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Capital Expenditure Definitions

Transpower defines capital expenditure in the Yoihg areas:

Refurbishment:

Replacement

Enhancement (non Part F):

Telecommunications:

SCADA EMS:

SCAD RTU Protocol

Network Systems R&R:

© Strata Energy Limited

expenditure on an asset, or sub-component that
materially extends its original economic life but does
not improve its original service potential

replacement of an asset where this doesnatérially
improve its original service potential.

This category of expenditure is not well defined at
present but in general these are enhancement and
development projects involving existing or new &sse
which are intended to: bring performance to a lefel
good industry practice; ensure compliance with
statutory or Electricity Governance Rules
requirements; correct historical design or consitbac
issues; or, to provide physical protection of asset
Practical financial limits are applied by Transpowe
that assets below $1.0 - $1.5m and programmes of
work below $5.0m are not submitted to the Eledici
Commission for approval under Part F.

capital expenditure relating to the upgrade and
replacement of the telecommunications network used
for operating the grid

capital expenditure relating to the upgrade and
replacement of the application System Control &Dat
Acquisition / Energy Management Systems (SCADA
EMS) used for operating the grid

capital expenditure relating to the upgrade and
replacement of the Remote Terminal Units (RTU) and
other station devices used for providing data to
SCADA and other grid-operating applications

capital expenditure relating to the maintenance of
components such as RTU'’s, and the replacement and
refurbishment of systems used in support of opegati
the grid, such as asset management systems

Page 6 May 2007
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Executive Summary

The purpose of this study is to review Transpowpléss for capital expenditure on
replacement, refurbishment, enhancement and dewelol and Information
Technology for 2006/07 and the following two yea¥¥e have been asked to provide
advice to the Commission on the reasonablenesgqilans and associated forecast
capital expenditure. The study excludes experalitequiring approval under Part F
of the Electricity Governance Rules (EGRY capital expenditure that is required for
Transp(%wer to perform its obligations under thet&ysOperator Service Provider
contract.

Transpower’s budgeted total capital expenditurgHerthree year period 2006 to
2009 is shown in the chart below. It can be seat) thhilst Part F makes up the
largest proportion of Transpower’s budgeted cajeixglenditure, 44% of the total
capital expenditure spend falls outside the EleitgriCommission approval process.

Total Capital Expenditure 2006/09

4%

25%

O Total Electricity Commission (Part F)

B Total Contract

569, | D Total Commerce Commission threshold

OTotal Capex Non Commerce Commission
threshold

The approach taken has been to review the poligiesgsses and practices of
Transpower with respect to capital expenditure ssetireplacement, refurbishment
and enhancement and Information Technology andreider their appropriateness

! This is enhancement and development capital exjpeadhat is not submitted by Transpower to thecEicity
Commission for approval under Part F of the EGRd @ntherefore intended to fall within the Commerce
Commission Threshold.

2 Electricity Commission approval for capital expinre as provided under Part F of the Electriciigv€rnance
Rules and Regulations

3 Transpower performs the System Operator functiowter a service provider contractual arrangemetit thie
Electricity Commission.
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and effectiveness in achieving the least-cost dibgset out in the Government
Policy Statemefitand in Transpower policy documents. In focussinghe least-cost
objective Strata is not suggesting this shoulddieéeaved at the expense of meeting
other objectives set out in the Government Poli@ate®nent. A full technical review
of individual projects has not been undertaken.

In our review of the asset replacement, refurbisitraed enhancement capital
expenditure we formed the view that, although #asst-cost objective is clearly set
out in policy documents, in practice Transpowesugently not fully achieving this
objective and aspects of its current capital expieralmanagement processes could
be improved. We reached these conclusions priynanilthe basis of our views that:

» the internal challenge process with respect toeaing least-cost replacement,
refurbishment and enhancement capital expendisurelatively weak;

» the project tendering process is not particuladypetitive and creates a
situation which may encourage tenderers to ach iardi-competitive manner;

» Transpower's focus on achieving the least-costativje is not sufficiently
strong;

» Transpower takes a cautious approach to capitareifure as a result of the
high importance attached to ensuring the secufisupply. This is entirely
appropriate given the importance of a reliableteilgty supply. However, the
strong bias towards security brings a risk of es@ending and going beyond
the requirements of the Grid Reliability Standdrdsd

» the accuracy of project cost data is in questiartigularly the correct
categorisation of capital expenditure and the aamuof cost estimates.

We note however that Transpower’s recently pronmteldRules for Procurement
policy will improve the management of refurbishmeeplacement and enhancement
capital expenditure over time, provided the pol&glosely observed.

Our research led to the conclusion regarding ITitabgxpenditure that, while there is
room for improvement, a number of factors combmprbvide an environment
favourable to Transpower achieving the objectivéeast- cost capital expenditure on
IT. These factors include:

e strong strategic and governance framework;

» focused and well integrated approach to initiaing evaluating projects
which arose out of the restructuring and realignnpeocesses commenced in
2003/04

» disciplined, standardised project management psesgsvhich again arose
from the restructuring and realignment processes;

* good internal challenge processes;

» the requirement to obtain a firm price before aiBess Case can be submitted
for approval; and

4 Government Policy Statement on Electricity GovemeaOctober 2006

5 Grid Reliability Standards determined by the Hieitty Commission under section Ill of part F obtElectricity
Governance Rules 2003

© Strata Energy Limited Page 8 May 2007
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the newRules for Procuremenmtolicy which in time will improve the
management of IT capital expenditure, providedpibiecy is closely observed

Overall our view is that Transpower’s performant@chieving its least-cost
objective could be improved if Transpower wereniplement a range of measures
and changes in approach including:

Common areas of potential improvement

raising the focus throughout Transpower on achgethe least-cost objective;

setting capital expenditure cost reduction tar¢gtéeast for repeat
replacement, refurbishment and enhancement capitenditure);

taking steps to ensure the close observance oédeamtly introduce®ules for
Procurementorporate policy;

introducing provisions into process and policy doentation requiring that,
throughout the process of initiating, evaluating anplementing projects, the
achievement of least-cost capital expenditure dbgeds explicitly considered
and that the steps being taken (or intended tak®n) to achieve it are set
out; and

requiring that supporting and approving signatottedocumentation
approving capital expenditure satisfy themselves @l reasonable steps to
achieve least-cost capital expenditure have bdemta

Asset replacement, refurbishment and enhancement pgnditure specific
improvements

instituting a more rigorous challenge process we#pect to project costs;

better monitoring performance with regard to manggeplacement,
refurbishment and enhancement capital expenditudléraachieving the least-
cost objective;

establishing an open-book process of negotiatingept costs under longer-
term alliancing agreements; and

improving the accuracy of the cost-estimation pssce

IT expenditure specific improvements

better monitoring, measurement and performance gemeant of capital
expenditure on IT (including comparing cost estisawith actual costs and
developing better KPI/Balanced Scorecard measuaes);

further investigation of the opportunities to @#icertain contracting practices
(open-book, outcomes-based and alliancing) to eelivot only the required
project outcomes, but also least-cost capital edipenre.

Establishing capital expenditure thresholds

We consider it would be appropriate, if using Trower’'s budgeted and forecast
capital expenditure as a basis to establish thidslior capital expenditure, for each
of the three years to be adjusted downwards. teraéning the extent of the
adjustment appropriate to each year, the folloviamgors should be taken into
account:

© Strata Energy Limited Page 9 May 2007
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For asset replacement, refurbishment and enhancemeaxpenditure

in our view, it should be possible for Transpoweathieve a minimum
reduction through efficiency gains of 5% within @®nths i.e. by the middle
of the 2008/2009 financial year. This is a sulijectiew based on the gains
we would expect to be achieved if Transpower werienplement best
practice measures not presently applied. It igcdit to quantify precisely the
achievable reduction in capital expenditure lebelsause the focus of the
study has been on the appropriateness of polgiesgsses and practices
rather than on reviewing individual projects (whtehe would not permit). In
our view, some reduction is clearly justified aimdan endeavour to under-
adjust rather than over-adjust, we have takenppeoach of estimating the
minimum reduction possible. We consider this a eoretive adjustment and
expect that greater gains are possible if Transpawas to implement
measures focussed on achieving least-cost capjtahéiture. It should be
noted that Transpower has provided comment thé&b agsluction in tower
painting costs should be achievable through cotiiover a longer term

Transpower has recently provided updated dateefudacement, refurbishment
and enhancement capital expenditure which refeisicrease in the total
value of projects over three years by $20m. Thigether with a reallocation
between the years, has resulted in Year Threedsurg by more than 50%
from $61m to $92m. As a consequence of the sdaleeachanges in Year
Three (2008/09) Strata does not consider it ap@atepfor the data to be used
as a basis for establishing a threshold withowgtailéd reconciliation and
investigation into the changes to identify the akte which the figures

require adjustment

Transpower has advised that, while replacemenirbishment and
enhancement projects are sometimes approved asisvidaich includes
contingencies, such contingencies are excluded odgeted and forecast
capital expenditure. Consequently no adjustmantdatingencies is
required. If they had been included it would bprapriate to reduce
contingencies down to a minimal level because tiat&'s view, the threshold
should exclude contingencies so as to reflect theahexpected level of
expenditure.

On this basis, a downward adjustment of 5%n each of the three years would be
appropriate. This should be applied to inflation- adjusteglifies in the second and
third years.

For IT expenditure

the expenditure thresholds relate to actual cost:nat to cost estimates
which include contingencies, i.e. the threshold amas expected to operate
as an amount which actual expenditure may readmdilexceed. Therefore,
we consider the budgeted and forecast IT capitaediture levels
established by Transpower are not appropriatednsideration as a threshold
but should be adjusted downwards because the dathich they are based
includes contingency sums. The data from the 6{&pts completed since 1

© Strata Energy Limited Page 10 May 2007
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July 2006 indicates that IT Division, on averageesinot use its contingencies
at all and, in fact, comes in slightly under budgéte consider that a 12.5%
downward adjustment to the budgeted expendituradljiest for the
contingency component, would be appropriate whéimgehresholds. This
level of adjustment reflects the fact that contimges and reserves usually
represent a total loading of 20% on top of the lzast.

» if Transpower does take further steps to impros@érformance to reduce
capital expenditure these will take time to impletn@nd derive a benefit.
There is some prospect of impacting the 07/08 paathe full impact of the
any measures taken is unlikely to be felt until 2098/2009; and

* in our view, it should be possible for Transpoweathieve a minimum
reduction of 2.5% through efficiency gains withi® months, i.e. by the
middle of the 2008/2009 financial year. This isihjsctive view based on the
gains we would expect to be achieved if Transpamere to implement best
practice measures not presently applied. It igcdit to precisely quantify the
achievable reduction in capital expenditure lebelsause the focus of the
study has been on the appropriateness of polgiesgsses and practices
rather than on reviewing individual projects (whtehe would not permit).
However, in our view, some reduction is justifidd.an endeavour to under,
rather than over-adjust the proposed levels, we keken the approach of
estimating the minimum reduction possible.

On this basis, a downward adjustment of 15.0% (i.€12.5% adjustment for
contingency plus 2.5% adjustment for potential efftiency gains) from the

budgeted expenditure in each of the three years wtilibe appropriate in
establishing thresholds. This should be applied to inflation- adjusted figiin the
second and third years. We note that an overathd@rd adjustment of 15% would
result in a thresholds for each year equivalethédorecast base cost of projects plus
a contingency of 2%. This is calculated on thesti® proposed adjustment is
applied to the entire budgeted and forecast expaedincluding the contingency
sums.

In summary, we conclude that for asset replacem@eatrefurbishment expenditure,
the budgeted and forecast capital expendituredgorerstate appropriate threshold
levels by 5%, and possibly more, and accordingbughbe adjusted downwards.
Whilst we consider Transpower can improve its penénce in achieving the least-
cost objective, we record our strong impressioh Thanspower performs a creditable
and professional job in relation to the other faadtmanaging and implementing
replacement and refurbishment capital expenditure.

With regards to IT expenditure, we conclude thatlihdgeted and forecast
expenditure levels would not be appropriate toassthresholds as they are overstated
by 15%, and possibly more, and accordingly shoelddjusted downwards for the
purposes of establishing thresholds.

© Strata Energy Limited Page 11 May 2007
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1. Introduction & scope

The purpose of this study is to review Transpowpléss for asset replacement,
refurbishment, enhancement and developfand Information Technology (IT)
capital expenditure and to provide advice to then@ission on the reasonableness of
these plans and associated forecast capital expendiThe study excludes capital
expenditure that Transpower submits to the Elattri@ommission for approval

under Part F of the Electricity Governance RuleS8RE’ or capital expenditure
required in relation to the System Operator SerRic®/ider contract between
Transpower and the Electricity Commisgion

Transpower’s budgeted total capital expenditurdHerthree year period 2006 to
2009 is shown in the chart below. It can be seat) thhilst Part F makes up the
largest proportion of Transpower’s budgeted cajeixglenditure, 44% of the total
capital expenditure spend falls outside the EleitgriCommission approval process.

Total Capital Expenditure 2006/09

4%

25%

O Total Electricity Commission (Part F)

B Total Contract
56% OTotal Commerce Commission threshold

OTotal Capex Non Commerce Commission
threshold

The ‘Total Contract’ component at 15% of total ¢alpéxpenditure relates to the
bilateral new investment contracts that Transpdvedds with its customers. The 4%
value for ‘Capex Non Commerce Commission Threshiglébr IT business support
and minor fixed assets.

A full breakdown of Transpower’s total three yeap@al Expenditure budget is
provided in the table below:

5 This is enhancement and development capital expredhat is not submitted by Transpower to thecEicity
Commission for approval under Part F of the EGRd @ntherefore intended to fall within the Commerce
Commission threshold.

" Electricity Commission approval for capital expiare as provided under Part F of the Electriciigv€rnance
Rules and Regulations

8 Transpower perform the System Operator functiamen a service provider contractual arrangemert thie
Electricity Commission.

© Strata Energy Limited Page 12 May 2007
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Transpower’s total capital expenditure 2006 to 2009

Transpower Capital Expenditure

- 2006/07 Budget 2007/08 2008/09
$ millions

Forecast Forecast

Electricity Commission (Part F)
- North Island Upgrade 35 95 128
- Other projects approved 54 56 5
- Not yet approved / pending 43 96 177
Total Electricity Commission (Part F) 132 247 310
Contract
- Customer investments 47 53 79
Total Contract a7 53 79
Commerce Commission Threshold
- Asset replacement 26 32 33
- Asset refurbishment 8 10 12
- Asset enhancement (non Part F) 17 19 16
Total grid asset related expenditure 51 61 61
- IT Network communications (capital) 11 46 23
- IT SCADA EMS & RTU 12 3 3
- IT Network Systems: development & replacement 6 8 8
Total IT related expenditure 29 57 34
- Capitalised operating lease costs * * *
Total Commerce Commission Threshold 80 118 95
Non Commerce Commission Threshold
- IT Business support & Minor Fixed Assets 14 20 12
Total Capex Non Commerce Commission Threshold 14 20 12
Total Capital Expenditure 273 438 496

Note these figures are not adjusted for inflation and capitalised operating lease costs are not included.

Transpower has proposed some draft terms to fortropan Administrative
Settlement to the Commerce Commission. In its tefimenspower has proposed a
settlement where the above budgeted and forecpisalcaxpenditure (Commerce
Commission Threshold) for replacement, refurbishinagé enhancement and IT
capital expenditure would be used as the basistabksh thresholds. Transpower
intends that these figures would be updated sutgjdatal amendment at the time
settlement arrangements are finalised.

We have been asked to provide an opinion on treoredleness of the above
proposed levels of capital expenditure on asséacement, refurbishment and
enhancement and on IT for the three years 200@@Y7/08, 2008/09. In preparing
the advice we have:

» reviewed the proposed and historical expendituceteands;
» considered the underlying assumptions for reasenalk;

» examined the appropriateness of processes andgsolnd conducted sample
testing of adherence to these policies; and

* examined a selection of relevant internal busicasgs and other project
documentation.

© Strata Energy Limited Page 13 May 2007
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1.1 Limitations

Because the time frame was limited, a top-down @ggr has been applied to the
investigation through a focus on whether apprognmtlicies and processes have been
created and applied. This contrasts with theratiere approach of examining a
sample of individual projects to establish whetlivethose instances, the capital
expenditure was reasonable or not and then exatapglfrom those findings.

In our review of IT expenditure, focus has beerr@thon the two major projects (the
SCADA EMS and Telecommunication upgrades). Howewerhave not conducted a
technical review or attempted to determine whetternative, appropriate solutions
were available at lower cost. The approach has teedatermine whether the policies
and processes which have been applied, are ligdipve delivered a least-cost
solution. The same approach has been taken vétrethew of capital expenditure on
asset replacement, refurbishment and enhancement.

1.2 Key assumptions

Our analysis is based on data and documentatiosidea by Transpower and on
discussions with Transpower management and staff.

1.3 Report structure
This report contains two main sections:

» Asset replacement, refurbishment and enhancemeetve
* IT expenditure review

Whist each section contains many common areastitheture of each is different
and, for clarity of reading, requires separateisast

© Strata Energy Limited Page 14 May 2007
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Section 1: Asset Replacement, Refurbishment &
Enhancement Capital Expenditure

2. Background

In order to meet its obligations to transmissiostomers and to comply with the
relevant legislation, standards and EGR, Transpaomdertakes investments in and
maintains its assets and systems. A major prapodi this expenditure is subject to
approval from the Electricity Commission under Hadf the EGR.

In addition to capital expenditure subject to tegtinder Part F, Transpower
undertakes smaller and more routine investment@aidtenance under its capital
replacement, refurbishment and enhancement andiogeerent programmes. Such
expenditure is not currently scrutinised and appdoby the Electricity Commission.
Whilst still meeting its service obligations, Traosver is required to manage these
programmes in a manner that ensures the servickaggrs and consumers want are
delivered at least-cost.

Transpower defines replacement, refurbishment ahdrcement capital expenditure
as follows:

refurbishment: expenditure on an asset, or sub-componentpibgrially extends
its original economic life but does not improveatgginal service potential

replacement replacement of an asset where this doesmaderiallyimprove its
original service potential.

enhancement (non Part F)This category of expenditure is not well defined at
present but in general these are enhancement aetbgment projects involving
existing or new assets which are intended to: bpergormance to a level of good
industry practice; ensure compliance with statutari£lectricity Governance Rules
requirements; correct historical design or congilbnassues; or, to provide physical
protection of assets. Practical financial lingite applied by Transpower so that
assets below $1.0 - $1.5m and programmes of wddwb®5.0m are not submitted to
the Electricity Commission for approval under Fart

The assessment of Transpower’s achievement ofd¢easimanagement of capital
expenditure on replacement, refurbishment and ex@ment is the subject of this
report.

3. Approach taken

The study was undertaken as a desk-top exerceseetdtively high level. The focus
was on business processes and management rather tisghnical review of
individual projects. The following aspects were sidered:

® GPS on Electricity Governance October 2006 papg8d (page 20)
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3.1 Policy, principles and objectives

Transpower’s policies that govern and provide dings for its asset management
planning and implementation were identified andeeed. The principles on which
the policies are based were identified togethen vatevant objectives that have been
set. The review considered the appropriatenetgegiolicies and any omissions that
would be reasonable for Transpower to have included

3.2 Procedures processes & practice

A review was undertaken of Transpower’s procedaresprocesses and their
application by Transpower in implementing and mamaghe replacement,
refurbishment and enhancement of grid assets. ifitlisded consideration of the
approach taken by Transpower in developing itstasaeagement plans, its
maintenance practices and philosophy for specibags of assets and its commercial
arrangements with contractors. The review coneitiéine contribution these
procedures and processes make to ensuring cayphditure is reasonable and
least-cost.

3.3 Measurement and performance

Transpower’s approach to measurement and repatiitg asset management
performance including benchmarking and past perdmee was reviewed. The
review included an investigation of whether theddda of past experience are
captured in asset management planning. Key ismtsariable components that are
expected to impact on Transpower’s asset managementhe next 3 years were
established and the underlying assumptions revievzhsideration was also given
to expected trends in capital expenditure over.time

3.4 Best practice

In addition to the above analysis, a view was takemwhich key policies and

practices would best ensure replacement, refurl@shiend enhancement expenditure
was reasonable and least-cost. This was then cechpath Transpower’s actual
policies and practices to gauge the extent to wtiieke matched and any gaps were
identified.

4. Policy principles & objectives

4.1 Government Policy Statement on Electricity Gove  rnance

The Government Policy Statement on Electricity Goaace (GPS) issued in October
2006 provides (at Para 80) that among the objexfivethe provision of transmission
services:

“the efficiency of transmission services shouldcbatinuously improved so as to
produce the services grid users and consumersawégdst cost”.

It should be noted that, while the primary focushi$ report is on the extent to which
the least-cost objective is being achieved, Stta&s not suggest this should be at the
expense of achieving the other objectives setrotlie GPS. These include grid

© Strata Energy Limited Page 16 May 2007



Review of Transpower’s Capital Expenditure

reliability, diversity of supply to larger load dees and the facilitation of
competition.

4.2 Statement of Corporate Intent
Transpower’s 2006-2007 Statement of Corporate tr{t&@l) includes objectives to:

« promote efficient investment in the National Gridprovide the platform for a
competitive wholesale market thus enabling optionsnvestment in
generation and demand-side management;

» seek to efficiently recover the full costs of iendces;

» improve the efficiency of its services, whilst opising asset reliability and
availability;

* Dbe as profitable and efficient as comparable bssie®not owned by the
Crown; and

» seek to provide transmission services at the stdrafaquality and security
agreed with National Grid users or required by leiguy agencies.

4.3 Comprehensive Plan for Asset Management and
Operation of the Grid

The Comprehensive Plan for Asset Management anda@pe of the Grid (PAM)
produced in September 2005 sets out the policidgpeocedures applied (among
other things) to capital expenditure on replacepreftirbishment and enhancement.
It sets out the cost minimisation objective andhil@ad means by which it is to be
achieved.

It notes at 5.1 Planning Objective that

“The objective of Transpower asset management pigria to maintain
service quality and quantity obligations in a leasst way by managing
existing and new grid assets reliably, safely armhemically.”

Further it states at 5.2.1 Cost Minimisation andd@smarking

“Cost minimisation is achieved through developing anplementing asset
management policies that set the framework focieffit capital and
maintenance expenditure. Benchmarking is also tsedtablish the
effectiveness of cost minimisation and evaluatsgmepractices
internationally, while emulating, where approprjdtee practices and policies
of the “best performers.”

It is further noted at 5.2.3 Grid Asset Maintenatics

“Most repair work, replacement, refurbishment andamcement proceed only
after economic analysis to determine the most effsttive solution.”

and

“Asset plans are developed on an individual dedaslest/benefit analysis or a
cost-benefit analysis applied to the asset pobeyore sign-off and
implementation. Cost-benefit analysis is basetherwhole-of-life cost,
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which includes future maintenance costs, outagescosks of failure and
potential penalties.”

Under the heading ‘Asset Condition and MaintendReport’ the PAM sets out
Transpower’s approach to asset management forcedebory of asset.

The PAM also notes that Transpower has:
* a predictive maintenance model;
* long-term plans for each site;

* internal Key Performance Indicators (KPI) to monttapital efficiency and
maintenance efficiency;

» data on asset condition assessments, maintenasteyractices and the
environment assets operate in; and

» taken into account future plans for grid developtnen

Comment

The GPS, SCI and PAM clearly articulate the rezpaent that capital expenditure
(including replacement, refurbishment and enhanceéwwepital expenditure) is used
as efficiently as possible and is carried out dgast-cost basis. In the case of the
PAM it broadly sets out the means by which thioibe achieved.

4.4 Business Plan 2006/07 (October 2006)

The Business Plan 2006/07 (October 2006) (BusiRkEsy) repeats the cost
management and efficiency objectives set out ir20@6-2007 Statement of
Corporate Intent (see above). It also refeisppendix 1: Efficient Performande
the use of benchmarking to:

“....monitor cost and service trends and highligleaa of potential cost
anomaly or cost outliers, which may require furtbenutiny.”

The Appendix refers to three benchmarking exercises

» the comparison with the operating expenditure a$thalian Transmission
Network Service Providers (TNSP). However, thigdgtexplicitly excludes
depreciation charges and therefore does not pralatkerelevant to capital
expenditure on replacement, refurbishment and exément;

* the International Transmission Operations & Maiatare Study (ITOMS)
primarily considers both performance levels andctiw transmission line
and substation maintenance. Over the past twe yrar TOMS study has
trialled the inclusion ofeplacement and refurbishment capital expendfture
some categories of equipmertiowever Transpower has advised the process
is not mature, the divisions of capital expenditare not clear and not all
participants provide separate data. As a resalgpower has not been able
to utilise it for benchmarking purposes

» the Group of International Comparison of Transmoisstystem Operation
Practice (GICTSO) functions primarily to exchang®rmation among over
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20 members on current and future transmission tipgrapractices. However,
the focus is on long-term planning, scheduling despatch and it does not
provide data which can be used to benchmark capifanditure.

The Business Plan also has a number of Key Perfarenkndicators relating to
financial, operational, EGR compliance and heatith safety performance. The
Business Plan refers (at Page 7) to Key Performbtiieators being used to achieve
Transpower’s Objectives, including actual perforaeam delivering value to both
shareholders and customers. However, the onlyumeaslating to replacement,
refurbishment and enhancement capital expendisufeei Capital Spend KPI. Under
this KPI Transpower is to deliver approved projeeithin budget without exceeding
Board approved capital spend for the year.

Comment

We accept, as noted in the Appendix to the BusiRés, there are limitations on the
use of benchmarking data because of operationguaisdictional differences and
factors such as variation in the age of assetst@nghysical characteristics of the
network. However, over and above this, a more fundamentalriitation in respect
of replacement, refurbishment and enhancement capt expenditure is that
Transpower simply does not have data against whidh can benchmark its
performance in managing such capital expenditure.

Transpower states in the PAM that it uses benchmaikg to establish the
effectiveness of capital expenditure cost minimis&mn. In our view, based on the
information provided, Transpower cannot assert thisin relation to replacement,
refurbishment and enhancement capital expenditure it does not have the
relevant data with which it can benchmark its perfamance. It is important that
benchmarking is not assumed to be an effective sgigard guaranteeing the least-
cost objective is met.

The capital spend KPI relates to managing capijaérditure within an overall dollar
limit and therefore is a very simple broad measiditde total expenditure on capital
investment.Any least-cost inefficiencies will already be embetid in the KPI
figure and therefore achieving the KPI figure will not necessarily mean all
capital expenditure has been on a least-cost basi§he KPI will only be effective
in ensuring the least-cost objective is achievetth¢oextent the underlying policies
and processes are effectivEhe KPI will not significantly incentivise Transpower
to ensure the least-cost objective is achieved.

We would have expected a greater linkage betweeneheast-cost objective and
the KPI's.

4.5 Asset specific policies

Transpower also has specific policy documents wHedd with capital expenditure in
major asset categories. These set out the basiich a decision is made as to
whether and when to refurbish or replace a pagrcasset type. Criteria include (in
addition to safety, whether fit for task, reliatyilithe availability of spares and the age
of the technology) the costs of and options formt@aning, refurbishing and replacing
the asset. In some instances, specific referencmde to a Net Present Value (NPV)
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cost benefit analysis, and the inputs and paramétethe calculations have
obviously been given some considerable thought.

Comment

These policies generally require that the costh®favailable options for a particular
project are compared. While some policies do ref@ost-benefit analyses, not all
do. Howeverit is important to be aware that simply identifying all available
options and performing a cost-benefit analysis doa®ot necessarily ensure least-
cost capital expenditure. Such analysis is only @®od as the quality of the input
data.

Unless procedures and processes are in placeuceethg costs for each option being
compared are all least-cost, then the exerciseasity become a comparison of on
high cost option with a range of others. It is artant not to assume that performin
cost-benefit analyses is an adequate safeguardh\ehgures least-cost capital
expenditure without also ensuring the quality & itmput data.

o

The overall impression of the policies sighted i$at, whilst project costs are
certainly considered,_achieving the least-cost olgéive is not a core focus

5. Procedures processes & practice

5.1 Policy development & review procedure

Transpower policy documents are controlled docusetiich are subject to
registration and version control. The requireménitshe content and the procedure
for developing such documents is set out in thed@liries for Transpower Controlled
Document Development (October 2005). Policy doausiare generally required to
explain the reasons for the policy, identify amkéges to high-level over-arching
policy documents (such as the SCI) and define thegss by which the policy is to
be given effect.

It was not apparent from the policies sighted thase had been reviewed, despite

most being published in the period 2001-2003. 3pawer has however confirmed
that all policies have been reviewed even though trave not been reissued where
the only change is to the review date.

Comment

To show the policy had been reviewed and to inditia¢ next review date it would
be good practice to issue an updated cover shiéawiiog a review even if the
content of the policy had not changed.

5.2 Asset management planning process

The Capital Works Procedures Manual (23 Novemb@dp@etails the way
Transpower plans, designs, obtains contracts amseos, and spends capital to build
assets. The Asset Works Plan step is centraktovhrall operation of the Capital
Works Process. Within this step, the coordinatind optimisation of works for the
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various streams is carried out with the objectifversuring efficiency and practicality
issues are resolved. Works are streamed within dl&t®evelopment, Customer and
Policy streams.

The following Capital Works Process diagram, takem “Capital Investment -
Replacement & Refurbishment Expenditure” dated 28exhber 2006, sets out the
process.
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The Asset Management Database (AMDB) is loaded edtital expenditure projects
across a three year timeframe. This more focusegltiorizon is intended to best
provide for the detailed coordination and avail@pibf resources within Transpower
and contractors for the various functions (engimegplanning, environmental, field
services, grid economics, grid planning, projechagers, inventory and
procurement, finance, etc) to coordinate theirgole

A key driver in the scheduling of replacement, refshment and enhancement capital
expenditure is the condition assessment process.candition of a range of different
asset types is monitored and data relating to faetthich impact on asset life and
serviceability are captured. This information $&d as a basis to determine the
optimal timing of replacement, refurbishment antl@rcement and, in conjunction
with data on the costs of the available optionsa)ss used to determine which option
best meets requirements. The focus is on replaidgefurbishing assets when the
condition requires rather than at a particular piwirthe life of a particular asset.

Projects are entered into the AMDB on the bas& Hfgh Level Response (HLR)
document or a Project Verification Document (PVD)ieh set out details of the
project, including the estimated cost. These megauithorisation from an appropriate
level of delegated authority. When entered, ptajests are generally based on
standard ODV costs which, in the case of linestasaee then varied in accordance
with factors which the ODV method does not take extcount. Transpower advises
that project cost estimates do not generally cardantingency sums to allow for cost
overruns and unforeseen costs. However at the &dRPVD stage cost estimates
are only considered to be accurate to plus or mn393s.

Closer to the commencement of the financial ydwr costs for projects occurring in
that year are refined as part of the process @ioibg approval for the capital
expenditure under a Project Approval Document (PADjanspower’s target
position, as at 1 July, is for 80% of the work®AMDB which are due to occur during
that year to be the subject of a PAD approval.

At this stage contingencies are not generally netlexcept on a case by case basis
where there is a significant degree of uncertaongr costs. In these instances
Transpower may include a contingency sum of us bf the base cost.
Transpower has advised that in the current findiyeiar and two subsequent years
only 188 out of 1445 projects have a contingerloytotal, contingencies represent
approximately 2% of the total forecast capital exgirure for the period.

Although some projects are approved inclusive otiogencies Transpower advises
that all contingency sums are excluded from buabetel forecast replacement,
refurbishment and enhancement capital expendinstsc This contrasts with IT
capital expenditure, where contingencies incluaegroject approvals are taken
through to budgeted and forecast costs.

Transpower has advised that in preparation for B,RAconsultant is generally
engaged to provide an estimate of the total cAstpart of this process, the
consultant may discuss project costs with potentiatractors. Transpower may then
vary the consultant’s estimate, based on its ovpee&nce in similar circumstances.
Transpower has a costing model for Stations wigaiow substantially complete and
is working towards finalising a model for Lines byne-July 2007. However,
estimated project costs are not based on actudétemnd, as Transpower has
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acknowledged in discussions, a degree of unceyteembains regarding final project
costs, even at the PAD stage.

Transpower has acknowledged that in the past,rthjeqt cost estimation process was
far from ideal, particularly at the HLR and PVDg#a. The level of focus on the
accuracy of cost estimates was not high, partiyultithe project did not involve long
lead times for equipment ordering.

Transpower has advised that in 2005, it begarrémgthen its focus on the accuracy
of its cost estimation processes. However, ibispossible to gauge the effect of this
until more of the projects move through to completand commissioning to provide
the data for an assessment. What is apparentthemomparison of PAD estimates
with actual project costs (sée2 Project Cost Changdeelow) is that the historical
level of accuracy has been low, even at the laA&y Budget approval stage.

A sample of the actual costs and the original PADginess case approved figure for
8 large recently completed projects was obtain@tle sample was restricted to this
size because Transpower did have the consolidatedriation and the collection of
this data would have required the separate inwegstig of each project file. After
excluding two projects (which were not appropriatticators of change) the 6
remaining projects showed an increase of 65% afaghcbsts over the initial budget
approved. We note that Transpower has advised {regects were initiated in
2002/2003 when cost estimation processes werefisgive than is now the case.

In the course of our research, we were advisedragspower management that, in
some instances, contractors are required to iaipetjects under the terms of a
contract and then are responsible for carryingloeitvorks. We understood from this
information that Transpower is generally provideithvevidence by the contractor, of
the basis on which it determined the works weraired. However, we understood
that Transpower does not audit this evidence odéwmgsions to initiate works, even
on a periodic basis. Subsequently Transpower haseatlithat there is a challenge to
works initiated, however, we have not had the opputy to view evidence that
would confirm this is correct.

We were provided with a copy of a Performance Inapnoent Project relating to the
optimal strategy for the management of galvaniseel sransmission towers. This
carefully analysed the relevant factors and deeslagetailed asset management
strategies which took cost-containment into accodittis was published in October
1999. We understand that several similar stuchee Isubsequently been undertaken.

Comment

The discussions and analysis referred to aboveatela significant degree of
uncertainty regarding the accuracy of the costregton process at the HLR, PVD
and PAD stages. This is particularly so at the HR\RD stage where cost estimates
are regarded as being accurate to within plus ous80%. Transpower has advised
that since 2005 it has worked to significantly imye cost estimation processes, but
as noted above it is too early to establish whethisthas been effective. Transpower
itself has acknowledged that the task of improviogt estimation processes still has
some way to go. Our view is that, for the immealiature, estimated project costs
will continue to vary significantly from actual dss
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Strata considers the exclusion of contingency snoms budgeted and forecast capital
expenditure to be unusual, particularly as thedapgojects will have been approved
at Board level. This treatment is also inconsistdth capital expenditure on IT
whereby contingency sums (generally 20%) are taerugh to the budgets and
forecasts. Furthermore IT project approvals cdy be obtained once costs have
been determined by tender or a similar processomtrast replacement,
refurbishment and enhancement expenditure is vehriess certain and yet
contingencies are not taken through to the budgatedorecast costs.

In our view, Transpower senior management and thenpposers of the PAD are
motivated to ensure, with a significant degree ofertainty, that the approved
capital expenditure for each particular project issufficient to complete the
project. This is because a requirement for a subseqyg@nbzal for an increase in
project cost is inconvenient and may cause delldgre importantly, project cost
increases must be approved at a level higher tleoriginal approval, frequently
requiring Board approval. Such increases areylitebe the subject of scrutiny,
including questioning about the reason for theahiinder-estimation of project costs.

We do not suggest that if costs for a particulajgut are over-estimated it will
automatically follow that the actual costs will #iethe same level. However, we
consider that a degree of pressure to over-estipraject costs (rather than
underestimate them) creates an environment whipbtentially conducive to
accepting higher costs than necessary. In our,\tlé& pressure is somewhat
inconsistent with the least-cost objective andosadequately countered at present

While the emphasis on the security of supply is uratstandable and appropriate
it gives rise to a risk of over-spending on replageent, refurbishment and
enhancement capital expenditure. Without appropride controls, checks and
balances, this could lead to over-engineered solatis which exceed the
requirements of the grid reliability standards'®>. We consider Transpower’s
condition assessment process goes some way talprgvhis check.

A significant potential conflict of interest arisatere contractors have contractual
responsibility for identifying when replacementiudishment and enhancement
works are required. Given these contractors @@ raisponsible for then performing
the work, they are highly incentivised to initiaverks. Particularly stringent
controls, checks and balances are required givendhflict of interestwWhilst we
note that Transpower has advised that a challengeogs occur on works initiated,
we would have expected, at a minimum, that periodiaudits on contractor
initiated works would be regularly undertaken to canfirm the need for the
projects.

5.3 Business planning process

The asset management planning process of constgubting project data dovetails
into the preparation of the Business Plan. Pdtoyam reviews take place in the
September quarter and full review meetings oftadlaans in October. Then in
March/April, the asset management planning propem@des final inputs into the

10 Grid reliability standards determined by the Hieity Commission under section Ill of part F oktElectricity
Governance Rules 2003
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overall Transpower Business Plan, and capital eXipee for the following financial
year is then fixed.

The following figure is taken from the TranspowemierPoint document “Capital
Investment - Replacement & Refurbishment Expenditdated 28 November 2006.
It shows the progress of the annual business pigmmocess for the 06/07 year
which commences with a budgeting process throughhwémach division produces its
own business plan. These are consolidated intvarall business plan which is
finally put to the Board.
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Comment

As discussed above at.4 Business Plan 2006/07 (October 2006) we consider the
Capital Spend KPI has little effect on ensuring thdeast-cost objective is
achieved. We would have expected to see closer linkages betwéePI's in the
Business Plan and the least-cost objective or aglgt for appropriate KPI's to be
in place at the Divisional level.

5.4 Challenge and review processes

The challenge process begins with meetings he8kgtember of each year to review
the 10 year Asset Works Plan (AWP), with a primiagus on years 1-3. Field
Services guidelines for the meeting indicates tiafpurpose of the review is
primarily to

“gain enough information to approve all projectshie coming year before the
AWP freeze”.

This is followed by the October Full Review ChatlerRound attended by
representatives of Engineering Services, Asset IDpueent, Customer Services,
Asset Planning, Environmental, Grid Economics and Blanning.

A further challenge process occurs at the time@mdris sought under a PAD to
incur the costs. We are not aware of any specifieria being set down as part of the
PAD process which requires that the approving attthmust consider fully whether
adequate steps have been taken to ensure thetpwiljdie carried out at least cost.
The policy documents discussed above set out &st-tmst objective, but we are not
aware of any procedural requirement which ensinasthis is fully considered as
part of the PAD process.

Also, as discussed unde2 Asset management planning procassve, the
proposers of a PAD and Transpower senior manageanerfin Strata’s view)
motivated to ensure that there is sufficient heawiréo minimise the risk of under-
budgeting. This is because any approval for areage has to be sought from a
higher level than the original approval.

Comment

An adequate challenge process should include ramnstideration of whether the
least-cost objective is being achieved. However process diagram contained in the
minutes of each set of Full Review minutes sighitelitates that the issues to be
considered are environmental, system impact, asdahdancy and future grid
requirements. There is no indication from the maksighted that any set of criteria
regarding cost containment is being applied atetmesetings or that any group
attending has particular responsibility for ensgiinis issue is addressed.

At the PAD stage, it appears there is no spedaigiirement on the approving
authority to ensure the least-cost-objective is. mdbwever, consideration is
certainly given to cost, particularly in the corttek determining which particular
engineering solution is to be used. But, as dsstiat.4 Asset specific policies
above, simply requiring an NPV analysis of the E@é options will not guarantee
the least-cost objective, including the most appabd@ technical solution, is met. It
also necessary to ensure that the input data &br @ation is prepared on a least-cost
basis.

(7]
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Steps Transpower could take to ensure an adequalertge process include:
introducing provisions into process and policy doeatation requiring that,
throughout the process of initiating, evaluating anplementing projects, the
achievement of least-cost capital expenditure ogds explicitly considered and
that the steps being taken (or intended to be jakemchieve it are set out; and,
requiring that supporting and approving signatoreedocumentation approving
capital expenditure satisfy themselves that aboeable steps to achieve least-cost
capital expenditure have been taken;

Our overall view is that the challenge and review cess does not have a strong
focus on achieving the least-cost objectiverhis view is supported by our analysis
of the data a6.2 Project cost changeegarding changes in project costs from PVD
estimated cost through to the PAD cost to the &ctapleted cost. Our expectatio
was that the challenge process would result inadveosts reducing significantly as
projects progressed through the HLR, PVD and PAQed. In fact the examination
of the historical data indicates overall costseased by approximately 25% in the
data analysed. We note that in 2005 Transpowdrgtaps to improve the accuracy
of its cost estimation processes and that any lieriefm this may not yet be
reflected in the data.

=

5.5 Electricity Commission approvals

Transpower has discretion regarding what capitpéasiture it seeks approval from
the Electricity Commission, under Part F and whatdansidered part of its capital
expenditure on replacement, refurbishment and ex@maent that falls within the
threshold. We understand the only documentatigarding the process and criteria
by which Transpower determines the capital experglitor which it will seek EC
approval is a one page, high level decision trestch

Where replacement capital expenditure includedement of enhancement, the costs
are apportioned on the basis of what the primamedfor the expenditure is. Ifitis
enhancement, then the whole job is classified hamsement irrespective of whether
assets are being replaced, and the proposed eigrenidi submitted to the Electricity
Commission for approval. If the primary driveréplacement, but there is an
element of enhancement, then Transpower may sqek\a for the enhancement
element from the Electricity Commission. If it doest approve this, then that
component will need to be within the (proposed) @Gwrce Commission threshold.

In addition, there are some relatively small prtggbelow $1- $1.5 million) that are
exclusively enhancement and development but arsuimhitted to the Electricity
Commission for approval under Part F of the EGR&hSxpenditure is intended to
be included within the proposed Commerce Commissieshold.

Comment

We would have expected to see the decision tre chiteria to be expanded further
in a supporting policy document.

It is beyond the scope of this report to considete incentives on Transpower to
classify capital expenditure as either requiring omot requiring Electricity
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Commission approval, but we note there is some roofior Transpower to
exercise discretion in this.

5.6 Competitive tendering process

Transpower has advised that a key means by wheatsiires project costs are
genuinely least-cost is through a competitive tempaecess with its contractors. This
outsourcing process is governed by procedure®fatering, the project management
guide, contract support templates, project cordrallhandbook and business
processes. These determine the content of therteloduments, the evaluation and
award of contracts and drafting of a final contract

Transpower has acknowledged that, because of Hwatiged nature of much of the
work and market size limitations, there is oftesnaall number of potential tenderers.
In fact, in order to promote competition, TranspoWwas, in the recent past, accepted
some tenders at above the lowest acceptable teimdply to retain the particular
tenderer in the market.

Transpower has, in some instances, adopted anati@policy whereby it commits
to certain expenditure with a particular provideeoa three-year period. The effect
of this is to give the provider the certainty ofe@aue over a longer period from which
to recoup its investment in equipment and staffhing.

Transpower expressed the view that, in the casammfal expenditure on tower
painting, costs involving scoping, project managemgaining, Q.A.,
accommodation and travel and establishment couteédheced by 20% if contracting
was over a longer term. This excludes materiaégparation and application which
comprise 75% of tower painting costs. The overduction in tower painting costs
would therefore be approximately 5%.

Comment

We consider that simply relying on a tender procests not sufficient to ensure
truly competitive price pressure is achieved becaesof the limited number of
potential contractors and significant barriers to entry of new providers (market
size and specialised skill and equipment requiremes).

This situation provides ideal conditions for contaas to share price-sensitive
information with each other and engage in anti-cefitipe practices. Strata has no
evidence of such behaviqgurowever we consider the opportunity certainlysexand
the behaviour would be hard to detect.

In our view endeavouring to keep parties in thekeiais appropriate in these
circumstances. However, paying a higher than nigmlee is economically

inefficient and may actually lead to upward priceap because the information may
be shared.

We consider the alliancing concept has significaetit as it helps alleviate
uncertainty for both parties. Contractors havaificant uncertainty if contracts are
short-term and will endeavour to price accordirigdy, they will seek to recoup their
investment in training and equipment over a shgrégiod. Transpower also has
significant uncertainty over whether a pool of fisally viable and well- resourced
tenderers will be available to implement its assahagement plan. The alliancing
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structure, developed by Transpower, of making gdoterm commitment goes some
way to addressing both issues.

However, in our view, this process can do far nibes just alleviate uncertainty
The alliancing structure can also be used to mordfectively ensure contracts are
let at least-cost and to mitigate the risk of antcompetitive behaviour.
Transpower could require an open book tenderingnego that it can see, at the time
the contract is negotiated, the cost of all propechponents and the return the
contractor is expecting to receive. Given theifiggmt amounts involved, and the
benefits longer term commitments provide to conitnas it should not be difficult to
persuade them to accept this basis which is relgtcsommon in other industries.

Overall, Transpower does not appear to receive adeqte consideration for the
value it gives in providing contractors greater cetainty through alliancing. In
our view, an open book basis could be a standatdre of Transpower’s alliancing
process. Further consideration should also bengivexpanding application of the
alliancing process. We would expect such an aghré@contribute to a reduction in
capital expenditure costs. This view is suppobgdranspower’s conclusion that
longer-term contracting would reduce overall topainting costs by 5%.

Finally, we note our understanding that TransitlN@ has made considerable cost
savings by letting long-term contracts which foonsthe achievement by the
contractor of certain performance levels from thgets they are contractually
responsible for. The contract is not about repgix or replacing y but about
ensuring the road meets certain performance @&iterd is usable a certain percentage
of the time. We suggest, if it has not alreadynbe@nsidered, that this model may be
worthy of investigation by Transpower.

6. Measurement & Performance

6.1 Replacement & refurbishment capital expenditure trends

Transpower have advised that the trend in replanearel refurbishment capital
expenditure consists of an ongoing steady risetatue

* rising labour (unit) costs;

* increased labour inputs due to increased healtisafedy compliance
requirements;

* increased materials costs; and

« the impact of a significant ‘bulge’ in the age plebf its asset base, centred
around the 40-50 year age group.
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Replacement & Refurbishment Capital Expenditure FYQ@/05 to 08/09

04/05 05/06 06/07 07/08 08/09
Under $1.0m 28,405,317 30,894,944 25,247,865 27,807,543 34,705,589
Increment year on year under $1.0m 9% -18% 10% 25%
Over $1.0m 1,943,230 6,250,188 8,370,831 13,174,026 5,744,807
Increment year on year over $1.0m 222% 34% 57% -56%
Replacement Portion of Enhancement 1,039,871 4,860,798
Total 30,348,547 37,145,132 33,618,696 42,021,440 45,311,194

The table above reflects actual capital expenditnr&Y04/05 and 05/06 and budget
for FY 06/07, 07/08, 08/09. It appears to showfieY06/07 onwards an
accelerating upward trend in capital expenditureegmiacement and refurbishment
projects of less than $1.0m. However, we notd-t¥i@4/05 and FY05/06 years were
higher than FY06/07. Also we understand the pastytears have been one of a
heavy focus by Transpower on processes and delviginythe result that some
projects were deferred. Varying views have begassed by Transpower as to
whether the deferred capital expenditure consttatget to be crested ‘bow wave’ or
whether it is now just an inconsequential ‘ripple’.

We note the wide oscillation from year to yearhia total value of projects over
$1.0m, as shown in the year on year incrementsanable below. Transpower
advise the level of variability is due to this ey being made up largely of ‘one-
off’ projects.

Since Strata began its review of Transpower’s eapitpenditure, significant
adjustments have been made to Transpower’s OcRilid Business Plan figures for
FY 07/08 and 08/09 on account of recategorisatiprgject deferrals, new projects
and the reclassification of a portion of enhancdre&penditure to replacement.

Note that the analysis in the table below refl¢ioéscalculation of the sum of all
changes, ignoring whether the figures are posaiveegative, and then expresses
them as a percentage of the original budget. dpysoach is necessary otherwise
large equal and opposite changes would cancelahehn out and understate the
extent of the changes.

Adjustments to Transpower's October 2006 Business Plan

06/07 07/08 08/09
Recategorisations 3,972,197 12,795,968 13,418,385
Deferrals - 11,823,333
New Projects 1,455,819 4,174,962
Replacement portion of enhancement 1,039,871 4,860,798
Total Adjustments 3,972,197 15,291,658 34,277,478
Original Budget 32,195,155 52,321,718 61,517,152
Total Adjustments as % of Original Budget 12.3% 29.2% 55.7%
Incorrect Categories (recategorisations and replacement portion of enhancement above)
Total Incorrect Categories 3,972,197 13,835,839 18,279,183
Total Incorrect Categories as % of Original Budget 12.3% 26.4% 29.7%

In three months since the Business Plan was fadlisignificant changes have been
made to the budget numbers. As shown in the &didee, total changes
(recategorisations, deferrals, new projects) tadBih&iness Plan since October 2006
represent 12%, 29% and 56% respectively in theeati©6/07) year and in each
subsequent year. In the current financial yeaangbs due to recategorisation alone
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represent over 12%, 26% and 30% respectively ofe¢hgbishment and replacement
budget. We note that these recategorisations imai@ase total capital expenditure.

Transpower advise that much of the change was meeakby a review of the
classification of expenditure. This was undertabeoause of the greater significance
now attaching to accurate categorisation becautieedtlectricity Commission’s Part
F approval process and the application of a Comen€ammission threshold.

Comment

The reasons provided by Transpower for the increasapital expenditure over time
are considered to be reasonable. It is very likedy labour and materials costs are
increasing significantly. Also we have seen sigdfit evidence to satisfy us that
health and safety compliance costs and those g@ifisim an ageing asset base are
increasing.

As noted, Transpower has explained that the ablo&rges have come about as a
result of a review of the categorisation of expamei. The implication is that now
categorisation has taken on greater significaneellibe done more accurately from
now on. This may well be the case, however, we tiwt Transpower has provided
three different data series in the short time téngew has been proceeding (see 6.3
below).

In our view, the extent of the changes to the Buséss Plan figures is surprising,
particularly the 06/07 and 07/08 years which we wadd expect to have been
relatively settled. At the very least this raises a question aboutehability of the
data. In future, Transpower will need to demornstthat its closer focus on the
accuracy of categorisations will continue, and thét will be effective in minimising
variability. For the present, a level of uncertgiremains.

6.2 Project cost changes

We have analysed how estimated project costs Haaged for each project over
time. As shown in the table below, replacementrafigrbishment projects which
were in the Business Plan in 04/05 have increasedtimated cost by approximately
25% in the 06/07 Business Plan. Those projectsiwéntered first in 05/06 increased
in 06/07 by 54% in the case of replacement capkpenditure and 9% for
refurbishment. New projects of $20.0m, which hatlappeared in a previous
Business Plan, arose in 06/07.

Project cost changes

Replacement Refurbishment
04/05 to 06/07 (% movement) 24.3% 26.2%
05/06 to 06/07 (% movement) 54.1% 9.4%
New Projects in 06/07 ($) 19,145,130 882,651

Transpower has advised that a significant reasothéchanges in cost of projects
over time has been changes in project scope. Hewefithe $16.2m in total changes
advised by Transpower (both positive and negativel), $3.6m (22%) were
described as due to changes in scope, The prinmagle £ause related to refining the
estimate.
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We have also reviewed a sample of changes betwesasstimated project cost at the
PAD / business case stage and the actual comgdedgett cost. In the sample, which
consisted of six recent large projects, total dataats of $4.9m exceeded the initial
PAD estimated cost by 65%. The final budget figurehich had been arrived at after
a number of variations had been processed, exceleeattual cost by 9%.

Comment

We would have expected that, as a result of thééestyge and contracting processes,
the overall value of a body of projects would stiyagduce as a projects moved frgm
initial HLR and PVD estimates, through PAD appreyab actual completion. Som
projects would be reduced in scope while otherslavoeduce in cost as a result of
cost containment measures. The above figuresatelibis has not been the case.
This supports our view that the challenge proces®it robust in relation to meeting
the least-cost objective.

19}

While the historical performance in reducing cdss not been optimal Transpower
has advised that in 2005 it significantly improvesdcost estimation processes. An)
resulting improvements may not yet be reflectetheavailable data. Also, some
costs have increased by greater than the ratdlafiam and this will account for part
of the increase.

Transpower has also advised that a significanbfantthe level of change from the
PAD approved budget to actual costs was changa®jact scope. However, in ouf
view, while project scope changes will be inevieafsbm time to time, accurately
scoping projects is an important aspect of effectizpital works management. We
note that all six projects were subject to scommnglks which added $1.7m to the
initial budgeted total of $3.0m.

We also note that the $20.0m of projects which feisen in the 2006/07 Business
Plan, but which were not reflected in previous Bask Plans, represents a risk to

Transpower under a threshold regime. Inevitabhforeseen projects will arise, but
Transpower should be in a position to anticipatstrewentualities and, to a certain
extent, should be able to manage the remainingogiskdjusting the priority of works.

We understand that Transpower is only now beginnindo establish a process to
monitor and compare estimated costs and the actuéihal cost of projects. We
would have expected that, as part of the process improving the accuracy of
cost-estimation and monitoring the performance offie challenge process, this
would be a well established practice.

Our view that the project cost estimation processdirelatively wide margin of errg
is supported by the fact that ‘refining estimaisghe largest single cause of project
cost changes.

=

6.3 Recent Budgeted & Forecast Costs Changes

Transpower has recently provided updated dateefdacement, refurbishment and
enhancement capital expenditure. The table betowigles a summary comparison
of the current data with that previously provided.
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Replacement Refurbishment & Enhancement Capital Exp

enditure - Updated Figures

$ millions 2006/07 2007/08 2008/09 Total
January 2007 figures 51 61 61 173
April 2007 figures 48 53 92 193
% change -6% -13% 51% 12%

The table reflects an increase in the total vafygr@ects over three years by $20m
(12%). Year Three (2008/09) increases by more ttzdiras a result of the overall
increase and the reallocation of projects fromrpyears.

Comment

While Transpower has clearly signalled throughbetreview that project cost data
would change constantly Strata has been surpristhe @xtent of this recent change,
particularly for Year Three. As a consequencet&tlaes not consider it would be
appropriate to use the data as a basis for edtatgia threshold without a detailed
reconciliation and investigation into the changeglentify the extent to which the

figures require adjustment.

7.Best Practice

In addition to our review of the policies proceduend practices Transpower has
applied, consideration was also given to what wawaldstitute best practice to ensure
replacement, refurbishment and enhancement expeaditas least-cost. Set out
below is our view of what would constitute bestghige and a comment on whether
Transpower conforms:

© Strata Energy Limited

Policy settings which clearly set out the leasttotgective (and any
limitations or balancing factors) and which are cmstrained or
compromised by other objectives.

Transpower is considered to conform.

A focus at Board and Executive level on the effectmplementation of the
least-cost objective including the setting of spe¢savings) targets and
measuring and reporting on progress.

We are not aware of specific savings targets @myf measures of
performance in capital expenditure management atinen the very broad
capital spending KPI. To monitor the efficacylod tost estimation,
challenge and contracting processes we would expesge a comparison of
estimated project costs with actual project costs.

A consistent focus at all levels throughout Tranmggoon minimising capital
expenditure.

We do not consider there is a sufficiently stramgus on cost minimisation
within Transpower to ensure the least-cost objecsvachieved.
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» Assignment of responsibility to a particular grargosition within
Transpower for ensuring an appropriate focus oh@mstainment in the
capital expenditure process and for reporting gmpaeely on it

The Business Services Manager is tasked with revgeand signing off the

business case for capital expenditure however &tjaestions whether this
position would have sufficient time available tingradequate focus on to

least-cost capital expenditure.

* Procedures and processes which ensure:
- the need for expenditure is correctly identified,;

- the most cost-effective solution is selected, idiclg whether to
replace or refurbish. Note this is not the samaciseving least-
cost expenditure because, even after selectingp@nopriate
technical solution, it is essential the policiegesses and
practices governing solution specification, cosinestion,
tendering, contracting, project / contact managérasnoptimal;

- the lowest possible cost is consistently and ctgreletermined,

- the full range of relevant factors are considemedding asset
condition assessments, best practice, environmeortalitions,
future plans and scenarios); and

- timing of the works is optimised.

We consider that Transpower performs well in acimig the above, except
that: to some extent it is likely to overspendc¢hiave a high degree of
certainty regarding the security of supply; andsiunlikely to be consistently
and correctly ensuring the least-cost outcome. cdfesider these issues are
unlikely to be addressed without the introductidfuother measures aimed at
cost containment e.g. an open-book contractingshasi

» Appropriate controls, checks and balances througth@uentire capital
expenditure process to ensure cost-benefits apedyoassessed on the basis
of least-cost data and are taken account of irt asseagement decision
making.

Transpower does take steps to assess cost-besfefdsious options,
however, it is doubtful whether the input data ajeeeflects least-cost
options. Transpower could take further steps (fagkhe open-book
contracting basis) to better ensure that the oggitns analysing are truly
least-cost.

» Arrigorous internal challenge process which caedai¥ely challenge on price.
Ideally (setting aside other considerations) thacpss should be ‘owned’ by a
structurally separate group within Transpower fithviait which is responsible
for maintaining and managing the Grid.

From the information provided, we do not considettthe internal challenge
process currently has the necessary level of rigdlfie are not aware of
specific responsibility being assigned to miningapital expenditure.

* Aregular independent external audit of a samplerofects
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We are not aware of any independent audit conduettida view to assisting
the process of monitoring and minimising capitgyenxditure.

* Procedures and processes which maximise compeititithe tendering and
letting of contracts. These should take into aotou

- the highly specialised and skilled nature of mutthe work;
- the often limited pool of providers of such sergicand
- Transpower’s position as a major purchaser of sechices.

As discussed, our view is that the alliancing ppfeis sound given these
factors. We consider a change to an open-bookaatiig basis would allow
Transpower to exert downward pressure on capitpkexiture.

» Contractual provisions and inspection procedurewttigh the quality of
replacement, refurbishment and enhancement wosrkssisred to be of a high
standard. This will best ensure the avoidancéeftieed for remedial works
or reduced asset life as a result of poor perfoomday the contractor.

We have not focused heavily on this aspect but hatezl in our research a
significant number of instances where Transpowertbaepeat works or
replace equipment sooner than expected becausmoofgoality workmanship
at some time in the past.

» Effective processes to ensure continuous improvémehe accuracy of
forecasting which captures the lessons learned.

We understand some steps are already being takesptore the benefit of
experience in the cost-estimation process, howdverevel of cost increases
due to re-estimation suggests more could be dove know that Transpower
is only just beginning to establish a basis on Whcompare the initial HLR
and PVD cost estimates with the PAD approved bufiigetes and these
figures with actual costs. These measures woybgaipto be essential to
monitoring and improving performance in managinglaeement,
refurbishment and enhancement capital expenditorassto achieve the least-
cost objective.

8. Potential efficiency and cost reduction gains
Efficiencies and cost reduction gains can be exgaeitom:
Efficiencies and cost reduction gains would be etgutif Transpower were to:

» apply greater focus at Board and Executive levahereffective
implementation of the least-cost objective, inchgdsetting specific targets in
relation to capital expenditure and measuring @panting on progress.
These targets, measurements and reporting regmesdsinclude targeted
capital expenditure savings, reducing the varighiti project costs (initial
estimate vs approved budget vs actual), monitamdyreporting on the
impact of cost containment measures;

» establish additional controls, checks and balatiwesighout the entire capital
expenditure management process. This is partlgulaportant given the
focus on the security of supply which strongly emeges Transpower to
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adopt a very cautious approach to replacementefndoishment capital
expenditure, potentially initiating projects whdiney are not immediately
required. An important step in this regard wouddtd assign responsibility
within Transpower for ensuring the least-cost oljeds keenly focused on at
each stage. Proposers and approvers of projéatscaluld be required to
satisfy themselves that this objective has been met

* apply a more rigorous internal challenge processhwtan effectively
challenge on price. ldeally, setting aside otlwersaerations, this process
could be ‘owned’ by a structurally separate groughww Transpower than that
which is responsible for maintaining and managh®rid. Responsibility
could be assigned within Transpower for this fumti@nd include the specific
task of minimising capital expenditure, subjecirteeting Transpower’s other
obligations;

* ensure a regular independent external audit ofrgpleaof projects is
conducted;

» establish alliancing arrangements on an open-baslsland setting capped
levels of return;

« improve the flow of actual project cost data batk ithe project cost
estimation process; and

« confirm the adequacy of the current contractuavigions and inspection
procedures by which the quality of replacement@fidrbishment works is
ensured to be of a high standard and by which ipeogriateness of the
actions of contractors responsible for initiatingjpcts can be assessed.

9. Reasonableness of projects and project costs

* in our view, it should be possible for Transpoweathieve a minimum
reduction of 5% within 18 months i.e. by the middfehe 2008/2009
financial year. This is a subjective view basedh#ngains we would expect
to be achieved if Transpower were to implement pesttice measures not
presently applied. It is difficult to quantify migely the achievable reduction
in capital expenditure levels because the focubettudy has been on the
appropriateness of policies, processes and praattker than on reviewing
individual projects (which time would not permitln our view, some
reduction is clearly justified and, in an endeavimunnder-adjust rather than
over-adjust, we have taken the approach of estigditie minimum reduction
possible. We consider this a conservative adjustiauet expect that greater
gains are possible if Transpower was to implemezdsures focussed on
achieving least-cost capital expenditure. It stdad noted that Transpower
has provided comment that a 5% reduction in tovaéntpng costs should be
achievable through contracting over a longer term

« Transpower has recently provided updated dateefdacement, refurbishment
and enhancement capital expenditure which refeisicrease in the total
value of projects over three years by $20m. Thigether with a reallocation
between the years, has resulted in Year Threedsurg by more than 50%
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from $61m to $92m. As a consequence of the sdaleeachanges in Year
Three (2008/09) Strata does not consider it ap@atepfor the data to be used
as a basis for establishing a threshold withowgtaild reconciliation and
investigation into the changes to identify the akte which the figures
require adjustment

» Transpower has advised that, while replacemenirbeshment and
enhancement projects are sometimes approved asisvidaich includes
contingencies, such contingencies are excluded bodgeted and forecast
capital expenditure. Consequently no adjustmantdatingencies is
required. If they had been included it would bprapriate to reduce
contingencies down to a minimal level because tiat&'s view, the threshold
should exclude contingencies so as to reflect theahexpected level of
expenditure.

On this basis, a downward adjustment of 5% in edi¢he three years would be
appropriate. This should be applied to inflatiadjusted figures in the second and
third years.

© Strata Energy Limited Page 38 May 2007



Review of Transpower’s Capital Expenditure

10. Section II: Information Technology
Expenditure

10. Background

In order to meet its obligations as system operatornetwork owner and to comply
with the relevant legislation, standards and EGRn$power undertakes investment
in IT. A proportion of this expenditure is requdreor Transpower to perform its
obligations under the System Operator Service Bevwontract.

In addition to this capital expenditure, Transpowedertakes a number of other
capital projects to upgrade or replace IT servicgsch expenditure is not currently
scrutinised and approved by the Electricity Comiarss Whilst still meeting its
service obligations, Transpower is required to ngarthese programmes in a manner
that ensures the services grid users and conswvaetsare delivered at least-cd5t.

Transpower defines each of the key categories eafital expenditure (which will
be subject to a threshold) as follows:

Telecommunications: capital expenditure relatinth®upgrade and
replacement of the telecommunications network
used for operating the grid

SCADA EMS: capital expenditure relating to the wgugr and
replacement of the application System Control
& Data Acquisition / Energy Management
Systems (SCADA EMS) used for operating the
grid

SCAD RTU Protocol: capital expenditure relatingthie upgrade and
replacement of the Remote Terminal Units
(RTU) and other station devices used for
providing data to SCADA and other grid-
operating applications

Network Systems R&R: capital expenditure relatioghte maintenance
of components such as RTU’s, and the
refurbishment and replacement of systems used
in support of operating the grid, such as asset
management systems

Within these categories, Transpower has establiahmdnber of Portfolios which
bring together like services. These PortfoliosAsset Management Systems,
Enterprise Solutions, Market Systems, IT SecuRigal Time and Stations, Services
and Infrastructure and Telecommunications and Nekiwg.

11 GPS on Electricity Governance October 2006 papgéd (page 20)

© Strata Energy Limited Page 39 May 2007



Review of Transpower’s Capital Expenditure

11. Approach taken

A desk top study was undertaken to assess, aatavey high level, whether the
policies and processes which have been applieccbsste that the least-cost capital
expenditure objective is achieved. We have notlooted a technical review of
individual projects, although a significant degoddocus has been placed on the
SCADA/EMS and Telecommunications Network upgradgeguts because they are
the two largest single projects. We note thaty tive three year period under review,
these two projects represent 83% of the total abpkpenditure that would be subject
to a threshold.

The following aspects have been considered:

11.1 Policy, principles and objectives

Transpower’s policies and other documents that goaad provide guidelines for the
evaluation, planning and implementation of captgbenditure on IT were identified
and reviewed. These documents included:

* Rules for Procurement — Dec 2006

* Information Systems Strategic Plan — September 2004

* Information and Communications Technology GovereaBoard Charter —
May 2004

» Condition Assessment policy for IT equipment aralittes — October 2004

« Contingency & Management Reserve Funding guidelindsne 2006

» Technical Standards (12 in total) for specific iseofi equipment or specific
actions — various dates

The principles on which the policies are based wagatified together with relevant
objectives that have been set. The review coresidiére appropriateness of the
policies and any omissions that would be reasorfabl€ranspower to have included.

11.2 Procedures processes & practice

A review was undertaken of Transpower’s procedaresprocesses and their
application when implementing and managing theteapkpenditure on IT. The
review considered the contribution these procedanelsprocesses make in ensuring
capital expenditure is reasonable and least-cost.

11.3 Measurement and performance

Transpower’s approach to measurement and repatiitg IT asset management
performance, including benchmarking and past perémice, was reviewed. The
review included an investigation of whether theddéa of past experience are
captured in IT planning and cost management.

11.4 Best practice

In addition to the above analysis, a view was takemwhich key policies and
practices would best ensure that capital expereddarlT was reasonable and least-

© Strata Energy Limited Page 40 May 2007



Review of Transpower’s Capital Expenditure

cost. This was then compared with Transpower’sahgalicies and practices to
gauge the extent to which these matched and wingrgaps existed.

12. Policy principles & objectives

12.1 Government Policy Statement on Electricity Gov  ernance

The Government Policy Statement on Electricity Gogaeace issued in October 2006
provides (at Para 80) among the objectives foptbeision of transmission services
that:

“the efficiency of transmission services shoulccbatinuously improved so as to
produce the services grid users and consumersat/édst cost”.

It should be noted that, while the focus of thisam is on the extent to which the
least-cost objective is being achieved, Strata doésuggest this should be at the
expense of achieving the other objectives setrotitea GPS. These include grid
reliability, diversity of supply to larger load dees and the facilitation of
competition.

12.2 Statement of Corporate Intent
Transpower’s 2006-2007 Statement of Corporate tr{&&@l) includes objectives to:
» promote efficient investment in the National Grdprovide the platform for a

competitive wholesale market thus enabling optfonsnvestment in
generation and demand-side management;

» seek to efficiently recover the full costs of iendces;

» improve the efficiency of its services, whilst apising asset reliability and
availability;

* be as profitable and efficient as comparable bgsi®not owned by the
Crown; and

» seek to provide transmission services at the stdrafequality and security
agreed with National Grid users or required by latguy agencies.

12.3 Business Plan 2006/07 (October 2006)

The Business Plan 2006/07 repeats the cost manatjame efficiency objectives set
out in the 2006-2007 Statement of Corporate Intesd above). It also refers in
Appendix 1: Efficient Performande the use of benchmarking to:

“....monitor cost and service trends and highligleaa of potential cost
anomaly or cost outliers, which may require furtbenutiny.”

For the purposes of managing capital expendituansdpower IT does not utilise data
from the three benchmarking studfeeferred to in the Business Plan but does obtain
data from the KPMG Utility Survey. However, Trangger has advised that data is

12 |nternational Transmission Operations and Maiatee Studies (ITOMS), Group of International Coriguar
of Transmission System Operation Practice (GICTI®nsmission Operation and Maintenance Costs.,
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collected from participants across a number okd#iit sectors and that Transpower’s
confidence in the data, as a relevant comparaoot high. For the first time this
year, Transpower has been involved in framing abramof questions which will be
included in the next KPMG Utility Survey, and datdl be collected from all
Australian TNSP’s. This is likely to improve thelwa of this data as a comparator.

The Business Plan sets out a number of Key Perfarenndicators relating to
financial, operational, EGR compliance and heatith safety performance. The
Business Plan refers (at Page 7) to Key Performbtiieators being used to achieve
Transpower’s Objectives, including actual perforeeam delivering value to both
shareholders and customers. However, the onlyuneaslating to capital
expenditure on IT is the Capital Spend KPI. Urnties KPI, Transpower is to deliver
approved projects without exceeding Board appraagiital spend for the year.

In PricewaterhouseCoopel3 Governance Revieaf June 2005, criticism was made
(at page 3) that the KPI's and metrics for the Viflon were not comprehensive.
Partly in response to this, Transpower has impleetketihe Balanced Scorecard to
measure Transpower’s performance. Measures include

« IT Capital Spend (actual spend) vs Board Budget This is a simple
measure which compares actual capital expenditithebudget. In the year
to date to November 2006, actual capital expenalitfii$19.1m was under the
budget of $25.9m by 26%. In October 2006, theacpend was
approximately 40% below budget. Under the Balar®eatecard approach,
this was regarded as a weakening performanceheanovement from 40%
below budget to 26% below was regarded as a wargeaiiuation.

* Percentage of projects tracking to original scopeThis is a subjective
measure which takes into account staying withippeand meeting
milestones. Since August 2006 through to Nover2B66, this measure has
steadily declined from 70% to just 30% of projectsking to scope.
Depending on the extent to which they are outdidestope, this has
potentially significant implications for the timiraf capital expenditure

» Percentage of milestones missed in the reporting ped. This has
increased from approximately 25% in July 2006 t&o44 November 2006.

Performance against these measures is reportédevi@eneral Manager to the CEO.

Comment

The GPS, SCI and Business Plan clearly articutstedaquirement that capital
expenditure (including capital expenditure on §used as efficiently as possible and
is carried out on a least-cost baditowever, the Capital Spend KPI is unlikely to
be effective in ensuring the achievement of leasbst capital expenditure because
any least-cost inefficiencies will already be embel@d in the budget figure against
which actual costs are measuredThe KPI will only be effective in ensuring the
least-cost objective is achieved to the extenutiaerlying policies and processes are
effective. There is also the opportunity to dgfmjects in order to meet KPI'sSThe
KP1 will not provide significant incentives for Transpower to ensure the least-
cost objective is achieved.

The Balanced Scorecard approach of comparing actualapital expenditure on
IT with budget is also unlikely to be effective forthe same reasons (because any
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inefficiencies will be embedded in the budget)Also, it is not always clear what the
performance data actually tells us. The actuauebudget measure is considered
reflect weakened performance if actual capital exltere increases to become closer
to the budget. However, such a movement couldye@slect improved performance
in meeting timelines which would accelerate thenspbe

—
o

We note that, given the lack of appropriate benaking data, Transpower is not in|a
position to use benchmarking as a means of asgassiperformance in achieving the
least-cost objectivelt is, therefore, important that benchmarking is na assumed

to be a safeguard which effectively guarantees th#lhe least-cost objective is met

We would have expected a greater linkage betweeneheast-cost objective and
Balanced Scorecard measures and KPI's.

12.4 1T restructuring & realignment

12.4.1 Organisational & strategic reviews

During the course of 2003/2004, Transpower’s ITctions underwent a major
restructuring and re-focusing This has impactesitpely on Transpower’s
performance in achieving the objective of least-capital expenditure on IT because
of its significant effect on the policies, prina@gland objectives applied to
Transpower’s IT functions. These policies, pritegoand objectives have, in turn,
impacted significantly on the processes by whighitahexpenditure on IT projects is
initiated, evaluated and managed, and on how progre implemented.

During 2003/04, a number of studies were undertafavhich an organisational
design study by LTS and a current state assesdiyekeimuth were key. The
central conclusions reached were that there was:

e an extreme organisational split of IT Planning &h@®elivery leading to
severe dysfunctionality and inappropriate systeohstions;

» asignificant lack of architecture capability —rtiteg at the enterprise level and
leading to incoherent point solutions;

» alack of service focus;

* poor assurance in respect of IT standards, practind solution quality;

* no governance of IT;

* inadequate business analysis;

* ad hoc customer engagement;

» limited security resources for a critical infragtiwre service provider; and

» some applications reaching the end of life cycle.

12.4.2 Information & Communication Technology Gover  nance Board

In May 2004 the Information & Communication Techogy Governance Board
(ICTGB) was established subject to a Charter. $ats out (at page 3) the Board’s
goal of ensuring that the Executive has the infaionat needs to make informed
decisions that are essential to achieve the uléirabjectives of ICT governance.
These objectives were defined as:
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alignment of IT and the business;
delivery of value by IT to the business;
sourcing and use of IT resources;
management of IT-related risks; and

measurement of IT performance.

The Charter sets out key governance principlepd&-5) of which the following are
relevant to achieving least-cost capital expenditur

the key governance principle will be openness amdestability;

Transpower expects a return on investment in piofbat meet or exceed the
company target for Return on Capital Employed;

business managers are accountable for (amongtbihgs):
- recovering the value of IT investments: and
- realisation of business benefits;

the General Manager, Information Technology, ipoesible for (among
other things) managing IT capabilities, skills aedources to assure the
effective application of:

- IT standards, practices and a repeatable systelimsrgdife cycle;

- systems methods and practices which are insigatfdlwhich meet
industry standards for quality and good practicet a

- establishing and enforcing compliance with entsmrarchitectural and
interoperability standards which reflect good irtdpgractice;

the development, implementation and maintenansysiems are contestable
activities, which will be overseen by the ICTGB amahtracted and managed
according to the contestability guidelines setiodT policies;

in keeping with the principles of contestabilitytkih Transpower, every
Transpower manager who has accountability for anutEome, should be
aware of best practice relating to that outcomeadne to demonstrate that all
practical steps have been, or are being takenléastt match best practice.
This accountability includes seeking advice on Ipeattice and effective
utilisation of Transpower resources; and,

the relationships between business units, the §lnless unit, and corporate
management exist in a contractual framework, wigalecorded in service
level agreements between the parties.

12.4.3 IT Organisational restructuring

Prior to 2004, the planning and solutions desigiT afervices was the responsibility
of the IT&T Planning unit reporting to the GM Netio Service delivery was the
responsibility of IT&T Service Delivery reporting the GM Service Delivery. The
restructure in July 2004 combined the functionET&T Service Delivery and IT&T
Planning with a new reporting line directly to & IT who had been appointed to
the newly created position in February 2004.
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12.4.4 Information Systems Strategic Plan

In September 2004, PA Consulting produced the in&tion Systems Strategic Plan
(ISSP) document for Transpower. This providedrégh&r review of Transpower’s IT
function and proposed a new strategic focus andgr@mme of work for migrating
the current services to a state more able to megispower’s future needs.

PA Consulting developed the ISSP through a comioinaif workshops, interviews,
surveys and document reviews to make an assessitéet|IT function at the time,
the drivers of change in the business, the prexitor the business and the options
available to Transpower to move forward.

PA Consulting concluded that:
* many applications were not suited to meet futureatels;

» there was a structural inability to provide valwgliimely and accurate
information to the business;

» technology obsolescence and legacy issues wetdgtingithe full realisation
of benefits from more recent and future technolimggstments;

* most of Transpower’s telecommunications technobgiere at end-of-life
and were not able to support anticipated futureadets; and

« some of the IT process areas that were criticiig¢aefficient and effective
delivery of anticipated IT demands were ineffective

PA Consulting concluded that change in the demahtise business and in the
organisation’s environment (e.g. regulator, madestign) would occur and that these
changes would place more extreme demands on ITinh&e past. It was therefore
necessary to strengthen the IT environment andduotre agility and flexibility to
enable IT to respond to future business change. K€l factors which would drive
change over the next five years were identified as:

» significant new or changed business processeslikehg to result from
current programme of work to make the grid morausbtand sustainable;

* new and / or changed requirements flowing fromnioe to a new and
independent regulatory environment;

. !ikely inpreased pressure (via the Regulator) ot savings and efficiency
imperatives;
* increased emphasis on risk identification and msikagement; and
* more emphasis going forward on adopting good inglysactice.
Key strategic objectives defined in the ISSP are:

» establishment of an Enterprise Architecture capgl{iEA) that allows IT to
be deployed as a responsive, flexible asset amivEstment to deliver
sustained benefit to the business. The ISSP (atesage 76) that the holistic
view that EA promotes, coupled with key architeatyrinciples, ensures that
investment decisions are made in the wider comkathieving a cost-
effective, technically convergent and integrateci®hitecture;
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« fulfilment of Transpower’s immediate critical infoation needs whilst
establishing a sustainable information managenegudlaility;

» establishment of a robust and flexible Applicati@mironment that meets
and supports the business needs and facilitateefbusiness change;

» strengthening of the Telecommunications & Netwagkémvironment and
services to support anticipated future businesd)end

« strengthening of the IT processes that are critcéthe delivery of the ISSP
and ongoing effective IT support to the business.

A five year programme of nine workstreams aroseobthese strategic objectives:
Application Replacement & Enterprise Architectu\j

A programme of work to replace existing Market yss and Asset
Management Systems within the context of an EA¢ssc

Critical Information needs

A programme of work to identify and address the ediate information needs
of the business

IT process effectiveness

A programme of work to develop and build on exigtaore capabilities and
best practice IT processes.

Telecommunications & Networking Design & Planning

A detailed replacement plan for the installatioropfic fibre on core routes,
supported by microwave radio technologies.

Telecommunications & Networking Sourcing Strategy

A detailed review of the ability and suitabilityrfthe external supply market to
participate at any level of the telecommunication&working replacement
programme, particularly in the area of fibre rotlamd microwave replacement
and the services provided above this core infrasira layer.

Execute the Telecommunications & Networking Sourctrateqy

A detailed rollout and implementation plan for tdexmunications and
networking.

SCADA Upgrade
Upgrade the SCADA system to a robust condition.

Set Equipment Standards for Substations Devices

Establish standards for intelligent substation dewi
Test Feasibility of Outsourcing MDM

Establish technical and commercial feasibility sing an external meter data
service provider.

The ISSP is currently undergoing an update. uhderstood to be likely the revised
ISSP will set a strategy and programme of workstieeaxtending out 15 years.
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Comment

The scale of the change in Transpower’s IT functiocasioned by the restructuring
and realignment process which arose out of the E®Fother major studies done
both before and afterwards has been immense. eBudting strength and focus of the
strategic and policy framework has had a signifigaositive impact on the
achievement of the objective of least-cost cagixglenditure through its influence on
processes and the discipline of linking the evabmabf proposed actions back to core
objectives. . As a result the initiation, considieraand implementation of capital
expenditure proposals are subject to a relativialgydardised, disciplined approach.
These processes are considered in detaBalProcedures processes & practice
below.

12.5 Procurement Policy

Transpower’s procurement policy is governed byRlnées for Procuremerngolicy.
Although the copy sighted is labelled draft andeda&24 November 2006, we
understand that Transpower’s Board has now apprbvédis policy operates in
conjunction with the Contractor Acquisition and Maement Policy. ThRules for
Procuremenpolicy provides (at 1.1 page 3) that:

“It is a requirement that Transpower procuremetivsies deliver goods and
services to meet specified minimum performancegatfor the lowest
“whole of life” cost, through the use of a trangar efficient, fair, and
auditable set of processes and procedures.”

The policy provides that any contract exceedingd$200 must, except in certain
limited circumstances, be subject to an open tepawrress. Also, unless a Division
determines it is not in Transpower’s interestswar@ a contract, it must award a
contract to the supplier that has been determiode tfully capable of undertaking
the contract, and whose tender is determined asitdf the lowest evaluated whole of
life price.

The document also sets out a number of provisiomsring the general approach to
procurement, technical specifications, tenderiragedures and awarding contracts.
These are best-practice requirements, intendechkinmise the efficiency of the
procurement process. Itincludes a provision Bheaisions may seek to establish
preferred supplier arrangements. Particular cotitrg relationships (outcome based,
open-book and alliancing) are considereti3a6 Competitive Tendering Processes
below.

Comment

The draft corporate Rulesfor Procurement Policy (24 November 2006) provides
tightly focused requirement on Transpower’s procurenent activities to ensure
goods and services meet minimum performance criteaithrough a transparent,
efficient, fair and auditable process which include an evaluation of the lowest
whole-of-life cost. Subject to effective implemeation, we consider that this
policy is likely to improve the achievement of leascost outcomes.

}2J

However, the policy has only recently been isswddch we note was after the
budgets had been developed and the review of Toaress capital expenditure by
Strata commenced
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12.6 Asset specific policies

Transpower has a number of standards which setadigly in relation to capital
expenditure on specific categories of IT assetandards are developed by working
groups comprised of internal IT and business staffiell as external experts. All
standards are developed taking into account inglbsist practice, health and safety,
risk and cost.

In some instances, these set out condition assassetgiirements which directly
impact on capital expenditure requirements. Howethe standards sighted primarily
cover technical specifications for design, installaand testing. Any solution is
required to conform to these standards.

Comment

The focus of these standards is primarily on tesddrgpecifications and. It is not
surprising that the management of capital experalithrough these documents, does
not appear to be a strong focus.

13. Procedures processes & practice

13.1 Policy development & review procedure

Transpower standards and policy documents areattettrdocuments which are
subject to registration and version control. Téguirements for the content and the
procedure for developing such documents is seindtie Guidelines for Transpower
Controlled Document Developmgictober 2005) and in accordance with the
Corporate Policy FrameworkJanuary 2006). Policy documents are generally
required to explain the reasons for the policynidg any linkages to high-level over-
arching policy documents (such as the SCI) andhdéfie process by which the
policy is to be given effect.

13.2 Transpower Solution Life Cycle

Templates

The Transpower Solution Life Cycle (TPSLC) defitles process whereby an
initiative progresses from concept through to impdatation and into production. A
suite of template documents is used to regulans@pproach taken in each project.
Transpower advises the use of the templates is aarryd irrespective of the size of
the project. The templates include:

« Concept document

* Requirements document

» Future Business State Design
* Technical Design

* Business Case

e TestPlan

* Issues Register
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» Solution Options & Decision

* Risk Register

e Build Plan

» Handover documentation

* Project Variation Request

* Project Management Plan

* Deployment Plan

* Post-Implementation Review; and
e Communication Plan.

Concept Document

A project will usually be initiated by a Portfollanager using the Concept document
template. Transpower advises a Concept documenmnpleted for every project
except for straightforward capital expenditure @le¢ommunications.

We note that the sample of concept documents sigireall just two pages long.
These documents set out, very briefly, the propasdinote the expected benefits in
one sentence without any supporting analysis. brbad cost estimate provided does
not contain an explicit contingency or reserve surmanspower has advised that the
format of the Concept document has changed anoWssix pages long including a
one page appendix which provides an example ostlmnefit analysis.

The Concept document, which must be signed ofhbyRroject Sponsor and the
Business Owner, will trigger a sequence of actiwhigh will involve developing an
investigation plan, further defining the requirensgrconsidering technical design
solutions, test plans, training plans and resogrogguirements. Provided the
investigation supports proceeding, then a Full Bess Case document will be
prepared to seek approval for the expendituree cHallenge process is discussed in
greater detail at 133 Planning & challenge process

Some projects are initiated as a result of the itiomdassessment process which is set
out inCondition assessment for IT equipment and fadlgecification April 2006.
This provides (at page 4) that all operational diiipment is uniformly condition
assessed on a consistent basis. The specificaisrout guidelines for assessment
and the steps to be taken based on the assessbrettte basis of the data collected,
IT Production Services then prioritises replacenwenefurbishment.

Business Case SCADA EMS Upgrade

The Business Case for the $17.4m SCADA EMS Upgcadeprehensively sets out
the analysis of the business problem. As requiseth® template for the Business
Case, a relatively detailed cost-benefit analyst@alculation of the Net Present
Value (NPV) and Internal Rate of Return (IRR) cé# firoject is provided.

However, the discussion of the alternative soliomas relatively limited. The
separate Board paper, under which Transpower’'sdBgawve its approval, was
similarly limited and the Board was not providedwany other analysis.
Transpower has advised that the General Manage&y&tem Operations, National
Grid and Information Technology were on hand atBbard meeting to answer any
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guestions. Immediately after the Board Meetind,ld@miore the Business Case was
approved, a further paper was produced which asdeke options more carefully
and set out the case for the solution selected.

We note that in its review of the probity of thagle source decision regarding
SCADA, PricewaterhouseCoopers were critical ofléué of formal review of
SCADA procurement options but acknowledged thatralpase from Areva might be
a ‘practical’ option. This review was conducte@ tonths before the Board paper.

Transpower visited Electranet in Adelaide in Febyu006 to ascertain whether any
lessons could be learned from its recent experieha@ Areva SCADA EMS
upgrade. Electranet’s costs were found to be fsgmily lower however, the data
was not comparable because of Transpower’s latgabar of transactions and
displays, greater hardware and software complebatger number of users and
higher level of support required.

While the SCADFA EMS Upgrade Business Case setheutosts and benefits in
some detail, nothing was disclosed regarding tiessbeing taken to achieve the
least-cost objective. This was a particularly im@ot issue in this instance because
Transpower had elected to pursue a single-sour@gy. Transpower was
upgrading, rather than replacing SCADA and thesgiameant that the incumbent,
Areva, would have to be the supplier of the upgrableis put Areva in a position
where potentially, it could potentially exploit thaosition.

Also, this was in the context of the situation wéhesince commissioning in
November 2001, the existing SCADA system has (aewgeat page 10 of the
Business Case) remained essentially unchangedrandgower had been unable to
benefit from ongoing development by Areva. Thiswlaspite the establishment of a
Gold Support agreement with Areva and an intertiilomplement a rolling upgrade
program.

The Project Management Office (PMO) guidelines mtevor the addition of a 10%
contingency to cover the risk that known taskst tieast more than estimated, and a
10% management reserve to cover any unforesees cbise exception to this is for
the purchase of hardware, where a flat 5% conticgand no management reserve is
applied.

Also, Transpower has advised that a Full Businesse@s not presented for approval
unless Transpower has a firm price. However Trawsp has confirmed the project
cost stated in the SCADA EMS Business Case wassimiated maximum’ with
confirmation of price to subsequently occur onhiheis of a detailed statement of
work. Transpower’s advice is that the project wafficiently urgent to warrant this
departure from procedure.

Business Case - Telecommunications & Networking Upade

The Business Case for the Telecommunications amaadyleing 5-Year
Transformation Programme was prepared in Novemb@6.2 This sought approval

in principle to commit to a total cost of $232mpqurised of $123m capital
expenditure, operating expense of $60m and leasts 06$50m, spread over the
current year and ensuing five years. This indatdtet approval to proceed would be
sought subsequently on the basis of separate Bisstbases being submitted for each
project.
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The Business Case set out the business requirest@wsng clear linkages back to
Transpower’s strategic objectives. The optionglalke were fully assessed against
technical and commercial requirements, includingt.cdhe analysis of costs
included NPV calculations over a five year and tiygrear basis, comparing the base
case (continuing the present basis of servicingda@hmunications requirements)
with the proposed solution. Over a twenty yeaiqokithe proposed solution resulted
in an NPV $50m better than the base case.

The Business Case and supporting documentatiocaited a thorough appraisal of
the sourcing options for the proposed solution bieefits of a mix of lease and
purchase options, the governance arrangementsiroesavailability, risks and issues.
Costs were clearly a focus and it was noted thpqe®ed solution would deliver cost
benefits as a result of the strategic approachicpéarly the purchase from a smaller
number of suppliers and the mix of lease and pwelagtions.

Project Approval

Business Case documents progress to the requirelddedelegated authority for
approval. The table below sets out for the 200§&3t the split of approvals at the
various delegated authority levels. This shows T6& was signed off at CEO or
Board level.

2006/07 Year IT Capital Expenditure Approvis by DFA Level

DFA Level Approval Limit Total %
Portfolio Manager up to $250k 5,240,123 9%
Senior Management Team up to $500k 4,929,741 8%
IT General Manager up to $1m 4,913,838 8%
CEO up to $5m 7,439,000 13%
Board over $5m 36,966,298 62%
Total 59,489,000

The table below shows that 72% of projects hadagal Business Cases as at the
commencement of 2006/07.

2006/07 Year IT Capital Expenditure Approvés as at 1 July 2006

Project Status Total %
Business Case Approved 43,004,075 72%
Proposed 16,484,925 28%
Total 59,489,000

Project Governance & Delivery

Having obtained approval for the Full Business C#s®solution design and detailed
architecture will be completed and approved byilThBesign Authority as a final
check on compliance of the solution with interrtahslards and frameworks. A
Project Charter and Project Plan will be developed approved where necessary.
For each project a Project Team, Project CouncilSteering Committee will be
established.

The Project Team is responsible for delivery ofghgect and reports weekly to the
Project Management Office (PMO) on progress agdindget and milestones and
raises any issues. All IT projects, except th@seed out by Field Services, are run
through the PMO which has responsibility for monitg these and managing
interdependencies between projects.
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The Project Council’s function is to provides staddeler representation for decision-
making on day-to-day project issues. The StedCiogmittees is responsible for the
governance of the project and ensuring alignmetit lisiness objectives. It
monitors progress against plan and budget throegbrts. It is responsible for
reviewing and resolving escalated risks and isandgfor reviewing audit and quality
reporting.

Comment

The Concept information sheets sighted were vemitdd documents in terms of the
analysis of the costs and of the benefits. How#vsrhas been improved in the latest
version of the concept document template throughatidition of a more detailed
cost-benefit analysis in a one page appendix. \Wihiéscosts do not contain a
contingency or management reserve, the cost estinagipear sufficiently broad to
suggest some buffer is built in.

The focus of the condition assessment specificasigmimarily on performance and
reliability and has a formulaic approach to theinignof replacement or refurbishment
with the number of years to replacement being §igelcior each condition
assessment level. Overall, the focus on cond#gsessment as a tool to achieve the
least-cost objective does not appear to be high.

While the Business Case document requires a costriadit analysis, we make the
point that, in itself, this is not sufficient to ersure that least-cost capital
expenditure is achieved. This analysis can only l@s good as the quality of the
input data. Therefore such analysis cannot be radd on as a safeguard which
ensures that the least-cost objective is achievedlo better ensure this the
Business Case template could be amended to requitescussion of the steps
taken to ensure the least-cost-objective is met ard require that the supporting
and approving signatories must satisfy themselven this regard.

It would appear that, while the SCADA EMS Busin€sse did not follow guideline
entirely, the single-source solution proposed ribedess appears to be the

appropriate one. However, we would have expecfetlex analysis of the options.
We would also have expected that the Business &abéhe Board paper would haye
identified the risk that Areva would seek to takieantage of its position as the only
supplier of an upgrade option. This risk and tiees to mitigate it should have been
set out. It is understood Transpower sought tamige the risk through negotiating|a
contract rather than accepting a standard book pri@ take it or leave it quotation.

12

13.3 IT planning & challenge processes

In late March each year, Portfolio Managers prepentitised proposed project lists
to the General Manager IT, the Strategy and Archite Manager and the
Development Manager. The proposed projects arldedgad on the basis of the
importance of the project, the nature of the pipjén@ cost and proposed timing.

The projects are separated into various categories:

Category 1:  “must do” initiatives such as the MaBgstems Project (MSP),
Telecommunications and their enabling projects

Category 2:  “should do” initiatives
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Category 3: initiatives that are proposed for dadeill the following financial year
but which could be advanced

IT Division has a system for prioritising projeethich takes into account a wide
range of factors:

* business criticality;

» Kkey project dependencies (such as the Market SgsRroject and SCADA
Upgrade);

» whether a Business Case has already been signédoéh among other
things considers cost);

» the likelihood of completion in the current year;
* buy-in from the business (stakeholders);

» delivery risks (dependencies and complexity);
* IT resource availability;

* business resource availability; and

» risk to Transpower of non-completion.

These factors are given a weighting and the restiitaints scored provide a ranking
of projects. On the basis of this, decisions aagl@regarding the timing and scope of
projects. This challenge process generates anardge of questions which are dealt
with progressively over the following two monthAt the weekly meeting, responses
to the questions are presented and the proposgtipdebated.

At the end of May (to fit into the Business Plargqoycle) a prioritised list of projects
is reviewed and subject to challenge by the efilirgenior management team. The
Divisional Business Plan is then finalised and sittieth to Corporate Services and the
Executive on 31 May. The Divisional Budget is tliemiewed in accordance with
Budget Guidelines and, as part of this processptbposed capital expenditure is
likely to be challenged further. The divisionahps$ are then consolidated into the
overall Business Plan which is finally put to theagd.

In 20086, the initial lists of proposed projectsgwoed by Portfolio Managers totalled
approximately $120.0m. By the time the DivisioBailsiness Plan was finalised on
31 May, this had been reduced to $82.7m. Transpattrgbutes this significantly to
the efficacy of the challenge process. We soughtmation and data from
Transpower that would substantiate this claim \hile this gave details of the
changes, it did not clearly demonstrate that tlaesse directly as a result of the
challenge process. However from our understanalirige challenge process we
consider this likely to be true in large part aligh, to some extent, the deferral of
some projects was probably unavoidable becauselayslin interdependent projects.

Although Business Cases are presented througheyetr for formal approval, by
the commencement of the financial year on 1 Jakynajority of proposed projects
for that year will have approved Business Caseas.1 Quly 2006, 72% (by value) of
projects were subject to an approved Business daseng the course of the year,
project-end costs for the current year are reviemedthly, including those not yet
subject to a formal approval of a Business Case.
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Comment

The process of categorising projects in broad growgpaccording to priority, status
and inter-dependencies, and then allocating pointsn the basis of a range of key
factors, is considered to be a good one. This prss provides a reasonably
robust challenge process to ensure that the projextre justifiable and are given
appropriate priority, and that resources are availele to deliver them and inter-
dependencies with other projects are taken into accint.

The emphasis on providing highly reliable servicescentivises Transpower to
ensure IT systems are robust. Without appropriateontrols, checks and
balances this could lead to over-engineered solutis as a ‘better safe than sorry’
approach is taken. The challenge process is a sificant tool in ensuring the
least-cost objective is achieved but, to be effeed, it still requires that the cost
inputs to that process are truly least-cost and thathose running the process do
so with a clear focus on achieving least-cost cagitexpenditure. To ensure this
the challenge process and Business Case templatewdoneed to explicitly
require robust consideration of whether the least-gst objective is being achieved.

13.4 Review processes

As discussed 4it3.2 Transpower Solution Life Cgchbove, there is a regular process
of reporting by project teams to the PMO and Stee@Gommittees which review
progress against scope, budget and timing. Amessare highlighted, the level of
risk identified, and actions required to resolvar#é set out. Larger projects are split
into stages and reported on separately. Strapegjects are reported on to the
ICTGB.

Close-out reports are done on every project at tetop with the exception of
straightforward projects conducted by Field Semwic€lose-out reports are carried
out by the Project Team and consider actual pediage against budget, scope and
milestones and whether any lessons were learned.

We note that Transpower’s initial advice, when esjad for copies of close-out
reports, was that none had been performed as @it miajects were still in progress.
When it was drawn to Transpower’s attention thateiJuly 2006 $12.4m of projects
had been completed, Transpower advised that indaatmber of close-out reports
had been completed.

Transpower has just instituted the post-implemériaeview process which is to be
conducted independently of the Project Team. tplint, no reviews have been
completed. The intention is to wait at least 6 therafter project completion in order
to better gauge whether the intended benefits@irggbor are likely to be, captured.

On large IT projects, Transpower extends the pt@esurance activities to include
independent audits. [franspower Probity Review Single Source DecisioAXE
(January 2006) PricewaterhouseCoopers reportets audlit of the decision process
which decided on a single source for the SCADA @pgt PricewaterhouseCoopers
were critical of the assumption that, because & amupgrade, Areva (the incumbent)
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were considered by the Project Team as the nathoite. We note that, subsequent
to the PricewaterhouseCoopers audit, an assessiiiet options was carried out.

Transpower has sought to ensure best practice jplgimenting two internationally
recognised best practice standards against whishaitdited:

ITIL

Information Technology Infrastructure Library (IT)is a framework of best practice
to efficiently manage software, hardware, and huneapurce services to ensure
continued and uninterrupted business.

COBIT

Control Objectives for Information and related Tieclogy (COBIT) is an IT
governance framework and supporting toolset thaténded to enable managers to
bridge the gap between control requirements, teahissues and business risks.
COBIT enables clear policy development and goodtm® for IT governance
throughout organisations.

Comment

Transpower’s IT processes are subject to signifisaarnal review processes and, for
the larger projects, both internal and externailengy The efficacy with which
projects are initiated and implemented will havimgdf impacts on the achievement
of the least-cost capital expenditure objectitmwever, to achieve a significant
direct impact on meeting this objective, Transpowewill need to explicitly focus
these review processes on whether the least-cosjeative has been achieved.

We note our concern that, not being aware thaéhd number of close-out reports
had been completed, raises a question about thealefjimportance attached to
them.

13.5 Electricity Commission approvals

Transpower has some discretion regarding whatalapipenditure on IT it seeks
approval from the Electricity Commission for, undRart F, and what is subject to a
threshold. There may also be discretion on wkpérditure is recovered from the
Electricity Commission through the system operatawice provider contract and
what is included in the general IT expenditure falis under the threshold.

We understand that, the only documentation reggrtie process and criteria by
which Transpower determines the capital expendiwrevhich IT will seek EC
approval, is a one page high level decision tregtch

Where replacement capital expenditure includedement of enhancement, the costs
are apportioned on the basis of what the primamedfor the expenditure is. Ifitis
enhancement, then the whole job is classified hamsement irrespective of whether
assets are being replaced. The proposed expenditsuémitted to the Electricity
Commission for approval. If the primary driveréplacement, but there is an
element of enhancement, then the enhancement dievilemeed to be approved by
the Electricity Commission. If it does not apprdhies, then that component will need
to be within the (proposed) Commerce Commissioesthold.
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Comment

It is beyond the scope of this report to considete incentives on Transpower to
classify capital expenditure as either requiring omot requiring Electricity
Commission approval, but we note that there is som®om for Transpower to
exercise discretion in this. We consider that a reew of expenditure that is
included under the system operator service providecontract should also be
undertaken.

13.6 Competitive tendering processes

A key means by which IT Division endeavours to @éagaroject costs are genuinely
least-cost is through a competitive tender proc®¥s.understand Transpower’s draft
Rules for Procuremergolicy dated 24 November 2006 has now been apdrbydhe
Board and governs the contracting process. THisypoperates in conjunction with
the Contractor Acquisition and Management Policy.

The Rules for Procurementolicy prescriptively sets out in significant déthe
approach to procurement, the content of tenderrdeats, the tender process, the
evaluation and award of contracts. As discussedle@ahtl2.5 Procurement Poligy
theRules for Procurementolicy sets out (at page 3) that:

“It is a requirement that Transpower’s procurenativities deliver goods
and services to meet specified minimum performamniteria for the lowest
“whole of life” cost, through the use of a transgar efficient, fair, and
auditable set of processes and procedures.”

Transpower has advised that service level outcdrassd contracting has been an
approach taken in a number of contracts, partilyularthe telecommunications and
network area. It is likely that more contractslwake this approach going forwards
such as the SCADA EMS upgrade.

To a lesser extent, Telecom Ltd has entered imiracts on an “open-book” basis so
that Transpower can see, at the time the consawgotiated, the cost of all project
components and the return the contractor is expgtdi receive. This can be a
particularly useful approach in achieving leastt@agpital expenditure when, due to
the specialised nature of much of the work and etaskze limitations, there is often a
small number of potential tenderers. It also f@emtial to be used in single source
situations.

In some instances within other divisions, Transpowas adopted an alliancing policy
whereby it commits to certain expenditure with aipalar provider over an extended
period. Given the predominance of discrete prejaéthin IT Division, this is likely

to be less appropriate. However, from discussibms understood that there may be
some opportunity to utilise this approach. Thedfiéno the contractor is the certainty
of revenue over a longer period from which to rerds investment in equipment and
staff training. The commercial value of this te ttontractor should enable
Transpower to negotiate better pricing.
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Comment

We again note that the draft TranspoWweficy for Procuremenivas only released o
24 November 2006, which was after the commencewfahis review of capital
expenditure by Strata.

-

Whilst it is too soon for this policy to have had aliscernable impact, we consider
that its provisions establish a very good basis fansuring the tendering process
does result in lowest whole of life cost. We expetbat, provided the policy is
diligently observed, it will, in the future, have apositive effect in future in
achieving the least-cost objective.

However, we consider that simply relying on a tendeprocess is not sufficient to
ensure truly competitive price pressure is achieveth instances where there are a
limited number of potential tenderers and significant barriers to entry of new
providers (market size and specialised skill and agpment requirements).

This situation provides ideal conditions for conteas to share price-sensitive
information with each other and engage in anti-cetitipe practices. Whiles Strata
has no evidence of such behaviour, it considerspipertunity certainly exists and
the behaviour would be hard to detect.

We consider that Transpower would benefit from pimg opportunities to use a
range of different types of contracting arrangemavitich potentially provide
additional leverage which can be used to ensur&e#s-cost objective is achieved.
These contracting arrangements include:

- ‘open-book’ contracts under which the financitlurn to the contractor is
disclosed at the time a contract is negotiatedvémidh forms a factual background
against which the contract is negotiated;

- contracts negotiated on required service levsisbahere the contracted
deliverable is a set of outcomes rather than acpdat application or item of
hardware; and

- partnering/alliancing arrangements.

We consider that Transpower would need to havear eiew of the benefits it would
expect or seek from such arrangements, in partitiiaopportunity to ensure that the
least-cost objective is achieved.

14. Measurement & Performance

14.1 IT capital expenditure trends

The table below sets out capital expenditure orcétegories of IT expenditure which
will be subject to any agreement regarding thregsholt is Transpower’s intention

that certain services required for the Telecommatioas Upgrade will be leased. We
note that these costs are not reflected in the tadlow.
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Capital Expenditure on IT FY04/05 to 08/09

Transpower Capital Expenditure on IT

Capital Expenditure on IT which is to be subject to a 2004/05 2005/06 2006/07 2007/08 2008/09
threshold (not adjusted for inflation) Actual Actual Budget Forecast Forecast
Telecommunications (major replacement) 3,963,379 4,61 8,200] 11,221,470] 46,085,000] 23,400,000
SCADA EMS & RTU Protocol (major replacement)

SCADA RTU Protocol 0] 0] 0 3,000,000 3,000,000
SCADA EMS 110,140 2,366,106] 11,925,000 0 0
SCADA EMS & RTU Protocol Total 110,140 2,366,106 | 11,92 5,000 3,000,000 3,000,000
Network Systems Refurbishment & Replacement

- Asset Management Systems 2,393,072 1,442,937 1,770,000 3,700,000 5,500,000
- Real Time & Stations 923,228 1,039,411 3,804,000 3,870,000 2,190,000
Network Systems R&R Total 3,316,300 2,482,348 5,574,00 0 7,570,000 7,690,000
Total 7,389,819 9,466,654] 28,720,470] 56,655,000 34,090,000

The table shows a dramatic increase in capitalrekpge across all categories from
the FY04/05 onwards. This largely reflects the aetpof the work programme set out
in the ISSP which was based on an analysis ofuhemt state of Transpower IT, the
business drivers and the key priorities (for adiutliscussion seE2.4.4 Information
Systems Strategic Plaove). Also influential is the Telecommunicatiéhs
Networking Strategy Review completed in April 2005.

Since the commencement of Strata’s review of cbe@ipenditure on IT, some
adjustments have been made to Transpower’s OcRili¥r Business Plan figures for
FY 06/07, 07/08 and 08/09. Figures provided atctthamencement of the review
reflected capital expenditure of $128m over theg¢hyears compared with a total of
$119m now. We understand this 7% reduction primagflects a shift in respect of
some components of the Telecommunications Upgnraae &n intention to purchase
outright to entering into a lease.

14.2 Project cost estimates

We have compared how the actual costs of projectgpared with budget. Of the 60
projects completed since July 2006, the vast ntgjodst less than budget. In total,
the actual capital expenditure was $12.4m comparttda budget of $15.7m, 21.5%
under budget. Only seven projects ran over bualggthen only to the combined
extent of $51,000.

To compare Concept document cost estimates witinBss Case and actual costs, it
was necessary to select a sample of Concept dodsiinecause Transpower does not
collate data for Concept document cost estimatesample of seven of the larger
projects showed that the Concept document estiaratehe Actual Cost were very
closely aligned (within 4% of each other). Theibass case projects costs were 21%
higher than actual costs.

Comment

The 21.5% difference between Business Case coscndl costs very closely
reflects the standard 10% contingency and 10% neanagt reserve added to the
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base cost. These results indicate a good levad@iracy in the Business Case cost
estimates. This is not surprising given the regqaint that a firm price, usually
obtained through an open tender process, is rehforeany project in excess of
$200,000 before a Business Case could be passadgdooval.

The challenge processes, including the monthlyereaf project costs (whether
approved or not), also appears to be effectivefining the cost estimates in Concept
documents.

We would have expected that as part of the proces$ improving the accuracy of
cost-estimation and monitoring the performance oftie challenge process that
Transpower would collect and compare data on costa the Concept and
Business Case documents with actual costs.
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15.

Best Practice

In addition to our review of the policies proceduend practices Transpower has
applied, consideration was also given to what wawaldstitute best practice to ensure
I.T. capital expenditure was least-cost. Set eldw is our view of what would
constitute best practice and a comment on whetterspower conforms:

Policy settings which clearly set out the leasttotgective (and any
limitations or balancing factors) and which are cmstrained or
compromised by other objectives.

Transpower conforms.

A focus at Board and Executive level on achievimgleast-cost objective and
measuring and reporting on progress. It may bsiblesto set specific
savings targets in relation to repeat capital edjtare.

It appears that costs at the concept documentnbsgsicase and actual project
costs are not aggregated and assessed as a métteuse. We would have
expected to see this analysis to monitor the éffodss of the cost estimation,
challenge and contracting processes. We do natidenthe Capital Spend
KPI or the Balanced Scorecard measures to be @&féest achieving the least-
cost objective.

A consistent focus at all levels throughout Tranmggoon minimising capital
expenditure.

Transpower’s corporate policy document Rules favd@rement clearly
articulates the least-cost objective and sets ffecdve measures relating to
the procurement process to achieve it. A condi$tenis on the least-cost
objective and close observance of this policy wifirove the prospects of
achieving it. In our view, the focus on achieVi@ast-cost could still be
strengthened further.

Assignment of responsibility to a particular graauposition within
Transpower for ensuring an appropriate focus oh@msainment in the
capital expenditure process and for reporting gmeitely on it.

The Business Services Manager is tasked with rengeand signing off the
each business case for capital expenditure how8irata questions whether
this position would have sufficient time availatdebring adequate focus on to
least-cost capital expenditure

Procedures and processes which ensure:
- the need for expenditure is correctly identified;

- the most cost-effective solution is selected, idiclg whether to
replace or refurbish. Note this is not the samachgeving least-
cost expenditure because, even after selecting@nopriate
technical solution, it is essential the policiesgesses and
practices governing solution specification, cosingation,
tendering, contracting, project / contact managdraenoptimal;
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- the lowest possible cost is consistently and ctyreletermined,;

- the full range of relevant factors are consideredding asset
condition assessments, best practice, environmeortalitions,
future plans and scenarios); and

- timing of the works is optimised.

We consider that Transpower performs well in adhigthese but note that a
risks exists that IT will overspend to achieve ghhdegree of certainty
regarding the provision of IT services (particulaltey services).

» Appropriate controls, checks and balances througtheuentire capital
expenditure process to ensure cost-benefits apedyoassessed on the basis
of least-cost data and are taken account of irt asseagement decision
making.

The framework established as a result of the restning and realignment
process which occurred in 2004 and the subsequeps $0 improve
processes provide a good basis for Transpower lteae the least cost
capital expenditure. However, we consider a regmient that this issue is
explicitly addressed in the procurement processlavba beneficial.

» Arrigorous internal challenge process which caedai¥ely challenge on price.
Ideally (setting aside other considerations) thexpss should be ‘owned’ by a
structurally separate group within Transpower fitwat which is responsible
for maintaining and managing the Grid.

It appears that the internal challenge process euntly has a reasonable
degree of rigour. However, we feel that the retuncof forecast capital
expenditure for the 2006/07 year from $120m dow$B® m was likely to at
least be partly due to project delays, rather thila@ success of the challenge
process.

» Aregular independent external audit of a samplerofects

While IT Division does use external parties to aadpects of its projects we
are not aware of any such audits having a spefificis on assessing the
effectiveness in achieving least-cost capital edjtere.

* Procedures and processes which maximise compeititite tendering and
letting of contracts. These should take into aotou

- the highly specialised and skilled nature of mutthe work;
- the often limited pool of providers of such sergicand
- Transpower’s position as a major purchaser of sechices.

As discussed, our view is that arrangements suciliascing, outcome based
and open-book contracting should continue to bécegd and exploited, not
just to better achieve the desired service leveblso as a tool to best ensure
the least-cost objective is achieved.

» Effective processes to ensure continuous improvémehe accuracy of
forecasting and lessons learned in relation toesrgy least-cost capital
expenditure.
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The close-out report and newly instituted post-enpntation review
processes should go some way to ensuring thatileais captured and
performance assessed. The effectiveness of thid v our view, be
improved if there was a specific requirement toradd the least-cost capital
expenditure objective in each of these processes.

As discussed dt3.4 Review Process@&sanspower has implemented two
internationally recognised best practice standards

ITIL

Information Technology Infrastructure Library (IT)Iis a framework of best practices
to efficiently manage software, hardware, and hunesource services to ensure
continued and uninterrupted business.

COBIT

Control Objectives for Information and related Teslogy (COBIT) is an IT
governance framework and supporting toolset thaténded to enable managers to
bridge the gap between control requirements, teahissues and business risks.
COBIT intended to enable clear policy developmertt good practice for IT
governance.

16.

Potential efficiency and cost reduction

gains

Efficiencies and cost reduction gains can be exgokftbom:

A continued focus at Board and Executive leveltmnédffective
implementation of the least-cost objective, inchgdsetting specific targets in
relation to capital expenditure and measuring a@pdnting on progress.
These targets, measurements and reporting regimasl imclude targeted
capital expenditure savings, monitoring Concepudoent cost estimates vs
approved Business Case capital expenditure coststual costs), and
reporting on the impact of cost containment measure

Establishing additional controls, checks and baartbroughout the entire
capital expenditure management process. Thisrigpkarly important given
the level of focus on systems reliability and perfance levels. Proposers
and approvers of projects alike could be requisdisfy themselves the least-
cost capital expenditure objective has been met;

A regular independent external audit of a samplerojects could be
conducted with a specific focus on whether thetleast objective was
achieved;

Further exploration of the use of different contirag arrangements (outcomes
based, open-book and alliancing) with a focus mbt on ensuring the project
performance criteria are met, but also as a mela@ssuring the least-cost
capital expenditure objective is achieved,;
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17. Reasonableness of projects and project
costs

A number of factors need to be considered in i@fattb determining the
reasonableness of the proposed threshold figure¥f67, 07/08 and 08/09:

» the expenditure thresholds relate to actual costsnat to cost estimates
which include contingencies, i.e. the threshold amavill operate as an
amount which actual expenditure may reach, bueroged. Therefore, we
consider the budgeted and forecast capital expeedivels established by
Transpower are not appropriate for consideratioa seshold but should be
adjusted downwards because the data on which tedyased includes
contingency sums. The data from the 60 projeatspbeted since 1 July 2006
indicates that IT Division, on average, does netitscontingencies at all and,
in fact, comes in slightly under budget. We coesithat a 12.5% downward
adjustment to the budgeted expenditure, to adjughe contingency
component, would be appropriate when setting tlulesh This level of
adjustment reflects the fact that contingenciesrasdrves usually represent a
total loading of 20% on top of the base cost;

» if Transpower does take steps to improve its peréorce to reduce capital
expenditure these will take time to implement aadwe a benefit. There is
some prospect of impacting the 07/08 year butuléripact of the any
measures taken is unlikely to be felt until 08/&9¢

* in our view, it should be possible for Transpoweathieve a minimum
reduction of 2.5% within 18 months, i.e. by the coemcement of the
2008/2009 financial year. This is a subjective vieaged on the gains we
would expect to be achieved if Transpower wererplément best practice
measures not presently applied. Itis difficulptecisely quantify the
achievable reduction in capital expenditure lebelsause the focus of the
study has been on the appropriateness of polgiesgsses and practices
rather than on reviewing individual projects (whtehe would not permit).
However, in our view, some reduction is justifidd.an endeavour to under,
rather than over-adjust the proposed levels, we keken the approach of
estimating the minimum reduction possible.

On this basis, a downward adjustment of 15.0% (i.e12.5% adjustment for
contingency plus 2.5% adjustment for potential efftiency gains) from the
budgeted expenditure in each of the three years wlalbe appropriate in
establishing thresholds. This should be applied to inflation- adjusted figgiin the
second and third years. We note that an overathd@rd adjustment of 15% would
result in a threshold for each year equivalenh&fborecast base cost of projects plus
a contingency of 2%. This is calculated on thesti® proposed adjustment is
applied to the entire budgeted and forecast expaedincluding the contingency
sums.

Despite the greater effectiveness of the practioglsprocesses which impact on
achieving least-cost capital expenditure on IT,greposed downward adjustment is
higher than for refurbishment, replacement and ecdiment capital expenditure
primarily because the average level of contingenisédnigher. A greater downward
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adjustment to IT capital expenditure is theref@guired to reduce the contingency
component to a relatively low level.
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Section Ill: Summary and Conclusions

18. Conclusions for Asset Replacement,
Refurbishment and Enhancement

Whilst the least-cost objective is embodied inrageaof policy and procedural
documents, we consider that, in practice, Transpasveot strongly focused on
achieving this objective and its current capitgdenditure management processes
could be improved in that respect. We reachecethesclusions primarily on the
basis of our views that:

» the internal challenge process, with respect tieaoiy least-cost
replacement, refurbishment and enhancement capa@nditure, is relatively
weak;

» the project tendering process is not particuladiypetitive and creates a
situation which may encourage tenderers to ach iardgi-competitive manner;

» itis necessary for Transpower to take steps thsure the close observance of
the recently introduceRules for Procuremertorporate policy;

* Transpower’s focus on achieving the least-costatije is not strong;

» Transpower takes a cautious approach to capitareifure as a result of the
high importance attached to ensuring the secufisupply. This is entirely
appropriate given the importance of a reliabletelgty supply. However,
with such a strong bias towards security thereriskaof over-spending and
going beyond the requirements of the Grid Religbflitandards; and

» the accuracy of project cost data is in questiartigularly the correct
categorisation of capital expenditure and the amuof estimates.

We consider that Transpower’s performance in a@hieNs least-cost objective could
be improved through implementing a range of measanel changes in approach
including:

* instituting a more rigorous challenge process wetpect to project costs;

» setting cost reduction targets and better monigoperformance with regard to
managing replacement, refurbishment and enhancerapiial expenditure
and in achieving the least-cost objective;

» establishing an open-book process of negotiatingept costs under longer-
term alliancing agreements;

* improving the accuracy of the cost-estimation psscand
» raising the focus throughout Transpower on achgttie least-cost objective.

We therefore consider it would be appropriatesihg Transpower’s budgeted and
forecast capital expenditure as a basis to establiareshold on Information
Technology capital expenditure, for each of theehyears to be adjusted downwards.
In determining the extent of the adjustment appadgito each year, the following
factors should be taken into account:
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* in our view, it should be possible for Transpoweathieve a minimum
reduction through efficiency gains of 5% within d#®nths i.e. by the middle
of the 2008/2009 financial year. This is a suliyectiew based on the gains
we would expect to be achieved if Transpower welenplement best
practice measures not presently applied. It igcdit to quantify precisely the
achievable reduction in capital expenditure lebelsause the focus of the
study has been on the appropriateness of poligiesgsses and practices
rather than on reviewing individual projects (whtahe would not permit). In
our view, some reduction is clearly justified aimdan endeavour to under-
adjust rather than over-adjust, we have takenppeoach of estimating the
minimum reduction possible. We consider this a eorative adjustment and
expect that greater gains are possible if Transpowas to implement
measures focussed on achieving least-cost cagjtahéliture. It should be
noted that Transpower has provided comment thé& agsluction in tower
painting costs should be achievable through cotiigover a longer term

* Transpower has recently provided updated dateefdacement, refurbishment
and enhancement capital expenditure which refettscrease in the total
value of projects over three years by $20m. Thigether with a reallocation
between the years, has resulted in Year Threedsurg by more than 50%
from $61m to $92m. As a consequence of the sdaleeachanges in Year
Three (2008/09) Strata does not consider it ap@atepfor the data to be used
as a basis for establishing a threshold withowgtaild reconciliation and
investigation into the changes to identify the akte which the figures
require adjustment

* Transpower has advised that, while replacemenirbeshment and
enhancement projects are sometimes approved asisvidaich includes
contingencies, such contingencies are excluded bodgeted and forecast
capital expenditure. Consequently no adjustmantdatingencies is
required. If they had been included it would bprapriate to reduce
contingencies down to a minimal level because tiat&'s view, the threshold
should exclude contingencies so as to reflect theahexpected level of
expenditure.

On this basis, a downward adjustment of 5% in eacbf the three years would be
appropriate. This should be applied to inflation- adjusteglifies in the second and
third years.

In summary, we conclude that for asset replacemedntbishment and enhancement
capital expenditure, the budgeted and forecastalapipenditure figures overstate
appropriate threshold levels by 5%, and possiblyemand accordingly should be
adjusted downwards.
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19.

Conclusions for Information Technology

Expenditure

A number of factors combine to provide an environtrfiavourable to Transpower
achieving the objective of least- cost capital exjieire on IT:

a strong strategic and governance framework;

a focused and well integrated approach to initipéind evaluating projects
which arose out of the restructuring and realigninpeocesses commenced in
2003/04

disciplined, standardised project management psesgsvhich again arose
from the restructuring and realignment processes;

relatively strong internal challenge processes;

the requirement to obtain a firm price before aiBess Case can be submitted
for approval;

the newRules for Procuremenmtolicy which, in time, will improve the
management of capital expenditure, provided theypa closely observed

Whilst these factors are conducive to achievingtkeast capital expenditure, we
consider Transpower’s performance in achievintgast-cost objective could be
improved through implementing a range of measuneschanges in approach
including:

generally raising the focus throughout Transpoweachieving the least-cost
objective;

taking steps to ensure the close observance oédeamtly introduceules for
Procurementorporate policy;

introducing provisions into process and policy doeatation requiring that,
throughout the process of initiating, evaluating anplementing projects, the
achievement of least-cost capital expenditure oleds explicitly considered
and that the steps being taken (or intended tak®n) to achieve it are set
out;

requiring that supporting and approving signatoreedocumentation
approving capital expenditure satisfy themselves @l reasonable steps to
achieve least-cost capital expenditure have bdemia

setting capital expenditure cost reduction tar¢gtéeast for repeat
replacement, refurbishment and enhancement capip@nditure);

better monitoring and measurement of performaneeanaging capital
expenditure on IT (including the comparison of cestimates with actual
costs and developing better KPI/Balanced Scoretaasures);

investigating further the opportunities to utilisertain contracting practices
(open-book, outcomes-based and alliancing) to eelivot only the required
project outcomes, but also least-cost capital edipenre;
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We therefore consider it would be appropriatesifig Transpower’s budgeted and
forecast capital expenditure as a basis to estadltereshold on Information
Technology capital expenditure, for each of theehyears to be adjusted downwards.
In determining the extent of the adjustment appadgito each year, the following
factors should be taken into account:

» the expenditure thresholds relate to actual cogtsat to cost estimates
which include contingencies, i.e. the threshold amavill operate as an
amount which actual expenditure may reach, buero¢ed. Therefore, we
consider the budgeted and forecast capital expgedivels established by
Transpower are not appropriate for consideratioa @seshold but should be
adjusted downwards because the data on which tledyased includes
contingency sums. The data from the 60 projeatspbeted since 1 July 2006
indicates that IT Division, on average, does netitscontingencies at all and,
in fact, comes in slightly under budget. We coesithat a 12.5% downward
adjustment to the budgeted expenditure, to adpughe contingency
component, would be appropriate when setting tlulesh This level of
adjustment reflects the fact that contingenciesrasdrves usually represent a
total loading of 20% on top of the base cost;

« if Transpower does take steps to improve its paréorce to reduce capital
expenditure these will take time to implement aadw a benefit. There is
some prospect of impacting the 07/08 year butuliempact of the any
measures taken is unlikely to be felt until 08/&8l

* in our view, it should be possible for Transpoweathieve a minimum
reduction of 2.5% within 18 months, i.e. by the coemcement of the
2008/2009 financial year. This is a subjective vieaged on the gains we
would expect to be achieved if Transpower werertplement best practice
measures not presently applied. It is difficulptecisely quantify the
achievable reduction in capital expenditure lebelsause the focus of the
study has been on the appropriateness of poligiesgesses and practices
rather than on reviewing individual projects (whtahe would not permit).
However, in our view, some reduction is justifidd.an endeavour to under,
rather than over-adjust the proposed levels, we laken the approach of
estimating the minimum reduction possible.

On this basis, a downward adjustment of 15.0% (i.€1l2.5% adjustment for
contingency plus 2.5% adjustment for potential efftiency gains) from the

budgeted expenditure in each of the three years wtilibe appropriate in
establishing thresholds. This should be applied to inflation- adjusted figgiin the
second and third years. We note that an overathda@rd adjustment of 15% would
result in thresholds for each year equivalent &ftiiecast base cost of projects plus a
contingency of 2%. This is calculated on the bdssproposed adjustment is applied
to the entire budgeted and forecast expenditucjdimg the contingency sums.

Despite the greater effectiveness of the practoelsprocesses which impact on
achieving least-cost capital expenditure on IT,gleposed downward adjustment is
higher than for refurbishment, replacement and ecément capital expenditure
primarily because the average level of contingenisidiigher. A greater downward
adjustment to IT capital expenditure is theref@guired to reduce the contingency
component to a relatively low level.
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In summary, we conclude that the budgeted and dstezapital expenditure on
Information Technology overstate appropriate thodgsievels by 15%, and possibly
more, and accordingly should be adjusted downwards.
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