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Table 2.7: Ten year forecast scenario: summary profit statement 2008-09 to 2016-17
(Excluding new growth assets and desalination, $m nominal)

2008-09 2010-11 2012-13 2014-15 2016-17

Regulatory revenue 1,548 1,658 1,777 1,903 2,039
Other revenue 194 201 181 184 187
Total revenue 1,743 1,859 1,958 2,087 2,226
Less: operating expenditure 1,018 1,043 1,086 1,145 1,211
Earnings before interest, tax 725 816 872 942 1,015
and depreciation
Depreciation, impairment and 236 297 350 404 453
losses on sale
Borrowing expenses 224 280 299 319 340
Earnings before tax 266 239 223 219 222
Income tax expense 83 72 67 66 67
Net profit after tax 183 167 156 154 156

Source: Sydney Water.

The dominant feature of the financial results in this situation is the rapidly escalating interest costs.
These rise from $224 million in 2008-09 to $340 million in 2016-17, driven by increased borrowings
to fund capital investment to replace aging assets at the current replacement cost. Depreciation and
asset impairment also rises significantly due to the required write down of the replacement asset
values under Australian Accounting Standards to reflect their future earning capacity at uneconomic
prices. It is this potential issue that the Auditor-General was highlighting in his comments on the
2005-06 Financial Statements.

The impact of these scenario results on Sydney Water’s balance sheet is shown in table 2.8 below.
Several indicators of financial sustainability in this scenario are set out in table 2.9.
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Table 2.8: Ten year forecast scenario: summary balance sheet as at 30 June 2009 to 2017
(Excluding new growth assets and desalination, $m nominal)

2008-09 2010-11 2012-13 2014-15 2016-17
Total assets 13,066 14,302 15,414 16,661 18,037
Total borrowings 3,926 4,736 5,351 6,086 6,756
Other liabilities 1,754 2,480 2,583 2,608 2,766
Net assets 7,386 7,086 7,480 7,967 8,515
Represented by:
Asset revaluation reserve 2,393 2,057 2,329 2,707 3,144
Contributed equity 3,108 3,108 3,108 3,108 3,108
Retained earnings 1,885 1,921 2,043 2,152 2,263
Total shareholders' funds 7,386 7,086 7,480 7,967 8,515

Source: Sydney Water.

Table 2.9: Ten year forecast scenario: financial sustainability indicators (Excluding new
growth assets and desalination, $m nominal)

2008-09 2010-11 2012-13 2014-15 2016-17

EBIT interest cover 2.1 1.8 1.6 1.5 1.5
Debt to equity ratio 53% 67% 72% 76% 79%
Shareholder's funds to total assets 57% 50% 49% 48% 47%
Return on Shareholders Funds 2.5% 2.4% 2.1% 1.9% 1.8%
Return on assets 3.4% 3.3% 3.3% 3.4% 3.5%

Source: Sydney Water.

Based on these data, it is clear that Sydney water is not financially sustainable over the long-term if
the current pricing regime continues. IPART is not likely to allow this to occur but if no action is
taken to increase prices, the key financial variables deteriorate in the next 10-year period. Debt
servicing capacity is reduced, with earnings before interest and tax being only 1.5 times the interest
cost. This is a very risky position and is unsustainable. It is also clear in the above table that the return
on shareholders funds has fallen from 2.5 per cent in 2008-09 to 1.8 per cent in 2016-17 and the debt
to total equity ratio has increased to almost 80 per cent.
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2.5 Summary

Between 2003-04 and 2006-07, Sydney Water has met IPART’s efficiency targets and has prudently
invested $2.1 billion in new capital assets. During the same period, the average book value of Sydney
Water’s net assets (or total shareholders’ funds) has declined by around $1.2 billion: from $8.4 billion
to $7.2 billion. During the same period, actual revenue from regulated services has been less than the
IPART determined requirement by around $380 million. Annual depreciation charges have been
greater than forecast, but were still substantially less than the value of new capital investment
excluding growth investment.

This means that even without the significant increase in capital investment outlined in chapters 4 and 5
of this submission, Sydney Water is not financially viable under current pricing arrangements.
Insufficient revenue is being earned to both finance operations and fund the capital expenditure
required to replace aging assets at current costs. As a result, debt steadily and continuously rises, the
interest cover ratio steadily declines and the return on shareholder funds falls. The return on assets is
not near commercial levels.

Because of the strength of Sydney Water’s business, this deteriorating position can be managed in a
‘steady state’ environment for about five years but it is not financially sustainable in the long-term. It
is clearly not possible when a major new capital investment program is about to be implemented. The
price increases proposed later in this submission are not just to cover an increased capital program.
They are also required to address the underlying financial sustainability issue.
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3 OPERATING EXPENDITURE

3.1 Introduction

Sydney Water’s operating expenditure is expected to be $997 million (nominal) in 2007-08. Figure 3.1
illustrates the major components of that operating expenditure. As shown, a significant proportion of
Sydney Water’s operating costs arise from the payments it makes to purchase bulk raw water from the
Sydney Catchment Authority (SCA) and for the treatment of bulk water at the four privately owned
and operated water filtration plants (the ‘BOO plants’). Bulk raw water charges from the SCA are
determined by IPART; Sydney Water is a price taker. The cost of treated water from the BOO plants is
subject to long-term contracts so that it varies only with volume.

Labour and contractors make up a significant proportion of Sydney Water’s operating costs. Other
major components include materials, plant and equipment, property costs and electricity. Sydney
Water has varying degrees of ability to influence these factors. For example, Sydney Water can
generate some renewable energy to limit its need to purchase electricity. It has limited, but some,
ability to reduce the total volume of electricity it uses. That stated, Sydney Water is subject to market
prices for energy, which have increased substantially in recent years.

Figure 3.1: Major components of Sydney Water’s budgeted operating expenditure for 2007-08
($m nominal)
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O Bulk Water Purchase

O Water Filtration Plant - BOO
W Materials, Plant & Equipment
@ Property

W Administration

O Electricity

W Transport

m Data Management

1 Other

Total: $997 million

Source: Sydney Water.
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3.2 Operating expenditure targets for the present price determination

Sydney Water is performing well against its operating expenditure targets set by IPART for the current
determination period. Table 3.1 compares IPART’s determination of an efficient level of operating
expenditure for 2005-06 to 2007-08 with actual and budgeted expenditure by Sydney Water. Table 3.1
also outlines the variance between IPART’s determination and actual or budgeted operating
expenditure.

Table 3.1: Operating expenditure for the current determination ($m nominal)

2005-06 2006-07 2007-08 Total
IPART Determination? 907 932 963 2,801
Sydney W ater performance®® 878 970 997 2,844
Variance -29 38 34 43
Variance per cent -3.2% 4.1% 3.5% 1.5%

2 [PART 2005 Price Determination, page 36.
v 2005-06 and 2006-07 are actuals and 2007-08 are budget forecasts.
¢ Sydney Water's actual operating expenditure result includes a normalised superannuation amount.

Source: Sydney Water.

As shown in table 3.1, Sydney Water’s actual and budgeted operating expenditure for 2005-06 to
2007-08 is expected to be $43 million, or 1.5 per cent, higher than the level determined by IPART for
the same three years. This is because Sydney Water has incurred significant costs for Metropolitan
Water Plan initiatives that were not included in the determination cost base.

Between 2005-06 and 2007-08, Sydney Water incurred $117.9 million to apply initiatives that reflect
Government decisions made after the determination was completed. As a result of the 2006
Metropolitan Water Plan, Sydney Water was required to:

e apply expanded demand management measures

¢ make increased contributions to the Water Savings Fund
e employ water restrictions patrol officers

e advertise the water restrictions.

Because these programs were not included in the last IPART determination, Sydney Water has not
been recovering their costs. The Government has signalled its intention that the next determination
should consider the cost of the expanded demand management measures and Water Savings Fund.'
The last determination also assumed that water restrictions would not be required. This has not been

! Letter from the Premier to IPART, requesting it make a new price determination for Sydney Water, 13 June 2007.
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the case and Sydney Water has incurred $20.3 million to conduct water restrictions patrols and to

. L 2
advertise the restrictions.

After allowing for the impact of these unfunded increases in costs, Sydney Water’s underlying
operating costs are lower than those set in the [IPART 2005 Determination. The main areas in which
Sydney Water’s operating expenditure for 2005-06 to 2007-08 will be lower than anticipated in the
last determination are:

e Expenditure on general insurances for the three years will be $35.1 million lower than expected
(discussed further in section 3.3 below).

e Expenditure on operating projects (eg major periodic maintenance, major inspections and non-
capitalised renewals, and repairs outside of annual maintenance plans) and operating costs arising
from capital expenditure® will together be $48.6 million lower than the determined level.

® An adjustment in fees will reduce the cost of Sydney Water’s environmental protection licences by
$8.1 million.

e Increased capitalisation of operating costs will reduce expenditure by $14.9 million.

Savings that total $138.6 million are partially offset by unanticipated increases in operating
expenditure, totalling $79.1 million, arising from:

e Higher than expected legal fees mainly due to the litigation against PriceWaterhouseCoopers
(regarding a previous customer information and billing system project) that was not anticipated at
the time of the last determination.

e Increased electricity usage costs ($6.5 million) due to the rising cost of electricity in recent years
(up 75 per cent in 2007).

e Increased employee provisions and redundancies ($57.5 million) mainly because of an increased
provision for redundancies that occurred because the proportion of staff taking a redundancy
payment was higher than expected.

Demand management and leak reduction

Sydney Water is responsible for a range of demand management measures and a leak reduction
program under the Metropolitan Water Plan. This program is required to save around 98 GL (billion
litres) of water a year by 2015. Some elements of the program were outlined in chapter 1, and further
detail is provided in appendix C. Table 3.2 shows water saved by the program to date.

% This is part of the $117.9 million incurred to implement Government decisions made after the last determination was
completed.

8 Although Sydney Water met its capital expenditure targets for the determination period, the estimated operating costs
arising from capital expenditure were not fully realised. This was due to a number of factors, including: the difficulty
accurately estimating operating costs arising from new assets; changes in the make-up of the capital program (eg moving
from mechanical/electrical assets to more static asset types); and efficiencies achieved (eg operating procurement efficiencies
delivering lower maintenance costs).
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Table 3.2: Water savings (GL/year)

2005-06 2006-07 2007-08
Residential (incl regulatory) 9 14 20
Business/government 8 12 15
Leak reduction 19 22 26

Source: Sydney Water.

Sydney Water’s operating expenditure on demand management and leakage reduction, for 2005-06 to
2007-08, is shown in table 3.3.

Table 3.3: Demand management and leakage reduction expenditure ($m nominal)

2005-06 2006-07 2007-08 Total
Residential (incl regulatory) 18 28 33 79
Business/government? 18 33 11 62
Leak reduction 10 14 20 45

2 Includes Water Savings Fund Contributions.

Source: Sydney Water.

Table 3.3 includes costs that Sydney Water incurred to apply demand management measures that were
identified in the 2006 Metropolitan Water Plan, but which were not included in the 2005
determination cost base. These measures included:

e providing WaterFixes to 50,000 further Department of Housing homes
® aone-year washing machine rebate program

e audits to assist government agencies improve water efficiency

e aleak detection and repair trial for government schools.

Table 3.3 also includes costs incurred by Sydney Water as a result of a further expansion of the
demand management program by the Government in 2006-07. These costs were incurred for:

e an extension of the washing machine rebate from March 2007 to June 2008
e two increases in the rainwater tank rebate for internal connections.

Together, the demand management programs included in table 3.3 that were not part of the 2005
determination cost base are expected to cost $57.5 million between 2005-06 and 2007-08.
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3.3 Efficiency improvements

Sydney Water has established a range of business efficiency or productivity programs over the
determination period. At the last determination, Sydney Water anticipated that its efficiency programs
would deliver savings totalling $83 million from 2005-06 to 2007-08. It is now expected that Sydney
Water will exceed this target, with its actual and forecast efficiency savings for the determination
period now expected to total $89 million for the same period, as illustrated in table 3.4.

Table 3.4: Operating efficiency savings for 2005-06 to 2007-08 ($m nominal)®

2005-06 2006-07 2007-08 Total
Proposed efficiency savings 19 28 36 83
Actual/budgeted efficiency savings® 19 30 40 89

2 Savings are measured against a baseline y ear of 2004-05.
b 2007-08 are forecasts.

Source: Sydney Water.

The efficiency-enhancing programs delivered by Sydney Water over the current determination period
include workplace reforms to use staff more effectively. They also include IT improvements to
automate tasks, streamline data collection and reporting and consolidate IT infrastructure. Some other
specific examples of efficiencies include:

e Sydney Water has closed the majority of its customer service centres. Few Sydney Water
customers use customer centres to pay their bills. Instead, bills are generally paid over the phone
or Internet, or in person through post offices and newsagents. To reflect this situation, Sydney
Water has also made changes to its bill payment channels and its contract with Australia Post.
Sydney Water’s developer centres have also been consolidated. These changes together have
saved, or are forecast to save, $4.2 million a year above IPART’s estimates over the current
determination period.

e The insurance costs paid by Sydney Water fell by around $10 million in 2006-07 compared with
2004-05. A large proportion of the savings have come from policies covered by the Treasury
Managed Fund. Improved marketing of risks and the provision of more detailed information to
insurers reduced general insurance premiums by $5.5 million in 2006-07 compared to 2004-05. A
further $1.5 million a year in fees, commissions and government charges was saved by appointing
a new insurance broker. The savings were made despite a 60 per cent increase in the insurable
value of assets, a significant reduction in excesses payable and an increase in capital expenditure.

Sydney Water’s efficiency savings have been achieved despite the need to service an increasing
number of customers and to put in place Government programs and policies, especially under the
Metropolitan Water Plan. The efficiency savings have also been made at a time when productivity
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was low across the utility sector. Over the past seven years, real output per worker in the utilities

sector declined by an average of 2.6 per cent a yea.r.4

Sydney Water has not sought to benchmark its operating costs against similar functions provided by
other water agencies for the purpose of this submission. However, the National Performance Report
for 2005-06 found Sydney Water’s combined water and sewer operating cost per property was about

the same as or below the average for major utilities (figure 3.2).5

Figure 3.2: Combined water and sewerage operating cost per property for various major water
utilities ($ per property)6
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Source: Sydney Water.

4 BIS Shrapnel, Outlook for Wages to 2012/13: Electricity, Gas and Water Sector Australia and Victoria, March 2007.

5 National Performance Report 2005-06: Major Water Utilities, Water Services Association of Australia, National Water
Commission and NWI Parties.

6 Where SWC is Sydney Water, HWC is Hunter Water Corporation, CWW is City West Water, SEW is South East Water,
YVW is Yarra Valley Water, BW is Brisbane Water, GCW is Gold Coast Water, SAW is South Australia Water and WC is
Water Corporation.
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3.4 Expected operating expenditure 2008-09 and 2011-12

Sydney Water’s regulated operating expenditure requirements over the next determination period,
including water purchases from SCA and the BOO plants, are outlined in table 3.5.

Table 3.5: Operating expenditure for the next determination ($m constant $2008-09)

2008-09 2009-10 2010-11 2011-12 Total
W ater 473 494 492 493 1,951
Wastewater 316 309 303 302 1,231
Stormwater 9 9 9 9 35
Corporate 211 211 208 198 829
Subtotal 1,009 1,023 1,012 1,002 4,046
Desalination Project
Sydney Desalination Pty Ltd 0 28 55 55 138
Sydney Water Alliance 0 0 0 0 0
Recycled W ater 0 3 8 11 22
Total 1,009 1,055 1,075 1,068 4,206

Source: Sydney Water.

As shown above, Sydney Water’s total operating expenditure, in real terms, will remain fairly steady
over the next determination period. This is because increases in operating costs will be offset by the
cost-reducing impact of a number of efficiency-enhancing measures (discussed in section 3.5).

There are increases in operating costs as a result of new projects under the Metropolitan Water Plan,
such as the Sydney Desalination Project (discussed in chapter 5), the Western Sydney Recycled Water
Plant and the Camellia Recycled Water Project. Chapter 4 discusses the recycling projects for which
Sydney Water intends to recover costs through pricing revenue. These projects are associated with real
operating costs of around $22 million ($ 2008-09) over the determination period. The operating costs
for these recycling projects and the desalination project have been forecast based on competitive
tender prices. Sydney Water will absorb additional operating costs arising from other capital projects,
given the difficulty in developing reliable forecasts of these costs.

Other increases in operating costs are due to continuing expenditure on demand management
initiatives and the leak reduction program, and to contribute to the Climate Change Fund. Property
costs have also increased due to higher land tax and increased property maintenance and rent
requirements for the new head office at Parramatta. (Note that these rental costs are offset by sales of
surplus land.)

Without new projects, Sydney Water’s operating expenditure would fall. This is demonstrated by
figure 3.3, which compares Sydney Water’s core operating expenditure with core operating
expenditure excluding Government programs. Core operating expenditure is Sydney Water’s total
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operating expenditure excluding bulk water and private water filtration costs. Government programs
include demand management, Sydney Water’s contribution to the Climate Change Fund and the cost

to operate new assets.

Figure 3.3: Core operating expenditure with and without new projects ($m constant $2008-09)
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Source: Sydney Water.

While total operating costs will remain steady, the operating cost per property is expected to fall in
real terms by 2.5 per cent per annum over the determination period. Table 3.6 presents the change in
the underlying operating cost per property from 2007-08 to 2011-12.

Table 3.6: Operating cost per property ($ constant $2008-09)

2007-08 2008-09 2009-10 2010-11 2011-12

Underlying operating cost $396 $388 $375 $364 $355
per property

Source: Sydney Water.

Demand management and leak reduction

Over the next determination period, Sydney Water will continue to incur costs to carry out the
Government’s water conservation initiatives. These are required to meet Sydney Water’s Operating
Licence target to reduce water consumption to 329 litres per capita per day by June 2011.
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Table 3.7 outlines the expected water savings from demand management and leak reduction over the

determination period.

Table 3.7: Anticipated water savings (GL/year)

2008-09 2009-10 2010-11 2011-12
Residential (incl regulatory) 27 53 60 65
Business/government 21 26 29 31
Leak reduction 30 32 33 33

Source: Sydney Water.

The anticipated water savings in table 3.7 include savings from the continued application of existing
demand management programs that target the residential and business sectors. They also include
savings from existing leak reduction programs, including active leak detection and pressure
management programs. The figures in table 3.7 also include anticipated savings from piloting,
developing and applying new programs to meet the water conservation target and the requirements of
the Metropolitan Water Plan. Anticipated expenditure on these programs is outlined in table 3.8.

Table 3.8: Anticipated expenditure on demand management and leak reduction
($m constant $2008-09)*

2008-09 2009-10 2010-11 2011-12 Total
Residential (incl regulatory) 18 19 18 15 69
Business/government? 22 22 21 18 83
Leak reduction 22 25 27 13 87

2 Includes Climate Change Fund contributions.

Source: Sydney Water.

As outlined in table 3.8, Sydney Water will incur $152 million (ie $69 million on residential initiatives
and $83 million on business/government initiatives) over the course of the next determination to put in
place demand management initiatives. It will also incur $87 million on its own leak reduction
program. The expenditure outlined in table 3.8 includes a $15 million per annum contribution to the
Climate Change Fund for each year of the next determination.
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3.5 Proposed efficiency gains for the next determination

During the last determination, IPART’s efficiency reviewers examined Sydney Water’s performance
in terms of catch-up efficiency gains and continuing efficiency gains. Sydney Water’s reform effort to
date has delivered significant catch-up efficiencies. Catch-up efficiencies are the savings necessary to
equal the most efficient operator in the industry. They are achieved through improvements to
processes and management structures. Because of Sydney Water’s reform efforts so far, opportunities
for further catch-up efficiencies are now more limited. The utilities sector in general is expected to
experience low productivity growth (0.8 per cent a year) for the next six years. This is in part due to
the absence of further ‘easy’ efficiency measures.’ Current low levels of unemployment and demand
for skilled labour are also expected to lead to upward pressure on wages.”

Nevertheless, Sydney Water expects improved productivity through existing programs to deliver
catch-up efficiencies over the next determination period. Sydney Water will also implement new
programs to deliver continuing efficiencies through changes in technology and general business
improvements. In 2008-09, Sydney Water expects these programs will lead to a real saving of

$4 million, in addition to the savings it made in 2007-08. By 2011-12, the efficiency programs will
save $40 million more than in 2007-08. The expected efficiency savings, compared to 2007-08
savings, are set out in table 3.9.

Table 3.9: Operating efficiency savings 2008-09 to 2011-12 ($m constant $2008-09)*

2008-09 2009-10 2010-11 2011-12 Total

Proposed efficiency savings 4 23 35 40 102

2 Savings are measured against a baseline year of 2007-08.

Source: Sydney Water.

The existing catch-up efficiency programs that will continue include:

e workplace reforms, including capability and safety

¢ closure of customer counter services no longer widely used

e [T improvements to automate tasks and enhance data quality and reporting.

Continuing efficiencies will be made through the following general business improvements and
technological changes.

e A field resource management project, which will install computers in maintenance vehicles. This
will allow for real-time transfer of work information and intelligent dispatch of field staff. This is
expected to improve maintenance services and reduce the cost of individual tasks (saving
$4.8 million a year over several years, offset by $1.5 million per year in additional IT support

7 BIS Shrapnel, Outlook for Wages to 2012/13: Electricity, Gas and Water Sector Australia and Victoria, March 2007.
8., .
ibid

Chapter 3 - Operating Expenditure 24



Sydney Water Submission to IPART for the 2007 Price Determination

costs). It will also improve customer satisfaction by providing real-time customer information on

the progress of work. In addition, it will provide a wireless computing and scheduling solution that
other divisions can use.

¢ A water modelling system that will include computer models for Sydney Water’s 140 water
supply systems, and will save at least $2.3 million a year in planning costs.

e Customer contact improvements, including a new customer management system, will save
$2.4 million a year.

e The North Head STP biosolids project, which involves improved biosolids processing. This
project will reduce the volume of biosolids transported and decrease the unit cost of transport. It
will also enable the existing biosolids handling contract with Thiess to be terminated, saving
$4.1 million a year from 2007-08.

e Negotiated reductions in chemical costs will save a total of $1.5 million a year.

e A renewable energy generation program, which includes bio-gas fired generation at numerous
sewage treatment plants (STPs) and hydro-electricity generation at Prospect Water Filtration Plant,
North Head STP and other locations (table 3.10). The energy generated will mostly be used at
Sydney Water sites, which will reduce the need to buy electricity. The total saving is estimated to
be about $5.4 million a year from 2008-09. Sydney Water already has generating plants at
Malabar STP (3 MW) and Cronulla STP (470 kW).

¢ Removal of water restrictions (assumed), which will lead to a reduction in compliance monitoring
and enforcement costs.

¢ Reduction in the cost of billing and payment by applying a late payment fee and a credit card
processing fee.

Table 3.10: Sydney Water’s renewable energy generation scheme

Bio-gas Generation Hydro Power % of Generation

Plants Generation (Approx)
Existing Projects Malabar STP 4%
Cronulla STP (16,000 MWh)
Under Construction North Head STP 2%
(8,000 MWh)
Recently Approved Projects Bondi STP North Head STP* 14%
Glenfield STP Prospect (53,000 MWh)
Liverpool STP Sugarloaf
Warriewood STP* W oronora

Wollongong STP

Total

Generation from 2009

20%
(almost 80,000 MWh)

Source: Sydney Water.
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4 CAPITAL EXPENDITURE

4.1 Performance between 2005-06 and 2007-08

Sydney Water is on track to deliver its capital investment program in line with IPART’s 2005
Determination. This reflects Sydney Water’s ability to deliver a significantly larger program of capital
works relative to previous years. At the same time, Sydney Water has made efficiency savings through
improved asset planning and expenditure evaluation processes, as well as benefiting from efficient
procurement practices.

Figure 4.1 below shows actual expenditure for the years to 30 June 2006 and 30 June 2007 and
forecast to 30 June 2008 against IPART approved expenditure. For comparison, the investment
program shown for the year to 30 June 2008 excludes desalination expenditure that was not in the
previous determination.

Figure 4.1: Sydney Water capital expenditure (excluding desalination in 2007-08) against
IPART targets 2005-06 to 2007-08 ($m nominal)
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Source: Sydney Water.

2005-06 capital expenditure

Capital expenditure in 2005-06 of $520 million was about 12 per cent below the IPART approved
expenditure of $592 million. The variance against the determination was in part due to the deferral of
$34 million for investigations into desalination, with a government decision in 2006 to proceed only
with a blueprint design. The lower expenditure in 2005-06 also reflects capital savings of $17 million
for a number of major projects. For example, the Bondi sewage treatment plant (STP) reliability
improvement and modernisation program was delivered $3 million under budget.
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The following projects were completed or substantially completed in 2005-06:

¢ The consolidation and upgrade of STPs at Wollongong, Belambi and Port Kembla, including a 20
ML/d recycled water plant at Wollongong for Bluescope Steel and 1 km ocean outfall (Illawarra
Wastewater Strategy). The project catered for growth in the region and improved beach quality in
the Illawarra as required by the Department of Environment and Climate Change (DECC) as part
of the pollution reduction program in Sydney Water’s wastewater licence. It also contributed to
recycled water targets in the 2006 Metropolitan Water Plan.

e An upgrade of Liverpool STP (stage 4a) to meet increased capacity needs as a result of growth in
the system.

e The expansion of Shellharbour STP to cater for growth and minimise the impact of development
on marine ecosystems in the southern Illawarra. The project improved water quality at beaches
and also enhanced public amenity by reducing odour as required by DECC.

e Sewerfix programs in the Blue Mountains to rehabilitate small sewers, mainly to address repeat
overflows and wet weather overflows to waterways. Works included upgrading and amplifying
sewers and contributed to meeting the wet weather overflow targets required by DECC.

e The stormwater environmental improvement program in a further 18 targeted hotspots in Sydney
Water’s stormwater operating areas, as required by DECC. The program caters for growth and
improved beach quality in the Illawarra.

2006-07 capital expenditure

In 2006-07 Sydney Water delivered a capital expenditure program of $649 million, which exceeded
IPART’s target expenditure by $42 million. This included the accelerated delivery of major programs
of works, including the South Western Sydney Sewerage Scheme. Capital efficiency savings totalled
$12 million and included savings on the Ash Road sewer carrier extension and Shellharbour STP
upgrade and amplification.

The following projects were completed or substantially completed in 2006-07:

e  Works identified under the 2005-06 dry weather overflow abatement program to reduce chokes
and resultant overflows from sewers in dry weather, and contribute to Operating and DECC
licence requirements.

e Malabar system risk reduction to slow down the corrosion of concrete sewers, rehabilitate and
upgrade the system and reduce odour, as required by the avoid fail asset management program.

e Mt Pritchard/Hammondville Water Supply Zone Augmentation to cater for increased water
demand and accommodate residential, commercial and industrial growth.

¢ Bondi STP upgrade to reduce the risk of process failure that would adversely affect beach quality
and breach DECC licence requirements, and improve the STP’s operation as required by DECC.

e Reticulated sewerage provided to 1200 existing and future properties at Mulgoa, Wallacia and
Silverdale, as part of the Priority Sewerage Program stage 1 Operating Licence requirement,
leading to improved water quality in the Hawkesbury-Nepean river systems and reduced public
health risks from septic systems.
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Capital expenditure planned for 2007-08

In 2007-08, the forecast capital program excluding desalination is $710 million. This exceeds
IPART’s target expenditure by $76 million, largely due to a Government directive to proceed with the
Western Sydney Recycled Water Plant. Costs have also increased for a number of programs in 2007-
08, including the Priority Sewerage Program Stage 2, North Head Process and Reliability and
Improvement Program, Upper Blue Mountains Sewerage Strategy, and the Brooklyn/Dangar Island
and South Western Sydney sewerage schemes. These cost increases are related to general cost
pressures for labour and commodities in the construction sector. They will be partly offset by expected
lower investment in infrastructure for growth in greenfield land releases in the north-west and south-
west sectors. This is due to slower than expected development.

Ninety-five per cent of capital expenditure for 2007-08 is already committed. The following projects
are scheduled for completion or substantial completion in 2007-08:

® Priority Sewerage Program Stage 1 for Brooklyn/Dangar Island and Mount Kuringai.
Brooklyn/Dangar Island will improve sewerage services to approximately 500 properties. It
includes a new STP at Brooklyn that will provide tertiary treatment and high-level disinfection,
which will improve water quality in the Hawkesbury River system. A reticulated pressure
sewerage system in Mount Kuringai will service industrial and residential customers.

e A sewerage diversion at Fairfield to assist with the rehabilitation of the North Georges River
Submain as identified in the asset management plans.

e  Wet weather overflow abatement (Hot Spots 1) to reduce repeat sewer overflows across Sydney to
meet DECC overflow licence requirements.

¢ Hydraulic computer modelling of 210 sewer catchment areas in Sydney to assess performance and
help identify the best solutions and to target areas for dry and wet weather overflow reductions.

e Amplification and upgrade for the West Camden STP and a recycled water plant to cater for
growth and provide recycled water for agricultural use in the local area.

¢ Field Resource Management Program, which is designed to use field personnel efficiently, record
asset information from remote locations and improve customer response times.

4.2 Performance against the output measures

Sydney Water is required to report annually against output measures for the capital expenditure
program for 2005-06 to 2008-09, which was established in the 2005 Determination. Appendix B
details completed work against the output measures for 2005-06 and 2006-07 and the forecast
performance against the measures for 2007-08 and 2008-09. Most targets will be met or exceeded and,
importantly, critical assets have been consistently renewed over the two years. Reasons for the major
variances include improved program delivery and also revised growth projections. For instance, water
distribution main renewals will exceed the target by 54 per cent over the four years, but new water
mains laid are forecast to be below target, due to slower growth in greenfield areas.
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4.3 Capital expenditure 2008-09 to 2011-12

Sydney Water’s capital expenditure program is $5.6 billion for the five years to 2012. The total for the
four years of the next regulatory period is $4.3 billion as outlined below in table 4.1. The program,
developed using a rigorous review process, will meet customer, regulatory and environmental
requirements in Sydney Water’s Corporate Plan and deliver several key outcomes in the 2006
Metropolitan Water Plan. Although the program will be the largest that Sydney Water has delivered,
substantial elements, including the desalination plant and the Western Sydney Recycled Water Plant at
St Marys, are already under contract.

Table 4.1: Capital expenditure program 2007-08 to 2011-12 ($m nominal)®

2007-08 2008-09 2009-10 2010-11 2011-12 Total

Water 203 268 287 282 247 1,287
Wastewater 396 405 454 389 449 2,093
Stormwater 5 12 14 18 13 62
Corporate 49 47 51 19 20 187
Subtotal 652 733 806 708 729 3,629
Desalination project

Sydney Desalination Pty Ltd 459 474 73 0 0 1,006

Distribution pipelines 171 266 134 0 0 570

Sydney Water costs 16 24 99 0 0 139
Recycled water 37 101 88 17 0 243
Total 1,335 1,598 1,201 725 729 5,588

2 The water, wastewater and stormwater capital expenditure profiles include corporate capital expendiure
attributable to each of these services. The corporate capital expenditure profile comprises expenditure common to
all services, mainly IT and property.

Source: Sy dney Water.

Chapter 5 details the capital expenditure associated with desalination, as well as the mechanism and
timing of project delivery.

Excluding desalination and recycling projects, recurrent expenditure for the next regulatory period for
water, wastewater and stormwater is about $80 million a year above the expenditure in 2005-06 and
2006-07. Recurrent expenditure is needed to:

® manage assets at their lowest whole-of-lifecycle cost over the price path
e ensure Operating Licence requirements are met

e deliver services for minor urban growth, including minor greenfield land releases and infill
development.
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Sydney Water’s capital program is driven by the following categories of investment:

¢ Existing standards — investment in renewal or rehabilitation of assets to meet regulated system
performance standards and required customer service levels.

e New mandatory standards — expenditure required to meet new regulatory standards, such as
system performance under environmental protection licences.

e Urban growth — development of water, wastewater and stormwater infrastructure to meet the
needs of new customers (greenfield growth) or increased requirements of existing customers (infill
growth).

® Business efficiency — includes investment in business capability, such as in information
technology, or cost-effective renewable energy projects, which deliver operating expenditure
reductions or meet other business objectives.

e NSW Government Programs, including desalination, demand management and recycling schemes
outlined in the Metropolitan Water Plan.

Capital expenditure relating to these investment drivers is shown in table 4.2 below.

Table 4.2: Capital expenditure program by investment driver 2007-08 to 2011-12, ($m nominal)

2007-08 2008-09 2009-10 2010-11 2011-12 Total

Renewals 280 325 281 232 235 1,353
Reliability 58 77 105 69 70 380
New mandatory standards 72 88 90 74 111 434
Urban growth 131 119 171 248 223 892
Business efficiency 48 42 29 24 18 162
Government programs 99 185 218 78 72 652
Desalination project

Sydney Desalination Pty Ltd 459 474 73 0 0 1,006

Distribution pipelines 171 266 134 0 0 570

Sydney Water costs 16 24 99 0 0 139
Total 1,335 1,598 1,201 725 729 5,588

Source: Sydney Water.

Major capital investment is required to establish services to new urban growth areas in the north-west
and south-west growth sectors and deliver wastewater services to towns identified under the Priority
Sewerage Program Stage 2. Additional expenditure is also required for the Wet Weather Overflow
Abatement Program to contribute to new DECC requirements for wet weather overflow targets.
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Another way of viewing the capital expenditure program is the expenditure required each year to

efficiently maintain systems and to meet growth. To these two categories are added the major projects
and programs. Figure 4.2 below shows the main components of the capital program on this basis.

Figure 4.2: Capital expenditure program 2008-09 to 2011-12, ($m nominal)
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Source: Sydney Water.

Capital expenditure programs for the next regulatory period for water, wastewater, stormwater,
corporate and recycled water services are outlined below.

4.4 \Water

A large proportion of capital expenditure on water infrastructure over the four years will be to replace
reticulation pipelines and improve reliability ($260 million) and critical water mains ($84 million) that
are nearing the end of their service life. In addition, equipment in water pumping stations will be
renewed to maintain service standards ($27 million).
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Table 4.3: Water capital expenditure 2007-08 to 2011-12 ($m nominal)*®

2007-08 2008-09 2009-10 2010-11 2011-12 Total

Renewals 121 138 110 89 86 544
Reliability 5 22 28 34 30 119
New mandatory standards 4 13 22 20 14 73
Urban growth 8 30 80 109 92 317
Business efficiency 24 19 12 6 0 60
Government programs 37 101 88 0 0 226
Total 199 323 339 257 222 1,340

2 Excludes desalination project.
b Excludes all corporate capital expenditure.

Source: Sydney Water.

Leak reduction in water mains is a priority when the cost of saving water is less than the cost of supply
per kilolitre. Water conservation programs are also required to meet leak reduction targets in Sydney
Water’s Operating Licence and include:

¢ refurbishment of bulk water meters and installation of additional meters to improve the
identification of leaks and program repair work ($27 million)

e water pressure management scheme to reduce mains breaks caused by excessive water pressure
($69 million). This will have saved over 4,000 ML annually by 2008-09. Over the four years to
June 2012, it will save an estimated additional 6,000 ML/year.

In addition, a number of programs target improved measurement and monitoring of water volume and
service reliability, such as the renewal of over 400,000 customer water meters ($30 million).

Projected growth in Sydney requires significant investment in infrastructure for new and amplified
water services in the following major project areas.

e North-west and south-west growth sectors ($105 million) — services to cater for the initial land
release areas of Turner Road, Bagdally Road and Oran Park and for North Kellyville, Riverstone
and Alex Avenue.

e Other land release areas, including Hoxton Park and West Dapto ($110 million).

e Infill growth, including Parramatta Road, Campbelltown, Moorebank and Green Square ($95
million).

The renewable energy program is an important business efficiency initiative that will harness
hydraulic (water) and/or biogas (wastewater) resources at Sydney Water sites. Planned investment of
$27 million in the program will lower Sydney Water’s energy costs and also help to achieve carbon
emission reduction targets.

Chapter 4 - Capital Expenditure 33



Sydney Water Submission to IPART for the 2007 Price Determination

4.5 Wastewater

Wastewater capital expenditure will maintain existing assets and deliver major Government initiatives,

such as the Priority Sewerage Programs. The following programs target renewal or rehabilitation of

Sydney Water’s wastewater infrastructure to comply with system performance standards under

environmental protection licences and the Operating Licence.

Renewal of critical sewer mains that are nearing the end of their service life, based on economic
and risk-based condition assessments ($285 million).

Wet Weather Overflow Abatement Program — to contribute to new wet weather overflow targets,
as well as new DECC licence requirements for the Illawarra region, and maintain ‘no
deterioration’ of existing systems ($203 million).

Relining sewerage reticulation pipes to reduce sewer blockages and overflows contributing to
DECC licence requirements for dry weather overflows to waterways and repeat overflows to
customers ($95 million).

Equipment upgrades and replacements at STPs and sewage pumping stations based on asset
condition assessments and whole-of-life-costing ($145 million).

Odour management programs at Wollongong, Malabar, Castle Hill and St Mary’s STPs to ensure
compliance with DECC licence requirements for odours ($26 million).

Nutrient upgrade at Winmalee STP to improve receiving water quality in the Nepean River system
($35 million).

Diamond Bay Vaucluse transfer of dry weather flows to Bondi STP, which will meet the DECC
requirement regarding ocean discharges ($20 million).

New and amplified wastewater infrastructure will be built in the growth areas of Sydney as described

above for water services, including north-west and south-west sectors ($99 million). Additional

expenditure is required for the following programs:

increase capacity at North Head and Warriewood STPs to service infill growth on the northern
beaches as well as amplifying and installing sewers to serve new development ($39 million)

other land release areas, including Hoxton Park and West Dapto ($44 million)
other infill growth development ($118 million)

Rouse Hill STP upgrade to cater for growth and to improve effluent quality discharging to the
Hawkesbury-Nepean River ($22 million).
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Table 4.4: Wastewater capital expenditure 2007-08 to 2011-12 ($m nominal)®

2007-08 2008-09 2009-10 2010-11 2011-12 Total

Renewals 99 120 123 104 109 554
Reliability 39 43 39 31 35 186
New mandatory standards 67 75 68 54 97 361
Urban growth 112 77 75 98 111 473
Business efficiency 0 2 4 4 3 12
Government programs 49 62 121 78 72 381
Total 366 379 429 367 426 1,967

4 Excludes all corporate capital expenditure.

Source: Sy dney Water.

As in the previous determination, Sydney Water will continue to invest in the provision of priority
sewerage services to areas identified in its Operating Licence. Capital expenditure of $70 million is
required for Stage 1 of the program, including the completion of the Upper Blue Mountains Sewerage
scheme and the start of Menangle/Menangle Park. An additional $257 million is required to deliver
the first four schemes of the Priority Sewerage Program Stage 2 to an additional 3,000 lots (Yellow
Rock, Hawkesbury Heights, Agnes Banks, Londonderry, Wilberforce, Glossodia, Freemans Reach,
Douglas Park, Wilton and Appin) and to begin construction at Cowan, Bargo, Buxton and Yandarra.

4.6 Stormwater

Sydney Water will continue its renewal and rehabilitation program for stormwater pipes and channels
at an estimated cost of $57 million over the four years. Expenditure includes acquisition of land for
stormwater services in areas of new urban development and works to improve water quality at the
Alexandra Canal.

4.7 Corporate

The future corporate capital program mainly consists of expenditure for information technology
($146 million) to renew and enhance Sydney Water’s information management systems to deliver
business efficiency. Property-related expenditure, including property acquisition, refurbishment and
fit-outs, totals $8 1million. This is mainly due to the relocation of Sydney Water’s head office to One
Smith Street Parramatta in 2008-09 ($18 million) and Potts Hill site remediation and development
($36 million). This property expenditure is more than offset by related property sales.

4.8 Recycled water

Sydney Water operates 14 recycled water schemes that produce 21 GL of recycled water a year. In
line with the 2006 Metropolitan Water Plan, Sydney Water’s five-year capital program to June 2012
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includes $679 million of expenditure on 36 new recycled water schemes. These schemes are expected
to provide 37 GL of recycled water a year by 2014-15. Over half of this investment will provide

recycled water to future residential and industrial developments and more than one-third is to expand
recycled water services for existing customers.

Cost recovery for recycled water projects

In September 2006, IPART issued a determination on the method for calculating recycled water usage,
service and developer charges. For many recycled water schemes, these charges will achieve full cost
recovery; however, some will not. In these cases, Sydney Water must recover any shortfall under
water and wastewater charges.

There are three schemes that will be completed over the next determination period that will not
recover any costs through recycled water charges: the Western Sydney Recycled Water Plant (which
will replace environmental flows), Camellia and Busby’s Bore. A description of each of these projects
is provided below. Sydney Water is seeking to recover the cost of these schemes through water
charges in this determination.

In 2006, the NSW government lodged a Recycling in Western Sydney bid with the National Water
Commission (NWC) for funding from the Australian Government Water Fund. Projects detailed in
the bid include the Western Sydney Recycled Water Plant and the Camellia Recycled Water project.
Negotiations are continuing with the NWC as to the scope of the government’s bid. The outcome of
these negotiations and potential impact on project funding arrangements may not be known until 2008.

Table 4.5: Recycled water capital expenditure to be recovered through water charges
($m nominal)

2007-08 2008-09 2009-10 2010-11 2011-12 Total

Western Sydney Recycled 37 100 86 0 0 223
Water Plant

Busby's Bore 0 1 0 0 0 1

Camellia Recycling 0 0 2 17 0 20

Total 37 101 88 17 0 243

Source: Sydney Water.

Camellia Recycled Water Project

As described in the 2006 Metropolitan Water Plan, the Camellia project is expected to provide 3.8 GL
of recycled water annually for existing industrial customers and for irrigation. Allied to the project is
an upgrade of the Liverpool STP to improve the level of treatment of wastewater discharged into the
Liverpool to Ashfield pipeline. This will reduce the level of treatment required for wastewater taken
from the pipeline to provide recycled water. Sydney Water is seeking to recover half of the

$39 million capital cost of the Liverpool STP Stage 6 upgrade through water charges. A build, own,
operate contract will be awarded in late 2007 to a private consortium for the Camellia recycled water
plant, which is expected to be operating in 2010-11.
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Western Sydney Recycled Water Plant

The Western Sydney Recycled Water Plant is identified in the 2006 Metropolitan Water Plan. It will
ultimately provide 27 GL of highly treated recycled water annually to replace releases from
Warragamba Dam, as well as some recycled water for residential and industrial use. The replacement

flows project will involve building an advanced water treatment plant at St Mary’s STP, with
interconnecting systems from Penrith and Quakers Hill STPs. The contract to design, build, operate
and maintain the treatment plant was awarded to Deerubbin WaterFutures Consortium (GE Betz,
McConnell Dowell Constructors (Australia) and United Group Infrastructure) in August 2007. The
scheme is expected to start operating in 2009-10. The highly treated recycled water will discharge into
the Nepean River to improve river health.

Busby’s Bore

The Minister for Water Utilities has given a commitment that the Busby’s Bore recycled water project
will be built. Sydney Water and the City of Sydney Council will jointly fund the transfer of 40 ML per
year of ground water from the Busby’s Bore Diversion in Whitlam Square to water storage tanks for
irrigating Hyde, Cook and Phillip Park. Sydney Water will not receive any recycled water revenue for
this project and is therefore seeking to recover the capital and operating costs through water prices.
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4.9 The efficiency of the capital program

Developing and prioritising the capital expenditure program
Sydney Water develops its capital expenditure program by ranking projects that:
¢ provide the lowest whole of lifecycle cost

® improve business efficiency

® meet operating licence requirements

e deliver directed programs

e facilitate urban growth.

Asset management plans are developed and maintained for all assets. The plans are supported by asset
condition assessments combined with risk management strategies and economic performance to
identify the appropriate level of investment and assets for renewal or rehabilitation. Assets are
managed and operated to meet service delivery requirements at the lowest long-run cost.

New infrastructure to meet urban growth demands for both infill areas and minor release areas is built
in line with agreed Developer Servicing Plans (DSPs). Investment is predominantly for augmenting
existing treatment plants and trunk mains to meet increased capacity requirements.

Projects that contribute to Operating Licence targets, and those which Sydney Water is directed to
deliver, are designed within the same principles of asset management to provide the least-cost
solution. Timeframes for delivery are set to meet agreed commitments.

Efficient procurement

Over the next five years, Sydney Water will procure more than $8 billion of services and
infrastructure, mainly through competitive tenders. Sydney Water’s competence in engaging the
market in capital expenditure programs is shown by improved delivery reliability and measurable
efficiency savings. External reviews have confirmed efficient procurement practices.

The Auditor-General’s annual report for 2004-05 observed there had been significant efficiency gains
from Sydney Water’s procurement reform. Similarly, the Atkins/Cardno review of capital expenditure
in the last price determination considered Sydney Water’s procurement directions to be consistent with
best practice.1 Subsequently, the Department of Commerce (Commerce) reviewed Sydney Water’s
procurement practices in response to IPART’s Industry Structure Review of 2005. Commerce
concluded that Sydney Water is a leading practice procurement enterprise, comparing favourably with
industry practices in general as well as other government agencies.

Activities contributing to Sydney Water’s capability in efficient procurement are:

¢ The development of a five-year procurement strategy to improve capability and efficiency in
procurement and contract management.

1 Atkins/Cardo (2005), IPART Capex, Asset Management and Open Review Overview Report Final, February
2005.
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e Established procedures and governance framework to ensure robust investment decision-making
and approval processes (see box 4.1 for a summary).

¢ Maintaining advertised and competitive tenders as the main market engagement method for
acquiring services (accounting for 78 per cent of expenditure (operating and capital) in 2005-06).

e Aggregation of capital projects — 84 per cent of infrastructure investment in 2005-06 was
delivered through 23 contracts.

e (Greater emphasis on performance outcomes rather than technical specifications in contracts to
provide more opportunities to achieve efficiency gains through innovation.

¢ Integration of planning and delivery through early involvement of Sydney Water asset planners
and industry in the definition and scoping of capital projects to encourage innovative solutions.

¢ Relationship-based and incentive-based contracting arrangements, such as alliances. An example
of a successful alliance arrangement is described below.

e Use of pre-qualified service providers to carry out recurring work, eg design, cost estimating,
community consultation and environmental impact assessment.

Alliance projects in Sydney Water have consistently been managed to deliver value for money. In the
case of the Bondi STP reliability improvement and modernisation program, an alliance structure
delivered major improvements on the STP without interrupting operations. The alliance environment
fostered significant levels of innovation throughout the project delivery phase. This minimised the
impact of difficulties encountered on the complex underground site and saved $5 million overall for
the $95 million project. During construction, the alliance added further value to the project by building
an additional $0.54 million’s worth of plant enhancements at no increase to the initial project cost.

Box 4.1: Sydney Water’s capital expenditure governance framework

In 2004, the Financial Performance Review Committee (FPRC) was established to increase financial
accountability within Sydney Water and provide additional emphasis on the business planning
framework. The FPRC meets monthly with responsibilities that include:

e endorsing the annual capital budget on the basis of the prioritised program of works

e reviewing all capital business cases (projects > $5 million) before seeking Managing Director or
Board approval.

A separate committee, with similar responsibilities, oversees information technology projects with a
value greater than $2 million.

Business cases are required for all capital expenditure commitments and are subject to independent
internal review before they are submitted for approval. The review tests the robustness of the need for
the expenditure, project costs and risks, preferred option, procurement strategy and project benefits.

Sydney Water has developed standard procedures and documentation processes to ensure the
robustness and uniformity of decision-making. In addition to project approval processes and
monitoring, selected projects, depending on project size, risk and potential for learning and
improvement, are subject to post-implementation reviews.

The capital expenditure program is actively monitored with detailed monthly reporting. A quarterly
report is submitted to NSW Treasury on major projects.
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There are also efficiencies in the cost of service delivery through innovation and the application of

new technology. Box 4.2 outlines an example of a research and development project that will increase
the value from the capital investment in the provision of water and wastewater services.

Box 4.2: Case study: model for small- to medium-scale integrated water cycle management

Sydney Water has developed a model to analyse and plan the best water and wastewater service
options for residential developments. The model predicts drinking water demand, wastewater
discharge volumes and the influence of various alternative water supply options (rainwater and
recycled water) to replace potable water use. The model can be applied to developments up to
100,000 dwellings, and could also be used with other government initiatives (eg integrated with
BASIX).

For example, the model has been used to analyse the effect of rainwater tanks compared with
recycled water in reducing potable water demand. For a greenfield residential development of 52,000
properties in the Sydney region, assuming an efficient water demand of 33.3 ML/day, the model
indicated that:

e rainwater tanks could supply 8.7 ML/day, or 26.4 per cent of daily demand for use in gardens,
laundries and toilets

e recycled water could supply 19.8 ML/day, or 60 per cent of daily demand.
The higher result for recycled water was predominantly due to the more reliable availability of recycled

water sourced from wastewater. When comparative costs are included, recycled water supply was
preferred in this example.

Delivering the capital expenditure program 2008-9 to 2011-12

Sydney Water is in a strong position to efficiently deliver the capital expenditure program to 2012.
Approximately 80 per cent of the 2008-09 program is already under contract or has progressed
through internal approval processes.

Opportunities to improve the value and outcomes of the program will be pursued through:
* Bundling projects and services into larger and longer-term contracts.

® Applying supply chain integration approaches to reduce costs and provide opportunities for
innovation. For example, Sydney Water recently combined the renewal of assets (capital) with a
routine maintenance (operational) contract under the Mechanical and Electrical Maintenance and
Renewals Program.

¢ Increased application of incentive frameworks that reward innovation, including outcome and
performance-based contracts.

¢ Entering contracts for the delivery of programs of work during the planning phase. This approach
has been successfully applied to the Sewerfix Pumping Stations and Watermains alliances.

¢ Using private sector financing for the provision, operation and maintenance of infrastructure
where appropriate. An example of this approach is the Camellia recycled water plant.
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THE SYDNEY DESALINATION PROJECT

5.1 Introduction

The desalination project is the largest and most significant capital project undertaken by Sydney Water
since Warragamba Dam. It is a critical part of securing Sydney Water’s drinking water supplies in the
face of low rainfall, increased variability in rainfall and related reduced dam inflows. Future
population growth is also a factor.

As shown briefly in chapter 1, figure 1.1, the inflows into Sydney’s dam storages have been low on a
yearly basis since 1991. This is due to less rainfall that may be caused by climate change.

Further, the rainfall in Sydney’s catchments is unusually variable. For example, inflows to Sydney’s
dam catchments are three times as volatile as inflows into Melbourne’s." It is for this reason that
storage capacity was built to last around 4.5 years without rain. This compares with storage capacity
for London, with around 11 weeks without rain.

The desalination plant can make a significant difference to dam storage levels during periods of low
rainfall and inflows into the dams. As shown in figure 5.1, during a severe and sustained drought, a
250 ML/day desalination plant provides an additional 15 per cent in dam storage levels.”

Figure 5.1: Impact of the desalination plant during severe and sustained drought
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Source: Sydney Water.

! As measured by the coefficient of variance.

2 Assumes continuous operations and existing level 1, 2 and 3 water restrictions.
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The importance of the extra water from the desalination plant is in reducing the troughs (and the

declines). With lower and more variable rainfall the desalination contribution is significant in avoiding
insufficient water supply.

The desalination plant is an important part of the solution to Sydney’s water supply and demand
balance. Recycling is also important as a continuous substitute for drinking water where practical.

Box 5.1: Recycling and desalination

Recycling is an important component of ensuring the supply/demand water balance. In Sydney, there
are limits to the economically feasible levels of recycling. Desalination has a number of advantages at
larger scales. Recycling works best where there is demand for recycled water close to its source and
in greenfield development areas where the development of recycled water schemes systems is cost-
effective. For example, Australia’s largest residential recycled water scheme at Rouse Hill (currently
servicing around 16,000 homes) will supply around 36,000 dwellings and save more than four billion
litres of water a year when fully developed. See appendix H for more details about Sydney Water’s
recycling schemes.

For public health reasons, in areas in the world where recycled water is used for drinking, it is typically
placed in an environmental buffer, such as a river, aquifer or existing storage dam, before entering the
water distribution system. This provides a buffer, or insurance, to allow for adequate dilution and is
also crucial should a wastewater treatment plant malfunction.

For the Sydney region, this would mean pumping recycled water to one of the older metropolitan dams
or to Warragamba Dam. Most of western Sydney’s sewage treatment plant effluent is likely to be
recycled within the next decade for non-potable uses. The largest sources of remaining effluent are in
the coastal sewage treatment plants. Moving wastewater from the coast to Sydney’s dams is
expensive in terms of both pipes and pumping from the coast uphill to the dams. This means that, at
this stage, recycled water from the coastal STPs will be used on-site and nearby for non-potable uses.

In contrast, desalinated water can be piped directly from the desalination plant into the water supply
system. The proposed pipeline for the Sydney plant is 19 km from Kurnell to Erskineville.

Taking the costs of pipes into account, and even including the costs associated with buying renewable
power for the desalination plant, the large-scale introduction of recycled water into the drinking water
supply from the major coastal STPs is more expensive than desalinating water.

It is also worth noting that international practice typically limits the amount of recycled water that is
placed in the buffer to around 5 per cent or less. For example, in Singapore recycled water is providing
around one per cent of drinking water and this is projected to rise to 2.5 per cent by 2011.

The Sydney Desalination Project involves the design, construction, operation and maintenance of a
desalination plant to supply drinking water into Sydney Water’s existing water distribution network. It
also involves extending the water pipeline network to carry water from the desalination plant at
Kurnell to the existing supply network at Erskineville.

This chapter provides an overview of the project and identifies Sydney Water’s specific revenue
requirements for the desalination project and its related water pipelines.
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5.2 Desalination infrastructure and procurement process

The desalination project’s main infrastructure comprises:

¢ A desalination plant on the Kurnell peninsula sized to produce 250 ML of water a day, which can
be scaled up to the ultimate capacity of 500 ML/day.

e Seawater intake and concentrated seawater outlet connections for the ultimate capacity of
500 L/day but also suitable to operate at lower capacity levels.

e  Water distribution infrastructure across Botany Bay and a connection with Sydney Water’s
distribution network sized for the ultimate capacity of 500 ML/day but also suitable for lower
capacities.

® A pumping station with an initial capacity of 250 ML/day.

Project procurement process

A two-part procurement strategy was adopted by Sydney Water’s Board to best manage the risks of
the project. The Government noted the two-part procurement process in December 2006. The process
consists of:

® A design, build, operate and maintain (DBOM) contract to build the desalination plant and the
intake and outlet structures. The DBOM procurement comprises a design and construct (D&C)
contract and an operation and maintenance (O&M) contract.

e A Water Delivery Alliance contract between Sydney Water and a contractor to build the water
distribution pipelines from Kurnell to Erskineville (including a pumping station on the Kurnell
site).

The desalination plant will use proven technology. The DBOM mechanism enables Sydney Water to
transfer significant risks to the contractor (eg risks relating to process, performance, tunnelling and
offshore works) while achieving a relatively certain price and delivery time schedule.

There are more risks associated with the water pipeline infrastructure as planning work is still under
way. There is still some uncertainty about the proposed route, the geological conditions along the
route, the technology that could be used and planning approvals necessary. If a DBOM contract were
used, the contractor’s price would include significant risk premiums to provide Sydney Water with
price and schedule delivery certainty. An alliance has therefore been selected for the water distribution
infrastructure. This enables greater sharing of the risks involved in the design and construction of the
work.

Procurement of the DBOM component

The DBOM procurement followed a competitive three-stage process. The stages were
1. Expressions of interest
2. Request for tender

3. Evaluation, finalisation and contract execution.
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Sydney Water received four expressions of interest. Two proponents were short-listed to proceed to

the request for tender stage. The preferred tenderer was approved by Sydney Water’s Board. On 26
June 2007, BlueWater Joint Venture — a consortium consisting of John Holland and Veolia Water —
was announced as the preferred DBOM tenderer. Following negotiations between Sydney Water and
BlueWater Joint Venture, the DBOM contracts were signed on 18 July 2007.

Distribution pipeline procurement

The distribution pipeline involved establishing a partnership between Sydney Water and a private
sector consortium to develop the water pipeline infrastructure. Sydney Water selected the most
suitable consortium according to a three-stage process approved by the Board:

1. Request for Proposal
2. Selection and commercial workshops
3. Final negotiations.

Following this process, on 6 June 2007, Sydney Water entered into an alliance agreement with
Connect Alliance — consisting of Bovis Lend Lease, McConnell Dowell, Kellogg Brown & Root,
Patterson Britton and Partners and Environmental Resource Management. The Water Delivery
Alliance, comprising Sydney Water and Connect Alliance, will calculate the project’s target outturn
cost after geotechnical work and when the route is finalised. This is expected to be complete by
October 2007, and it will be submitted for approval by the Board at that time.

5.3 Project structure

The desalination project cost structure is designed to ‘ring fence’ the desalination assets so that
Sydney Water can clearly identify and demonstrate the costs, benefits and risks associated with the
development and operation of the desalination plant and associated infrastructure assets.

To achieve this objective Sydney Water:

e established a special purpose subsidiary company — Sydney Desalination Plant Pty Limited (SDP)
— to own the desalination plant and the intake and outlet pipes at the Kurnell site; and

¢ will retain ownership of the water pipeline infrastructure.

The decision to establish SDP was approved by the Board in May 2006. Sydney Water’s voting
shareholders (the Treasurer and Minister for Finance) also approved the establishment of a subsidiary
company, under Section 20W and 20X of the State Owned Corporations Act 1989, on 13 June 2007.
SDP was formally established as a fully owned subsidiary of Sydney Water on 13 June 2007.

The main features of SDP are:

e SDP is the contracting entity for the DBOM contracts (ie the design and construction and
operation and maintenance contracts).

e Debt funding for the development of the desalination assets to be owned by SDP will be raised by
SDP and provided by TCorp.
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e SDP will own the desalination plant and the associated ocean intake and outlet structures.
Ownership of the pumping station will be transferred to SDP from Sydney Water after it has been
built and commissioned by the Water Delivery Alliance. The land at the Kurnell site and the
Desalination Project Work In Progress will be transferred to SDP as an equity injection (ie the
assets will be transferred from Sydney Water to SDP in exchange for shares.)

e SDP will not have any employees. Sydney Water will provide services and other corporate
support to SDP through a contract, the Project Development Agreement.

5.4 Project costs

Table 5.1 summarises the total capital costs for the desalination project as at August 2007 in nominal
dollars. The total capital costs include the DBOM capital costs as per executed contracts, the expected
capital costs of the distribution pipelines and the expected project development capital costs.

Table 5.1: Total project capital costs, 250 ML/day ($m nominal)®

Total project capital costs

Total DBOM capital costs 1,006
Distribution pipeline capital costs 570
Total project development capital costs 257
Total project costs 1,833

2 Nominal costs represent the dollars in the period it is anticipated that they will be incurred and includes an
allowance for indexation.

Source: DBOM Contractual Documents 18 July 2007 and Sydney Water Project Estimates.

The distribution pipeline costs are still estimates as geotechnical and planning work is still under way.
The final distribution pipeline target outturn cost will be submitted to the Board for approval in
October 2007.

5.5 Price determination and revenue requirements

Sydney Water has been directed to undertake the desalination project. In turn, the Minister for Water
Utilities has directed IPART to pass through the efficient costs of the project in its determination. This
section discusses the revenue requirements for the water distribution infrastructure that will be owned
by Sydney Water, and for the desalination plant and associated infrastructure that will be owned by
SDP.

The proposed approach for the collection of revenue associated with the desalination project is for
Sydney Water to collect all revenue (ie both Sydney Water and SDP required revenue) through
customer bills. Sydney Water will transfer SDP’s revenue requirements to SDP. Payments to SDP will
be in the form of an availability charge (for providing the plant) and a volumetric charge for the water
produced.
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The SDP revenue is used to pay operation and maintenance costs, debt repayments, electricity costs,

contract management and administration costs and a return on the capital invested. Sydney Water
proposes the revenue requirements for both Sydney Water and SDP are calculated based on the
traditional building block approach currently employed by IPART in setting Sydney Water’s annual
revenue requirements.

It is proposed that [IPART determines separate regulatory asset bases (RABs) and weighted average
costs of capital (WACCs) for Sydney Water and SDP. The proposed flow of revenue from customers
to Sydney Water and SDP is illustrated in the following diagram.

Figure 5.2: Desalination revenue flows, for plant (SDP) and pipelines (SWC)

Customers
Annual Revenue Revenue (for both SWC and SDP)
Requirement
i Debt
SWC RAB,x WACC, |.l....» Sydney Water —  TComp
All new SWC requirements | Corporation
including distribution system )
+ Opex + Depreciation | Revenue for SDP (as set out in
|l e e e e e e - - 1 Revenue Collection Agreement)
™ "SDP WACC. x RAB, I Sydney Desalinati Debt
I SDP WACCZ X RA52 B O > ydney besalination . TCOFp
| Plant, Intake, Outlet, : Plant Pty Ltd
I Pumping Station, Site _& WIP I Operation Purchase of
|+ Ol)el( + D_ep_reEIa_tlcT i Payments electricity
Operator + Other Electricity

Project Costs

Source: Sydney Water.

Under these arrangements it is proposed that:

¢ Customer bills are increased to reflect the additional revenue requirements associated with the
development, operation and maintenance of the desalination project.

¢ Sydney Water will collect all revenue required for the project through customer bills. Sydney
Water will retain revenue equal to its annual revenue requirements for the distribution
infrastructure.

¢ Sydney Water’s general RAB will include the distribution assets (ie the pipeline from the Kurnell
site to the pressure tunnel in Erskineville). Sydney Water will also incur the costs of maintaining
the distribution assets and will be required to make debt repayments to TCorp for the procurement
of these assets.

e Sydney Water will transfer to SDP revenue collected on its behalf.
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e A revenue collection agreement, within the Project Development Agreement between Sydney
Water and SDP, will govern how the revenue collected by Sydney Water is passed through to
SDP.

The annual revenue requirement for SDP will include four items: the SDP’s return on assets (RAB2 x
WACC?2); return of assets (regulatory depreciation); operating costs; and a working capital charge.

SDP’s RAB will include the plant, intake, outlet, pumping station, Kurnell site and the project
development Work In Progress assets. Sydney Water will also incur costs associated with the
operation and maintenance of the plant and associated assets, purchase of electricity (100%
renewable), project administration and the repayment of debt to TCorp.

Revenue requirement for the distribution pipelines

This section outlines Sydney Water’s revenue requirement for the water distribution infrastructure
component of the desalination project (ie the pipeline from the Kurnell site to the pressure tunnel in
Erskineville). The next section identifies the revenue requirements for SDP assets. Sydney Water’s
revenue requirements have been calculated using Sydney Water’s normal ‘building block’ approach
with a regulatory asset base. See table 5.2.

Table 5.2: Sydney Water’s Regulatory Asset Base — desalination, ($m constant $2008-09)*

Opening RAB

at expected completion date

W ater distribution infrastructure 525
(excluding pumping station)

Project development costs 48

Total 573

2 Includes an allowance for regulatory capitalised interest until 30 June 2008.

Source: Sydney Water.

The approach used to decide the regulatory asset life for each asset classification is to match the
regulatory asset lives with the engineering asset life of that asset. Based on this approach, the
regulatory asset lives for Sydney Water are:

e  Water distribution system — asset life of 100 years.

e Sydney Water project costs — asset life of 100 years.

These asset lives are based on engineering asset life estimates provided by the desalination project’s
technical advisors.

Sydney Water’s proposed WACC of 7 per cent real has been used to calculate Sydney Water’s
revenue requirements. The revenue requirement is around $44 million a year as set out in table 5.3.
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Table 5.3: Sydney Water’s revenue requirements ($m constant $2008-09)*

2008-09 2009-10 2010-11 2011-12
Return on asset 25 44 46 46
Return of asset 4 6 7 7
Return on working capital -1 -1 0 0
Operating expenditure 0 0 0 0
Sydney Water's revenue requirement 27 49 53 53

2 Sydney Water's revenue requirements have been calculated using the assumptions identified in relation to the RAB,
the regulatory asset lives, revenue recovery date, Sydney Water WACC and operating costs.

Source: Sydney W ater.

Consistent with Sydney Water’s treatment of other capital expenditure, it is anticipated that Sydney
Water will start to receive revenue from its investment in the water distribution infrastructure from
1 July 2008, when the new price determination begins.

Revenue requirements for the Sydney Desalination Plant Pty Ltd

The critical variables that determine the SDP’s revenue requirements are: SDP’s RAB; the regulatory
asset lives associated with SDP infrastructure; SDP’s WACC; the revenue recovery date; and SDP’s
operating expenditure. These variables are discussed below.

Regulatory asset base

Sydney Water seeks a separate RAB for the SDP in order to ring fence the desalination assets. The
value of SDP’s RAB and the assets that will make up the RAB are set out in table 5.4.

Regulatory asset lives

As with the Sydney Water RAB, the regulatory asset life for each asset classification is calculated by
matching the regulatory asset lives with the engineering asset life for each asset. This approach will
significantly reduce the potential for accounting impairment losses caused by different accounting and
regulatory asset lives. Based on this approach, the proposed regulatory asset lives for the SDP assets
are:

¢ Desalination plant — 30-year asset life.

e Concentrate outlet system — 100-year asset life.
e Seawater intake system — 90-year asset life.

® Pumping station — 25-year asset life.

¢ SDP project development costs — 47-year regulatory asset life. This is a weighted average of the
asset lives of the desalination plant, outlet, intake and pumping station.

The above asset lives are based on engineering asset life estimates provided by the desalination
project’s technical advisors.
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Table 5.4: SDP Regulatory Asset Base ($m constant $2008-09)*°

Opening RAB
at expected completion date

DBOM Infrastructure

Seawater intake system 199
Seawater concentrate outlet system 60
Desalination plant 799
Total DBOM infrastructure 1,058

DBOM pre-operations payment

Pre-operations payment 9
Total DBOM pre-operations payment 9
Total DBOM RAB & capital expenditure 1,067

Other SDP costs

Pumping station 42
SDP land 51
SDP project development capital costs 185
Total other SDP costs 278
Total SDP RAB & capital expenditure 1,345

2 The SDP RAB excludes the electricity provisional sum of $4m, which relates to the electricity costs of operating a
125 M L/day desalination module before contractual completion of the 250 M L/day desalination plant. This cost is
included as a provisional sum for contractual reasons, but is an operating cost and is treated as such in determining
the SDP revenue requirements.

b The value of the SDP RAB also includes an allowance for regulatory capitalised interest until 30 June 2009,
calculated using the SDP's WACC. The value of the preliminary activities, provisional sums and safety initiatives
are apportioned across the components of the DBOM infrastructure.

Source: Sydney Water.

SDP WACC and main risks

As for Sydney Water, the proposed SDP WACC is 7 per cent real. The SDP WACC is used to
calculate the return on the asset and therefore must be sufficient to allow SDP to meet its interest
payments, generate a return on the capital invested and include an allowance for SDP to manage its
retained risks.

A number of the risks associated with the assets owned, operated and maintained by SDP have been
transferred to the contractor and operator under the D&C and O&M contracts. However, not all risks
have been transferred. To do so would not have optimised the allocation of risk nor provided value for
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money to Sydney Water’s customers. Consequently, a number of risks are either retained by SDP or

shared between SDP and the contractor/operator. These risks include, but are not limited to:

¢ Insolvency risk — the risk that one of the contracting entities becomes insolvent and SDP has to
source a new contracting entity.

¢ Interest rate risk — the risk that interest rate rises cause higher than anticipated interest costs.

e FElectricity price — the risk that actual price of electricity or renewable energy credits are materially
higher than the anticipated prices.

e Geotechnical conditions — the risk that geotechnical conditions are not as anticipated and this
delays completion of the project, which results in additional project development costs.

e Water quality — the risk that seawater quality is outside the specified seawater quality bands,
resulting in higher than anticipated operating costs.

¢  Volumetric risk — the risk that Sydney Water receives less revenue from customers due to lower
than expected water sales. SDP would then also receive less revenue (on a proportional basis) than
anticipated as the water volume is passed onto SDP.

¢ Risk of change in scope — the risk that a change in scope is required that results in an increase in
either capital or operating costs.

e Accounting risk (impairment) — the risk that the accounting value of the assets is impaired
resulting in a write-down in the accounting value of the assets caused either by different
accounting and regulatory assets lives or a change in policies.

Due the size of SDP, these risks could have a material impact on its financial position.

Revenue commencement date

Consistent with initial discussions with IPART, Sydney Water proposes to begin recovering the costs
of the desalination plant when it reaches practical completion and has begun to deliver water. It is
assumed that SDP will earn revenue from 1 January 2010.

Operating expenditure

Under the proposed approach, the revenue requirement associated with recovery of the operating
expenditure will mainly be treated as a straight pass through (ie SDP will receive no return on the
operating costs incurred). The revenue required to cover operating expenditure will be collected by
Sydney Water and transferred to SDP. The main operating expenditure categories are outlined below:

e Operator expenditure: this is the payment to the operator for operation and maintenance of the
desalination plant and associated infrastructure, as specified in the O&M contract. The size of the
payment will vary significantly depending on the level of production of the plant.

e FElectricity expenditure: this is the payment to the electricity supplier for the supply of electricity
and renewable energy credits (as the desalination project will use 100 per cent renewable
electricity). The payments will vary significantly depending on the level of production of the
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plant, the price of electricity, the price of renewable energy credits and the level of plant

efficiency.

e Other expenditure: this includes all of the operating and maintenance costs borne by SDP and not
the operator. These costs may include, among other things, insurance costs (eg relating to
property, business interruption, products and public liability, professional indemnity) and contract
management costs. There is also an allowance for SDP running costs.

For the purposes of calculating SDP’s operating expenditure, it is assumed that the plant will operate
at 100 per cent of its capacity for the new price determination period. After the plant is commissioned,
there will be a 24-month proving period, during which the plant will predominately run at 100 per cent
of its capacity. This will ensure that its warranted capacity and performance are achieved. The proving
period will conclude five months before the end of the determination period. However, if a defect
emerges during the proving period, the proving period may recommence. Table 5.5 identifies the
estimated SDP operating costs, based on the 250 ML/day plant operating at 100 per cent capacity.

Table 5.5: SDP operating expenditure ($m constant $2008-09)°

2008-09 2009-10 2010-11 2011-12
Operating costs 0 12 23 23
Electricity costs 0 13 26 26
Other operating costs 0 3 6 6
Total 0 28 55 55

2 Operation costs are incurred from the commencement date (as outlined in the D&C contract). The operator costs
are based upon the estimated O&M operator costs, calculated in accordance with the O&M contract. 100%
operation is assumed. The value of the pumping station costs is based upon Sydney Water's estimates and is
included within the operator's costs. The electricity costs in the financial y ear ended 30 June 2010 includes the $4m,
which is a provisional sum in the D&C contract. The electricity costs are currently based on a price of $76 per
M Whr (June 2006 dollars) including the green component and transmission charges. Given the current volatility in
electricity, this price could be substantially higher.

Source: Sydney Water.

As a bulk water supplier, SDP is in an equivalent position to the Sydney Catchment Authority (SCA).
Sydney Water pays the SCA a combination of fixed payments and charges for the volume of water
purchased. Similarly, there will be an availability payment to SDP (and then to the operator) and
volumetric charges that depend on the volume of water sold.

Like SCA, it is appropriate that SDP accepts risk on the volume of water supplied. The amount of
operating expenditure required for the desalination plant is significant (about $55 million per full year
of operations in 2008-09 dollars) and will vary considerably depending on the level of usage of the
plant. This is because around 70 per cent of the operating costs are for electricity, chemicals and
consumables that are proportional to the usage of the plant. However, SDP will only have a limited
capacity to absorb revenue volatility arising from differences between forecast and actual water sales.
Sydney Water proposes that there be an ‘unders and overs’ mechanism operating between
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determinations to ensure that SDP remains financially viable or, alternatively, does not make excess

returns.

SDP - annual revenue requirement

SDP’s estimated annual revenue requirement, summarised for each building block component, for the
period beginning 1 July 2008 and ending 30 June 2012 is set out in table 5.6. SDP’s revenue
requirements have been calculated using the assumptions identified in relation to the RAB, the
regulatory asset lives, revenue recovery date, SDP WACC and SDP operating costs.

Table 5.6: SDP — annual revenue requirements ($m constant $2008-09)

2008-09 2009-10 2010-11 2011-12

Return on asset 0 90 90 87
Return of asset 0 34 35 35
Return on working capital 0 0 1 1
Operating expenditure 0 28 55 55
SDP annual revenue requirement 0 152 181 179

Source: Sydney Water.

The total revenue requirement for the desalination project is shown in table 5.7.

Table 5.7: Total desalination revenue requirements ($m constant $2008-09)°

2008-09 2009-10 2010-11 2011-12

Sydney W ater revenue requirements 27 49 53 53
SDP revenue requirements 0 152 181 179
Total desalination revenue requirements 27 202 234 232

2 Based on the assump tions identified in chapters 5 and 6 of this report.

Source: Sydney Water.
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6 FUTURE PRICE REGULATION

Governments have accepted the principle that prices for water and wastewater services should fully
recover costs. In particular, the Council of Australian Governments’ (COAG) Water Resource Policy
of 1994 requires full cost recovery for urban water utilities. COAG agreed:

...to the adoption of pricing regimes based on the principles of consumption-based pricing, full-
cost recovery and desirably the removal of cross-subsidies which are not consistent with efficient

. . .. 1
and effective service, use and provision.

The need for cost-reflective pricing for water utilities was reaffirmed in the National Water Initiative
that COAG agreed to in 2004. In this chapter Sydney Water outlines the features it considers should
be incorporated in the next price determination and regulation by IPART.

6.1 Price caps and a four-year determination

Sydney Water proposes that IPART set prices for regulated services for the four-year period from
1 July 2008 to 30 June 2012.

A four-year price path encourages cost efficiency and minimises regulatory costs. The efficiency gains
achieved during the period are then passed onto consumers during the next determination. A four-year
price determination is also consistent with enabling Sydney Water to focus on delivering its
commitments for recycling, desalination and water conservation, as required under the Metropolitan
Water Plan.

Incentive-based regulation is typically a requirement in setting prices for other monopoly businesses.
For example, it is a requirement under the National Electricity Rules. The National Third Party Access
Code for Natural Gas Pipeline Systems allows for incentive mechanisms for service providers.

Short-term price reviews, such as one to two years, are not consistent with promoting cost efficiency
and lower prices for customers in the long run. Indeed, the poor outcomes achieved under annual price
reviews encouraged the move towards incentive-based regulation.

Sydney Water considers that forecast operating and capital expenditures and metered water sales are
sufficiently robust to permit a four-year determination. Any changes in Sydney Water’s expenditure in
the period to 30 June 2012 can be considered by IPART in setting future prices. The determination can
also be opened for substantial changes to expenditure or demand. As such, there appear to be
appropriate safeguards for both customers and Sydney Water such that prices do not significantly
under or over recover on costs to 30 June 2012.

! National Competition Council (1998), Compendium of National Competition Policy Agreements, Second Edition, p. 103.
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6.2 A price path that does not include a ‘P-nought adjustment and glide
path’

In the last price determination, IPART adopted a glide path for prices that set prices around
$100 million below costs across 2005-06 and 2006-07. Under the glide path, prices would only
recover efficient costs from 2007-08 (figure 6.1).

Figure 6.1: Revenues based on efficient costs and IPART’s allowed revenues ($m nominal)
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Source: IPART 2005.

As aresult, even if water and wastewater demand forecasts had been realised, Sydney Water would
not have earned its weighted average cost of capital (WACC) until the last two years of the
determination. This revenue shortfall in the early part of the determination period directly reduces
returns and shareholder value.

Recently, IPART has stated that it sets revenues for water utilities to recover efficient operating and
capital costs.” A glide path where prices are set below efficient costs is not consistent with stated
policy. Sydney Water therefore proposes that over the next determination prices should be set so that
the present value of expected revenues is equal to the present value of expected costs.

6.3 Limited cost pass-through

In its submission to the 2005 price determination, Sydney Water proposed a general cost pass-through
mechanism to deal with material non-controllable external events. In response, IPART stated that:

2 IPART (2007), ‘Pricing Structures for Urban Water Supplies’, p. 8
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The IPART Act does not allow the Tribunal to review costs for the water sector during a

determination period without reopening the determination. This means that without such a
reopening, the costs associated with the pass-through event would be passed through without
being subject to scrutiny by the Tribunal. This would be inconsistent with the cost pass-through
mechanisms the Tribunal has adopted in the electricity sector, and with the Tribunal’s approach to
regulation.

The Tribunal’s finding is not to introduce a general cost pass-through mechanism. However, it is
prepared to consider re-opening the 2005 determination under the IPART Act in the event that
there are changes in certain taxation, Government policy or regulatory obligations that give rise to

costs or cost savings that are significantly greater than allowed for in this determination.’

Sydney Water does not propose a general cost pass-through mechanism as part of the price cap
arrangements. However, a price determination to 30 June 2012 will be three years longer than that
currently applied to SCA. Sydney Water therefore proposes that IPART consider the merits of a direct
pass-through of costs from SCA after they are approved by IPART.

Price determinations are only reopened for substantial changes. It should be recognised that under
these arrangements there will be volatility in Sydney Water’s earnings. This is because cost recovery
for some expenses may not occur until subsequent price determinations, if at all. This has implications
in considering Sydney Water’s rate of return (section 6.6).

6.4 Asset values and depreciation expenses

Depreciation expenses are a standard component of a regulated utility’s allowable costs. For Sydney
Water, IPART adopted a remaining average life of 70 years for existing assets in establishing the
regulatory asset base. As noted by IPART:

...the Tribunal uses conservative average asset lives of 70 years for water infrastructure. As the
actual average asset life of these assets are likely to be well in excess of 70 years, the existing

approach should amply provide for asset replacement.4

For new capital expenditure, IPART initially adopted an assumed average life of 90 years.” In the
2005 review, IPART adjusted the average asset life for new capital expenditure to 100 years.

This approach is not correct. Sydney Water has a mix of long and short life assets (table 6.1). The
remaining life of assets ranges from 87 years (civil assets) down to six years (electronic). The
weighted average life of water and wastewater assets is 83 years and 75 years, respectively.

Under IPART’s current arrangements, the regulatory depreciation in 2008-09 would be around

$134 million. By apportioning the regulatory asset base across the fixed asset register and applying
actual asset lives, regulatory depreciation increases to $149 million. This outcome highlights the fact
that using an overall weighted average life, rather than the remaining life of individual assets, the
expenses allocated to consumers over the price determination are less than the actual cost of the

3 IPART (2005), p. 23.

4 Sydney Water Corporation Prices Of Water Supply, Wastewater and Stormwater Services, 1 July 2003 to 30 June 2005,
p 63.
> IPART, Sydney Water Corporation, Prices of Water Supply, Sewerage and drainage services, October 2000, page 24
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service provided. This also means that profits are overstated each year and taxes on profits are above
what they should be.

Table 6.1: Remaining life and value of water and wastewater assets (as at July 2008)

Weighted remaining life RAB value
(year) ($ million)
Water
Civil 86 2,817
Mechanical 32 86
Electrical 17 22
Electronic 8 32
Non-depreciating na 204
Weighted average life (depreciating) 83 3,160
and total water asset value
Wastewater
Civil 87 3,681
Mechanical 21 481
Electrical 19 237
Electronic 8 68
Non-depreciating na 2,002
Weighted average life (depreciating) 75 6,470

and total wastewater asset value

Source: Sydney Water.

Many of the new assets created to 30 June 2012 as part of the proposed $4.15 billion (real $2008-09)
capital program will not last 100 years. Sydney Water has made a detailed analysis of the expected
lives of proposed capital projects to ensure that the assets are depreciated over a reasonable time
period. The remaining life of new assets (excluding the desalination plant) ranges from five to 139
years.

The detailed analysis of Sydney Water’s fixed asset register and proposed capital expenditure
highlights a need to restate the remaining lives applied to existing assets and new capital expenditure.
Restating asset values according to their actual economic lives conforms to economic theory. There
are a number of precedents for doing so, both in NSW and other jurisdictions (appendix D has more
details).

A policy of full cost recovery requires depreciation expenses based on the actual economic lives of the
assets. In addition, to promote effective competition, contestable services need to be priced at cost.
This is a requirement under the recent decision by the Australian Competition and Consumer
Commission (ACCC) in determining the methodology for setting access charges to declared
wastewater transport networks.® If the lives assumed are more (or less) than the actual economic lives

® Australian Competition and Consumer Commission (2007), Access dispute between Services Sydney Pty Ltd and Sydney
Water Corporation, Arbitration Report, 19 July 2007.
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of the assets, this unfairly benefits (penalises) Sydney Water by lowering depreciation and overstating

profits. An example of a similar approach to depreciation adopted by a NSW utility is that of AGL.
IPART recently permitted AGL to revise how it classed some assets for depreciation purposes.

Box 6.1: AGL Gas Network: restating assets according to asset types

In its 2005 review of the access conditions governing the gas network of AGL Gas Network, IPART
accepted a revision as to how it classed its assets.

In calculating depreciation for the proposed access arrangement, AGL Gas Network proposed to use
the following economic lives for its four specified groups of assets.

1) Trunk main, primary main and secondary network assets — 80 years.

2) Meters (domestic tariff, contract, and industrial and commercial tariff) — 20 years.
3) All other system assets — 50 years.

4) Non-system assets — lives consistent with financial reporting.

In response to a change in legislation covering gas meters in NSW, which extended their effective
lives, AGL Gas Network also proposed to extend the economic lives of its meters for the purpose of
regulatory depreciation.

Source: IPART (2005), Revised Access Arrangements for AGL Gas Network, Final Decision, April 2005, p 74

Sydney Water’s proposed restatement of asset lives

For existing assets, Sydney Water proposes that the current regulatory asset bases for water,
wastewater and stormwater services be disaggregated into depreciating and non-depreciating
components. Sydney Water’s fixed asset register can then be used to restate the remaining asset lives
and calculate depreciation expenses. Detailed outcomes are provided in appendix D. For new capital
expenditure, Sydney Water has estimated the economic lives of the following sub-classes of water,
wastewater and stormwater assets:

e controls: transportation
e controls: treatment

e treatment plants

e pipelines

® reservoirs/tanks

® pump stations

¢ buildings.

The desalination plant represents a new type of capital asset for Sydney Water. This was discussed in
chapter 5, where a separate regulatory asset base and detailed asset lives were established.

Sydney Water’s proposal for asset lives increases depreciation expenses by around $10 million in
2008-09, rising to $58 million by 2011-12 (in 2008-09 dollars).
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6.5 Capital cost escalation

Sydney Water has previously argued that the cost of capital projects was escalating faster than the
increase in the consumer price index (CPI). Sydney Water commissioned Evans and Peck to
investigate and forecast the likely increase in construction costs. They estimated that construction
costs were likely to increase on average by 5.9 per cent a year.” This compared with CPI forecast
growth of 2.5 per cent a year. On this basis Sydney Water sought approval for real cost increases to be
applied to the forecast capital expenditure.

IPART disagreed with Sydney Water’s evidence. IPART used the CPI and the Total Non-Dwelling
Construction index (NDC) produced by the Australian Bureau of Statistics (ABS) to examine the
issue. IPART concluded that:

Having carefully considered the evidence available to it, the Tribunal believes that while there
may be short-term variations in the rate of growth in the CPI and Total-Non-dwelling Construction
costs, both of these price indices are likely to follow general movements in the Australian
economy as a whole. With this in mind the Tribunal does not consider that the recent higher rate of
growth in Total Non-dwelling Construction costs represents a long-term trend which requires
special consideration in the 2005 determination period.8

IPART also considered that in the face of rising costs, water agencies should reassess the costs and
benefits of all the capital projects they have planned. Sydney Water has followed this advice.

Outcomes to date

Construction costs have continued to rise faster than CPI. The increase in the NDC in 2005-06

was 5.7 per cent, compared with 3.2 per cent for CPI (see table 6.2 and figure 6.2). Based on the first
three quarters of 2006-07, the annualised increase in NDC was 5.6 per cent compared with 2.6

per cent for CPL

This trend has now persisted for over five years. The average annual increase in the NDC from 2002-
03 to 2006-07 was 5.8 per cent compared with 2.7 per cent for CPL

The outcomes of the ABS’s NDC index are consistent with the outcomes experienced by Sydney
Water. This is to be expected as around 90 per cent of Sydney Water’s capital expenditure is
outsourced to the private sector through competitive tender processes.

7 Evans & Peck (2005), Price Escalation Paper for Sydney Water’s Capital Works Projects, 11 May 2005, p 3.
® IPART (2005), p. 65.
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Table 6.2: CPI, NDC index and Evans and Peck index (forecasts) 2002-03 to 2006-07 (%

change)

2002-03 2003-04 2004-05 2005-06 2006-07°
CPI 3.1 2.4 2.4 3.2 2.6
NDC index 3.7 5.9 8.3 5.7 5.6
E&P index 3.9 8.7 5.9 5.9 5.9

a2 2006-07 CPI, NDC are 'annualised’ estimates.
Sources: ABS, Evans and Peck.

Figure 6.2: CPI, NDC index and Evans and Peck index forecasts, 2002-03 to 2006-072
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Notes: (a) 2006-07 CPI and NDC are annualised estimates.
Sources: ABS, Evans and Peck.

Capital cost escalation — 2007-08 to 2011-12

Since 2002-03, capital costs have risen further than CPIL. Sydney Water requests IPART reconsider
capital cost escalation to 30 June 2012. The main issue is whether the sustained increase in capital
costs will persist to be above CPI until 30 June 2012.

Previously, IPART concluded that differences between CPI and construction cost increases were
likely to be only short-term. At the 2005 determination IPART stated that:

...the Tribunal believes that while there may be short-term variations in the rate of growth in the
CPI and Total Non-dwelling Construction costs, both of these price indices are likely to follow
general movements in the Australian economy as a whole.’

’ Independent Pricing and Regulatory Tribunal (2005), Determination — Final Report, Nov 2005, p 65
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Sydney Water agrees that over the long-term, there is likely to be a degree of consistency between
‘input’ price indexes, including the cost of delivering infrastructure assets, and CPI. However, Sydney
Water considers that to 30 June 2012, capital costs will continue to rise faster than CPI. This is
because of the demand and supply conditions for capital projects over the medium-term.

The demand and volume of current work and future contracts in the Australian construction industry is
forecast to remain at historically high levels to 30 June 2012. Forecasts published by the Construction
Forecasting Council (see figure 6.3) indicate that the value of engineering construction activity in
NSW is expected to steadily increase. '’

Figure 6.3: Engineering construction value forecasts, NSW ($b nominal)

Value of engineering construction, $b
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Source: Construction Forecasting Council, www.cfc.acif.com.au/.

A further feature of the wider demand conditions reflects developments globally where economic
growth is being driven by developing economies, in particular the pace of industrialisation in China.
This has translated into a rapid growth in the resource sector, with overall commodity prices more than
doubling in the past five years. As the Reserve Bank of Australia has noted, this boom in resources is
expected to continue for some time yet.

The rapid growth in world demand for metals and other resources appears to be showing little
signs of abating. There are good reasons to believe that strong demand from emerging economies
in particular may continue for several decades...while these various trends continue, they support

the continuation of relatively high real prices for metals and other resources for some time yet.11

While Australia’s resource sector enjoys expansion, emerging supply-side constraints are a
consequence of this rapid growth. This trend is expected to continue, at least in the short- to medium-

10 .
See www.cfc.acif.com.au/

" Reserve Bank of Australia, ‘The recent rise in commodity prices: a long run perspective’, Reserve bank bulletin, April
2007.
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term. As the Governor of the Reserve Bank noted in a recent speech, this is particularly noticeable in

the engineering and construction sectors.

The trends in the global economy have imparted a very large expansionary impetus to the
Australian economy...There are nearly six million people working in construction, as broadly
defined by the ABS, a rise of about 50 per cent on six years ago. Perhaps there is some further
supply of labour available, but realistically there could well be a need for other types of private
construction activity to tail off, so as to release some productive resources to accommodate (no
pun intended) higher rates of dwelling construction. The intended further step-up in public
infrastructure at the state level could also put some pressure on the engineering sector unless

private infrastructure projects also tail off."?

These concerns about emerging capacity constraints are not new and have similarly been reported by
economic commentators, for example, as the ANZ bank noted in January 2007:

The stimulus from the global commodity price boom comes at a time when the economy is
bumping up against capacity constraints. The ‘problem’ is actually an outturn of our economic
success. After fifteen years of continuous economic growth — the longest since Federation — the

economy is operating at close to full employment of its capital and labour resources.

These capacity constraints continue to keep construction price indices above CPI. A particularly
noticeable feature of this constraint is that it is now generally accepted that at present there is a
shortage of skilled labour necessary for capital projects. As recently noted by BIS Shapnel:

The labour market is still very tight. Employers have been struggling to fill vacancies, especially

for skilled workers.*

This is a trend similarly reported in wider economic surveys. For example, NAB’s most recent
business survey reported that with capacity utilisation near a record high, labour markets appear tight
from a historical perspective. It noted that a record 68 per cent of businesses reported labour
availability was a significant and/or minor constraint on output in the June 2007 quarter."

Based on likely supply and demand conditions up to 30 June 2012, Sydney Water considers that the
average increase in nominal construction costs over the past five years is likely to persist in broadly
similar terms until 2012. Sydney Water again engaged Evans and Peck to forecast likely capital cost
increases. Based on the analysis, Sydney Water proposes a capital cost escalation of 5 per cent a year.
This escalation would be applied to real capital expenditure estimates and compares to a CPI of

2.5 per cent a year used to escalate operating expenditure. Where Sydney Water has obtained a fixed
tendered price in nominal dollars, (for example, the desalination project) the tendered prices do not
need to be escalated.

Financial impact of not allowing for real capital cost increases

Sydney Water’s financial position will be materially disadvantaged if IPART does not approve capital
cost escalation that exceeds CPI in this determination. While Sydney Water’s regulatory asset base

12 Reserve Bank of Australia, ‘Economic conditions and prospects’, Glen Stevens: Governor, Address to the QUT business
leader forum Brisbane, 14 June 2007.

M Rodrigues and C Murphy, ‘Economy in focus — the year ahead’, ANZ Australian economics weekly, 12 January 2007.
4 BIS Shrapnel (2007), Outlook for Wages to 2012-13: Electricity, Gas and Water Sector Australia and Victoria, p. 13.

15 “Nab’s Survey Picks Up Confidence Leap’, Australasian Investment Review (ACN news wire), 1 August 2007.
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will be ‘rolled forward’ in the next price determination, Sydney Water’s capital program will be

under-priced to 30 June 2012. This is of particular concern because of the large size of the capital
program.

Sydney Water estimates that if capital escalation is assumed to be CPI escalation at 2.5 per cent a year
rather than 5 per cent a year for capital escalation, total revenues from 2008-09 to 2011-12 will be
reduced by around $28 million ($2008-09). This revenue loss will not be recovered in the next roll
forward of the regulatory asset base.

IPART has previously argued that Sydney Water should reassess the costs and benefits of all the
capital projects it has planned in the face of real capital cost escalation. Sydney Water has done so and
considers that its proposed capital projects are consistent with maintaining its asset base, meeting
growth and Operating Licence requirements and its role in implementing the Metropolitan Water
Plan. As such, the capital program, as assessed, needs to proceed even if there is real cost escalation.
Sydney Water is a capital-intensive business and its flexibility in meeting requirements is severely
limited.

6.6 Weighted average cost of capital

At the last review IPART determined that Sydney Water’s weighted average cost of capital (WACC)
was in the range of 5.7 per cent to 7.1 per cent (pre-tax real). IPART determined that the pre-tax real
rate of return should be set at the mid point in this range, namely 6.5 per cent.'® This was based on the
impact that alternative values would have on Sydney Water’s financial position and the implication for
business investment decisions. Sydney Water’s WACC is lower than that afforded to either NSW
electricity distribution businesses or AGL’s gas network, which both receive 7 per cent."”

In reaching its decision regarding Sydney Water, IPART also stated that:

...there is no evidence to suggest that water agencies face more or less systematic risk than

Australian gas and electricity network businesses.'®

Sydney Water considers that its WACC should also be at least 7 per cent. To support this position,
Sydney Water has examined publicly available material on the form of price regulation, recovery of
unforeseen costs and directed expenditures, and revenue outcomes for Sydney Water and energy
network businesses. This information is provided in appendix E. The main findings are summarised
below.

Form of price regulation and revenue risk

Sydney Water accepts more revenue risk than energy network businesses. Sydney Water is subject to
fixed price caps, while energy network businesses are subject to either revenue caps or weighted
average price caps.'’

e IPART, Prices of water supply, wastewater and stormwater, final determination and report 2005 to 2009, page 75.
7 IPART (2004), ‘NSW Electricity Distribution Pricing 2004/05 to 2008/09’, Final Determination, p. 44.

'8 IPART (2005), p. 75.

19 See for example Alexander and Irwin (1996), Price Caps, Rate-of-Return Regulation, and the Cost of Capital.
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The extent to which economy-wide systematic risk translates into revenue and earnings volatility is

greatest under fixed price caps. This is because demand forecasts are not adjusted over the price
determination for unexpected decreases in demand. This differs from revenue caps, where the impact
of unexpected changes in demand is reduced because prices are reset each year based on actual
demand and updated forecasts. Similarly, under weighted average price caps, the utility can vary
prices in response to actual demand within the limits specified by the price regulator.

There are established precedents for allowing higher rates of return for regulated businesses that
accept more revenue risk. For example, the ACCC afforded Australian Airports higher rates of return
on investments in general airport infrastructure (recovered through fixed prices) compared with
recovery of security-related capital costs where prices were adjusted on an annual basis.”

Recovery of unforseen costs and directed expenditures

Unforeseen costs and directed expenditures also result in greater earnings volatility for Sydney Water
compared with energy network businesses. The IPART Act does not allow IPART to review Sydney
Water’s costs during a determination period without reopening the determination. Sydney Water may
therefore have to wait up to four years before unforeseen costs or directed expenditures are included in
prices. This means Sydney Water will under-recover on costs (and earn a lower WACC) when the
expenses occur but then recover these costs (and earn a higher WACC) when the past expenses are
included in future prices. This point is particularly pertinent at present because of the situation in
urban water where demand has been restrained and operating and capital expenditure costs are
increasing substantially to meet the issues discussed briefly in chapter 1.

This situation differs from NSW electricity distribution businesses, where IPART has approved both
specific and general cost pass-through mechanisms. These cost pass through-mechanisms reduce
earnings volatility as costs are recovered far closer to the time of expenditure. It also provides greater
certainty over the regulatory arrangements applying to such costs.

Water restrictions

Sydney Water also has the risk of water restrictions. [IPART has previously argued that the impact of
water restrictions should be included in the WACC:

In making its decision, the tribunal accepts that actual consumption could differ from these
estimates by up to 5 per cent, due to the impact of weather conditions and the possibility that water
restrictions may be introduced. These risks are commercial risks which are borne by Sydney Water
and are compensated for through a higher than risk free rate of return on the regulatory asset

21
base.

IPART also included the majority of the risk of water restrictions within the WACC in the current
price determination. This is because there is no compensation in Sydney Water’s cash flows unless
revenues are 10 per cent less or more than forecast. As discussed in chapter 2, the majority of Sydney

20 See Australian Competition and Consumer Commission (March 2000), Government-Mandated Security Requirements,
Position Paper. Sydney Water also notes that the ACCC adopted an asset beta of 0.46 for ‘low risk’ (revenue and cost)
security-expenditures. Using the mid point of other WACC parameters determined by IPART and an asset beta 0.46
generates a pre-tax real WACC of around 6.7 per cent. This means Sydney Water receives a WACC below that considered
acceptable by the ACCC for capital expenditure when the risk of not achieving projected revenue streams are small.

# IPART (2003), Prices of water supply, wastewater and stormwater services, from July 2003 to June 2005, May 2003, p39.
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Water’s current revenue shortfall and earnings volatility is a result of the continuing drought and

associated water restrictions.

The impact of water restrictions on revenues and earnings is arguably a specific risk and not a
systematic risk. It is a risk unique to water utilities. Supply augmentation and demand management
can also influence the length and severity of water restrictions. These are not characteristics of
systematic risk.

While economic regulators often exclude such risks in determining regulated WACCs, such risks
should be included if they are not taken into account when estimating necessary cash flows. As argued
by Officer:

Many business executives, including finance executives, often treat the cash flows without
considering such risks, implicitly embedding the risks in the WACC so that the WACC is higher
than that measured or estimated by the regulators. The greater magnitude of WACC does not
indicate that it is a more liberal regime or that the returns are higher, it simply reflects a different

way of treating risk.”

Consistent with IPART’s current arrangements, Sydney Water bears the risk of water restrictions
under the proposed fixed price caps for a period of four years. No extra regulated revenue is provided
to compensate for demand risk. As such, the earnings volatility associated with this risk should be
included in the WACC.

Observed outcomes

As Sydney Water accepts more risk on revenues and costs and also accepts risk on water restrictions,
it would be expected that Sydney Water experiences more revenue and earnings volatility compared
with energy network businesses.

Available evidence indicates that electricity transmission businesses achieve both more stable and
higher returns than Sydney Water. Sydney Water’s actual revenues have varied from those forecast by
1.2 per cent to 7.2 per cent annually since 1992-93. This is in comparison with electricity
transmission, where in most cases the variance between forecast and actual revenues was less than

1 per cent.

The continued imposition of water restrictions and lower water sales has also meant that Sydney
Water has persistently failed to achieve its WACC since 2002-03. This means that despite achieving
IPART’s efficiency targets, Sydney Water has not achieved the financial outcomes IPART used, in
part, to justify a WACC of 6.5 per cent. This highlights that the risk of water restrictions has
introduced material levels of revenue and earnings volatility.

Risk-free rate

Sydney Water notes that since the last price determination, the real risk-free rate is currently
2.67 per cent.

Sydney Water also notes recent research by NERA for the Energy Networks Association, which
suggests that the methodology for estimating the real risk-free rate needs to be adjusted to reflect

2 Officer B. (1998), A note on the ACCC’s and the Office of the Regulator-General’s cost of capital for the gas industry, p4.
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peculiarities in the current bond market. NERA suggests current practices underestimate the value of
the risk-free rate by at least 20 basis points. > Further details are provided in appendix E.

Summary

Sydney Water considers that in arriving at its conclusion on WACC - and basing the decision on
Sydney Water’s reasonable financial requirements — [IPART has not adequately taken into account the
regulatory arrangements and actual revenue and earning outcomes.

Sydney Water believes that IPART’s methodology for selecting the final value from the range
identified should fully reflect the risk sharing arrangements and actual observed outcomes.

In doing so, this justifies a real pre-tax rate of return of at least 7 per cent. This represents only a
modest increase in WACC, particularly given the likely increase in the risk free rate and Sydney
Water’s revenue and cost risk. A 7 per cent WACC increases the annual revenue requirement by
$50 million in 2008-09, rising to $65 million in 2011-12 (in 2008-09 dollars).

= NERA (2007), Bias in indexed CGS yields as a proxy for the CAPM risk free rate, A report for the ENA, March 2007.
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7 ANNUAL REVENUE REQUIREMENTS

Chapters 3,4 and 5 described Sydney Water’s proposed capital and operating expenditure for 2008-09
to 2011-12. This chapter describes the real ($2007-08) annual revenue requirement that is needed to
fund this expenditure. On the basis of that annual required revenue a set of financial outcomes is
projected. The real annual revenue requirement is the revenue required to fund the efficient capital and
operating costs of providing water, wastewater and stormwater services.

7.1 Total revenue requirements

The annual revenue requirements from 2008-09 to 2011-12 (in $2008-09) for water, wastewater and
stormwater services are presented in figure 7.1. The annual revenue requirement in 2008-09 is around
$1.86 billion (in $2008-09), representing a real increase of 21 per cent compared to forecast real
revenues in 2007-08. From 2008-09 to 2011-12 the annual revenue requirement rises in real terms by
around 17 per cent to $2.18 billion.

,b
Figure 7.1: Forecast annual revenue requirementa , 2008-09 to 2011-12 ($m constant
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a.  Excludes revenues for trade waste and ancillary services.
b. Percentage increase in revenues in 2008-09 is compared to forecast revenues in 2007-08 (in 2008-09 dollars).

Source: Sydney Water.
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The annual revenue requirement is split between water, wastewater and stormwater (table 7.1).

Table 7.1: Annual revenue requirements® ($m constant $2008-09)

2008-09° 2009-10 2010-11 2011-12
W ater 912 1,088 1,149 1,167
% change 29.4% 19.3% 5.6% 1.5%
Wastewater 916 941 959 982
% change 13.5% 2.7% 2.0% 2.3%
Stormwater 27 27 28 29
% change 4.2% 1.1% 2.7% 2.0%
Total 1,856 2,057 2,137 2,177
% change 20.7% 10.8% 3.9% 1.9%

2 Excludes revenues for trade waste and ancillary services.

b Percentage change in revenues in 2008-09 is compared to forecast revenues in 2007-08 (in 2008-09 dollars).

Source: Sydney Water.

7.2 Water revenue requirements

The water annual revenue requirements from 2008-09 to 2011-12 ($2008-09) are shown in figure 7.2
and table 7.2.

Water services, including the desalination project, account for the largest increase in the annual
revenue requirements. The annual revenue requirement in 2008-09 for treatment, networks (including
the pipeline for the desalination plant) and recycling is around $912 million (in $2008-09),
representing a real increase of around 29 per cent compared to forecast revenues in 2007-08. From
2008-09 to 2011-12, the annual revenue requirement rises in real terms by around 8 per cent to

$988 million.

Sydney Water has assumed that any revenue requirement related to the desalination plant will not be
permitted by IPART until the year the plant is commissioned, which is 2009-10. In 2009-10 the annual
revenue requirement for the desalination plant is $152 million, rising to $181 million in 2010-11. See
figure 7.2 and table 7.3.
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, b
Figure 7.2: Water annual revenue requirementsa ’2008-09 to 2011-12 ($m constant $2008-09)
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a.  Excludes revenues for ancillary services.
b.  Percentage increase in revenues in 2008-09 is compared to forecast revenues in 2007-08 (in 2008-09 dollars).

Source: Sydney Water.

Table 7.2: Water annual revenue requirements? ($m constant $2008-09)

2008-09 2009-10 2010-11 2011-12
Treatment, networks and recycling 912 936 968 988
% change 29.4% 2.6% 3.5% 2.1%
Desalination plant 0 152 181 179
% change 18.7% -1.2%
Total 912 1,088 1,149 1,167
% change 29.4% 19.3% 5.6% 1.5%

2 Excludes revenues for ancillary services.

b Percentage change in revenues in 2008-09 is compared to forecast revenues in 2007-08 (in 2008-09 dollars).

Source: Sydney Water.
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7.3 Wastewater revenue requirements

The annual revenue requirement for wastewater in 2008-09 is around $916 million (in $2008-09),
representing a real increase of around 14 per cent compared to forecast revenues in 2007-08. From
2008-09 to 2011-12, the annual revenue requirement rises in real terms by around 7 per cent to
$982 million.

Figure 7.3 shows the wastewater annual revenue requirements from 2008-09 to 2011-12 ($2008-09
dollars).

Figure 7.3: Wastewater annual revenue requirements@: b, 2008-09 to 2011-12 ($m constant
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a. Excludes revenues for trade waste and ancillary services.
b. Percentage increase in revenues in 2008-09 is compared to forecast revenues in 2007-08 (in 2008-09 dollars).

Source: Sydney Water.
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7.4 Stormwater revenue requirements

The annual stormwater revenue requirement in 2008-09 is around $27 million (in $2008-09),
representing a real increase of around 4 per cent compared to forecast revenues in 2007-08. From
2008-09 to 2011-12, the annual revenue requirement rises in real terms by around 6 per cent to
$29 million.

Figure 7.4 shows the annual revenue requirements from 2008-09 to 2011-12 ($2008-09 dollars).

Figure 7.4: Stormwater annual revenue requirements?, 2008-09 to 2011-12 ($m constant
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a. Percentage increase in revenues in 2008-09 is compared with forecast revenues in 2007-08 (in 2008-09 dollars).

Source: Sydney Water.
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7.5 Projected financial outcomes

Summary details of financial performance based on Sydney Water’s annual revenue requirments are
shown in table 7.3. Tables 7.4 and 7.5 show a cash flow statement and balance sheet.

Table 7.3: Summary profit statement 2008-09 to 2011-12 ($m nominal)

2008-09 2009-10 2010-11 2011-12
Regulatory revenue 1,799 2,172 2,272 2,399
Other revenue 195 205 197 196
Total revenue 1,994 2,376 2,469 2,595
Earnings before interest, tax 943 1,254 1,298 1,402
and depreciation
Depreciation 190 231 244 255
Borrowing expenses 245 351 471 505
Earnings before tax 509 671 583 641
Taxation expense 156 210 175 192
Profit after tax 353 461 408 449

Source: Sydney Water.

Over this four-year period, revenue from regulated services increases by approximately 33 per cent in
nominal terms in line with the projected increase in Annual Revenue Requirement. Other revenue is
projected to have no significant increase.

Total operating expenses increase only slightly as the impact of desalination and recycling operations
and demand management costs are offset by significant productivity gains in Sydney Water’s
underlying operating costs. As a result, earnings before interest, tax, depreciation and amortisation
(EBITDA) increase by significantly more than the underlying revenue increase over the period. This is
required to meet sharply increased depreciation and borrowing costs arising from the large capital
investment program and the additional borrowings required to finance it.

Table 7.4 shows the effects of these changes on the summary balance sheet.
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Table 7.4: Summary balance sheet 2008-09 to 2011-12 ($m nominal)

2008-09 2009-10 2010-11 2011-12
Total assets 14,824 16,152 16,771 17,329
Total borrowings 5,841 6,656 7,106 7,486
Other liabilities 1,785 1,916 1,943 1,967
Net assets 7,198 7,580 7,722 7,875
Represented by:
Asset revaluation reserve 2,107 2,239 2,192 2,127
Contributed equity 3,108 3,108 3,108 3,108
Retained earnings 1,982 2,233 2,421 2,640
Total shareholders funds 7,198 7,580 7,722 7,875

Source: Sydney Water.

The improvement in Sydney Water’s balance sheet over the period to 30 June 2012 is clearly evident
in increasing asset values and shareholders’ funds despite the significant increase in debt levels to
finance the large capital investment program. The important change in the Balance Sheet in this period
is all new capital investment is represented in asset values, which increase in line with the value of
new investment less depreciation and sales. Despite the fact that borrowing has increased over the
period by $1,645 million the value of shareholder funds has risen by around 9.4 per cent.

The impact of the increased revenue is particularly evident in the sources and uses of Sydney Water’s
funds (see table 7.5).
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Table 7.5: Sources and uses of funds, 2008-09 to 2011-12 ($m nominal)

2008-09 2009-10 2010-11 2011-12
Source
Service and usage income 1,799 2,172 2,272 2,399
Property sales and developer cash 90 174 72 75
Borrowings 1,385 815 450 380
Others 73 75 68 64
Total sources 3,346 3,236 2,863 2,918
Use
Operating expenditure 1,027 1,104 1,148 1,172
Taxes paid 91 156 164 175
Dividends paid 190 200 210 220
Borrowing costs 245 351 471 505
Capital expenditure 1,794 1,424 869 846
Total use 3,346 3,236 2,863 2,918

Source: Sydney Water.

As shown in table 7.6, there is a significant improvement in all the financial stability indicators. EBIT
interest cover stabilises at around 2.3 while the proportion of capital investment funded from internal

sources improves from an historical low position of 22.8 per cent to a more sustainable 55.1 per cent.

Return on assets and shareholder funds both improve significantly from around 5 per cent to

6.7 per cent (on assets) in 2011-12.

Table 7.6: Financial sustainability indicators 2008-09 to 2016-17

2008-09 2009-10 2010-11 2011-12
EBIT interest cover 3.1 2.9 2.2 2.3
Debt to equity ratio 81% 88% 92% 95%
Shareholder's funds to total assets 49% 47% 46% 45%
Return on Shareholders Funds 4.9% 6.1% 5.3% 5.7%
Return on assets 5.0% 6.5% 6.5% 6.7%
Internal Capex funding ratio 22.8% 42.8% 48.2% 55.1%

Source: Sydney Water.
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8 PRICES AND ACTIVITY

This chapter contains Sydney Water’s proposed prices for water, wastewater and stormwater services
from 2008-09 to 2011-12 to recover the annual revenue requirements described in chapter 7. It also
covers:

e representative residential and non-residential bills from the proposed price increases
e proposed modifications to some water, wastewater and ancillary tariffs

¢ recycled water pricing

e comment on the pricing issues raised in IPART’s Issues Paper.

Prices for Sydney Water’s services depend on customer numbers and water sales. This chapter also
sets out Sydney Water’s forecast customer numbers and forecast metered water sales.

8.1  Summary of price proposals

Under Sydney Water’s proposed price increases, the residential bill for a property consuming 250 kL
of water a year would rise by just under $100 in real terms in 2008-09 (table 8.1). The residential
water and wastewater usage and service charges and the percentage increases in prices are presented in
table 8.2. Sydney Water also examined various pricing scenarios before choosing the one outlined in
this chapter. These are discussed in appendix F.

Table 8.1: Residential water and wastewater bills ($ constant $2008-09)

2008-09? 2009-10 2010-11 2011-12
250 kL/year 920 1,032 1,063 1,095
% increase 12.4% 12.2% 3.0% 3.0%
500 kL/year 1,407 1,621 1,670 1,720
% increase 16.1% 15.2% 3.0% 3.0%

2 Percentage increase is based on real 2007-08 prices in 2008-09 value.

Source: Sydney Water.

For a typical residential bill (based on 250 kL per year water use) the real increase between 2007-08
and 2011-12 will be 33 per cent or $275. There are difficulties in precisely allocating the impact of
various cost increases. An indicative split of the $275 between the increases in Sydney Water’s costs
is:

o desalination: $100 to $110
. renewals, servicing growth and operating licence: $80 to $85
o recycling and demand management: $30 to $35

o financial viability (WACC and depreciation): $50 to $55
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Table 8.2: Proposed main residential prices® ($ constant $2008-09)

2008-09° 2009-10 2010-11 2011-12
Water
Tier 1 ($/kL) 1.62 1.96 2.02 2.08
% increase 18.3% 20.9% 3.0% 3.0%
Tier 2 ($/kL) 2.44 2.95 3.03 3.13
% increase 30.1% 20.8% 3.0% 3.0%
Service (20mm, $/year) 68.15 82.37 84.84 87.39
% increase 18.4% 20.9% 3.0% 3.0%
Wastewater
Senvice ($/year) 445.70 459.07 472.84 487.02
% increase 6.6% 3.0% 3.0% 3.0%

2 Prices are rounded to two decimal places. Water usage charges assume Level 1 water restrictions in 2008-09 and
then permanent water savings.

b Percentage increase is based on real 2007-08 prices in 2008-09 value.

Source: Sydney Water.

8.2 Proposed water prices

Sydney Water proposes that the current two-tier pricing for water usage be maintained. The current
structure continues to provide a signal for efficient water use and customers that choose to use more
water for discretionary purposes make a relatively larger contribution to overall costs.

The volumes of tier 2 water sales, revenues and property numbers for 2006-07 are presented in

table 8.3. Overall, only around 4 per cent of metered water sales incur the tier 2 charge under Level 3
water restrictions. Tier 2 volumes during summer are also around 50 per cent higher compared to
winter. The tier 2 charge mainly targets discretionary water usage, especially during summer.

Table 8.3: Volumes and revenues of tier 2 water sales and humbers of affected properties

Jul - Sep 2006 Oct-Dec 2006 Jan -Mar 2007 Apr - Jun 2007

Tier 2 volumes (GL) 3.8 5.3 6.1 4.1
Tier 2 revenues ($m) 6.2 8.6 10.0 6.7
Properties 70,130 114,510 122,465 88,655

Source: Sydney Water.

Sydney Water proposes the following price structure for water services to recover the net present
value of the annual revenue requirements:

e the two-tier pricing system be maintained and the tier 2 price be set 50 per cent higher than the
tier 1 price
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e areal increase on 1 July 2008 of around 18 per cent for the tier 1 price and service charge and
around 30 per cent increase for the tier 2 price. (This is consistent with recovering the increases in

the annual revenue requirement in 2008-09.)

® a 2] per cent real price increase on 1 July 2009, reflecting the prices necessary to fund the
desalination plant

e 3 per cent real price increases in 2010-11 and 2011-12.

Based on these assumptions, current and proposed usage prices for filtered water and the service
charge for a 20mm water meter in 2008-09 dollars are presented in table 8.4. Forecast tier 1 and 2
water sales are presented in table 8.5.

Table 8.4: Proposed water prices® ($ constant $2008-09)

2008-09° 2009-10 2010-11 2011-12
Tier 1 ($/kL) 1.62 1.96 2.02 2.08
% increase 18.3% 20.9% 3.0% 3.0%
Tier 2 ($/kL) 2.44 2.95 3.03 3.13
% increase 30.1% 20.8% 3.0% 3.0%
Service (20mm, $/year) 68.15 82.37 84.84 87.39
% increase 18.4% 20.9% 3.0% 3.0%

2 Prices are rounded to two decimal places. Water usage charges assume Level 1 water restrictions in 2008-09 and
then permanent water savings.

b Percentage increase is based on real 2007-08 prices in 2008-09 value.

Source: Sydney Water.

Table 8.5: Forecast water sales?, tier 1 and tier 2 prices, GL

2008-09 2009-10 2010-11 2011-12
Tier 1 445 477 464 455
Tier 2 21 30 28 27

2 Includes unmetered water sales.

Source: Sydney Water.

8.3 Proposed wastewater prices

Residential properties currently pay a fixed charge for wastewater services, while non-residential
properties that have sewage discharges above 500 kL a year also pay a sewerage usage charge.

Sydney Water does not propose any changes to the structure of charges for residential customers.
However, it is proposed to move non-residential properties to a volume-based charging structure. The
recent arbitration by the Australian Competition and Consumer Commission (ACCC) for access to
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sewage networks has highlighted the need to review the threshold for the sewerage usage charge for
non-residential properties (see box 8.1 for a summary of the ACCC’s Final Determination). In
particular, for non-residential properties with sewage discharges of close to 500 kL a year, allocated

sewage treatment and disposal costs on some networks can exceed the fixed charge for the property.

To deal with this situation, Sydney Water proposes to lower the sewerage usage charge threshold to
400 kL a year from 1 July 2008 and to 300 kL a year from 1 July 2011. This proposal will better align
costs, access charges and the revenues obtained from individual non-residential properties over the
course of the determination.

Box 8.1: Access to Sydney Water’s wastewater network

On 19 July 2007, the Australian Competition and Consumer Commission (ACCC) publicly released its
Final Determination and Statement of Reasons on the method for setting access charges to Sydney
Water’s wastewater network.

The ACCC accepted Sydney Water’s proposed method for setting access charges based on the retail
wastewater charge less the average cost of providing treatment and retail (billing) services. Setting the
price in this way allows Sydney Water to recover the cost of transporting sewage, plus a contribution
to ‘postage stamp pricing’. In this way the pricing method proposed by Sydney Water protects the
Government’s policy of ‘postage stamp pricing’ yet makes it profitable for someone to enter the market
if they can provide treatment and/retail services more cheaply than Sydney Water.

The Final Determination and Statement of Reasons are available on the ACCC’s website.

To recover the net present value of the wastewater annual revenue requirements, Sydney Water’s
proposed prices are presented in table 8.6. The service charge increases by around 7 per cent on

1 July 2008, with 3 per cent real price growth from 1 July 2009 to 1 July 2011. The sewerage usage
charge, based on the 400 kL threshold, increases by around 12 per cent on 1 July 2008, with 3 per cent
real price growth from 1 July 2009 to 1 July 2010. The usage charge then increases by around

8 per cent on 1 July 2011.
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Table 8.6: Proposed wastewater prices® ($ constant $2008-09)

2008-09° 2009-10 2010-11 2011-12
Service (20mm, $/year) 445.70 459.07 472.84 487.02
% increase 6.6% 3.0% 3.0% 3.0%
Usage ($/kL) 1.49 1.53 1.58 1.71
% increase 11.9% 3.0% 3.0% 8.1%

2 Prices are rounded to two decimal places.

b Percentage increase is based on real 2007-08 prices in 2008-09 value.

Source: Sydney Water.

8.4 Proposed stormwater prices

At the last review, IPART set the stormwater charge so that it would migrate towards cost-reflective
pricing over the price determination. IPART also suggested that Sydney Water develop its proposal
for area-based charges for consideration at the 2009 review. Sydney Water has not had the opportunity
to develop detailed proposals along the line recommended by IPART. Given the time constraints
associated with the interim review process Sydney Water proposes delaying this until the next review
in 2012. Sydney Water therefore proposes to maintain the current structure of charges for stormwater
services. The proposed prices are shown in table 8.7.

Table 8.7: Proposed stormwater prices * ($ constant $2008-09)

2008-09° 2009-10 2010-11 2011-12
Residential ($/year) 44.99 45.44 45.90 46.36
% increase 0.2% 1.0% 1.0% 1.0%
Non-residential ($/year) 117.09 118.26 119.44 120.63
% increase 0.2% 1.0% 1.0% 1.0%
River management ($/year) 117.87 119.05 120.24 121.44
% increase 0.2% 1.0% 1.0% 1.0%

2 Prices are rounded to two decimal places.

b Percentage increase is based on real 2007-08 prices in 2008-09 value.

Source: Sydney Water.
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8.5 Customer impacts

Sydney Water has modelled the expected bill outcomes of the proposed prices for different groups of
residential and non-residential customers. The results are presented below.

Residential customers

The expected water and combined water, wastewater and stormwater bill for residential properties
consuming 250 kL. and 500 kL a year is shown in table 8.8.

Table 8.8: Residential property bills® ($/year constant $2008-09)

2008-09° 2009-10 2010-11 2011-12
Water
250 kL/year 474 573 590 608
% increase 18.3% 20.9% 3.0% 3.0%
500 kL/year 961 1,162 1,197 1,233
% increase 21.1% 20.9% 3.0% 3.0%
Water and Wastewater
250 kL/year 920 1,032 1,063 1,095
% increase 12.4% 12.2% 3.0% 3.0%
500 kL/year 1,407 1,621 1,670 1,720
% increase 16.1% 15.2% 3.0% 3.0%

2 Bill impacts rounded to the nearest dollar.

b Percentage increase is based on real 2007-08 prices in 2008-09 value.

Source: Sydney Water.

Non-residential properties

Sydney Water has identified a range of commercial, industrial and other business types to illustrate the
effect that the proposed charges will have on the non-residential sector. The charging characteristics of
the non-residential properties are detailed in appendix E. The water and combined water, wastewater
and stormwater bills for these properties are presented in tables 8.9 and 8.10.
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Table 8.9: Non-residential property water bills ($/year constant $2008-09)

2008-09 2009-10 2010-11 2011-12

Commercial

Service station 407 492 506 522

Shop 2,364 2,857 2,943 3,032

Leagues club 130,471 157,706 162,445 167,346

Large hotel 158,813 191,964 197,733 203,698

Shopping mall 43,064 52,053 53,618 55,235

Major office building 193,786 234,238 241,278 248,556
Industrial

Tyre dealer 5,756 6,958 7,167 7,383

Major soft drink producer 805,312 973,415 1,002,671 1,032,917

Textile producer - carpets 54,929 66,395 68,390 70,453
Other business

Health clinic 1,951 2,358 2,429 2,503

Farm - poultry 482,064 582,692 600,205 618,311

Source: Sydney Water.

Table 8.10: Non-residential water, wastewater and stormwater bills ($ constant $2008-09)

2008-09 2009-10 2010-11 2011-12

Commercial

Service Station 1,414 1,527 1,570 1,615

Shop 4,717 5,279 5,435 5,832

Leagues club 230,649 260,911 268,747 281,961

Large hotel 286,983 324,008 333,740 350,398

Shopping mall 80,230 90,341 93,053 97,896

Major office building 372,407 418,256 430,818 452,410
Industrial

Tyre dealer 10,155 11,487 11,830 12,538

Major soft drink producer 1,117,809 1,295,356 1,334,275 1,389,516

Textile producer - carpets 107,143 120,184 123,792 129,979
Other business

Health clinic 3,411 3,860 3,973 4,291

Farm - poultry 657,510 763,442 786,380 819,234

Source: Sydney Water.
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8.6 Developer charges

Sydney Water partially recovers the cost of servicing urban growth development through developer
charges. These were reviewed in 2006. The remainder of the costs are recovered through water and

wastewater prices.

Actual developer charges revenue in 2005-06 and 2006-07 was significantly less than forecast (see
table 8.11). This was due to less than expected dwelling completions.

Table 8.11: Forecast and actual developer charges ($m nominal)

2005-06 2006-07
Forecast 55 64
Actual 49 46

Source: Sydney Water.

Forecast developer charges from 2008-09 to 2011-12 are shown in table 8.12. The forecast is based on
the latest dwelling completion forecasts provided by the Department of Planning.

Table 8.12: Forecast developer charges ($m constant $2008-09)

2008-09 2009-10 2010-11 2011-12

Revenue 61 66 67 70

Source: Sydney Water.

8.7 Other charges

Sydney Water’s proposal for existing trade waste, ancillary and miscellaneous changes are outlined
below. In addition, Sydney Water also proposes to introduce a late payment fee on its bills and a credit
card fee to better align prices with costs.

Trade waste
Trade waste charges are a combination of both cost recovery and incentive-based charges. The three

categories of charges are:
1) administrative charges, designed to recover administration costs

2) quality charges, which include incentive-based charges triggered when effluent levels exceed

accepted standards

3) critical substance charges, which are quality charges used to set a price signal to limit the loads of
specific substances in the system.

Sydney Water proposes to keep the same charging framework as well as maintain the level of the
charges in real terms to 30 June 2012.
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Ancillary and miscellaneous

Sydney Water has a number of charges for miscellaneous and ancillary services. These are generally
services requested by customers when buying and selling properties, building, connecting new
plumbing or when developing land.

Sydney Water proposes to keep the same charging framework as well as maintain the level of the
charges in real terms to 30 June 2012.

Sydney Water requests that IPART remove direct price control of charges for supervision of piers or
concrete encasing a Sydney Water sewer (ancillary services No. 34 and 35 in the current
determination). These two activities currently have IPART determined application fees and hourly
rates. Sydney Water is now allowing its accredited external Water Servicing Coordinators to supervise
piers and concrete encasing of sewers that need protection from construction activity. Although
Sydney Water may still supply these services if requested, the services are now contestable and there
is no need for IPART to regulate prices.

Late payment and credit card fee

During 2006, the majority (53 per cent) of Sydney Water’s customers failed to pay their accounts by
the due date. This has a significant financial cost for Sydney Water. In 2006-2007, Sydney Water sent
1.3 million reminder notices to customers at a cost of $650,000. As well as the administrative cost of
managing late payments there is an opportunity cost associated with the delayed cash flow.

Sydney Water therefore proposes to introduce a $5 late payment fee on accounts that remain unpaid
four days after the due date. A $5 fee is the lowest charged by comparable utilities. It is difficult to
forecast the revenues and cost savings from this fee. However, it should encourage customers to pay
their bills on time, reducing Sydney Water’s costs in the long run. Sydney Water proposes that the fee
be introduced, with the revenue and cost impacts taken into consideration in setting prices for the next
price determination. See appendix G for further detail on the proposal.

During the 2006 financial year, around 27 per cent of bill payments were made by credit card, costing
Sydney Water $2.4 million in fees that banks charge for credit card transactions. Sydney Water
proposes to introduce a credit card fee to recover merchant service fees instead of doing so through
overall charges. It is anticipated that this will reduce Sydney Water’s operating costs for payment
collection while allowing customers who wish to pay by credit card to still do so. It is proposed that a
credit card processing fee, representing the current weighted average merchant fee rate (currently

0.8 per cent), be applied to the billed value of products and services. If IPART approves this proposal,
the revenue from this fee reduces the revenue required from water, wastewater and stormwater prices.
As such, the fee would more closely align prices with costs with no additional revenue to Sydney
Water. See appendix G for further detail on the proposal.

8.8 Tariff modifications

Sydney Water proposes changes to:
¢ the residential service charge

e sewerage charges applying to decentralised systems
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e charging for multi-unit buildings.

Residential water service charge

Sydney Water would like to encourage residential properties to use standard 20mm meters. Larger
meters are less accurate for small volumes of water and are therefore particularly unsuitable for
residential properties. Larger meters are also more expensive and should only be used at properties
where a high instantaneous flow rate is required, such as those with large outdoor areas using
automatic watering. To encourage residential properties to change to a 20mm meter where
appropriate, Sydney Water proposes to:

1) Charge residential properties a service charge based on their meter size.

2) Encourage customers to convert to a 20mm meter by meeting some of the costs of replacing the
customer’s old meter, including the replacement of couplings, reducers and some plumbing
labour costs.

3) Introduce the charge based on meter size in the second year of the determination to provide time
to communicate with affected customers about the opportunity to get a smaller meter.

Further details of this proposal are set out in appendix E.

Sewerage charges for decentralised systems

A number of strata developments have gained recent approval from local councils to build, own and
operate small decentralised sewage treatment systems. These systems have a holding tank and pump
treated waste onto playing fields or adjacent vacant land. As such, the strata development does not rely
on Sydney Water’s sewage transport system or treatment plant. However, a small overflow connection
1s still required to minimise any risk of sewage overflows to the environment.

Under the existing pricing framework, each property in the strata development pays the sewage
service charge. Reflecting that this is only a standby connection, Sydney Water proposes lower prices
based on the meter or number of meters that supply the decentralised development multiplied by the
discharge factor.

Charging for multi-unit buildings

IPART in its Issues Paper asked Sydney Water to review the last determination and identify any
amendments needed to remove any potential inequities.

In accordance with IPART’s determination, each unit in a multi-unit strata-titled building pays an
individual sewerage service charge plus a share of the water service charge. This arrangement has
worked satisfactorily for most residential and commercial strata buildings. However, strata title plans
are now being used in some new situations that do not easily fit the current charging arrangements.

Examples include:
1) individual storage units that have their own title can incur sewerage service charges

2) ‘extensive strata lots’, eg a shopping mall may create individual strata lots for ATMs, concierge
desks, massage tables, storage rooms (some of which have a basin and toilet and some of which
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do not. A restaurant in a shopping centre may consist of the kitchen, seating areas and toilets,

which exist in different lots. Each individual strata lot attracts a sewerage service charge.

For storage units, Sydney Water only applies a sewerage service charge for units with areas in excess
of 18 square metres. In July 2007, this policy was amended, such that there is a single charge for
buildings that consist solely of storage units.

The issue of ‘extensive strata lots’ is more complex and potentially costly to administer. The current
system of charging each strata lot is backed by a robust data set with relatively low administration
costs. Sydney Water receives title ownership information automatically from the Department of Lands
and is not in a position to know the exact usage of each strata lot at any particular time. The type of
business in an individual strata lot can change frequently. All strata lots still receive at least a shared
water and sewage service. Seeking to create exemptions is likely to create considerable uncertainty
and difficulty in its application, and be expensive to establish and monitor.

On this basis Sydney Water considers that it is not practical to alter the current charging arrangements
for multi-unit properties.

It is important to note that Sydney Water is currently testing individual metering for new multi-unit
buildings. Two new multi-unit buildings at Rhodes and Hornsby now have individual meters. These
trials mean technical, installation, monitoring and billing issues can be investigated and understood
before considering a requirement that all new strata units are individually metered. This matter might
be considered at the next determination.

8.9 Recycled water pricing

Sydney Water is developing several proposals for new recycled water projects in line with both its
Operating Licence and the 2006 Metropolitan Water Plan. Recycled water prices are to be consistent
with the pricing guidelines issued by IPART.

Sydney Water has included 36 recycled projects in its capital expenditure program in the five years to
30 June 2012. The majority of these schemes cover costs and are self-funding, with prices set
consistent with IPART’s guidelines.

There are a small number of schemes where customers’ willingness to pay may be less than the cost of
the scheme. In these circumstances Sydney Water will require a direction from Government for these
projects to proceed. Given the uncertainty of these projects, Sydney Water has not sought to recover
any of the cost of these schemes through water and wastewater prices. Sydney Water will further
define the scope of each scheme before proceeding and may seek to recover some of the costs as part
of a future price review.

Sydney Water has included three schemes in its capital expenditure program that are not expected to
recover costs through recycled water charges. They are the Western Sydney Recycled Water Plant, the
Camellia Recycled Water Project and Busby’s Bore recycled water. These projects were described in
chapter 4.
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8.10 Water pricing issues

IPART’s Issues Paper raises the following issues:
¢ pricing for the desalination plant

® Jong run marginal cost

® scarcity pricing.

A brief description of the current arrangements is provided below. Comment on the issues raised by
IPART is then provided.

Current arrangements

At the last review, IPART restructured water prices. It rebalanced charges to place more emphasis on
use or volume-based charges relative to fixed charges. As a result, the fixed charge was set to reduce
over the determination. IPART replaced the single volumetric charge with a two-tiered charge. The
second tier of charges was levied for water consumption above 100 kL. a quarter.

These charges were designed to encourage water savings — particularly from high volume users — and
reduce overall demand. It was also considered a relatively easy measure to understand, implement and
administer.

The tier 1 usage charge was designed to reflect the long run marginal cost (LRMC) of supply, which
IPART estimated was between $1.20 and $1.50 a kL. The tier 2 usage charge was set at 100 kL a
quarter so that most households could meet their non-discretionary water needs. IPART noted that the
average consumption of a five-person household in 2003 (before water restrictions came into force)
was around 398 kL a year, just below the 400 kL a year set as the threshold.

Pricing for the desalination project
IPART has sought comment on:

e whether the costs of the desalination plant, or a proportion of it, should be recovered through
developer charges rather than the periodic charges

¢ the point in the price path where project costs should begin to be reflected in water prices.
As to levying developer charges, IPART notes that:

This largely depends on whether the plant has been constructed to meet the likely future demand
placed on Sydney’s water supply due to growth or whether it is constructed to ensure security of
water supply for existing customers.

Sydney Water submits that the desalination plant is being constructed to secure water supply in the
face of particularly low and variable rainfall (see chapter 5). It is not appropriate to recover the costs
of the desalination project from developer charges because:

¢ The plant is to secure the water supply for all customers — new and existing — during low and
variable rainfall and severe and sustained droughts, possibly related to climate change. It is
difficult to separately identify a component related to growth from that of security.
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e The role of developer charges also needs to be reviewed in light of alternative and/or possible

contestable supplies of bulk water. In particular, if desalination costs are included in developer
charges, customers would be required to make an up-front contribution to the cost of the plant
even if they choose an alternative supplier in the future. The increasing supply of recycled water
for uses other than drinking is also important.

Sydney Water proposes that price increases for the pipeline infrastructure from the Kurnell site to the
pressure tunnel in Erskineville start from 1 July 2008, but price increases for the plant occur on 1 July
2010.

The pipeline is considered an addition to Sydney Water’s water distribution system. As such it is
included in prices as expenditure occurs, as with other pipes. The desalination plant provides drinking
water and it is considered appropriate that prices increase in the financial year water will be available
from the plant.

Long run marginal cost

When the main elements of the 2006 Metropolitan Water Plan are in place, Sydney will have access
to a range of rainfall and non-rainfall dependent sources of water. This then raises the issue of the
level and structure of prices to recover the cost of the infrastructure provided.

The purpose of setting usage charges at long run marginal cost (LRMC) is to send a clear signal about
the cost of long-term investment decisions. Another benefit stated by IPART is that:

If consumers continue to use water at the prevailing price it signals to suppliers to augment supply.
If consumers are unwilling to pay augmentation can be deferred.

LRMC is measured by estimating the change in capital and operating costs from anticipated changes
in demand. It requires knowledge of both when future supply (or demand) initiatives will occur and
the level of water produced (saved). IPART has suggested in its Issues Paper that “the cost of the
desalination plant proposal provides a basis for estimating the LRMC”.

While Sydney Water considers LRMC provides a sound framework for setting prices it is not
straightforward to develop a conclusive estimate of the LRMC. This is because investments in
additions to water distribution systems are lumpy and low rainfall and severe and sustained droughts
influence the timing of investment.

For example, before a decision was made about the desalination plant, its costs were a good guide to
LRMC. However, now that the desalination project is under construction, the LRMC is the costs of the
next suite of options to increase supply. These include additional modules to the existing desalination
plant, recycling and demand management initiatives.

Under an adaptive management approach to ensuring the water supply, the timing of future supply
addition is uncertain. In particular, while the operating rules for the desalination plant are yet to be
finalised, it is anticipated the plant will not operate when major dams are spilling; it will instead
operate when dams fall below pre-determined levels. In addition, increasing the size of the
desalination plant should only occur if a severe and sustained drought or persistently low rainfall
meant unacceptably low dam levels.
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It is not possible to estimate long-term forecasts of future operations and costs. Instead, there is a

probability of both how often the existing desalination plant will operate and the need to increase its
size in the future. Actual investment outcomes will depend on a variety of factors, including the level
of rainfall, demand and dam storage levels. This situation compares with industries, such as electricity,
where the level of supply from existing assets is known with far greater certainty. Current approaches
to estimating the LRMC of water have usually not incorporated the issue of adaptive management and
uncertainty. [IPART would need to resolve how it intends to incorporate uncertainty into estimates of
LRMC.

Scarcity pricing
IPART’s Issues Paper also notes that a number of commentators have advocated the use of scarcity

pricing. Under scarcity pricing, prices would increase significantly during droughts when rainfall and
water storage levels decrease. Some initial observations on scarcity pricing are:

e Since the demand for water is generally acknowledged to be relatively inelastic (unresponsive to
price), prices would need to rise significantly if prices alone were relied on to bring supply and
demand into balance. The customer impacts of such rises would need to be carefully considered.

e  Water is an essential commodity and the equity implications of scarcity pricing for the community
are likely to be of concern and require careful consideration. The changes to the two-tier pricing
structure proposed in this submission deal with this concern to some extent, as some higher water
users pay proportionately more.

e The role of scarcity pricing would need to be considered in the context of the timing and impact of
water restrictions (if any), supply augmentation and demand management options.

¢ Given an adaptive management approach to securing supply, water prices are likely to rise during
severe and sustained drought as additional investment occurs to address the imbalance.

8.11 Property numbers and metered water sales

The proposed prices depend on forecast customer numbers and water sales. Sydney Water’s forecast
property numbers and metered water sales are set out below.
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Property numbers

Sydney Water’s service (fixed) charges per property for water, wastewater and stormwater services
are based on forecast property numbers, as shown in table 8.13. Residential property forecasts are
based on the Department of Planning’s Metropolitan Development Program. It is expected that by 30
June 2012, around 100,000 new residential properties will connect to Sydney Water’s water and
wastewater systems.

Table 8.13: Forecast property numbers

2007-08 2008-09 2009-10 2010-11 2011-12
Water
Residential 1,654,382 1,680,056 1,706,951 1,730,842 1,754,682
Non-residential 127,168 127,828 128,488 129,148 129,808
Total Water 1,781,550 1,807,884 1,835,439 1,859,990 1,884,490
Wastewater
Residential 1,607,237 1,632,118 1,658,340 1,681,617 1,704,837
Non-residential 116,146 116,806 117,466 118,126 118,786
Total Wastewater 1,723,383 1,748,924 1,775,806 1,799,743 1,823,623
Stormwater
Residential 423,492 425,042 426,807 428,912 431,017
Non-residential 45,649 45,654 45,659 45,664 45,669
Total Stormwater 469,141 470,696 472,466 474,576 476,686

Source: Sydney Water.

Forecast non-residential properties are based on the average development rates and lot sizes over the
previous 10 years. The forecasts considered the remaining non-residential development potential in
Sydney. It is expected that by 30 June 2012, around 3,800 new non-residential properties will connect
to Sydney Water’s water and wastewater systems.
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Metered water sales

Sydney Water’s forecast metered water sales are presented in table 8.14. Also included is the amount
of water Sydney Water expects to source from the desalination plant.

Table 8.14: Forecast metered potable water sales, GL

2008-09 2009-10 2010-11 2011-12
Residential 324 356 352 350
Non-residential 131 140 131 125
Total 456 497 483 475
Desalination 0 46 91 91

? Excludes unfiltered water.

Source: Sydney Water.

Sydney Water forecasts water demand using a model that takes into account both demand and supply
conditions. The model divides the market into a number of different categories of users, estimating
individual demand profiles for each customer group. The model is then enhanced to include the effect
of Sydney Water’s demand management program and water restrictions.

The main assumptions of the forecasts in table 8.14 are:

e Level 1 water restrictions will apply in 2008-09 (that is, Level 3 and 2 water restrictions will be
lifted during 2007-08).

¢ Permanent water savings will apply from 2009-10 to 2011-12.

¢ In moving from Level 1 restrictions to permanent water saving measures, demand will transition
to the new level over the financial year.

e Sydney Water will meet its Operating Licence demand management targets.

Chapter 8 - Prices and Activity 90



Sydney Water Submission to IPART for the 2007 Price Determination

9 MANAGING CUSTOMER IMPACTS

Sydney Water is sensitive to the impact of its prices on customers, especially those experiencing
financial hardship. In this context Sydney Water has a specific role to help those who cannot pay their
bill because of financial hardship. Sydney Water has dedicated staff to individually manage severe and
difficult cases.

In this chapter Sydney Water:
e presents information on average water and wastewater bills;
e describes the current social programs; and

¢ recommends some enhancements to the existing framework.

9.1 Average water and wastewater bills

From 1997-98 to 2007-08, there has been a modest increase in real average water and wastewater bills
(figure 9.1). Real prices remained relatively constant until 2004-05 and increased from 2005-06 along
the glide path instituted by IPART at the last price determination.

To fund Sydney Water’s commitments under the Metropolitan Water Plan and to continue to invest
appropriate amounts for renewals, maintenance and growth, real growth in average water and
wastewater bills is necessary to 2011-12.

Figure 9.1: Real annual water and wastewater bills, 1997-98 to 2011-12 (constant $2008-09)
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Note: It is assumed that dwelling type is single dwelling. All calculations are based on an annual consumption of 250 kL of
water and the water and wastewater charges applicable at the time.

Source: Sydney Water estimates.
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Average real wages and household income in NSW have increased steadily since 1997-98. Water and

wastewater bills have increased to a lesser extent (see figure 9.2). Taking into account the price
increase introduced at the last review, the average customer currently pays a smaller proportion of
their income in water and wastewater bills than they did in 1997-98. Over the past ten years customers
have benefited from Sydney Water’s efficiency improvements. For example, since 1997-98, staff
numbers have declined from around 4,600 to 3,100 by 30 June 2007.

Figure 9.2: Water and wastewater bills compared with disposable household income (%)
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Source: Sydney Water estimates based on Household disposable income: ABS National Accounts and Number
of households: ABS Census, 1996, 2001 and 2006.

It should also be noted that the forecasts shown in figures 9.1 and 9.2 assume a residential household
that consumes 250 kL of water a year. Around 74 per cent of residential properties consume less than
this amount a year (see figure 9.3).
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Figure 9.3: Water consumption by residential properties, 2005-06
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Source: Sydney Water.

9.2 Current social programs

Sydney Water recognises that some members of the community experience financial hardship paying
their bills. The current social programs run by Sydney Water can be broken down into two broad
categories, namely:

1) Direct, proactive assistance provided to identified vulnerable groups.

2) Assistance to any individual facing genuine financial hardship and difficulty paying their bill.

Proactive financial support schemes

Proactive financial support schemes include:

1) Pensioner rebates: Sydney Water provides a rebate to over 210,000 pensioners. Rebates
currently apply to 100 per cent of the water service charge and 81 per cent of the sewer service
charge and cost over $81 million a year.

2) Support for large families: reflecting the concern that the move to a two-tier variable-usage
charge could have a disproportionate impact on large, low-income households, the 2005 review
introduced a $10 per quarter rebate for certain customers with a high water usage.

3) Support for low-income households: Sydney Water has contributed $375,000 to a No Interest
Loans (NILs) programme, which lends money to purchase water efficient appliances.

4) Free residential retrofits: a first step to reducing future water bills is through the uptake of
water efficiency programmes.

Further detail on each scheme is provided in box 9.1.
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Box 9.1: Proactive financial support schemes

Support for pensioners

Sydney Water grants concessions to residential owners who hold a Centrelink Pensioner Concession
Card, or one of the following Department of Veterans’ Affairs Cards: Gold Card embossed with
TPI/TTI, war widow/widower, Extreme Disablement Adjustment or Pensioner Concession Card (blue).
Customers may also be eligible for a rebate if they are occupants of a retirement village or have a
long-term lease arrangement. The current arrangements provide a rebate averaging nearly $395 a
year.

Support for large families

Sydney Water provides a $10 a quarter rebate to support large, low-income households that:
1) have six or more permanent occupants

2) include one member who holds a Centrelink Health Care Card (HCC)

3) consume more than 100 kL of water a quarter.

Support for low-income households

Sydney Water has contributed $375,000 to a No Interest Loans (NILs) Program, which lends money to
buy water efficient appliances. The program is managed by a number of independent accredited
agencies, which lend money to customers that meet their hardship criteria and are deemed able to
afford the payments. Households that take out a loan are also eligible to receive the $150 rebate that
Sydney Water offers to all customers who buy a water-efficient washing machine.

Free residential retrofits

Customers are directed to the savings that can be achieved through fitting domestic properties with
water-efficient devices (WaterFix). Sydney Water offers a large subsidy to all customers, and the
program is free of charge for certain disadvantaged customers. WaterFix can provide significant
savings, up to 34 kL/year for an average large family. This represents a saving of around 13 per cent
of the average water usage bill and 8 per cent of the average energy bill. All customers are
encouraged to participate in WaterFix at the subsidised rate of $22 (the actual cost of each retrofit to
Sydney Water is around $130). All customers that are having difficulty paying their bill will be directed
to this program as a first step.

The WaterFix program is free for:

—_

large households of six or more

w

)
2) customers eligible for the base rate of family tax benefit part A
) holders of a HCC

)

4) holders of a Pensioners Concession card or a Department of Veterans’ Affairs Gold Card

5) clients of participating welfare agencies.
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Support for customers in financial difficulty

Sydney Water offers customers flexible extended payment terms and a range of payment options to
help manage their bills if they identify themselves as facing financial difficulties. Sydney Water has
extended the range of payment options available to make this payment system more flexible. As well
as the more usual options, such as Post Office payments and direct debit facilities, Sydney Water
joined innovative third-party schemes such as those run by Centrelink (Centrepay), Bill Express,
BPAY and Acreis Once. These offer flexibility and other benefits, such as credit facilities or direct
deductions from income support payments.

Sydney Water recognises that whilst customers are responsible for notifying Sydney Water of
financial difficulties, there can be special circumstances where such contact may not be possible
owing to personal or health difficulties. Sydney Water is developing customer services approaches
where it will identify at risk characteristics in account history (eg pensioner status and sudden usage
increase) and initiate supportive interventions.

As part of Sydney Water’s continuing water saving initiative, the first step of our hardship support
policy emphasises how customers can reduce future bills through using water efficiency programmes.
Staff will always direct customers towards the WaterFix program if they have not already participated
in it (see box 9.1).

The first step for customers with financial difficulties is to contact Sydney Water and to advise they
are struggling to meet a payment. Staff will then draw up a revised payment schedule based on what
the customer can afford. This can include an instalment plan — either short- or long-term — as well an
extended payment period.

Staff advise customers if they are entitled to any of the proactive programs and encourage them to take
part in WaterFix. Serious cases are transferred to staff that manage the customer hardship program.

After a customer agrees to a payment schedule, all debt collection processes are suspended for as long
as the customer remains on the amended payment schedule. Similarly, no interest accrues on the debt
while the customer is on an amended payment schedule. Staff also pass on details of local welfare
agencies or financial counselling services to customers and explain that these agencies can offer direct
financial support through the Payment Assistance Scheme (PAS) (see box 9.2).

Box 9.2: Payment Assistance Scheme

The Payment Assistance Scheme (PAS) involves participating welfare agencies assessing the
financial position of customers and providing payment vouchers to customers in financial difficulty.
Residential owner-occupiers and individually metered private tenants with liability for water usage may
apply for assistance.

Residential owner-occupiers and individually metered private tenants with liability for water usage may
apply for assistance. Each agency sets its own independent criteria, in conjunction with the Sydney
Water Payment Assistance Scheme Guidelines, for the total value of the payment vouchers it will
distribute to an individual.
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Managing the program

When customers contact Sydney Water and identify themselves as having difficulties paying their
bills, customer service staff are encouraged to be flexible and seek solutions suited to the particular
customer’s needs.

Staff contact customers directly so as to ensure that the most serious hardship cases are sensitively
managed on an individual basis, and the most appropriate resolution adopted for their circumstances.
Box 9.3 describes two such examples.

Sydney Water continuously reviews the hardship program and makes regular changes to improve the
effectiveness of the schemes. For example, Sydney Water has recently been working to enhance its
relationship with third-party stakeholders, and is seeking feedback from welfare agencies. Similarly,
Sydney Water has been reviewing how it markets its programs, and is looking for new ways to reach
eligible customers.

Box 9.3: Supporting customers in difficulty

Case study 1

An elderly couple, already receiving the pensioner rebate, was identified with arrears of nearly $1,900.
Sydney Water staff arranged a plumber to repair a bad leak. While customers are responsible for
maintaining their private plumbing, Sydney Water intervenes in response to acute cases of need,
particularly where there is evidence of degraded living conditions, high bills and excessive
consumption. The staff member contacted a welfare agency in the local area and arranged for them to
issue $1,750 of PAS vouchers, with the customer paying the difference. The customers have now built
up a good rapport with the welfare agency and Sydney Water.

Case study 2

A customer having difficulty paying their bill successfully applied for the Large Household Rebate.
Sydney Water began issuing the $10 a quarter rebate. Customer service staff contacted the customer
to confirm they had participated in the WaterFix Program. After discussing what the best payment
method, the customer contacted Centrelink to make arrangements to use Centrepay.

The Essential Services Commission in Victoria recently sought to identify a generic best practice
model for responding to customers experiencing financial hardship. Sydney Water’s program
compares well on this rating. See Appendix 1.

9.3 Enhancing the response to hardship
Given the price increases proposed in chapter 8, Sydney Water proposes the following enhancements
to the existing hardship program.

Proposal 1: Extend the coverage of assistance to large, low-income families.

This would remove the criterion that the household of six or more consume over 100kL. of water per
quarter; and set the rebate equal to the cost of the water service charge.

Sydney Water has reviewed the eligibility criteria for the large household rebate and proposes
removing the requirement that a household must consume 100kL of water a quarter. If the rebate was
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instead paid at a flat rate regardless of usage, this would compensate those low-income households for

the change in tariff structure, while maintaining the incentive for efficient water use. This is justified
on the basis that an average household of six using a reasonable allocation of water could be expected
to use just over 100kL a quarter for non-discretionary purposes.

Sydney Water has also considered the basis for setting the level of the rebate. To emphasise the fixed
nature of the rebate, and to avoid distorting the incentive contained in the variable usage charge,
Sydney Water’s preference is to express the rebate as a proportion of the water service charge. Sydney
Water estimates the cost of this proposal is around $175,000 ($2007-08) a year, similar to the
scheme’s current budget.'

Proposal 2: Provide further funding for the No Interest Loans (NILS) scheme that assists low-
income customers to buy water efficient appliances.

Sydney Water could support new programmes in areas where current access to NILS is limited due to
a scarcity of agency and where there is a pronounced need for water-efficient whitegoods. An
additional $200,000 would be required for the next price period to expand the NILS scheme.

Proposal 3: Work with the providers of the Home Maintenance Service

Home Care is a Commonwealth and NSW Government subsidised program that assists people with a
disability, older people and their carers to live independently in their own homes. The Home
Maintenance Service is part of this wider program designed to assist people with failing home
appliances, such as hot water systems, toilets and showerheads.

Sydney Water proposes to fund a scheme where it will be able to receive referrals from Home Care
agencies to provide minor plumbing repairs. This is designed to assist where agencies are aware that a
household is facing financial hardship but falls outside the reach of the existing Home Care program,
for example, a low-income single parent.

Proposal 4: Pilot tap-turning program

In conjunction with the St. Vincent De Paul Society, Sydney Water is involved in a pilot program to
supply special tap-turning devices to customers with disabilities (such as arthritis). This includes both
indoor and outdoor tap turners. This helps customers with disabilities reduce water leaks/wastage,
reducing their water bills and saving water.

! This figure is based on 50% of eligible cardholders taking up the rebate. It is assumed there will be a slightly higher uptake
than the WaterFix (40%) scheme, as it specifically targets low-income groups and provides a simple rebate. However, it also
reflects the fact that a number of households with six people will have more than one cardholder.
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