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27 February 2015

Hon Bill English
Minister of Finance
Executive Wing
Parliament Buildings
WELLINGTON

Hon Todd McClay
Minister for SOEs
Bowen House
Parliament Building
WELLINGTON

Dear Ministers

2015/2016 Strategic Issues Letter

Thank you for your Shareholder Expectations letter of 19 December 2014. Below, I have
outlined our new strategic framework and the key strategic issues that we are addressing
through our planning process this year. I have also provided an outline of the regulatory
settings that apply to Transpower for five years from 1 April 2015 and address the issues you
raised in your letter.

Strategic Framework

Over the last year Transpower has transitioned from delivering a large build programme to
being strongly focused on optimising our business operations. Our new CEO and her
leadership team are now well established and it has been timely to renew Transpower’s
purpose, strategic themes and values to reflect our future focus.

Our purpose is

We connect New Zealanders to their power system through safe
smart solutions for today and tomorrow

This purpose recognises that Transpower is central to the New Zealand electricity industry,
enabling connection of electricity to homes and businesses around New Zealand.
Transmission assets also last a long time – potential changes in electricity consumption,
generation economics and customer response technologies create uncertainty and we need
to be flexible in planning the future grid.  Technology and smart solutions, rather than new
costly major build projects, will play a critical role in the development of the future grid.

Transpower’s Strategic Framework is shown in Appendix A.
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Strategic Issues

Regulation

As a monopoly provider of transmission and system operator services, regulation has a very
significant impact on our business.

In 2014/15 we completed the process of establishing regulatory settings for the five year
regulatory control period (RCP2) from 1 April 2015.  Key outcomes of this process are:

 we have transformed our service measures so that they focus on the service outcomes
expected by our customers, and differentiate between high priority, important, standard,
N-security1 and generator sites.  This transformation aligns with a more sophisticated
criticality-based approach to asset management;

 we proposed capital expenditure levels that included a 7.5% efficiency target.  After a
robust challenge and evaluation process, the Commerce Commission approved 99% of
the capex sought. This is equivalent to a 8.4% efficiency target from year one;

 we proposed operating expenditure levels that included an efficiency target of reducing
grid opex by 8% (in real terms) by the end of the period. The Commission approved 98%
of the opex sought. This is equivalent to a 9.8% efficiency target by year five;

 RCP2 introduces new, more complex regulatory incentive settings and reporting
requirements. There is revenue at risk in relation to service performance, delivery of
certain asset replacements, and achievement of opex and capex efficiency targets; and

 various developments, including a pan-sector change to the methodology for setting
allowable returns (including a reduction in WACC used to determine allowable return)
and a reduction in benchmark funding costs.

Taken together, these developments mean that transmission revenue will be ca. $75 million
per annum lower than projected in our 2014/15 business plan. Transmission revenue will
reduce by 3.5% from 1 April 2015, and we expect it to be flat to falling in real terms over the
RCP2 period.

The transformation of service targets, tightening of expenditure allowances and evolution of
incentive settings will reinforce our drive to continuously improve our planning and operating
processes.

A strategic issue raised by these developments is the extent of our exposure to regulatory
decisions.  We have a strategic interest in high quality regulatory institutions and sound
regulatory management. We continue to maintain a constructive, professional relationship
with the Commerce Commission as this is an essential foundation for managing this issue
effectively.

A second strategic issue is our ability to enhance the efficiency of our business sufficiently to
meet (or outperform) the RCP2 allowances.  To achieve the required level of improvement
will require transformational change of our grid operating model.  Successful design and
execution of this change process is a key strategic issue.

System Operator funding

We are continuing engagement with the Electricity Authority regarding the System Operator
Service Provider Agreement (SOSPA) that funds system operator services.  In mid-August,
we signed a Relationship Charter with the Electricity Authority that now underpins our

1
N-security refers to sites that do not have full duplicate supply.
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engagement and ensures we have a mutual understanding of our respective objectives, roles
and responsibilities.

A key strategic issue emerging from this process is the need to form a more aligned view of
the long-run efficient cost level of a fit for purpose market system (the computer systems we
use to run the wholesale electricity market as part of operating the power system in real
time). The costs related to the market system make up the bulk of the capital component of
the SOSPA fee, which in turn makes up more than half of the Electricity Authority’s annual
appropriation. Our expectation is that while operating costs for the System Operator service
will remain constant, the capital investment required will rise materially in coming years due
to lifecycle maintenance and renewal investments (and enhancements) of the market
system.  A more aligned understanding of long-run cost levels will help unlock discussions on
the appropriate fee setting and capital governance arrangements for the SOSPA. In the
meantime, the current arrangements continue unchanged (allowing us to recover the cost of
lifecycle investments).

In line with our Relationship Charter, we are developing new ways of working to ensure we
effectively partner with the Electricity Authority to deliver gains to electricity consumers
through improved competitiveness, efficiency and reliability of the New Zealand electricity
market.

Long-term uncertainty

As part of the refresh of our overall strategic framework, we are updating the Transmission
Tomorrow report that we first published in 2011. To inform this we have undertaken an
environmental scan exercise that considers the trends that could disrupt or enhance our
business in the medium to long term.

This work is important for our transmission business because of the long life of our assets
(and hence the long period over which we recover the cost of our investments).  Changes in
consumer demand, transmission and distribution technologies, energy economics and
energy policy have the potential to fundamentally alter the nature of our business within the
lifetime of our current investments.  Our System Operator business has shorter-lived assets,
but arguably a higher exposure to changes that could alter the nature of the service we
provide.

The key strategic issue is managing this uncertainty while maintaining the standards
expected of our service in the near term, and ensuring that we are optimising lifecycle costs.

Customers and stakeholders

As a transmission business we have a relatively small number of direct customers
(distributors, generators and large consumers) but a very large number of end consumers
(most New Zealand households and businesses) and a large number of landowners hosting
our assets. This mix provides some unique challenges, including:

 the service received by end users is strongly influenced by the performance of the
distribution network businesses attached to our transmission grid, meaning we have a
strategic interest in the performance of the distribution network sector;

 the commercial terms, service levels and network assets that we can offer our customers
are constrained by the fact that we are a network business with 100% share of the
market.  We sometimes have to manage a tension between an individual customer’s
preferences and consideration of what is best for efficient operation of the network as a
whole;
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 our business is dependent on accessing assets located on other parties’ land.  We have
some legal access rights, but are highly dependent on maintaining the goodwill and
cooperation of landowners;

 we need appropriate controls to manage the effect of third party activities on our lines
and substations. The National Policy Statement on Electricity Transmission assists in
this regard, but is taking many years to get promulgated within regional and district
planning frameworks; and

 we continue to face challenges to underground our lines in urban areas – a matter which
is currently before Commerce Select Committee following a petition by various Auckland
interest groups. While undergrounding is possible and appropriate in certain
circumstances provided it doesn’t compromise the performance of the grid, it is
approximately 7-10 times more expensive per circuit km than overhead lines, and the
current regulatory framework does not support this level of expenditure.

For the plan period we expect to be managing these challenges in an environment of low
demand growth, network charges making a static or falling contribution to overall delivered
electricity costs, reform of resource management legislation, and strong pressure on us to
continuously enhance the efficiency of our operations. In addition, during the plan period:

 there is uncertainty regarding the Tiwai smelter, which is New Zealand’s largest single
electricity consumer.  If the smelter steps down production then grid enhancements
would be required to ensure some of the surplus generation in the Lower South Island
region can reach demand centres further north; and

 the Auckland Unitary Plan process is underway and will traverse planning and
undergrounding matters.

Safety and risk

An enduring strategic issue is the high level of intrinsic operational risk associated with
operating a complex electricity network expected to deliver 24/7 reliability. This includes the
high public and workplace safety risks associated with high voltage electricity and our
mixture of heavy industrial and remote work sites. In addition, the majority of our field work
and much detailed design work is carried out by service providers.

We are achieving safety and operational performance close to our targets, but need to
enhance our risk management approaches to significantly lift our performance.

Financial Issues

As noted in your letter of shareholder expectations, our key financial issue this year is
managing the impact of the Commerce Commission’s recent decisions on our revenue and
profit.  As the Transpower Board works to finalise the Business Plan for 2015/16 to 2019/20 it
is rigorously testing the available levers.  These include:

 the targets we set for operating and capital expenditure levels that can deliver financial
upside in the near term while maintaining service levels, managing risk and appropriately
optimising the total lifecycle cost of our assets and delivering on regulatory (RCP2)
operational outcomes;

 financial settings – principally management of legacy hedge positions, capital structure
settings and credit rating metrics; and

 business scope – including our asset transfer programme, and options to expand or
divest non-regulated business.

However, despite working these levers, there will be lower dividend payments during RCP2
relative to those forecast in the 2014/15 Business Plan and Statement of Corporate Intent as
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our ability to fully mitigate the impact of the Commission’s decisions is limited. We are
engaging with officials as we complete our planning process and will discuss our plan with
you in due course.

Future regulatory decisions

We expect two material regulatory decisions in the coming year:

 Allowance for the North Island Grid Upgrade (NIGU) project – the final cost of this project
of $894 million exceeded the $824 million originally approved by the Electricity
Commission.  The Commerce Commission now has jurisdiction for major projects and is
considering our application to increase the allowance to $876 million, which is our
assessment of the efficient cost level2.  If the Commerce Commission approves an
amount less than $876 million, then we will be required to reduce our RCP2 revenue to
ensure we do not recover the disallowed expenditure. This could have a significant
impact on RCP2 revenue. The Commerce Commission intends to reach a final decision
by August 2015 and may publish a draft decision before July 2015; and

 Allowance for the Wairakei Ring project – the final cost of this project was slightly below
the $141 million approved by the Electricity Commission in 2009.  Under the Commerce
Commission’s rules, approval amounts set by the Commerce Commission are adjusted
to account for any difference between forecast and actual CPI and foreign exchange
rates.  If this rule were applied to the Wairakei Ring project, then the allowance would
reduce by up to $20 million.  We have provided the Commerce Commission with legal
advice that the rule does not apply to projects approved by the Electricity Commission.
The Commerce Commission is still forming its view on this matter.  Depending on the
outcome, we may need to consider applying for a revised allowance or accepting a
revenue reduction to return disallowed expenditure.

We are also engaging with the Commerce Commission on aspects of the new regulatory
settings for RCP2 to ensure we have a common understanding of how they are intended to
operate.  The Commission is also in the planning stages for a scheduled review of its Input
Methodology rules.  This review is required to be completed by December 2017 and may
encompass core regulatory settings such as asset valuation and allowable return.

There will be no change to SOSPA provisions until such time as we reach agreement with
the Electricity Authority on new arrangements.  We had anticipated being able to reach such
agreement by the end of the 2014/15 year.  As described above, we now anticipate this
process will be extended by six to twelve months while we work towards a mutual
understanding of the long-run cost level of the market system.  We will continue to keep
Ministers and officials updated on this process.

These future regulatory decisions introduce future revenue uncertainty.

Strategic Review

I note your advice that the Board should expect a strategic review of Transpower in 2015/16.
We look forward to working with you on this so that we can both get the most value from the
process.

2
Transpower has absorbed $18m of project costs.

[Not relevant]

[Not relevant]
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Other Requirements

We do not anticipate any difficulties meeting the timeline or requirements set out in your
letter, including the expectation of an updated commercial valuation.

We would be happy to meet with you or your officials to explain any of our strategic issues in
more detail.

Yours sincerely

Mark Verbiest, Chairman

[Not relevant]



Appendix A – Transpower’s Strategic Framework

Transpower’s purpose is:

We connect New Zealanders to their power system through safe
smart solutions for today and tomorrow

Transpower has seven enduring strategic themes that guide the company to achieve its
purpose. Strategic initiatives are identified and implemented to deliver on these Strategic
Themes.

1. Deliver a safe, zero harm workplace

2. Deliver excellent customer service and stakeholder engagement on a commercial
platform

3. Run an effective electricity market

4. Plan an enduring grid that delivers smart solutions, cost effectively

5. Deliver a resilient, cost effective transmission service for our customers

6. Seek continuous business improvement

7. Invest in good people

Transpower’s values underpin all of our actions and initiatives. These are:

The power of us
We work with care

We’re here for New Zealand
We do clever simply


