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2010-15 Default Price Quality Path Starting Price Ajustments and
Other Amendments

Update Paper: April 2011

General
1. Network Tasman Limited (NTL) appreciates the oppoity to submit on the
Starting Price Adjustment (SPA) Update paper.

2. NTL is a member of both the Electricity Networkssasiation (ENA) and the
PwC Group of 21 Electricity Distribution Business®RJ L is a party to, and
supports, the submissions made on the SPA Updptr pg each of these
groups.

Forward looking approach preferred

3. NTL supports the adoption of the more forward logkapproach proposed in the
SPA Update paper. We regard the proposed approdmhmore in accord with
the Purpose Statement and preferable to the prayisuggested approach that
relied on a single snapshot of EDB 2009-10 ROI'de¢dve Po adjustments. Any
Po adjustment has ramifications over the wholelstgry period and it is
therefore appropriate an attempt is made to confidiere consequences on
individual EDBs.

4. NTL prefers a SPA process based on forward modetsntg building block costs
for each controlled EDB over the alternative offASadjustment derived from
single year ROI data. The forward looking methodglshould be better able to
recognize firm specific circumstances.

NTL reservations
5. However NTL holds a number of reservations conceyni
» The use of EDB specific single year (2009-10) diind block data as the
stepping off point for the SPA process
* The use of industry wide data assumptions to mimaelard movements in
key cost building block variables.
Each of these issues are addressed further orsipaper.

6. The Commission acknowledges the starting year aahalsiry assumptions could
be problematic for some EDB. In mitigation it sugigeEDB’s can opt to apply
for a CPP where they consider their specific cirstances are not properly
recognized within the proposed SPA process. Thei€p&t forward as a “safety
valve”.



Customised Price Path as a “safety valve”

7. NTL agrees, in principle, the CPP is a “safetyealenabling EDB’s to get due
consideration of their firm specific circumstaneggevels unlikely to be available
under the SPA process. However on a practical kxeeValue of the “safety
valve” is overstated because CPP applicants fatgnéicant number of hurdles
and uncertainties:

» All CPP applications will be resource intensive axgensive

» CPP application costs are regressive and theralopualiage participation by
smaller EDB’s

» CPP applications will not necessarily be considenegitimely manner as the
Commission has the right to prioritise work and taedy a minimum quota
of CPP hearings per annum across all controllethbsses, not just EDB’s

» The CPP will not just cover the Po adjustment bay@lso set a new rate of
change for the EDB’s price path

» The EDB risks being made worse off as a consequefiegplying for a CPP

» There is no current precedents concerning the &rdhnature of the CPP
processes

NTL prefers 3 Year View and no clawback

8. NTL supports a SPA proposal based on the threeN@¥ equivalent approach
rather than the 5 year approach. This best reftaetemerging nature of the
control regime and, being entirely forward lookiagpids uncertainties
associated with retrospectivity. Likewise NTL catesis the application of
clawback should be avoided for reasons of simplaitd certainty.

9. Under the initial analysis provided in the SPA atedpaper NTL stands to gain a
substantial positive Po adjustment and potentalbpsitive clawback amount.
Should this proposal be put in place it is unliksIl/L would expose its
consumers to the rate shock implied by these pateadjustments; it would
contradict our previous price setting strategies.

SPA process and Discounts

10.The SPA draft paper has assessed NTL to be suiadiyanhder recovering its
allowable building block revenue and has concluthedl a substantial positive Po
adjustment is warranted (a 49% uplift under thearywiew and a 46% uplift
under the 3 year view). The primary reason for tleisclusion is that NTL's
actual and projected revenue has been determirtée imodel on @ost discount
basis; that is after the $6.084m of discounts creditedansumers in 2009-10
have been removed from line revenue.

11. The proposal as it stands encourages NTL to upko adjustment that will fully
recapture all the revenue NTL has chosen to akowaits consumer owners as
discounts. This is a nonsensical outcome andoitie bf the proposed model
suggests the higher the level of discounts thedmighll be the positive Po
adjustment available.



12.NTL concurs, in principle, with the way the SPA rebtties to calculate the
allowable level of revenue using a building blodstcapproach. This method will
produce a consistent total revenue allowance a&ioslar EDB’s regardless of
their type of ownership and how they choose tocalle surpluses to their owners
(by retentions, dividends or discounts). Howeawemaintain this consistency
between ownership types, Po adjustments shouldadelerived by comparing
allowable revenue against projectiongcé discount revenue for Consumer
Owned EDB's, regardless of whether the discounf thediscretionary or
posted variety. In NTL’'s case reworking the model usprg discount revenue,
NTL’s projected positive Po adjustment would reddoa/n to the 10-12% level,
which seems a considerably more sensible result.

Use of single year data as starting point

13.NTL has considerable reservation about using fipec#ic single year (2009-10)
data as the starting point for the modeling progest No account is taken of
abnormal variability in any of the 2009-10 startpmjnt measures such as
revenue volumes, operating costs or capex. Thexeisk projections made off
the 2009-10 starting point data may capture a has®er that is abnormally high
or low and will consequentially lead to an oveuaderstatement of key revenue
or cost items in the forward projections drivingividual firms SPA.

14.As an example NTL’s revenue for 2009-10, like mattyer EDBs, was well
ahead of forecast primarily because the 2009 wingsr colder than normal. The
subsequent 2010 winter was relatively benign anenndombined with
deteriorating business conditions due to the glébahcial crisis, NTL's
volumes have been relatively static for the lastibiths. The SPA model will
capture an abnormally high starting point for rexeand then make forward
projections using long run industry growth assuomi This will cause the
revenue projection from the model to run ahead Df’sl actual revenue and this
is likely to overstate the extent of the Po adjuestim

15.Capex allowances in the model are of particulaceambecause capex can vary
considerably from one year to the next, especfaligmaller EDB’s. The SPA
proposes to use EDB’s 2010 actual Capex as thingtaoint and then grow this
by 3.3% per annum nominal over the 2010-15 petitmvever for NTL the
2009-10 capex figure used as the starting poitttermodel is only 75% of the
average capex spent in each of the previous 5 et is 68% of the annual
average capex projected to be spent in each ofetkie years based on NTL's
2010 -20 Asset Management Plan. Consequently getbiecumstances the
model is likely to undershoot the revenue allowafiocehe deprecation and return
on new capex and this is a disincentive to invest will persist until the end of
the regulatory period. It may be preferable toars@verage capex amount taken
from the last 5 years actual data or the next BsyAMP projections to overcome
of the risk of anomalies arising form reliance ot year data.



Industry wide assumptions

16.The SPA model proposes to project forward key 200%m specific data values
using industry wide assumptions for Capex, Opegdflosts and Real Revenue
growth. NTL acknowledges that these projectiomsracessary but has a number
of concerns about there development and use.

Real Revenue Growth

17. Firstly while projected real revenue growth loogasonable from a long run
historical perspective the following factors alsuld be considered before accept
that long run trends are a valid for the remairafehe current regulatory period:

» The last 10 to 15 years used to establish the SBdehreal revenue growth
assumption is based on a period of historicallyrlégonomic growth for NZ.
This high growth had slowed to low levels even befbe global financial
crisis struck at the end of 2009.

» The global financial crisis plus the Christchuretitbquake have caused a
change in consumer and business borrowing and sgebdhavior that
suggests growth will stay below trend for the remar of the current
regulatory period.

* Fuel and commodity real price growth and natiomairggs initiatives have
diverted consumer expenditure away from areashidna traditionally driven
growth.

» Policy initiatives and direct subsidies have liftee profile and penetration of
energy efficiency measures. These initiatives ithelbome insulation, smart
building development, solar water heating, CFL tiglp and the electric
motor program. These demand side initiatives ageipally designed to
reduce the real growth rate in electricity consuorpand dislocate it from
GDP growth.

» Even if the model’s broad growth assumptions wereect there are very
significant differences in growth levels on a regibbasis. The general
growth assumption may cause EDB’s in low growtlaar® take higher Po
adjustments than is warranted by their circumstance

Opex Growth
18.On first glance the assumption that EDB Opex witivg at a nominal rate of

3.8% per annum appears reasonable having considetiedeal growth and input

price changes. However NTL again has some resengstioncerning the

backward looking nature of the derivation of thesenbers. There are number of

forward looking matters that are worth consideratod these include:

» Commodity costs including fuel costs have increasetiderably at and
beyond the end of the data series used for the&stin

* The aftermath of the Christchurch earthquake myiko place strain on
skilled labour costs and substantially increasaremsce costs. It may also
change some network design standards.

» The UFB proposal and other major infrastructurajgxts both in NZ and
Australia will ensure the market for skilled comti@ars remains relatively tight
for the remainder of the regulatory period



* Real growth assumptions concerning operations aaidtenance expenditure
(but not overheads) could be referenced againsikfiié data from EDBs in a
similar manner to that used for capex.

Capex Growth
19.The Commission has used industry wide data from AMdforecast average

capex growth allowances and is using a figure 8%pa nominal for the 2010-

2015 period . NTL has two reservations about theegss:

* The AMP capex projections used by the CommissioMNfoL (and as we
understand it, for most other EDB’s ) are stateckal rather than nominal
terms. The projections are all stated in 2010 doka the 3.3% annual growth
figure derived by the Commission iseal rather than aominal number. A
further annual adjustment to the capex allowancénftation is therefore
warranted.

» Capex growth is highly variable between firms adejpends on the underlying
growth in the region served and the age and stataah network. Also plans
to improve network security and reliability willka the individual EDB
further away from industry average capex growtthpéhere is some
opportunity for the SPA forward capex allowancesifidividual EDB’s to be
more closely referenced to their AMP forecasts.

Colin Starnes
Commercial Manager
May 2011



