
so as to be consistent with those selected for electricity™®.

6.2.2 Operating and maintenance expenditure categories
208. Direct opex is proposed to be separated into the following opex categories:

(a) System management and operations;

(b) Routine and preventative maintenance;
(c) Refurbishment and renewal maintenance;
(d) Fault and emergency maintenance; and

(e) Other.

36 Note the discussion in section 4.3 regarding transitional provisions in respect of capex and opex
categories.

37 Including capex associated with negative growth (e.g. decommissioning not classified under ‘Asset
replacement and renewal’).

38 Refer Handbook Schedule 1 Defined Terms

3% The Vector and Powerco gas control determinations were reviewed and the expenditure categories
in these are similar to those used for EDBs and appear to be relatively easily mappable. Therefore,
in the interests of keeping the CPP information requirements substantially similar across the three
sectors, the EDB categories have been used.
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209.

210.

211.

As with the capex categories, the opex categories have been selected so as
to represent the primary drivers of an EDB’s asset-related opex. The
specific definitions are again drawn from the previously referenced
electricity IDRs covering regulated suppliers, maintaining consistency with
regulatory requirements already in place.

A further opex category is proposed to accommodate indirect costs. This is
proposed to be “General management, administration and overheads” and
is again defined with reference to the electricity IDRs.

Again, as noted in section 2.7, it is intended that the quantitative CPP
information requirements be substantially similar for EDBs, GDBs and GTBs
wherever possible. Consequently, it is proposed that opex categories for
gas are set so as to be consistent with those selected for electricity.

6.2.3 Mapping expenditure across service and capex/opex categories

212,

213.

When viewed hierarchically with the proposed service categories, it is
evident that there is a set of logical mappings from service categories to
capex/opex categories and that not all of the capex/opex categories are
relevant to every one of the service categories. For example, “customer
connection” capex will map to the “provide connection services” service
category, but it is unlikely to map to the “investigate and repair network
faults” service category.

A range of related capex/opex categories for the electricity distribution
service categories is shown in Figure 6.
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l

Figure 6: Related service and capex/opex categories

214. The service and capex/opex category pairings shown are possibly not an
exhaustive list of related categories but are illustrative of the most readily
identifiable combinations.

215. When recording expenditures in the Regulatory Templates, the CPP
applicant will be required to select the service and capex/opex category
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relevant to the projects/programmes proposed. Specifically, direct
expenditures recorded by project/programme are to be allocated to:

(a) One service category; and

(b) One capex or opex category.

216. One service category may have more than one capex/opex category

mapped to it, but only if there is more than one project/programme (e.g.
“customer connection” capex maps to the “provide connection services”
service category for Project/Programme A, while “asset replacement and
renewal” capex maps to the “provide connection services” service category
for Project/Programme B).

6.2.4 Recording direct expenditures by project/programme
217. Direct expenditures are proposed to be recorded by project or programme,

with each spreadsheet in the Regulatory Template to contain data in respect
of a single project or programme. Projects and programmes should be
defined so as to provide a clear explanation of the CPP proposal.

218. The definition of project and programme was discussed earlier in this

overview report. An example of a project for an EDB could be the
development of a new zone substation. A typical programme might be the
replacement of like-model/age/condition circuit breakers across a number of
locations on the network.

219. A draft project/programme spreadsheet is shown in Figure 7. The

project/programme spreadsheet provides for:

(a) A block of header information including project/programme name, a brief
description, a policy cross-reference and two categorisation fields for
service category and capex/category;

(b) Expenditure input blocks relating to the various asset categories;
(c) A block for breaking down labour costs into three categories:

(i) In-house;

(ii) Related party contractors; and

(iii) Non-related party contractors; and

(d) Yearly expenditure totals for each asset category and labour source for
each of the years in the current and next regulatory periods.

220. Expenditures should be described with respect to a common base year. This

221.

requires that historical data is entered in nominal dollars and forecast and
current data is entered in year dollars of the current year. Inflation
assumptions should be recorded using a unit rate escalator template.

Summary data (such as expenditure totals by year) from the individual
project and programme spreadsheets is intended to be rolled up by
capex/opex category and ultimately by service category. This provides
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yearly expenditure totals by capex category, opex category and service
category.

6.2.5 Expenditure by asset category
222. For each project/programme, asset categories provide an asset-focused
breakdown of expenditures.

223. For EDBs, the asset categories relate to those defined in the Information
Disclosure Requirements.

224. In recognition of the differences in assets across the three sectors subject to
the CPP information requirements considered in this overview report, Strata
has defined asset categories for GDBs with reference to the gas
authorisations of Powerco and Vector®, with the asset categories for GTBs
adapted in turn from the GDB asset categories.

225. While there will be some differences in detail between EDBs, this
categorisation broadly represents a commonly utilised segmentation of an
EDB’s network into discrete asset components. Significant degrees of asset
standardisation exist within each asset category and this provides for a
logical and systematic breakdown of network expenditure.

226. Classification of expenditure by asset categories provides some
transparency of expenditure at an asset level and provides the opportunity
for expenditure assessments to incorporate a range of expenditure review
techniques, such as modelling, internal benchmarking of forecast costs
against historic costs and trend analysis.

6.2.6 Expenditure by labour source

227. Separately from the breakdown of project/programme expenditure into
asset classes and types, the CPP applicant is required to break down its
forecast expenditures by labour source.

228. The labour source categories are:
(a) In-house;
(b) Related party contractors; and
(c) Non-related party contractors.

229. These categories provide for an examination of the means by which
regulated suppliers resource their service delivery operations, namely by
using in-house staff (including full and part-time contract staff) or by using
external contractors, while also distinguishing whether or not external
contractors are related to the regulated supplier in a business sense. Refer
to section 5 for a discussion on related parties.

40 Authorisation for the Supply of Natural Gas Distribution Services by Powerco and Vector, Valuation
of the Opening Regulatory Asset Base, Valuation Methodology, 15 February 2007 published by the
Commerce Commission
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230. This information is to assist the Commission in assessing the efficiency of
the CPP applicant’s forecast expenditures where it utilises related party
contractors.
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Denotes a
user input

* Break down may be replaced with asset types in use by the applicant and expanded to include other asset types

Figure 7: Draft project/programme expenditure template  (sample shown for electricity distribut ion capex )
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6.2.7 Recording indirect expenditures

231. Indirect expenditures are those expenditures not attributable to specific
assets. They are accounted for in the general management, administration
and overheads opex category.

232. A separate template draft has been developed for recording these
expenditures and this is shown in Figure 8.
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* Break down may be replaced with categories in use by the applicant but within the definition of the opex category for indirect expenditures

Figure 8 Draft indirect expenditure template
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6.3 Unit costs and expenditure escalators

233. A range of qualitative information in respect of unit costs and their
associated expenditure escalators was discussed in section 5.8.

234. Unit costs and their associated escalators are by their nature quantitative
data and accordingly provision has been made for the capture of this data
within the Regulatory Templates.

235. A straightforward concept design for an appropriate Regulatory Template is
shown in the Figure 9.

[Name]

[Description]

Denotes a user

[Reference] .
input cell

$ 1,000.00

[sample data shown |

Figure 9: Draftu nitrate & escalator template
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7. Verification and financial audit
requirements

7.1 Introduction

236. The Act provides the Commission with information gathering powers, which
may be used to seek assurances regarding the accuracy and reliability of
information provided to the Commission. The submission of CPP proposals
represents an instance where such assurances are required by the
Commission.

237. Tools commonly deployed by regulators to assure the reliability of data
submitted by regulated parties include:

(a) Independent opinions of information (by auditors or subject matter
experts); and

(b) Self-verification of information by the party disclosing it (referred to as
“certification”).

238. In order to gain assurances regarding the information provided by regulated
suppliers in their CPP proposals, consideration can be given by the
Commission to audits, expert opinion, certification and statutory
declarations. Key considerations when selecting the form of verification are
the type of information covered by the verification and the criticality of the
information to the Commission’s decision making.

239. Strata has given consideration to the type of information to be included in
CPP proposals and the criticality of that information to the Commission’s
decision on whether or not to approve a CPP proposal.

240. The following discussion and recommendations in this section apply to the
capital and operational expenditure components of a CPP application.

7.2 Suggested verification requirements

7.2.1 Verification by auditors and subject matter experts
241. Table 2 summarises Strata’s recommended forms of verification.

242. Consistent with the practice adopted in regulatory regimes such as those in
Australia and the United Kingdom, it is considered appropriate that external
audit certificates should be provided to verify the accuracy of the historical
quantitative financial information. If external audit certificates are provided,
it is suggested that director certification of this information should not be
necessary.

243. Subject matter experts will be required to demonstrate detailed knowledge
and practical experience of the development and implementation of capital
and operational expenditure plans relevant to the regulated supplier’s
network business. It is considered likely that subject matter experts will
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have expertise in business management processes, asset management and
financial planning.

244. Strata’s view is that audits are most appropriate when verifying actual, as
opposed to forecast expenditure. It is suggested that verification of the
following information, which is based on physical and technical inputs, is
most appropriately undertaken by an independent subject matter expert
(i.e. using pre-assessment verification and the Commission’s assessment of
the CPP proposal):

(a) Forecast qualitative information;

(b) Forecast quantitative financial and non-financial information; and

(c) Historical quantitative non-financial information.

Type of information Recommended forms of
verification
expert
audit opinion certification
financial s
(1) quantitative yes )
. . yes, if no
Historical .
non- o audit
financial (2) quantitative yes
financial (3) quantitative
yes
Prospective | non- (4) quantitative yes yes, always
financial (5) qualitative yes

Table 2: Recommended forms of verification

7.2.2 Certification by directors

245. For CPP proposals verification via expert scrutiny will, to a large extent, be
limited to identified projects/programmes and samples of projects and
programmes. Therefore, it is suggested that certification should be
required:

(a) as to the accuracy of policy documentation (policies, strategies and
procedures); and

(b) that quantitative information (project and programme expenditures and
unit rate escalators) has been developed in accordance with appropriate
policies, strategies and procedures.

246. Certification of its CPP information also impresses upon a CPP applicant the
importance of that information being reliable.

247. It is considered that all information provided in support of a CPP proposal is
likely to be critical to the Commission’s decision to approve or decline the
proposal. Therefore, it is appropriate that certification by directors should
be required, as set out in Table 3.
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Purpose of Criticality of Type of Who to Type of

information information information undertake certification

Basis of a

certification

Information Quantitative

regulatory critically directors certification
decision Elneiactiiiréil to the Qualitative -
in an input

methodology

Table 3: Proposedt ypes of certification

7.2.3 Summary of recommended verifications

248.

249,

250.

It is considered that an external audit will be sufficient to verify the
historical financial information because all qualitative information is
considered to be current (i.e. be the basis on which the expenditure
forecasts in the CPP proposal have been developed). Therefore, even if
policies, strategies and procedures have been replaced, for the purposes of
a CPP application, they will be defined as current if any component/item
included in expenditure plans have been based on them.

Existing audit/certifications that have been obtained to meet the
requirements of the broader information disclosure requirements will be
acceptable for a CPP application provided they are current and cover the
total information required to be audited/certified under the CPP application.

Certification, combined with expert opinion (pre-assessment verification), is
considered to be appropriate for the historical non-financial, prospective
quantitative and current qualitative information. This is summarised in
Table 4.

Type of Information Recommended form of

verification

Historical financial information A Audited

Prospective financial information A Certification
Example: Operational and Capita I A Expert opinion
Expenditure Forecasts
Historical quantitative non-financial | A Certification
information <

A Expert Opinion

Example: asset numbers, age and
condition, demand statistics
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Type of Information

Recommended form of

verification

Prospective quantitative non- A Certification
financial information 7 .

A Expert Opinion
Example: D emand Forecasts
Current qualitative information A Certification
Example: Policies, strategies, procedures A Expert Opinion
and processes
Table 4: Recommended form of verification
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