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Dear Chris,
Transmission STPIS Issues Paper

SP AusNet welcomes the opportunity to make this submission in response to the AER’s
Issues Paper.

SP AusNet is the primary Victorian TNSP and its electricity transmission network
interconnects generators, distributors, high voltage customers within the state and with the
transmission systems of the neighbouring States of New South Wales, South Australia
and Tasmania. This network serves all of Victoria, covering an area of approximately
227,600 square kilometres and a population of over 5.6 million people.

SP AusNet is strongly supports the use of incentives as the most effective way to align a
TNSP’s interests with the public interest. SP AusNet has an additional two percent of
revenue at risk under its jurisdictional scheme and two percent of revenue at risk on the
MITC since 2011. Therefore SP AusNet has the largest amount of revenue at risk under
performance schemes of any TNSP in the NEM.

This submission outlines the key features of Victorian transmission arrangements that
should be considered in relation to any amendments to the existing scheme, as well as
details of the Victorian jurisdictional performance incentive scheme that SP AusNet is also
subject to.

If you have further questions regarding the information provided, please contact Katie
Yates, on 9695 6622.

Yours Sincerely,
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Alistair Parker
Director Regulation and Network Strategy
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A subsidiary of SP Australia Networks (Distribution) Pty Ltd
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1. Background

Victorian Transmission arrangements are different to those that apply in other states in the
National Electricity Market (NEM). Specifically, Victoria has a network structure in which
asset ownership is separated from planning and investment decision making. SP AusNet
owns Victoria’s primary network of transmission assets, but the Australian Energy Market
Operator (AEMO) plans and directs most network augmentation. The AEMO also buys
bulk transmission network services from SP AusNet for sale to customers.

SP AusNet is responsible for replacement of assets on its transmission network. The
AEMO, generators and distribution customers plan and direct network augmentation, with
new transmission facilities and services open to contestability.

In other Australian states, planning and responsibility for augmentation is not separated
from the incumbent transmission company (although independent planning oversight
occurs in South Australia)

The separation of transmission planning and operation in Victoria affects the strength of
performance incentives in Victoria, as the incentives only apply to SP AusNet as the
network operator, who has a more limited ‘toolkit’ for responding to incentives than TNSPs
in other states who may make planning as well as operational changes to improve network
performance and reliability in response to the STPIS.

As the system stands, it is not possible to apply incentives to drive Victorian planning
decisions to deliver the outcomes desired by customers. This highlights the major
disadvantage to the Victorian arrangements which potentially stifle innovation in response
to service standard incentive schemes.

Another important aspect of the Victorian arrangements that should be considered in
relation to this review of the STPIS is that SP AusNet’s transmission network is also
subject to the Availability Incentive Scheme (AIS) which is applied by AEMO. There is
considerable overlap between AIS and both the service and market components of the
STPIS in terms of the performance measures and operational behaviours that are
targeted.



2. Objectives of the scheme

Well designed incentives should link the incentives of the transmission businesses with
what customers want out of their electricity network, and drive the improvement (or
maintenance) of performance in those areas.

In the ACCC’s ‘Statement of Principles’ regarding the development of the service
standards scheme, they stated that':

The service standards should influence the revenue cap to ensure that

TNSPs:

o  Are rewarded when performance standards increase and penalised
when performance standards decline, thus providing incentives for
continued performance improvement

o Consider how their operations are valued by the national electricity
market (NEM).

The recent rule change proposal lodged by the AER identified a need for a greater role for
customers in the regulation of electricity and distribution networks. The STPIS is a key tool
for aligning the interests of TNSPs with the interests of their customers. This is an
important point to emphasise in reviewing the scheme — that the incentive scheme needs
to be grounded in an understanding of what customers value, and any amendments to the
scheme should reflect greater emphasis on those values.

In this context, it is important to recognise that where TNSPs have responded to the
incentives that are in place, and where they have received payments under the scheme,
that this is because they have delivered measurable improvements in areas of
performance and reliability that customers value. That is to say, that the STPIS has
successfully aligned the interests of TNSPs with their customers.

This idea that the incentive scheme should focus on those areas of performance of
greatest interest to customers is relevant to the questions raised in the issues paper
around what is the appropriate way to deal with incentives for parameters (measures of
performance) that are approaching a ‘natural limit'" or ‘efficiency frontier’. In particular, it
would seem reasonable to assume that in such instances where customers are
experiencing desired performance levels, they would not be overly concerned with
strengthening the incentive regime on these measures.

Incentive mechanisms such as the STPIS can also provide an effective tool for identifying
the efficient performance level for individual transmission networks. This can be hard to
establish in the absence of incentives due to the significant differences that are present
across transmission networks.

' ACCC, Decision: Statement of principles for the regulation of transmission revenues — Service standards guidelines, 12 Novermber
2003



3. Performance of the scheme

In the operation of any performance incentive scheme, success would be measured by
improved performance against the targets and (under a symmetric scheme such as
STPIS) would be associated with positive incentive payments. Conversely, if the incentive
scheme does not result in a change in performance, it could be a sign that the incentive is
a failure in some way, possibly because the scheme was targeting performance measures
that TNSPs did not have sufficient ability to control, or that the size of the incentive was
insufficient relative to the costs of improving performance. However, it may also be that the
historical performance was efficient.

The AER’s most 2008-09 report on the performance of TNSPs reported on their historical
performance under STPIS. The s-factor results reflect the share of revenue at risk that the
TNSP earned (or, in the case of a negative result, the size of penalty they were required to
pay) in each year.

Table 1: Performance results for Service Standards incentives?
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*Financial meentrves are capped at + 1.0 per cent of each THSP's MAR for that vear. For example, an
s-factor of 050 would result in 3 financial meenfive of 0.5 per cent of the THSP's MAR or half of the
potential maxanmm finsmeial incentive available under the serice standards performance meentive
schemea.

5P AnsMet's financial mmcenfive in ifs previous regulatory control period was capped at + 0.5 per
cent of its MAR. In 2008, 5P AusNet transifioned into a new regulatory pentod, and its finaneial
meentive 15 now capped at +1.0 per cent.

(a) 2008 performance for the six months fom January to June 2008,

(b} 2008 performance for the six months from July to December 2008

As the results indicate, TNSPs have on balance been outperforming their targets and
delivering performance improvements against the parameters set out in the scheme.

A common feature of incentive schemes is that they often extract the greatest shift in
performance in the initial years in which they apply, as the TNSPs collect the ‘low hanging
fruit’, and then settle down to a pattern of more incremental improvement. This is a
relevant consideration in light of the analysis of the response to the MITC and its
implications for the future of that component of the scheme.

2 AER, Transmission Network Service Providers — Electricity Performance Report for 2008-09, February 2011
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This pattern should be expected. Moving from an environment of zero incentive to one
with a positive incentive, while setting targets on historic performance, should be expected
to produce improvements in most cases. Sizeable performance shifts should not be taken
as an indication that the scheme incorrectly provides windfalls to businesses. Rather it is
often an efficient delivery of the benefits valued by customers. While early TNSP benefits
may appear large, customers usually get to reap the benefits for extended periods of
better performance, including long after targets have adjusted and incentive payments has
shrunk.

A relevant example of this was SP AusNet’s peak outage performance following the initial
introduction of the jurisdictional AIS scheme as reported in the TRR. SP AusNet was the
first Transmission Network Service Provider (TNSP) to implement an incentive scheme on
outage management in 1994 and was the first TNSP to be subject to the AER service
standards scheme in 2003. The company responded to these incentives with improved
outage management and planning, ensuring less disruption and risk to customers from
maintenance and construction activities.

Since their introduction, the AER scheme and the more targeted AEMO (previously
VENCorp) availability incentive scheme have driven desirable outcomes in operational
performance. For example, peak outage hours (during the summer demand peak) have
fallen dramatically since the introduction of both schemes in 2003 (refer Figure 1). This
illustrates the importance SP AusNet places on ensuring the transmission system capacity
is available during times that are most likely to be important to the National Electricity
Market, therefore, helping minimise market prices at these times and greatly improving the
security of supply to customers. Mirroring this, SP AusNet’s financial benefit under the AIS
has declined over time.

Figure 1: Peak Outages
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4, SP AusNet View

SP AusNet supports the submission of Grid Australia to this review. This submission is
intended to address the issues as they specifically concern SP AusNet’'s transmission
network and the Victorian transmission arrangements.

SP AusNet is strongly supportive of the presence of service performance incentives as
part of the regulatory framework for electricity transmission, and believes that well
designed incentives play an important role in aligning business interests with customer
interests.

Further, SP AusNet believes that on balance the current STPIS is working well, and has
been responsible for driving improvement in service standards across a range of
performance areas covered by the scheme that are valuable to customers.

Given this, it is reasonable to assume that any amendments made to the scheme will be
focused on making refinements rather than wholesale changes. The fact that the MITC is
still in its relatively early days further emphasises the need for this. SP AusNet notes that
the issues paper for the review is broad ranging and that the scope of changes canvassed
in the paper, if taken as a total package, are beyond what is warranted based on
performance of the scheme to date. In this light it is important that the AER makes a case
for any amendments — either that the current scheme is broken in some way or that there
is a strong case that fundamental as opposed to incremental amendment is necessary.

This is particularly relevant with regards to whether the STPIS should be expanded to
provide incentives targeted at capex decisions as this is currently being examined in the
Transmission Frameworks Review.

MITC

In relation to the weightings of components of STPIS, SP AusNet agrees that well-
designed incentives focused on the market impact of TNSP operational behaviour are, in
principle, the best basis for performance incentives. In practice, SP AusNet has limited
experience with the MITC, which was only introduced in 2011, and does not feel that it has
sufficient understanding of the details and realities of the scheme to be able to judge if the
AER has got all the elements of the scheme design right. In particular the scheme’s
volatility due to issues outside of TNSP control need to be assessed, as it may be that
performance improvements against the MITC to date are due in some part to exogenous
factors.

Flexibility

SP AusNet believes that it is essential to retain the current flexibility in the STPIS when
applying the scheme across TNSPs. Specifically, any amendments made to the scheme
through the process of this Review, need to acknowledge the unique planning relationship
with AEMO that is in place in Victoria, and the impact that has on SP AusNet’s ability to
respond to incentives.

On the issue of the operation of incentives at the ‘performance frontier,” which emerges as
a significant concern of the issues paper, SP AusNet believes that the use of historical
performance data to set performance targets provides an inherent self-correcting
mechanism, and that there is no need for major changes in this area. However, flexibility is
required in the application of incentives at the frontier, including being open to the
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probability that the best likelihood distribution for performance parameters of TNSPs
operating near the frontier may not be normal.

The key arguments for this approach to setting performance targets were identified when
the initial service standards guidelines were adopted:

[T]he ACCC has chosen to use the actual performance outcomes of each
Australian TNSP from the last three to five years as a guide to set achievable
performance targets. The advantages to this approach are as follows.

o - As with most forecasting, the best guide to future outcomes can be
derived from past performance. A TNSP’s most recent performance
would take into account all available historical information, making it a
reliable method of setting achievable targets.

o - Using actual performance data reduces complications arising from
comparing companies with different operating environments. A TNSP
with poor performance results may be operating very well given its local
(difficult) conditions and hence an industry benchmark would be
inappropriate. For example, it would not be appropriate to give two
TNSPs the same industry benchmark, when one suffers many outages
due to violent storms and the other does not.

o - Applying actual performance data provides a self-check mechanism.
Once the performance target is set for the regulatory period the TNSP
would report its performance annually. The ACCC would then reassess
the performance targets based on reported results. This removes the
incentive for the TNSP to exaggerate its performance in an attempt to
seek higher financial rewards.®

The following sections address some of the specific questions raised in the AER’s issues
paper.

Scheme objectives and evaluation criteria

SP AusNet supports the current objectives of the STPIS and the proposed evaluation
criteria for the review. Noting however, that when it comes to a consistent treatment of
TNSPs, a consistent impact of the STPIS will only be achieved with a flexible application
of incentives that is mindful of the important differences between the transmission
networks that make up the NEM. For example in Distribution, where a consistent VCR is
applied, it does not result in identical targets, thresholds and exclusions under their
incentive scheme.

Performance measures (parameters) and exclusions

Q.3 Should the transmission circuit availability parameter still be included as a measure of
network reliability?

SP AusNet agrees with Grid Australia’s response that availability is a meaningful measure
of service performance.

8 ACCC, Decision: Statement of principles for the reguilation of transmission revenues — Service standards guidelines, 12 November
2003



Q.4 Given the overlap between the circuit availability and the market impact component,
should the circuit availability parameter focus on unplanned outages (with or without
interruption to supply)?

Given the jurisdictional AIS scheme that SP AusNet is subject to, as well as the Market
Impact component of the STPIS, SP AusNet believes that the planned availability
parameters add little to the overall incentives that apply to its transmission network, and
their removal could simplify the scheme.

It notes also that the current availability parameters that focus on static definitions of ‘peak’
and ‘non peak’ can constrain TNSPs from taking actions to reduce constraints under
MITC. For example, in summer periods in Victoria where the ‘peak availability’ measure is
applied there will periods of cool weather and low energy demand, when taking outages
would not cause significant constraints as measured by the MITC.

This highlights the need for the STPIS to take account of the jurisdictional differences
between the TNSPs, for example through the weighting of parameters, because other
TNSPs who are not subject to the AIS may consider that the availability parameter
provides them with a meaningful and worthwhile incentive.

Q.5 Should the target for unplanned outages be zero rather than an average of past
performance?

From a technical perspective this is an unreasonable target as networks are not designed
to achieve this outcome nor is opex and capex allocated to achieve this outcome. This is
not to say that it would not be the operational goal for TNSPs, but a zero target would in
effect penalise TNSPs even if they had reached the efficient frontier for performance in
this area. This cannot be consistent with the National Electricity Objective or revenue and
pricing principles in the National Electricity Law.

Where the goal is to drive performance improvements, a zero target does not provide a
stronger incentive than a historical performance target with a symmetrical incentive.

Q.6 What measure should be used to measure unplanned outages — should it be number
of events or total duration (with individual events capped at say seven days)? Should the
measure be normalised based on the number of transmission elements, to make
comparison between TNSPs possible?

SP AusNet does not have a preference between measuring the number or the duration of
events. It is noted however, that for businesses such as SP AusNet that have an
infrequent number of events, expected total duration (with a cap for individual events) is a
better duration measure than average duration. This limits the situation where one large
event early in the period can blunt the incentive for the remainder of the period.

Q.7 Should the definitional thresholds for the loss of supply event frequency parameters
differ across TNSPs? If so why?

This is in essence a statistical question, for the AER to establish. While TNSP
performance and, therefore, targets will differ due to the inherent characteristics of their
networks, in theory, consistent thresholds could be applied if there were a statistically
significant sample for all TNSPs at the level the threshold is set.



From a practical measurement perspective harmonising the threshold is likely to result in
some TNSPs not having a statistically significant sample upon which to base targets.

If a common threshold was applied that was too high, it could lead to a performance target
of zero that is not meaningful for driving performance improvement (this could happen if
the expected frequency of such events was less the historical period used to set the
target).

Q.8 Is there merit in including these ‘near miss’ (or any other) additional parameters in the
STPIS?

SP AusNet supports the development of incentives where they can be shown to deliver
value to customers. If the AER wishes to develop an incentive around near miss
parameters, they need to establish the case that an improvement in performance in this
area is something that customers would value (e.g. because it is related to risk levels for
the network), and that it is consistent with the STPIS objectives.

The development of near-miss or leading edge parameters would need to be more fully
developed, before the merits of such parameters could be assessed.

Also, the scheme would need to be flexible enough to deal with the Victorian planning
arrangements. Specifically, it would not be appropriate to apply near miss parameters
related to failures to meet reliability standards or network transfer capability measures
given that it does not have planning control.

Q.9 to Q.17 Exclusions

The current approach to dealing with exclusions under the STPIS has been effective and
supports the Grid Australia response in relation to these matters.

If the AER wishes to develop an alternative approach, they must consistently apply the
preferred approach to the setting performance targets (ie. the historical data must be
filtered for the same exclusions before the targets are determined). For some of the
approaches being considered this may present problems with obtaining appropriate data.

Q.18 to 19 Process for proposing amendments to STPIS.

SP AusNet supports the Grid Australia response to these issues. The current scheme is
functioning well and there is no compelling reason advanced by the AER for removing the
ability of a TNSP to propose amendments.

Setting of targets and weighting of performance measures

In relation to the setting of targets and performance weightings SP AusNet supports Grid
Australia’s response to specific questions. Further, there are a couple of general points
that should be noted.

Firstly, performance under the existing scheme suggests that relatively small incentives
have been effective in driving changes to service standards. Where performance has not
responded strongly it is not necessarily the case that a higher parameter weighting is
desirable (from a consumer value perspective) or that it would illicit a response (as
performance improvement may not be achievable).



Secondly, the issue of the weighting of parameters is in large part a question of customer
consultation regarding what aspects of service are most important. Further to this,
however, the AER needs to ensure that TNSPs are not exposed to excessive or
asymmetrical risk.

Thirdly, the AER may need to undertake further statistical analysis to establish what the
appropriate period is for determining performance targets based on historical data. While
in electricity distribution, a five year data set provides a relatively stable historical average,
the inherent reliability of Transmission networks may make it more difficult to set reliable
performance targets due to the small number of events that occur.

Setting of the financial incentive

Q.27 Should the AER increase the revenue at risk for TNSPs under the service
component of the STPIS?

It is not clear that it is necessary to increase the revenue at risk based on the evidence
that the current incentive level has been driving performance improvement.

Q.28 Should the financial incentive incorporate the economic cost of outages for
parameters and sub-parameters which measure loss of supply?

The loss of supply parameter is too volatile to allow TNSPs to be exposed to the full value
of the economic cost. As a first step, the success or otherwise of the MITC as an
appropriate scheme for delivering incentives that are aligned with the value to customers
needs to be assessed.

Q.31 Should the parameters which have reached the ‘performance frontier’ be subject to
an asymmetric penalty-only scheme?

This is not necessary where targets are based on historical performance as there is a self-
check built in. Further, the performance frontier is likely to be network specific and by
removing the incentive for any further improvements, a penalty only scheme would risk
locking in a level of performance that is actually below the true performance frontier if the
frontier moves.

Q.34 Should the financial incentive of the market impact component of the STPIS be
symmetrical?

SP AusNet supports Grid Australia’s response to this question.

As explained above, the AER has highlighted the strong response of TNSPs to the MITC
based on the data from those that have had the scheme in place for the longest. It should
not come as a surprise that this is the case, given the advocacy for the introduction of
such a scheme was rooted in the belief that there were large benefits to be achieved.

It is noted that this performance improvement against MITC has delivered substantial
benefits to customers. Further, it can be expected that having ‘picked the low hanging fruit’
further improvements are likely to be incremental, yet customers are likely to retain much
of the benefits of improved performance. However, it is also to be expected that high
volatility will be an inherent feature of the MITC, as market constraints are affected by
numerous factors that are not the intended target of the incentive (e.g. the investment
cycle, value of energy).

10



