Independent Pricing and Regulatory Tribunal

Review of prices for the Water
Administration Ministerial
Corporation

For the NSW Office of Water - From 1 July 2011

Water — Draft Report
October 2010






| l P A R T | Independent Pricing and Regulatory Tribunal

Review of prices for the Water
Administration Ministerial
Corporation

For the NSW Office of Water — From 1 July 2011

Water — Draft Report
October 2010




© Independent Pricing and Regulatory Tribunal of New South Wales 2010

This work is copyright. The Copyright Act 1968 permits fair dealing for study, research,
news reporting, criticism and review. Selected passages, tables or diagrams may be
reproduced for such purposes provided acknowledgement of the source is included.

The Tribunal members for this review are:
Mr Rod Sims, Chairman
Mr James Cox, Chief Executive Officer and Full Time Member
Ms Sibylle Krieger, Part Time Member

Inquiries regarding this document should be directed to a staff member:
Amanda Chadwick (02) 9290 8453
Matthew Edgerton (02) 9290 8488

Independent Pricing and Regulatory Tribunal of New South Wales
PO Box Q290, QVB Post Office  NSW 1230
Level 8, 1 Market Street, Sydney NSW 2000

T (02) 9290 8400  F (02) 9290 2061

www.ipart.nsw.gov.au

ii | IPART Review of prices for the Water Administration Ministerial Corporation



Invitation for submissions

IPART invites written comment on this document and encourages all interested parties
to provide submissions addressing the matters discussed.

Submissions are due by 29 November 2010.
We would prefer to receive them by email <ipart@ipart.nsw.gov.au>.

You can also send comments by fax to (02) 9290 2061, or by mail to:

Water Administration Ministerial Corporation Price Review
Independent Pricing and Regulatory Tribunal

PO Box Q290

QVB Post Office  NSW 1230

Our normal practice is to make submissions publicly available on our website
<www.ipart.nsw.gov.au>. If you wish to view copies of submissions but do not have
access to the website, you can make alternative arrangements by telephoning one of
the staff members listed on the previous page.

We may choose not to publish a submission —for example, if it contains confidential or
commercially sensitive information. If your submission contains information that you
do not wish to be publicly disclosed, please indicate this clearly at the time of making
the submission. IPART will then make every effort to protect that information, but it
could be subject to appeal under freedom of information legislation.

If you would like further information on making a submission, IPART’s submission
policy is available on our website.

Review of prices for the Water Administration Ministerial Corporation IPART






Contents

Invitation for submissions iii

1

Executive summary 1
1.1 Introduction 1
1.2 What is happening? 2
1.3 Why are water management prices increasing? 6
1.4  Structure of this report 16
Overview of the approach we used to set NOW’s prices 17
2.1 Decide on the length of the determination period 18
2.2 Decide on water management charges 22
2.3 Decide on meter service and reading charges 26
2.4 Decide on consent transaction charges 26
2.5 Assess the impact of our pricing decisions 27

26

Decide whether we should establish reporting or other regulatory measures
over the determination period 27

Specific activities included in estimating the costs to be recovered through

water management charges 29
3.1 Summary of draft decision on which NOW activities to include in setting

prices 30
3.2 NOW'’'s water management responsibilities and activities 31
3.3 IPART's considerations in deciding which services should be included in

setting prices 32
3.4 IPART's considerations on the integrity of the information provided by NOW 35
3.5 Key activities and outputs included in NOW’s Monopoly Service Outputs

Schedule 36
The total efficient costs of providing NOW’s monopoly water management
services 40
4.1 Summary of draft decision on NOW’s notional revenue requirement 41
4.2 Forecast efficient operating expenditure 42
4.3 Opening and annual values for the regulatory asset base 56
44 Appropriate rate of return and allowance for a return on assets 62
4.5 Appropriate depreciation method, asset ages and allowance for regulatory

depreciation 64

Review of prices for the Water Administration Ministerial Corporation IPART

v



vi

Contents

4.6 Allowance for forecast contributions to the Murray Darling Basin Authority
and the Dumaresqg-Barwon Border Rivers Commission 66

4.7 Revenue volatility allowance 67

5 Share of NOW's total efficient costs to be recovered from users through water

management charges 69
5.1 Summary of draft decision on user share of NOW's total efficient costs 69
5.2 NOW's proposed user shares 70
5.3 Stakeholder comments on user shares 72
5.4 IPART's analysis of user shares 73
6 Price structure 77
6.1  Summary of draft decisions on price structure 77
6.2 Geographic split of prices 78
6.3 Fixed charges and variable usage charges 81
6.4 The price path (including a cap on forecast bill increases) 86
6.5 The minimum bill 89
6.6 Tariffs for special category licences 91
6.7 Rebates for large entitlement holders 93
6.8 Charges for basic landholder (stock and domestic) rights 94
7 Allocation of the user share across water sources and valleys 926
7.2 NOW's proposed methodology 98
7.3 PwC’s analysis of NOW'’s proposed methodology 99
7.4  Stakeholder comments on NOW’s proposed methodology 99
7.5 IPART's analysis and findings 99
8 Entitlement volumes and usage forecasts 101
8.1 Summary of draft decisions on entitlement volumes and usage forecasts 102
8.2 Entitlement volumes for each water source and valley 103
8.3 Entitlement volumes for major water utilities 107
8.4 Usage forecasts for each water source and the major utilities 111
9 Draft water management prices 116

10 Meter service and reading charges for unregulated river and groundwater

users 123
10.1 Summary of draft decisions on meter service, reading, dispute resolution and
validation charges 123
10.2 NOW'’s proposal on meter service charges 124
10.3 Stakeholder views on NOW's proposed meter service charges 129
10.4 IPART's analysis on meter service and reading charges 130
10.5 NOW's proposal to exempt Hawkesbury-Nepean River users from meter
service charges until 1 July 2013 136
11 Consent transaction charges 137
11.1 Summary of draft decisions on consent transaction charges 137

IPART Review of prices for the Water Administration Ministerial Corporation



11.2
11.3
11.4
11.5

11.6

Contents

Overview of consent transactions and the costs involved in processing them 140

NOW'’s proposal on consent transaction charges
PwC'’s analysis of NOW’s proposed consent transaction charges

Stakeholder views on NOW's proposed increases to consent transaction
charges

IPART's decision on consent transaction charges

12 Impacts of pricing decisions

12.1
12.2

Implications for NOW
Implications for water users

13 Reporting framework and other findings of our review

13.1

Summary of draft decisions and recommendations to improve NOW'’s
systems and performance

13.2 Issues that NOW needs to address over the 2011 Determination period

13.3 How we took these issues into account in making the draft determination

13.4 IPART's recommendations to the Minister for Water

13.5 IPART's reporting framework and other expectations of NOW

Appendicies

A List of Appendices

B Summary of NOW’s submission

C Cost shares proposed by NOW

D lllustrative example of cost allocation

E Cost recovery by Valley

F Consideration of water charge (planning and management information)
rules, 2010, arising from the Commonwealth Water Act 2007

G Consideration of Section 15 factors

H Summary of IPART's response to issues raised in stakeholder submissions

I Impact of decisions on consolidated revenue and the environment

J NOW report to PwC on achievements over the 200+ determination

K Draft prices in 2010/11 by valley and source

L Schedule of Monopoly Service Order outputs to 2014

M IPART’s decision on the WACC

N Consent transaction charges

O  Impact of changes to the cost allocation method, entitlement volumes and
usage volumes on bills and prices in 2013/14

P Glossary

142
152

152
155

158
158
160

178

179
180
184
185
186

195
196
223
225
227

229
232
235
241
243
251
256
269
274

282
287

Review of prices for the Water Administration Ministerial Corporation IPART

vii






Executive summary

1.1 Introduction

The Independent Pricing and Regulatory Tribunal of NSW (IPART) is currently
reviewing the maximum prices that the NSW Office of Water (NOW) can charge for
the monopoly services it delivers on behalf of the Water Administration Ministerial
Corporation (WAMC).1

This report seeks stakeholder feedback on our draft determination by 29 November
2010. This report sets out and explains our draft determination, including the
decisions that underpin the determination and how it affects water users, NOW, the
NSW Government and the environment.

Unless otherwise stated, the figures in this report are in $2009/10. The
accompanying Draft Determination is in $2010/11. We also note that costs and
prices in this report are generally not presented for the year 2010/11. This is because
the last year of the 2006 Determination period was 2009/10, and this new
determination is now not scheduled to commence until 2011/12.2

For simplicity, we often use the term “entitlement’ throughout this report. Users with
a water management licence should note that, for the purposes of this document,
1 unit share equals 1 ML of entitlement.3

1 WAMC is the legal entity responsible for water management in NSW. Its water planning and
management activities are delivered by NOW.

2 This determination was originally intended to commence in 2010/11. However, as NOW
provided late and incomplete information, IPART had to ‘stop the clock” during this review,
which has delayed the start of the new determination. In the absence of the new determination,
IPART’s 2006 Determination provided that 2009/10 prices should continue over 2010/11.

3  When a water sharing plan commences, licences issued under the Water Act 1912 (WA) are
immediately replaced with water access licences issued under the Water Management Act 2000
(WMA). As water sharing plans have not yet commenced in all areas, some WA licences
remain. Under the WA, licence holders hold ML of water entitlement; whereas under the
WMA, they hold unit shares of available water. For the purposes of modeling prices, we have
assumed that 1 unit share equals 1 ML of entitlement (as has NOW in the entitlement volume
data that it has provided us). Further, as explained in Chapter 9, we have made the draft
decision not to include conversion factors in the Determination.
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1.2 Whatis happening?

IPART seeks stakeholder feedback on draft prices to be charged by NOW for:

v holding entitlements for water and extracting water from regulated rivers,
unregulated rivers and groundwater sources (water management prices)

v issuing water access licences, works approvals and other consent transactions
under the NSW Water Management Act 2000 (consent transaction charges), and

v maintaining and reading meters (meter service and reading charges).

These prices will take effect on 1 July 2011 and continue until 30 June 2014.

New water management charges

IPART’s decisions result in increases in water management prices for most valleys in
NSW. IPART acknowledges that, in percentage terms, prices are increasing
significantly for most users. However, through these prices, we consider that water
users are being asked to pay for their fair share of NOW’s efficient costs of its
monopoly services. We note that we have determined these efficient costs after
careful consideration and independent review, and that users will ultimately benefit
from NOW’s monopoly services as they are aimed at maintaining and protecting the
water property rights system. IPART’s analysis also suggests that:

v 51% of licences will be subject to the minimum bill of $95 a year
v 71% of licences will be subject to a bill of $300 or less a year by 2014, and
v 84% of licences will face a bill increase of less than $100 a year by 2014.

IPART’s draft decision is to maintain the current system of valley based prices for
regulated and unregulated rivers and to move towards region-based charges for
groundwater (where the state is divided into two regions comprising ‘inland” valleys
and ‘coastal’ valleys). IPART also made the draft decision to set a 2-part tariff
(comprising a fixed charge and a usage charge) for all users with a meter and a 1-part
tariff for users without a meter. Charges have also been set for special category
licences.4

As such, IPART’s draft determination includes prices for each of the different water
sources, regions and price structures. To illustrate the potential outcomes for
individual users paying a 1-part or a 2-part tariff in the different valleys, Tables 1.1 to
1.3 compare the forecast annual bill for 1 ML of licensed entitlement in each year of
the determination. In doing so, forecast bills under the 2-part tariffs assume that
annual usage equates to forecast usage. In addition, the tables show the total bill

4 Specific prices have been set for some special category licences including: flood-plain harvesting
licences; supplementary licences; supplementary groundwater licences; high flow licences;
licences in the Far West without an entitlement; and licence holders in the Far West whose
entitlement was not reduced by the Barwon Darling Cap. For information about these draft
prices see Chapters 6 and 9.
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1 Executive summary

change (per ML) from 2009/10 to 2013/14, which is the last year of the 2011
Determination period, and compare this to the total increase that NOW proposed.5

Table 1.1 Regulated Rivers - Forecast user bill per ML of entitlement ($2009/10)

Increase 2010 to 2014
Bill per ML of entitlement IPART Now Difference in
Proposed change
Valley Year ending June between
IPART and
NOwW

2010| 2012 2013 2014 $ % $ % $ %
Border 231 278 294 299| 068 29%| 222 9% -1.55 -67%
Gwydir 1.21 1.45 1.72 1.76| 0.55 45% 159 131%| -1.04 -86%
Namoi 2.13 2.55 3.06 3.55| 142 67%| 350 165%| -2.08 -98%
Peel 1.74, 2.09 2.51 3.01| 127 73%| 567 325%| -440 -252%
Lachlan 139, 166 200 240| 1.01 73%| 286 206%| -1.85 -134%
Macquarie 156, 187 224 255 099 64%| 248 159%| -149 -96%
Murray 1.63 1.85 1.90 1.93| 030 19% 1.71 105%| -1.40 -86%
Murrumbidgee 1.22 1.46 1.55 1.58| 036 30% 152 125%| -1.15 -95%
North Coast 317| 380 456 548| 231 73%| 6.82 215%| -452 -143%
Hunter 2.04| 244 2.93 352 148 73%| 755 371%| -6.07 -298%
South Coast 3.73 448 5.37 6.45| 272 73%| 741 199% | -4.69 -126%

Note: differences may not add due to rounding.

Source IPART analysis.

5 As mentioned in Section 1.3.4, we have set prices so that, for most users, the annual increase in
forecast bills does not exceed 20% per annum (assuming forecast usage levels). A 20% per
annum increase over 3 years equates to a total increase over the 3 year period of about 73%.
This explains why the forecast increases in bills over 2010 to 2014 for many valleys listed in
Tables 1.1 to 1.3 equals 73%.
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Table 1.2 Unregulated Rivers- Forecast user bill per ML of entitlement ($2009/10)

Increase 2010 to 2014
Bill per ML of entitlement IPART NOw Difference in
Proposed change
Valley Year ending June between
IPART and
NOwW

2010 2012 2013 2014 $ % $ % $ %
Border 278| 334 401 481| 203 73%| 4.13 148%| -2.10 -76%
Gwydir 2.78 334 4.01 481 203 73%| 4.13 148%| -2.10 -76%
Namoi 2.78 334  4.01 481 203 73%| 4.13 148%/| -2.10 -76%
Peel 278| 334 401 481 203 73%| 4.3 148%| -2.10 -76%
Lachlan 4.95 5.94 7.12 756| 262 53% 516 104%| -2.54 -51%
Macquarie 495 5.94 7.12 756| 262 53% 516 104%| -2.54 -51%
Far West 578| 538 577 6.01| 024 4%| 213 37%| -190 -33%
Murray 512| 615 738 872| 360 70%| 6.06 118%| -246 -48%
Murrumbidgee 6.18 7.42 891 1069 450 73%  13.79 223%| -9.29 -150%
North Coast 6.87 7.90 8.59 9.02| 215 31%| 489 71%| -2.73 -40%
Hunter 457, 371 392 403| -054 -12%| -096 -21%| 042 9%
South Coast 359| 313 325 338 -021 -6%| 073 20%| -094 -26%

Note: differences may not add due to rounding.

Source IPART analysis.
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Table 1.3 Groundwater- Forecast user bill per ML of entitlement ($2009/10)

Increase 2010 to 2014
Bill per ML of entitlement IPART Now Difference in
Proposed change
Valley Year ending June between
IPART and
NOwW

2010 2012 2013 2014 $ % $ % $ %
Border 371 445 534 627| 256 69%| 658 177%| -4.02 -108%
Gwydir 3.71 4.45 5.34 6.27| 256 69%| 6.58 177%| -4.02 -108%
Namoi 3.71 4.45 5.34 6.27| 256 69%| 658 177%| -4.02 -108%
Peel 371 445 534 627 256 69% 6 658 177%| -4.02 -108%
Lachlan 464 557 5.94 6.27| 163 35%| 565 122%| -4.02 -87%
Macquarie 4.64 5.57 5.94 6.27| 163 35%| 565 122%| -4.02 -87%
Far West 6.82| 564 594 627| -055 -8%| 346 51%| -4.02 -59%
Murray 395| 474 569 627 232 59%| 633 160%| -4.02 -102%
Murrumbidgee 1.84, 221 2.66 319 134 73%| 844 458%| -7.10 -385%
North Coast 6.82 5.20 5.28 533| -149 -22%| 240 35%| -3.90 -57%
Hunter 6.82| 520 528 533| -149 -22%| 240 35%| -390 -57%
South Coast 6.82 5.20 5.28 533| -149 -22%| 240 35%| -3.90 -57%

Note: differences may not add due to rounding.
Source IPART analysis.

Table 1.3 illustrates bill impacts for groundwater users in ‘groundwater management
areas’ currently paying a 2-part tariff. Relative to 2009/10, groundwater users
currently paying a low 1-part tariff will experience greater increases, as described in
Chapter 9.

Increase to the minimum bill

IPART has set a standard minimum bill for small entitlement holders across all water
sources. Under the draft determination, that bill will rise from $60 per annum to $95
per annum from 2011/12. This represents an increase of approximately 60%.

In setting the new minimum bill, we were mindful of the cap (20% per annum
increase in forecast bills) we applied when setting entitlement and usage charges.
However, rather than gradually increasing the minimum bill at 20% per annum over
the 3-year determination period, we decided to immediately increase this charge by
approximately 60%.6 We consider this warranted because, unlike other charges, the
minimum bill remained constant (in real terms) through 2006/07 to 2009/10. In

6 20% per annum increases over 3 years equals about a 73% increase in total over the period,
which equates to a minimum bill of approximately $105. However, given we are proposing that
this figure be applied from the first year of the determination period; we have opted for the
lower figure of $95.
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addition, NOW has indicated that it does not currently cover its water management
and administration costs associated with small entitlement holders. We also consider
that our proposed $35 increase (rather than a gradual annual increase of 20% or
approximately $15 per annum) provides a stronger incentive for licence holders to
consolidate their licences, where possible.

New transaction charges and new meter service and reading charges

All consent transaction charges increase under the draft determination, in line with
increases in the estimated efficient costs of issuing licences and approvals.

Under the draft determination, new meter service and reading charges are
introduced to recover the efficient costs NOW is expected to incur in maintaining
Government-installed meters, reading user-owned meters, dealing with disputes
related to meter accuracy, and validating relocated meters.? These charges range
from $213 to $679 per meter for the servicing of different types of Government-
installed meters and $131 per meter for the reading of user-owned meters for billing
purposes. In setting these charges, we have made sure that meter reading and
operating and maintenance costs are excluded from NOW’s cost base (which is used
to set water management prices), to ensure that users do not pay twice for these
meter service and reading activities. These charges are payable only by metered
unregulated river and groundwater users.

These new charges are necessary, given the planned roll-out of several thousand
Commonwealth Government funded meters across the Hawkesbury-Nepean River
and Murray Darling Basin over the coming years. The charges are broadly in line
with similar meter service charges that were established for regulated river users in
our 2010 State Water Determination.

However, to ensure stakeholders have more information about NOW’s metering
project and future operating expenditure, NOW is required to provide information
on the framework that it will apply to make decisions about the type and location of
the meters that will be installed. This information is required by 29 November 2010.

1.3 Why are water management prices increasing?

IPART recognises that to ensure a robust and enforceable system of water property
rights, NOW must increase the level of its information collection, analysis, and
compliance and enforcement activities. Such additional effort will benefit irrigators
and the environment, as it will result in a more reliable system of water allocation
and improved monitoring of the available resource.

7 For simplicity, we often refer to these meter service, meter reading, dispute resolution and
validation charges collectively as “meter service and reading charges’ throughout the report.

IPART Review of prices for the Water Administration Ministerial Corporation



1 Executive summary

1.3.1 Increases in the cost of water management to secure water property rights

Our draft decision is to allow a 41% increase by 2014 in NOW's total efficient costs
associated with undertaking its monopoly water management activities.8 Operating
expenditure is by far the most significant component of NOW’s total efficient costs,
accounting for about 75% of NOW’s monopoly service costs by 2014. We have
allowed a 17% increase in the efficient level of operating expenditure over the 2011
Determination period, relative to 2009/10. This is primarily due to increased costs
associated with:

v the operation and maintenance of NOW’s expanded hydrometric network
v the operation and maintenance of NOW’s upgraded surface water databases

v the requirement to complete and implement 38 additional water sharing plans
over the determination period

v the requirement to remake and implement 31 existing water sharing plans over
the period

v the need for increased compliance activities due to increased competition for
water resources and a higher number of rules to be enforced (due to additional
water sharing plans), and

v the need to finalise and implement key operational plans to address floodplain
harvesting, control of stock and domestic rights holders, aquifer interference,
water return flows, stormwater harvesting, trading groundwater in embargoed
areas and rules for the allocation of unassigned water to licensed users.?

Before allowing increases in expenditure, IPART and its consultants
PricewaterhouseCoopers and Halcrow Pacific (PwC) carefully reviewed NOW’s
proposed expenditures. As a result of the process:

v the costs of activities that were not regarded as monopoly services were excluded

v NOW’s proposed operating and capital expenditure were reduced to reflect the
scope for NOW to use its existing resources more efficiently and deficiencies in
NOW’s explanation and justification of its cost forecasts.

In line with PwC’s findings on the scope for efficiency gains, we reduced NOW’s
proposed operating expenditure by 23.6% by 2014.10

8 The Monopoly Services are described in clause 3 of the Independent Pricing and Regulatory
Tribunal (Water Services) Order 2004. A detailed explanation of how we identified and defined
these monopoly water management activities is provided in Chapter 3 of this report. We note
that NOW’s monopoly service activities represent only a portion of NOW'’s total activities. In
its presentations to the public hearings in July 2010, NOW stated that, as at October 2009, its
staff totalled 619 FTEs, of which 41% (256 FTEs) were working on monopoly service activities.

9 PricewaterhouseCoopers, IPART Review of NSW Office of Water’s water management expenditure,
30 June 2010, pp 5 - 6, NOW’s December 2009 submission, pp 38-41.

10 This reduction also includes a small adjustment related to meter reading costs, which we
decided should be recovered directly from users through meter reading charges. The reference
to proposed operating costs includes what NOW describes as Scenario 1 and Scenario 2. It does
not include the MDBA.
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In addition, IPART made the decision to set the opening value of NOW’s regulatory
asset base (RAB) at zero.1l This reflects our view that, given PwC’s findings about
the deficiencies of NOW’s capital planning and asset management systems, we could
not confidently quantify the prudent and efficient value of NOW’s existing asset
base. Setting the opening value of the RAB at zero means that NOW will not earn a
return on, or of, all capital investments that it made prior to 1 July 2011.

Table 1.4 Draft decision on NOW's total efficient costs of undertaking its monopoly
services ($'000, 2009/10)

2009/10° 2011/12 2012/13 2013/14 %

Change

2009/10

to

2013/14

Operating expenditure 45,256 49,696 51,645 53,041 17%
MDBA contributions 3,712 16,551 15,153 16,878 355%
BRC contributions 437 406 382 385 -12%
Allowance for depreciation 933 49 147 246 -74%
Allowance for return on assets 0 69 200 330 NA
Total efficient costs 50,339 66,772 67,528 70,881 41%

@ 2009/10 costs are ‘allowed’ costs under the 2006 Determination.
Note: totals may not add due to rounding.
Source: IPART analysis.

1.3.2 Increases in the amount of revenue to be recovered from users

Users only pay a proportion of NOW’s total efficient costs of its monopoly water
management services. IPART’s process sets the share of costs to be recovered from
water users through water management charges, and the share to be funded by the
Government (on behalf of the community). IPART divides NOW's costs on the basis
of the impactor pays principle.l2 Under this approach, NOW’s efficient costs of
undertaking its monopoly activities are allocated to water users or the community,
based on which party created the costs or the need to incur the costs.

Our draft decision is that the notional user share of NOW'’s total efficient costs of its
monopoly services will increase by $8.76 million by the end of the determination
period. This is equivalent to a 26% increase in the notional revenue to be recovered
from users, relative to that allowed for 2009/10. Table 1.5 shows IPART’s draft
decisions on the share of revenue to be recovered from users.

11 For the purpose of calculating the allowances for a return on assets and regulatory depreciation.

12 This is consistent with the April 2010 COAG National Water Initiative Pricing Principles, which
require that water management costs are allocated between water users and governments using
the impactor pays approach.
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The proportion of total costs that users will pay will reduce. In 2009/10, users were
forecast to pay 66% of NOW's total cost of its monopoly services. Under the draft
determination, users would notionally pay 59% by the last year of the determination
period. This reduction largely reflects the impact of IPART’s draft decision on users’
contribution to the Murray Darling Basin Authority (MDBA).

NOW proposed an increase in its contribution to the MDBA, 37% of which it sought
to recover from users. However, NOW did not provide us with sufficient
information to be confident that this significant increase was efficient and consistent
with the impactor pays principle. Therefore, our decision is to maintain the user
share of the contribution at $1.7 million per year for the 2011 Determination period.

NOW also proposed that users fund approximately $8.8 million per annum (or 85%)
of its additional $10.4 million per annum of ‘Scenario 2" costs - in the event that these
costs are not funded by the Commonwealth. These Scenario 2 costs are NOW’s
estimates of the additional costs that it will incur to implement the Commonwealth
Water Act 2007 and to accelerate the national water reform agenda. However, after
reviewing NOW's Scenario 2 activities, the efficiency of its forecast Scenario 2 costs,
and the latest available information on the funding status of these proposed Scenario
2 activities, we allowed for approximately $1.8 million per annum of additional
Scenario 2 costs in NOW’s monopoly service cost base and attributed about $1.4
million per annum (or 75%) of these costs to users. Therefore, this represents a
significant reduction in the user share of additional Scenario 2 costs, relative to
NOW’s proposal.

Table 1.5 Draft decision on the user share of NOW's total efficient costs of its
monopoly water management services ($'000, 2009/10)

2009/10 2011/12 2012/13 2013/14 % Change

2009/10 to
2013/14

NOW'’s proposed user share 33,079 60,054 62,151 63,799 93%
NOW'’s proposed user share as a % 66% 70% 71% 70%
of its proposed total revenue
requirement
IPART's notional user share 33,079 39,377 40,841 41,840 26%
IPART's notional user share as a % 66% 59% 60% 59%
of total efficient costs
Difference between NOW's - -20,677 -21,310 -21,959

proposal and IPART's
determination of notional user
share

% difference between NOW's - -34% -34% -34%
proposal and IPART's

determination of notional user

share

Source: IPART analysis.
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As illustrated in Table 1.6 below, IPART’s decision to include customer impact
mitigation measures in our calculation of prices further reduces the share of NOW’s
costs to be funded by users.

1.3.3 Changes to the allocation of user costs between valleys, entitlement volumes
and forecast usage

A 26% increase in notional revenue to be recovered from users does not result in a
26% increase in prices for all users. The size of the increase in annual bills per ML of
entitlement varies between 4% and 73% for the 3-year period, except for some
groundwater users currently subject to a fixed charge only, who will face bill
increases greater than this in 2011/12.13 However, some unregulated river and
groundwater users will experience a decrease in bills per ML of entitlement of
between 6% and 28% over this period. The considerable variation in impacts
between the valleys is due to the new, and more robust, method we used to allocate
costs between water sources and valleys, and variations in entitlement and usage
forecasts used to set prices, relative to those used in making the 2006 Determination.

Changes to the allocation of the user share of costs across water sources and valleys

For the 2006 Determination, we allocated the user share of costs across water sources
and valleys based on the opinions of senior NOW staffl4 about where costs were
incurred, as this was the best option available. For this review, NOW proposed a
new approach, which involves allocating the user share of costs under each of
NOW’s cost codes across water sources and valleys based on quantifiable ‘cost
drivers” assigned to each cost code. For example, the cost driver for the ‘surface
water quantity monitoring’ cost code is the number of water gauging stations in the
valley. Therefore, unregulated river users in a valley that has 10% of NOW’s water
gauging stations will be allocated 10% of the user share of all costs under that code.

Our draft decision is to accept NOW’s proposed approach, subject to some minor
changes. We consider that it is an improvement on the previous method used to
allocate costs across water sources and valleys, as it is more robust, transparent and
repeatable. While we recognise that the approach may be refined over time, we
expect NOW to use it as the basis of its future annual reporting, and its submissions
to the next and future price reviews.

13 Under the 2006 Determination, groundwater users currently paying a 1-part tariff enjoy lower
bills than users on 2-part tariffs. Hence, in transitioning to new prices under the 2011
Determination, these groundwater users currently on a 1-part tariff face higher price/bill
increases. While price increases in 2011/12 have not been capped for these users, prices have
been set so that their forecast bills should not increase by more than 20% per annum for the last
2 years of the determination.

14 Then the Department of Natural Resources.
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However, we note that adopting a new cost allocation approach for this
determination has produced a step change in the percentage of costs allocated to
different water sources and valleys, and that this is a major driver of price variations
between valleys. We have analysed the implications of the new approach by valley
to assist stakeholders to respond to the draft determination.l> For example, our
analysis suggests that in the absence of increases in NOW'’s efficient costs and
changes in other price parameters, the new cost allocation methodology results in:

v a change in annual bills for regulated river water users ranging from an increase
of 51% in the Hunter valley to a decrease of 9% in the Border valley, with an
average increase of around 11% across all regulated rivers

v a change in annual bills for unregulated river water users ranging from a 63%
increase in the Border, Gwydir, Namoi and Peel valleys to a 36% decrease in the
Far West, with an average increase of 0% across all unregulated rivers

v a reduction in average bills for groundwater users of around 13%, with larger
decreases for users in coastal valleys and smaller decreases for inland valley users.

Changes in entitlement volumes used to calculate prices

To set the fixed charge for each water source and valley, we need to make
assumptions about the water entitlement in each valley. These assumptions have a
major impact on prices. For a given level of valley cost, the larger the entitlement
volume or usage volume for that valley, the lower the valley entitlement or usage
charge.

We adopted NOW's proposed entitlement volumes for all water sources and valleys,
including those for the major water utilities (Hunter Water Corporation and the
Sydney Catchment Authority). These volumes were extracted from NOW’s 2009
licence billing database, and we consider that they represent the best-available
information. We note that for many water sources and valleys, these volumes vary
considerably from the volumes used in making the 2006 Determination.

For example, the entitlement volumes for groundwater are 24% lower than those
used in making the 2006 Determination. This means that the costs allocated to
groundwater have been divided by a smaller number of units, resulting in an
average increase in the fixed charge for groundwater users of 41% (when all other
determinants of price are held constant).

Changes in usage forecasts

To set the usage charge for each water source and valley, we need to make
assumptions about the forecast metered water usage in each valley. For regulated
rivers, we used the same usage forecasts as we used in making our recent
determination on State Water’s prices. While we recognise that some stakeholders
will not support this decision, we consider they have not made a compelling case for

15 This analysis is contained in Chapter 7 and Appendix O.
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using different usage forecasts for what is essentially the same water resource when
determining NOW’s prices. For unregulated rivers and groundwater, we used usage
forecasts equal to 100% of the entitlement volume, in the absence of better
information from NOW.

These usage forecasts vary from those we used in making the 2006 Determination,
affecting the usage prices in each valley in different ways. For example, if all other
determinants of price are held constant:

v the total forecast usage for regulated rivers is 15% lower than that applied in the
2006 Determination, resulting in an average 18% increase in usage prices

v the forecast usage for unregulated rivers and groundwater differs significantly
between valleys, but is generally higher than that applied in the 2006
Determination, resulting in decreases in usage prices.

1.3.4 How has IPART mitigated price impacts?

Given the significant percentage increases in prices for some water sources and
valleys, we decided it was necessary to mitigate price shocks for water users.

Therefore, in setting prices, we ensured that the annual increase in the forecast bill
for most water sources and valleys does not exceed 20% (based on forecast usage
levels). The only exception was for prices for groundwater users in unmanaged
areas currently subject to a fixed charge only. In the first year only, we did not cap
prices for these users.

The 20% cap on forecast annual bill increases is broadly consistent with the clause in
the 2006 Determination that put a 20% cap on unregulated river and groundwater
actual annual bill increases (for the same volume of water extracted).

We decided not to include a cap on actual bills in the draft determination, as had
been done for unregulated and groundwater users in the 2006 Determination, given
the costs and the difficulties faced by NOW in correctly administering that
mechanism.

1.3.5 What are the implications for NOW and the NSW Government?

The draft decision to mitigate price shocks means the draft water management prices
are not expected to recover 100% of the user share of NOW’s total efficient costs of
undertaking its monopoly water management activities (ie, the user share of NOW’s
notional revenue requirement). Rather, we expect these prices will allow NOW to
achieve approximately 94% of full cost recovery by 2013/14 (Table 1.6). We note that
this is an increase on the 2009/10 level of cost recovery of 88%, as set under the 2006
Determination, and that levels of cost recovery under this draft determination occur
in the context of significant increases in costs and prices.

IPART Review of prices for the Water Administration Ministerial Corporation
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We consider that this outcome reflects an appropriate balance between the need to
maintain NOW’s level of cost recovery (relative to the 2006 Determination), and the
need to protect consumers.

Table 1.6 NOW'’s forecast levels of cost recovery under the 2011 Draft Determination

($'000, 2009/10)
2009/10 2011/12 2012/13 2013/14 % Change
2009/10 to
2013/14
IPART's notional user share of 33,079 39,377 40,841 41,840 26%
costs
IPART's target user share of costs 29,099 33944 36,925 39,190 35%
(via prices)
Forecast level of cost recovery 88% 86% 90% 94%

under IPART's draft determination

Source: IPART's analysis.

To enable NOW to carry out its water management activities effectively, we expect
the NSW Government to fund NOW’s remaining efficient costs, including the MDBA
contribution that was not recovered from users. IPART notes that the current
agreement relating to the contribution of the NSW Government to the MDBA expires
30 June 2011. At the time of funding renegotiations, IPART urges the government to
consider issues identified in this report. Table 1.7 shows our assessment of NOW’s
requirements for government funding for its monopoly water management activities.

Table 1.7 IPART’s assessment of the NSW Government contribution to NOW’s
monopoly activities ($'000, 2009/10)

2009/10 2011/12 2012/13 2013/14 % Change

2009/10to
2013/14

Government share of NOW's total
efficient costs:
Operating expenditure 14,999 12,368 12,998 13,557 -10%
MDBA contributions 2,019 14,861 13,463 15,188 652%
BRC contributions 138 129 122 123 -11%
Allowance for depreciation 104 15 44 74 -29%
Allowance for return on assets 0 21 60 929 NA
Total Government share of NOW'’s 17,260 27,394 26,687 29,041 68%
total efficient costs:
Difference between notional user share 3,980 5,433 3,916 2,650 -33%
and target user share
Total Government contribution to 21,239 32,828 30,603 31,691 49%
the cost of NOW’s monopoly
activities

Note: totals may not add due to rounding.
Source: IPART analysis.
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1.3.6 How different is the Draft Determination from NOW'’s proposal?

For each major cost component, Figure 1.1 compares NOW’s proposed total costs of
undertaking its monopoly activities and its proposed user share of these costs with
IPART’s draft decisions on user shares. The key differences between NOW’s
proposal and IPART’s draft prices include:

v IPART’s decision that NOW’s total efficient operating costs are 23.6% lower than
NOW proposed?6

v IPART’s draft decision to not increase the user contribution to the MDBA, as
insufficient information on the efficiency of this contribution and the relationship
between these costs and the impactor pays principle was provided, and

v IPART’s draft decision to establish a regulatory asset base with an opening value
of zero means that depreciation and a return on assets are only earned on efficient
capital expenditures after 1 July 2011.

Figure 1.1 Draft decision on user share of each cost component, compared with
NOW'’s proposed total cost component and proposed user share ($'000s,

2009/10)
180,000
PwC's recommendations B NOW proposed total monop cost (gov + user)
160,000 less forecast efficient meter

I NOW proposed user share
I BHPARFuserreverte——————————————

reading costs

140,000

Efficient cost of
120,000 v |activities, less !n:uﬁiciint . Bl RAIB set at zero,
tential information to only earn
100,000 po e L m
C'wealth funding justify increased depreciation ang
user share return on
80,000 —efficient costs
after 1 July 2011

60,000
40,000
20,000
0
Operating Additional operating MDBA/BRC Depreciation Return on assets
expenditure expenditure
(Scenario 1) (Scenario 2)

Table 1.8 lists the government and ‘target” user shares of NOW's total efficient costs
of undertaking its monopoly water management activities, under this Draft
Determination. This shows that, relative to the final year of the 2006 Determination
period (2009/10), the user share of NOW’s costs is increasing in absolute dollar
terms, but decreasing as a proportion of NOW’s total efficient costs.

16 This reference excludes the MDBA contribution, and includes “Scenario 2" expenditure.
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Table 1.8 Government and user contributions to NOW’s costs, under IPART's Draft
Determination ($’000s, $2009/10)

2009/10 2011/12 2012/13 2013/14

Government share of NOW's total efficient costs 21,239 32,828 30,603 31,691
% Government share of NOW's total efficient costs 42% 49% 45% 45%
Target user share of NOW's total efficient costs 29,099 33,944 36,925 39,190
Target user share as a % of NOW's total efficient 58% 51% 55% 55%
costs

Note: This table refers to ‘target’ user share (ie, the revenue expected to be recovered from users via prices), rather than
‘notional’ user share (which is IPART’s assessment of the share of costs attributed to users). The difference between
‘target’ and ‘notional’ user share reflects the fact that IPART's draft prices are expected to recover less than 100% of the
user share of NOW's costs.

Source: IPART analysis.

1.3.7 What action has IPART taken to improve NOW’s performance?

At the time of our last price review, we strongly expressed our concern about the
(then) Department of Natural Resources’ inadequate response to several long-
standing deficiencies in its systems and performance, which meant that the
transparency, control and accountability of expenditure on water management
activities was not sufficiently robust to support efficient pricing. During the current
review, we have found that some of these concerns have still not been addressed. In
addition, we have identified the need for NOW to ring-fence its activities related to
the monopoly services from its other expenditures, and to improve its capital
planning and asset management systems. We have also identified opportunities for
NOW to improve its consultation with stakeholders about its expenditures and major
initiatives.

We have taken these issues into account in our decisions. For example, our decision
not to allow NOW to recover a return of, or on, capital investments prior to 1 July
2011 directly reflects our findings on the deficiencies of its past capital and asset
systems.

In addition, we have written to the Minister of Water about these issues, and made
recommendations about how they might be resolved. We have also made a draft
decision to establish a reporting framework for NOW over the 2011 Determination
period, to ensure that both IPART and NOW's stakeholders have adequate
information relating to its expenditures and activities over the period, and to enhance
review of NOW'’s proposal at the next price determination.

Review of prices for the Water Administration Ministerial Corporation IPART
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1.4  Structure of this report

The rest of this report explains IPART’s decisions and findings for the draft
determination in detail, and the analysis which underpins them. It is structured as
follows:

v

v

Chapter 2 provides an overview of the approach we used to set prices

Chapters 3 to 9 explain our key decisions and findings in relation to setting water
management prices

Chapters 10 and 11 explain our decisions on meter service and consent transaction
charges

Chapter 12 discusses our analysis on the draft determination’s implications for
water users, NOW and the NSW Government

Chapter 13 presents our recommendations to the Minister for Water for
improving NOW’s systems and performance, and our decision to establish a
reporting framework for NOW to ensure that adequate and transparent
information on its expenditure and outcomes are available for the next price
review.

IPART Review of prices for the Water Administration Ministerial Corporation



Overview of the approach we used to set NOW'’s
prices

NOW levies 3 main types of charges: water management charges; meter service and
reading charges; and consent transaction charges. The approach we used to set
prices for these charges was generally designed to balance the need to ensure that
NOW can fund the efficient costs of providing the services these charges relate to,
with the aim of achieving fair and acceptable outcomes for the stakeholders that fund
these costs. These stakeholders include water users and the NSW Government (on
behalf of the wider community).

This review involved a number of steps to set water management charges. This was
partly because identifying the water management services that these charges relate to
was not straightforward. It was also partly because the costs related to these services
need to be shared between water users and the general community. Then, having
made the decision to set valley based charges for regulated and unregulated rivers
and to transition towards a coastal /inland split for groundwater, the user share of
costs needs to be allocated to individual water users through prices. This involves
allocating the user share of costs across 11 regulated river valleys, 12 unregulated
river valleys and 12 groundwater areas in NSW, based on the different costs of
managing each source of water in each valley.

The main steps in our approach were to:
v decide on the length of the determination period

v decide on water management charges, which involved:

v identify the specific water management services to be included in estimating
the costs to be recovered through these charges

v determine the full, efficient costs NOW is likely to incur in providing water
management activities over the determination period

v decide on the appropriate share of these costs to be recovered from water users
through water management charges

v decide on the price structure, then allocate the user share of costs across water
sources and valleys

v determine the entitlement volumes and usage forecasts to set prices
v decide on meter service and reading charges
v decide on consent transaction charges

v assess the impact of our pricing decisions on key stakeholders

Review of prices for the Water Administration Ministerial Corporation IPART
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v decide whether we should establish a reporting framework or any other
regulatory measures for NOW over the determination period.

The sections below provide an overview of each of these steps, to assist readers in
following the subsequent chapters which discuss the key decisions we made as part
of each step. Box 2.1 outlines our review process for this determination to date, and
the expected timetable for completing the review.

2.1 Decide on the length of the determination period

Draft decision:

1 IPART's draft decision is that the length of the determination period will be 3 years,
starting on 1 July 2011 and ending on 30 June 2014.

In reaching this draft decision, we considered NOW’s proposal and stakeholders’
views on the appropriate length and start date of the determination period. We
concluded that a 3-year period is likely to achieve the greatest net benefit, relative to
shorter or longer periods. We concluded that a start date of 1 July 2011 was most
practical, given that the need for us to “stop the clock” earlier in our review (see Box
2.1) had made a 1 July 2010 start date impossible.

The sections below discuss NOW’s proposal, stakeholders” views, and our
conclusions in more detail.

2.1.1 NOW'’s proposal on determination length and start date

NOW’s December 2009 submission proposed a 3-year determination period, from
1 July 2010 to 30 June 2013. NOW argued that a shorter determination period would
impose significant costs on it, and would distract it from its role in delivering water
management services. It also argued that a longer determination period would
create too great a risk of discrepancy between the forecast costs used in making the
determination and its actual costs, particularly given the current uncertainty about
the impact of the Commonwealth’s Murray Darling Basin Plan on NOW’s activities
and costs.17

At the public hearings held in July 2010, at which point it was clear that a 1 July 2010
start date was no longer possible, NOW:

v Initially argued for a determination start date as early as possible, and against a
1July 2011 start date (as advocated by irrigators), then later indicated that it
accepted the need for a1 July start date.

17 A draft of the Basin Plan is expected to be released in the latter half of 2010, and the Final Basin
Plan is scheduled for release in 2011.
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Box 2.1 IPART’s review process

To date, our process for this review has involved seeking information from NOW, consulting
with stakeholders to understand their views, engaging independent consultants to provide
expert advice, considering this information, views and advice, and undertaking our own
analysis. More specifically, we have taken the following steps:

v

In May 2009, we wrote to the then Department of Water and Energy to advise the
Department of the information that needed to be included in its submission and the due
date.

On 31 July 2009 we released the Issues Paper for this review, which discussed key issues to
be considered, identified the information required from NOW and sought stakeholder
submissions.

On 4 December 2009 we received NOW's initial and most substantial submission, which
outlined its actual and forecast costs and its proposed water management charges and
consent transaction fees.

On 20 January 2010 we received a supplementary submission from NOW, which listed some
amendments to the costs and prices in its original submission.

On 20 January 2010 we decided to ‘stop the clock’ on our review until more information on
NOW'’s pricing proposal was in the public domain.

On 3 February 2010 we received a further supplementary submission from NOW, which
provided some examples of efficiency gains and a breakdown of its cost forecasts by
activity, water source and valley.

On 30 April 2010 we released PricewaterhouseCoopers and Halcrow Pacific's (PwC's) Draft
Report on its review of NOW's proposed expenditure.

On 5 May 2010 we received an additional supplementary submission from NOW, which
proposed meter service charges.

On 5 May 2010 we announced that we had re-started the review.
On 16 June 2010 stakeholder submissions were due.

On 19, 22 and 23 July we held public hearings in Wagga Wagga, Tamworth and Sydney,
respectively.

On 30 June 2010 we published PwC's Final Report on its review of NOW's proposed
expenditure.

On 23 July 2010 we published an amendment to PwC'’s Final Report.

On 18 October we published this report and an appendix to the PwC Report that NOW had
previously asked not to be published until funding negotiations were more advanced.

We are now seeking stakeholder submissions in response to this Draft Report, which are due by
29 November 2010. (See page iii at the front of this report for information on how to make a
submission.)

To complete our review, we will consider these stakeholder submissions, and then make our
final decisions and recommendations. We will release our Final Determination and Report in
early February 2011.

Review of prices for the Water Administration Ministerial Corporation IPART
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v

Continued to argue for a determination finish date of 30 June 2013 (rather than a
year later, given the later start date). It put the view that a shorter determination
period was appropriate, given the uncertainty associated with the Murray Darling
Basin Plan and the Commonwealth’s funding of its ‘Scenario 2’ costs.

2.1.2 Stakeholder views on determination length and start date

Most stakeholders considered that the determination period should start on 1 July
2011, and should be either 3 or 4 years in length. They argued that:

v

Participating in a price review is costly for all parties (eg, due to the time involved
in contributing to and conducting the review), so the determination period should
be as long as is reasonably possible.

A start date between 1 July 2010 and 1 July 2011 would result in price changes
midway through a financial (and water) year, which would impose additional
costs. For example, Murray Irrigation and Western Murray Irrigation Limited
submitted that as they had already set their 2010/11 budgets and associated
charging schedules, a start date that necessitates the revision of these would create
additional work, and would result in less certainty for water users and potential
non-compliance with Water Act rules.18 Similarly, Tamworth Regional Council
noted that the Local Government Act requires it to set and publish its retail water
charges (which are affected by NOW’s charges) prior to the commencement of the
financial year.19

A 1 July 2011 start date would signal to NOW that it is not acceptable to delay a
process by providing inadequate information for stakeholder comment (Western
Murray Irrigation Limited).

NOW'’s argument for a shorter determination period, on the grounds that it faces
uncertainty until the Murray Darling Basin Plan is in place, is not compelling.
According to the NSW Irrigators” Council (NSWIC), NOW’s Commonwealth
driven or affected work largely relates to the implementation of known
programs.20

18

19
20

Murray Irrigation Limited submission, June 2010; and Western Murray Irrigation Limited
submission, June 2010.

Tamworth Regional Council presentation at the Tamworth public hearing, 22 July 2010.

NSW Irrigators” Council submission, June 2010.
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2.1.3 IPART’s conclusions on determination length and start date

As noted above, we have decided that the determination period will be 3 years,
starting on 1 July 2011 and ending on 30 June 2014 (the 2011 Determination period).

In our view, 1 July 2011 is the most appropriate start date as it:

v provides sufficient notice to irrigators and other water users of new prices, prior
to the next financial (and water) year

v provides sufficient time for NOW to develop or refine its systems to accommodate
the new tariffs and reporting standards of this determination, prior to the start of
the determination

v avoids the practical difficulties associated with changing prices part way through
a billing cycle

v ensures large water users do not face legislative compliance issues

v signals to NOW the importance of providing accurate, comprehensive and timely
submissions for future price reviews.

We consider that a 3-year determination period best balances the benefits and risks
associated with longer and shorter determination periods. In particular, we consider
3 years will:

v lower regulatory costs for stakeholders and NOW (relative to a shorter
determination period)

v provide a more stable and predictable regulatory environment for water users
and NOW (relative to a shorter determination period)

v create greater incentives for NOW to increase its efficiency (relative to a shorter
determination period)

v reduce the risk associated with variation between the forecast costs and revenue
assumed in making the determination, and the actual costs and revenue
(compared to a longer determination period).

We also note that a 3-year period will mean that NOW’s determination concludes at
the same time as the 2010 State Water Determination. Stakeholders expressed mixed
views about the benefits of NOW’s prices being reviewed at the same time as State
Water’s. Some argued that simultaneous or parallel reviews are easier or less costly
for stakeholders to participate in (High Security Irrigators Murrumbidgee). Others
favoured staggered reviews, as they can then allocate more resources and attention
to each review (NSW Irrigators Council).2l Where possible, we consider there is
benefit in parallel reviews of prices for NOW and State Water, given the number of
common issues and stakeholders.

21 NSW Irrigators’ Council presentation at the Wagga Wagga public hearing, 19 July 2010.
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2.2 Decide on water management charges

As discussed above, our approach for setting water management charges involved a
number of steps. The sections below discuss each of the key steps.

2.2.1 Decide on specific water management activities to be included

NOW levies water management charges on town councils and irrigators for holding
entitlements for water from regulated rivers, unregulated rivers and groundwater
sources. These charges need to reflect the costs of the water management activities
that it undertakes on behalf of the Water Administration Ministerial Corporation
(WAMC). These activities aim to ensure that NSW’s water resources are managed in
a way that ensures all users, including the environment, have access to sustainable
water supplies over the long term, and that these resources are shared appropriately.

However, NOW undertakes a wide range of water management activities, and only
some of these can properly be considered in setting NOW’s water management
charges.22 By law, these charges must reflect only the cost of water management
activities that are ‘government monopoly services’.

As the information NOW provided in its submissions did not transparently explain
how it had identified and costed its monopoly water management services, the first
step in our approach for setting water management charges was to make a decision
on the services to be included. This step is discussed in detail in Chapter 3.

2.2.2 Determine the full, efficient cost of providing NOW’s monopoly water
management services

The second step in our approach was to determine the full, efficient costs NOW will
incur in providing these monopoly water services over the 2011 Determination
period.

To do this we used the building block method, which is the same method we use in
other water determinations and other industries. To apply the building block
method, we made decisions on:

v NOW’s forecast efficient operating expenditure over the 2011 Determination
period

v an appropriate allowance for a return on its regulatory asset base, and

v an appropriate allowance for a return of this asset base (regulatory depreciation).

22 NOW’s monopoly service activities represent only a portion of its total activities. In its
presentations to the public hearings in July 2010, NOW stated that, as at October 2009, its staff
totalled 619 FTEs, of which 41% (256 FTEs) were working on monopoly service (ie, IPART
regulated) activities.
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The sum of these amounts represents our view of NOW’s total efficient costs, or its
‘notional revenue requirement’ over the 2011 Determination period (see Figure 2.1).

Importantly, we included only the operating expenditure that we considered to be
efficient and only the capital expenditure that we considered to be prudent and
efficient in calculating NOW’s notional revenue requirement. @ We engaged
independent consultants, PricewaterhouseCoopers (PwC) and Halcrow Pacific to
review the efficiency and prudency of NOW’s actual and forecast operating and
capital expenditure over the 2006 and 2011 Determination periods.

In addition, we included NOW’s forecast contributions, on behalf of the NSW
Government, to the Murray Darling Basin Authority’s and the Border Rivers
Commission’s water management activities in its forecast operating expenditure.
However, PwC did not assess these forecast contributions. Our decision on NOW’s
notional revenue requirement is discussed further in Chapter 4.

Figure 2.1 The building block approach

Operating and
maintenance
expenditure

Allowance for reg
depreciation

Total efficient costs

Allowance for a
return on assets

Notional revenue requirement

Note: The proportions of each building block component in this figure are hypothetical and do not represent the
actual proportions used to determine NOW's prices.

2.2.3 Decide on the appropriate share of these costs to be recovered from water
users through water management charges

The third step in our approach for setting water management charges was to decide
how much of NOW’s total notional revenue requirement should be notionally
funded by water users, and how much should be funded by the general community
through contributions from the NSW Government.

Review of prices for the Water Administration Ministerial Corporation IPART
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As we did for the 2006 Determination, we apportioned NOW's costs to water users
and the Government based on the ‘impactor pays” principle. This means that, for
each of NOW'’s activity codes, we sought to allocate costs between users and the
general community (or Government) in proportion to the contribution that each
group makes to creating the costs or the need to incur the costs. The user share for
each activity code has been refined through successive reviews and analysis,
involving work by independent consultants as well as stakeholder consultation.

It is important to note the distinction between the ‘beneficiary pays’ principle and the
‘impactor pays’ principle. Under the beneficiary pays principle, charges would be
paid by users on the basis of them benefitting from the service. In contrast, the
impactor pays principle allocates costs to those ultimately responsible for creating
the costs or the need to incur the costs.

The impactor pays approach ensures that water users face the costs of their activities,
including any environmental costs that are a consequence of those activities. This is
consistent with the principles of efficient pricing and intergovernmental agreements
on cost recovery, including the April 2010 COAG National Water Initiative Pricing
Principles.23

We note that some stakeholders question the appropriateness of setting user prices to
recover the costs of NOW’s activities on the grounds of competitive neutrality.24
IPART is aware that NSW has fulfilled its COAG Water Reform 1994 and National
Water Initiative (NWI) commitments, whereas other jurisdictions are yet to
implement independent price regulation for water resource management.2> At every
opportunity, IPART urges the full implementation of agreed national water reforms
to address this potential barrier to water trading and distortion of downstream
markets.

We know that some stakeholders are worried about paying for water management
services, given the somewhat intangible nature of NOW’s outputs and a perceived
absence of ‘benefit’ for users. In response to these concerns, as well as arguing for
the strength of the “impactor pays’ principle, we note that many of NOW’s activities
do benefit users through the implementation of a secure system of enforceable
property rights, enhanced knowledge about resource availability, and systems for
trading and monitoring.

Our decision on the user share of NOW’s costs is explained further in Chapter 5.

23 See: www.environment.gov.au/water/ policy-programs/urban-reform/index.html, accessed 22
September 2010.

24 For example, submissions received from Murray Irrigation and Murrumbidgee Irrigation, June
2010.

25 ACCC, Water charge rules for water planning and management charges, issues paper, October 2008
notes at page 31 that “less than 5 per cent of water planning and management costs are
recovered in Queensland through water charges (including an annual licence fee, a water
harvesting charge and other transaction fees for dealing with licences)... Victoria does not have
an explicit water planning and management charge (such as in New South Wales), although it
does effectively recover some costs of water planning and management.”
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2.2.4 Decide on price structure for each water source in each valley, then set prices

Once we determined the user share of NOW’s efficient costs, we made decisions on
how these charges should be structured, taking into account the principles of
efficient pricing and the distribution of risk between NOW and water users. In
particular, we made decisions on:

v The geographic split of prices. In particular, we considered whether to maintain
the current valley-based prices for regulated and unregulated rivers, and whether
to move to an ‘inland” and ‘coastal” geographic split for groundwater.

v The structure of charges. We considered whether, and in what circumstances,
water management charges should be fixed or variable, or a combination of fixed
and variable.

v The scope of charges. We considered whether we should extend NOW’s charges
to basic water rights holders (such as stock and domestic rights holders), and set
new charges for special categories of entitlement, such as floodplain harvesting,
high flow and supplementary water.

v The level of the minimum bill.

v The price path and whether or how price increases should be limited.

Each of these decisions is discussed further in Chapter 6.

2.2.5 Allocate the user share of NOW’s total efficient costs to individual water users
across water sources and valleys

Having determined the user share of NOW’s total notional revenue requirement, and
made the decision to set valley based prices, the next step was to attribute a portion
of this aggregate user share to each valley (by water source). Given that NOW does
not record actual costs on a valley basis, this involved allocating the total users share
of costs to each valley (by water source), using the best available cost driver (or
allocator) for each activity code.

Our decisions in relation to this step are discussed in Chapter 7.

2.2.6 Convert user share costs for each valley into prices, using forecasts of
entitlement and usage volumes

Once user share costs for each valley (by water source) were determined, the next
step in our process was to convert these costs into prices. Given our decision to set a
mixture of 1 and 2-part tariffs, comprised of fixed charges (per ML of entitlement or
unit share) and usage charges (per ML of water extracted), this required determining
and applying forecast entitlement and extraction (or “usage’) volumes.

Our decisions in relation to each of these steps are discussed in Chapter 8.

Review of prices for the Water Administration Ministerial Corporation IPART

25



26

2 Overview of the approach we used to set NOW's prices

We note that extraction volumes are inherently uncertain. If extraction volumes are
greater than forecast then NOW will receive greater than expected revenue, and will
recover more than the user share of its costs through prices. On the other hand, if
extraction volumes are less than forecast then NOW will receive less revenue than
expected, and will recover less than the user share of its costs. As Chapter 4 will
discuss, we have decided not to provide NOW with a revenue volatility allowance to
account for differences between actual and forecast extraction levels. We consider
that NOW should initiate dialogue with the NSW Government if it wishes to seek
funding for any revenue shortfall due to lower than forecast extraction volumes.

2.3 Decide on meter service and reading charges

Meter service and reading charges are intended to recover the efficient costs that
NOW incurs in maintaining government-installed meters, reading user-owned
meters, resolving disputes over meter accuracy and validating relocated meters.
These charges are for unregulated river and groundwater users only, as meter service
charges for regulated river users were included in the 2010 State Water
Determination.

In setting meter service and reading charges, we:

v determined the efficient cost of operating and maintaining the meter fleet that
NOW intends to install under the NSW metering project, as well as the efficient
costs of reading user-owned meters, resolving disputes over meter accuracy and
validating relocated meters

v considered whether these costs should be recovered through separate meter
service and reading charges on the user with a meter in place; or include the costs
within the general operating expenditure base, whereby they would be recovered
from all users via water management prices

v considered whether the meter service charge should vary by meter type or be
based on a weighted average of the costs of the different types of meters to be
installed

v reviewed the decisions made in the 2010 State Water Determination regarding
State Water’'s meter service charges, to ensure consistency with this
determination, where appropriate.

Our decisions on the meter service and reading charges are discussed in Chapter 10.

2.4 Decide on consent transaction charges

Consent transaction charges are intended to recover NOW’s efficient costs of
assessing and issuing water access licences (granting rights to a share of available
water) and works approvals (granting approval for the construction of water
management works, such as bores, dams, etc).

IPART Review of prices for the Water Administration Ministerial Corporation



2 Overview of the approach we used to set NOW's prices

Consent transaction charges are based on forecasts of the labour hours needed to
complete a transaction and the cost of that labour. Therefore, in setting these
charges, we assessed whether:

v the times proposed by NOW to complete the transactions were reasonable and
efficient, by examining the tasks associated with completing consent transactions

v the forecast costs of the labour used in completing consent transactions was
consistent with the demands and level of complexity of the different types of
transactions that NOW undertakes.

Our decisions on consent transaction charges are discussed in Chapter 11.

2.5 Assess the impact of our pricing decisions

In setting prices, we aimed to balance the need for NOW to recover its efficient costs
of undertaking its water management activities - which ultimately protect the
property rights of water users - and the goal of achieving fair and acceptable
outcomes for all stakeholders. For example, we aimed to minimise price shocks and
adverse impacts on water users and to ensure that users funded no more than their
appropriate share of water management costs, while ensuring that NOW remains
financially viable. Therefore, in assessing the impact of our pricing decisions, we
focused on potential impacts on water users and NOW'’s forecast level of cost
recovery.

In assessing potential impacts on water users, we considered forecast sample water
bills, and estimates of water bills as a proportion of farm costs. We also considered
the ability of water users to mitigate the impact of higher water prices, through
trading entitlements.

In relation to potential impacts on NOW, we note that under this draft determination
NOW's forecast revenue from prices covers approximately 94% of the user share of
its forecast costs by 2013/14. The remaining efficient costs are expected to be
recovered from the NSW Government.

Our analysis of the impact of our draft pricing decisions is discussed in detail in
Chapter 12.

2.6 Decide whether we should establish reporting or other regulatory
measures over the determination period

The final step in our approach to setting prices for this determination was to decide
whether to establish reporting or other regulatory measures, in light of issues
identified by us or stakeholders throughout the course of the 2006 Determination
period and this price review.
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Our findings and recommendations in relation to such measures are presented in
Chapter 13.
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Specific activities included in estimating the costs to
be recovered through water management charges

NOW’s water management charges are levied on those that hold entitlements for
water from regulated rivers, unregulated rivers and ground water sources, including
town councils, industrial users, environmental water holders and irrigators. These
charges should reflect the costs of the water management activities NOW undertakes
on behalf of WAMC to ensure that NSW’s water resources are managed so that all
users, including the environment, have access to sustainable water supplies over the
long term, and the resources are shared appropriately between these users.

However, only some of these water management activities can properly be
considered in setting NOW’s water management charges: those that are government
monopoly services, as defined in the Independent Pricing and Regulatory Tribunal
(Water Services) Order 2004 (the Water Services Order). NOW'’s submission did not
transparently explain how it identified these monopoly water management activities
and their associated costs. As several stakeholders noted, the submission described
NOW'’s activities and responsibilities very broadly, and did not clearly define the
outputs of these activities.26 This made it difficult for both IPART and stakeholders
to assess NOW’s pricing proposal.

Therefore, as the first step in our approach for setting water management charges,
we:

v Asked our consultants, PwC, to examine NOW’s assessment of its monopoly
services - as defined in the Water Services Order - and the costs associated with
providing those services. We then considered NOW’s information and PwC'’s
findings and recommendations, and made a draft decision on the activities to be
included in setting prices.

v Considered PwC’s observations on the integrity of the information NOW
provided, and recommended action to improve this information for the next price
review.

v Consolidated the available information on NOW’s proposed monopoly service
activities and the expected outputs of these activities over the 2011 Determination
period into a clear statement of deliverables (the Monopoly Services Outputs
Schedule). We consider that this schedule will provide a ‘baseline” from which
water users, IPART and the Government can assess NOW’s performance over this
determination period.

26 See, for example, submissions to this price review from NSW Irrigators’ Council (15 June 2010)
and Murray Irrigation Limited (16 June 2010).

Review of prices for the Water Administration Ministerial Corporation IPART

29



30

3 Specific activities included in estimating the costs to be
recovered through water management charges

The section below provides an overview of our draft decision on which of NOW’s
activities should be included in this price determination. The subsequent sections
discuss NOW’s broad water management responsibilities and activities, our
considerations in deciding which activities to include in setting prices, and our
considerations on the integrity of the information NOW provides. The final section
outlines the key activities and outputs included in NOW’s Monopoly Service
Outputs Schedule.

3.1  Summary of draft decision on which NOW activities to include in
setting prices

Draft decision

2 IPART’s draft decision is to accept PwC’s recommendations on the NOW activities that
are monopoly water management services and so should be included in setting
prices.

PwC found that most of the activities included in NOW’s submission and pricing
proposal were monopoly water management services. The only exceptions were
activities associated with coordinating metropolitan water planning. PwC found that
some of these activities were not consistent with the definition of government
monopoly services in the Water Services Order, and therefore should not be included
in setting prices. Based on the description of these activities provided by NOW, it
recommended that 50% of the 7 full-time equivalent (FTE) staff positions attributable
to these activities be excluded.

PwC also made several observations about NOW'’s financial and management
systems, which raise serious concerns about the integrity of its reporting and the
quality of the information it provides to IPART for determining prices. To address
these concerns, we have recommended that the Minister for Water require NOW to
update its financial management systems to ring fence all expenditures associated
with its monopoly water management services before we commence our next price
review (see section 3.4 below).
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3 Specific activities included in estimating the costs to be
recovered through water management charges

3.2 NOW’s water management responsibilities and activities

NOW undertakes a broad range of water management responsibilities, only a
portion of which can be classified as monopoly services for the purposes of this price
determination. For instance, NOW has reported that, as at October 2009, its staff
totalled 619 FTEs, of which 256 (or 41%) were working on IPART regulated,
monopoly service activities.2? NOW'’s broad water management responsibilities
include:

v determining the volume of water available for allocation each year to towns,
water users and the environment, particularly during times of severe water
shortage

v ensuring that all users, including the environment, have access to sustainable
water supplies

v developing statutory Water Sharing Plans, which set the rules for sharing water
between users, and between users and the environment

v negotiating inter-state and national water agreements, particularly those related
to the significant institutional changes occurring in the Murray-Darling Basin

v approving the extraction and use of water, and the policies and procedures for the
permanent trade of water entitlements and the annual trade of available water

v coordinating the development of metropolitan, town and non-urban water policy,
and

v monitoring the quantity, quality, and health of aquatic ecosystems and water
extractions.28

NOW groups the activities it undertakes to fulfill these responsibilities into 9 main

functions:

v water planning and implementation of interstate programs

v surface water and groundwater management

v water licensing and compliance

v implementation of major water infrastructure projects

v water information and modelling

v science and evaluation

v policy and regulation of local water utilities

v coordination of metropolitan water planning, and

v provision of legal advice on water matters to the government.29

27 NOW presentation to the public hearings, 19, 22 and 23 July 2010.

28 www.water.nsw.gov.au/ About-Us/default.aspx, accessed 24 September 2010.

29 PricewaterhouseCoopers/Halcrow Pacific Final Report, Review of the NSW Office of Water’s water
management expenditures, 30 June 2011, p 65.
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3 Specific activities included in estimating the costs to be
recovered through water management charges

However, only some of the activities NOW undertakes for these functions are
consistent with the definition of monopoly services under the Water Services Order.

3.3 IPART’s considerations in deciding which services should be
included in setting prices

Under the Independent Pricing and Regulatory Tribunal Act 1992, we are empowered to
determine prices for ‘government monopoly services” only. Clause 3 of the Water
Services Order defines the bulk water ‘government monopoly services” as those that
involve:

v the making available of water
v the making available of WAMC's water supply facilities, or

v the supplying of water, whether by means of WAMC's facilities or otherwise.

However, it does not provide practical guidance on which water management
activities should be considered monopoly services.

In interpreting this clause for this (and past) determinations, we adopted a broad
interpretation of the phrase ‘the making available of water’ to include activities
necessary to ensure water resources are managed on a sustainable basis to support
long-term use. For example, we have included activities related to the assessment,
allocation, planning, monitoring and reporting of water resources, as far as these
activities are undertaken to ensure supply to users.

We also had regard to the objectives of the National Water Initiative (NWI), and the
guidance this agreement provides on setting prices for water management services.
For example, we have complied with the NWI's direction to exclude (when setting
prices) any costs related to Ministerial and Parliamentary services and to the
development and refinement of overarching policy frameworks from efficient costs.30

We then considered the activities NOW included (or excluded) in making its pricing
proposal, and PwC’s assessment of whether these activities are consistent with the
definition of monopoly services in the Water Services Order.

3.3.1 The activities NOW included (or excluded) in making its pricing proposal

At one of the public hearings we held for this review, the NSW Commissioner for
Water indicated that across the 9 water management functions (set out in section 3.2
above), government monopoly services accounted for:

41% of NOW’s FTE's
46% of NOW'’s operating expenditure.31

|

|

30 National Water Initiative, Council of Australian Government National Water Initiative Pricing
Principles, April 2010, p 14.
31 NSW Office of Water, Presentation to the Sydney public hearing, 23 July 2010.
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3 Specific activities included in estimating the costs to be
recovered through water management charges

NOW also provided advice that when preparing its pricing submission, it excluded
all externally funded activities from the cost base, as well as those related to:

v management of the Snowy River’s environmental flows
v corporate licensing

v Ministerial and Executive services

v Office of the Director General

v legislative matters

v Catchment Management Authorities

v Murray-Darling Basin Authority liaison

v inter-governmental activities

v Country Towns Water Supply

Y sewerage program

v Cap and Pipe the Bores Program

v part of the groundwater drilling unit, which is operated on a commercial basis.

By implication, NOW considers that all of its remaining activities are consistent with
the definition of monopoly services.

3.3.2 PwC’s assessment of whether these activities are consistent with the
definition of monopoly services

As part of its review of NOW'’s efficient operating expenditure, we asked PwC to
assess the activities NOW included in making its pricing proposal, based on the
information provided in NOW’s submission.

PwC found that this information did not transparently explain how it calculated the
costs associated with the activities it excluded from the regulatory cost base, and the
sum of these costs. It also found that NOW’s systems and procedures for separating
the costs associated with its monopoly service activities from its broader suite of
activities are inadequate. This made it difficult for PwC to determine whether NOW
has made an appropriate and correct selection of activities for inclusion (or
exclusion) in its regulated costs.

However, based on the available information, PwC found that most of the activities
NOW included in its pricing proposal were consistent with the definition of
government monopoly services. However, it found that one area of activity that
NOW included was not entirely consistent with this definition: the coordination of
metropolitan water planning. While NOW included activities in this area
undertaken by 7 FTEs, PwC considered that while some of the activities undertaken
by these staff were consistent with the definition of monopoly services, some were
intended to ensure the security of water supply to urban water users - eg, activities
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3 Specific activities included in estimating the costs to be
recovered through water management charges

related to infrastructure planning, water recycling and demand management. These
activities are not directly related to the making available of water or WAMC's water
supply facilities, or the supply of water.

Based on these findings, PwC recommended that we include all the activities NOW
included in its pricing proposal, except for those under the coordination of
metropolitan water planning function. For these activities, PwC recommended that
we include half the activities (or resources) NOW included in its proposal. As
indicated above, we accepted these recommendations.

Table 3.1 summarises PwC’s assessment and findings in more detail.

Table 3.1 PwC’s assessment of the activities included in NOW’s pricing proposal

NOW activities Assessment against the Monopoly Comments

Services Order and other guidance
Water planning The inclusion of these activities is These water planning activities are
and consistent with the ‘making available of concerned with establishing
implementation of water’ requirement of the Water Services transparent frameworks for
interstate Order. ensuring an appropriate balance
programs between economic,

environmental and public benefit
outcomes. It aims to ensure the
future sustainability of the
resource and its supply to users.

Surface waterand  The inclusion of these activities is These water management

groundwater consistent with the ‘making available of  activities are concerned with

management water’' requirement of the Water Services operationalising and monitoring
Order. water plans to ensure they meet

economic, environmental and

System operation activities, blue-green ; e
social objectives.

algae management and river works
management activities are included on
the basis that they arise from the supply
of water from NOW'’s facilities.

Water licensing The inclusion of these activities is These activities are concerned with

and compliance consistent with the ‘making available of protecting the integrity of the
water’ requirement of the Water Services entitlement system and the
Order. security of users’ authorised access

to water.

Implementation of These activities relate to State Priority

major water Projects, which are yet to commence.

infrastructure However, assuming the projects

projects proceed, the activities are consistent

with the ‘making available of water’
requirement of the Water Services Order.

Water information  The inclusion of these activities is These activities directly relate to

and modelling consistent with the ‘making available of the assessment, monitoring and
water’ requirement of the Water Services reporting of water resources to
Order. ensure their sustainability and

continued use.
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3 Specific activities included in estimating the costs to be
recovered through water management charges

NOW activities

Assessment against the Monopoly
Services Order and other guidance

Comments

Science and
evaluation

Policy and
regulation of local
water utilities

Coordination of
metropolitan water
planning

Provision of legal
advice on water
matters to the
government

Corporate
functions

The inclusion of these activities is

consistent with the ‘making available of
water’ requirement of the Water Services

Order.

NOW's exclusion of urban water and
wastewater policy and regulation
functions is consistent with the Water
Services Order.

Based on the description of activities
provided by NOW, PwC recommend

including 50% of the 7 FTEs proposed by

NOW.

PwC conclude that some metropolitan

water planning activities constitute

water management activities consistent
with the Water Services Order. However,

there are a number of activities
undertaken in the preparation of the

Metropolitan Water Plan that PwC assess

as not being water management

activities under the Water Services Order,

as they do not directly relate to the
management of water resources.

The inclusion of legal activities related to

water resource management is

consistent with the ‘making available of
water’ requirement of the Water Services

Order.

The inclusion of these activities is

consistent with the ‘making available of
water’ requirement of the Water Services
Order. Itis also consistent with national
guidance which requires an appropriate

level of overheads to be included.

These activities directly relate to
the assessment, monitoring and
reporting of water resources to
ensure their sustainability and
continued use.

Activities such as Country Towns
Water Supply and Sewerage
Program have been excluded by
NOW from its Water Service Order
cost base.

NOW proposed including 7 FTEs
directly attributable to
metropolitan water planning. NOW
indicated that these activities
relate to the development and
delivery of Sydney’s Metropolitan
Water Plan. Activities to ensure the
security of supply to urban water
users through infrastructure
planning and demand
management initiatives are not
included under the Water Services
Order.

PwC notes that it has received
information that the allocated 10
FTEs represent only a share of
NOW'’s total legal staffing (just
more than half).

These activities indirectly support
water planning and management
functions of NOW.

Source: PwC, Final Report on its Review of the NSW Office of Water’s water management expenditure, 30 June 2010, Table

4.1, pp 68-71.

3.4
by NOW

IPART’s considerations on the integrity of the information provided

In assessing the information provided by NOW, PwC also made a number of
observations about NOW’s financial and management systems. It noted that:

v NOW's approach for separating its expenditures on monopoly service activities
from its other activities is based on an internal management consultation process.
Thus, the information it provides to IPART is not the output of formalised
procedures for financial reporting, or the output of ring-fenced accounts.
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3 Specific activities included in estimating the costs to be
recovered through water management charges

v The deficiencies of its financial and management systems make it difficult to
determine whether the activities and associated costs NOW included in its pricing
proposal are appropriate and correct.

These findings raise serious concerns about the integrity of NOW’s reporting and the
quality of inputs it provides for the price setting process. To address this for future
reviews, we consider that NOW should be required to ring fence its expenditures
associated with monopoly services before the commencement of the next price
review.

It is apparent that in preparing its price submission, NOW has assumed that the costs
of the monopoly services are equal to the residual of NOW’s budget once all
inconsistent activities were excluded. This approach is not robust. We expect that
over the 2011 price determination period, NOW will implement systems for
identifying and verifying its monopoly services. We expect that these systems will
enable NOW to improve its annual reporting of its compliance with the 2011
Determination and its submission to the 2014 price review.

Draft finding

3 IPART recommends that the Minister for Water requires NOW to improve its financial
systems and implement ring-fencing of all expenditures associated with its monopoly
services, before the commencement of IPART’s next price review.

3.5 Key activities and outputs included in NOW’s Monopoly Service
Outputs Schedule

Given the limited independent oversight of NOW's performance32 and stakeholders’
comments on the ambiguity of NOW’s outputs, we have compiled a Monopoly
Service Outputs Schedule. This schedule consolidates the information NOW
provided in a range of documents for this review. It sets out NOW’s proposed
monopoly service activities for the 2011 Determination period and the expected
outcomes of these activities. In compiling the schedule, we intended to create a
‘baseline” for assessing NOW’s performance over the coming determination period
and beyond. The schedule is included as Appendix L.

32 NOW provided information to IPART about its current external reporting on 23 February 2010.
This information identified that at that time there were 9 measures of Monopoly Services that
were monitored via its Annual Report. In addition, IPART notes that NOW reported against
1 measure that was externally verified under the 2008 State Plan reporting framework (since
changed) and measured water trade process times and number of water sharing plans gazetted
via the National Water Commission’s Biennial Assessment.
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3 Specific activities included in estimating the costs to be
recovered through water management charges

The efficient costs associated with activities and outputs listed in the Monopoly
Service Outputs Schedule are included in the cost base used for setting prices. NOW
is expected to deliver all of these activities and outputs, or to provide sound reasons
for varying its activities and outputs over time. Examples of such reasons might
include, in times of flood or drought, a change in water resource management
priorities that results in other unplanned outputs being delivered.

Key actions in NOW’s Monopoly Service Output Schedule include:

v Expanding the hydrometric network by 128 stations to a total of 513 by 2014/15,
and increasing the frequency of visits to these stations to 6 visits a year to improve
the monitoring information available to NOW and users.

v Completing the Water Sharing planning process and its implementation by:

v

v

v

v

completing the remaining inland 18 Water Sharing Plans by 2013
completing the 20 remaining coastal valley Water Sharing Plans by 2013

revising all existing Water Sharing Plans for Murray Darling Basin River
resources by 2014 to enable “accreditation” of existing plans with the Basin Plan

reviewing and remaking a total of 31 existing Water Sharing Plans before 2014,
prior to their 10-year expiry date

implementing the rules under more than 80 water sharing plans across NSW.

v Publishing and implementing outstanding operational plans and policies,
including;:

v

v

v

v

the Floodplain Harvesting Policy and rules for issuing floodplain harvesting
licences

the Reasonable Use Guidelines for Basic Landholder Rights Holders to address
unconstrained extraction by stock and domestic rights holders

the Policy for Return Flow Credits for extractive uses

rules and processes for controlled allocation of unassigned water to licensed
users

aquifer interference rules and guidelines to inform and manage licensed
extractive industries

planning rules for surface and groundwater interception and extraction
rules for stormwater harvesting

rules for groundwater trading in embargoed water sources.

v Ensuring that 90% of transactions for the permanent transfer of access licences are
processed within 28 days

v Ensuring that 60% of all other transactions and approvals are processed within 3

months.
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3 Specific activities included in estimating the costs to be
recovered through water management charges

In the course of this review, stakeholders have expressed concerns that key outputs
of the 2006 Determination period were not achieved. Specifically, stakeholders
highlight that only a portion of water sharing plans targeted for completion by 2009
have been gazetted.33 NOW has provided detailed information about its deliverables
since 2006, in response to criticisms of its performance over the 2006 Determination
period. This information is included as Appendix J.

In relation to the delivery of water sharing plans, NOW has provided the following
explanation:

One of the criticisms we have had in the past, in terms of completing the submission, is
why the water sharing plans were not completed by 2010 as required. As we require $55
million per year for water management activities, that would have enabled 311 staff to be
appointed on water management activities, and ... because we have not achieved $55
million per year, because the price path to recovery and reduced revenue has been
substantially smaller, we have had a commensurate staff of only 256 people, 55 short on
requirement.34

We acknowledge that NOW’s revenue has been less than expected over the 2006
Determination period. However, we also note that we set prices to recover the
efficient level of costs likely to be incurred in delivering identified services. On the
assumption that the Government would fund its share of the efficient costs, we
expected the (then) Department of Natural Resources would undertake and deliver
the identified activities and services, including the targeted water sharing plans, in
accord with the efficient level of cost determined by IPART - even if this required the
achievement of operational efficiencies relative to the Department’s cost proposal to
the 2006 price review.

For the 2011 Determination, IPART has again assumed that NOW will deliver all the
proposed water management activities and outputs (set out in the Monopoly Service
Outputs Schedule) that underpin the calculation of allowed efficient costs. This is on
the assumption that the NSW Government will fund its share of NOW'’s efficient
monopoly service costs, including our assessment of the Government’s share of
NOW’s contributions to the MDBA. IPART’s estimate of the total cost of delivering
these water management activities and outputs efficiently is the sum of the forecast
revenue to collected from users (via water management prices) and our forecast of
revenue to be contributed by the NSW Government.35

As Chapter 13 will discuss, IPART expects that NOW will report progress against the
Monopoly Service Outputs Schedule annually. IPART will publish NOW’s reports.
In addition, IPART will publish its assessment of NOW’s performance in an annual
report on all IPART regulated water agencies.

33 For example, see submissions from Lachlan Valley Water (June 2010) and the NSW Irrigators’
Council (June 2010).

34 Commissioner for Water (NOW), Transcript of Wagga Wagga Public Hearing, 19 July 2010,
pp 11-12.

35 IPART's calculation of the revenue expected to be provided by the NSW Government is set out
in Chapter 1.
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3 Specific activities included in estimating the costs to be
recovered through water management charges

Where unforseen events necessitate changes in priorities; NOW is expected to
provide reasons for variations, including the identification of the new, unplanned
outputs.
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The total efficient costs of providing NOW’s
monopoly water management services

Once we decided on the monopoly water management services to be included in
setting water management charges, we calculated the total, efficient cost NOW is
likely to incur in providing these services over the 2011 Determination period. This
amount is known as the notional revenue requirement, and it is funded by the
government and water users. (Chapter 5 outlines our assessment of the user share of
NOW's total efficient costs of providing its monopoly water management services -
ie, the user share of NOW’s notional revenue requirement).

As Chapter 2 discussed, we used the building block method to calculate the notional
revenue requirement. To apply this method we determined the 3 main cost building
block components:

v NOW’s forecast efficient operating expenditure over the 2011 Determination
period

v having made the decision to establish a regulatory asset base:

v we determined an allowance that will allow NOW to earn an appropriate
return on the asset base it uses in delivering the monopoly water management
services (the allowance for a return on assets)

v we determined an allowance that will allow NOW to earn an appropriate
return of this asset base (the allowance for regulatory depreciation).

In addition, we included an allowance for NOW’s forecast contributions to the
Murray-Darling Basin Authority (MDBA) and the Border Rivers Commission (BRC)
over the determination period. We then summed the 3 cost building block
components and the allowance for these forecast contributions to give the notional
revenue requirement.

This process involved considering and making findings on a number of issues,
including:
v the efficient level of NOW'’s forecast operating expenditure

v the opening value of the asset base NOW uses to deliver the monopoly water
management services (the regulatory asset base, or RAB) and its annual value
over this period

v the appropriate rate of return on the RAB to use in calculating the allowance for a
return on assets
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4 The total efficient costs of providing NOW’s monopoly
water management services

v the appropriate depreciation method and asset lives to use in calculating the
allowance for regulatory depreciation

v the appropriate allowance for forecast contributions to the MDBA and the BRC
v whether or not to include a revenue volatility allowance to manage the risk of

actual metered usage varying from forecast metered usage.

In general, in making these findings, we considered NOW’s cost and expenditure
proposal, the findings and recommendations of PwC’s review of this proposal, and
stakeholder comments.

The section below summarises our draft decision on NOW’s notional revenue
requirement - ie, its total efficient costs of delivering its monopoly water
management services. The subsequent sections discuss each of the draft findings
that underpin this decision.

4,1 Summary of draft decision on NOW’s notional revenue requirement

Draft decision

4  IPART's draft decision on NOW'’s notional revenue requirement in relation to
monopoly water management services is as shown in Table 4.1 below.

Table 4.1 Draft decision on NOW'’s notional revenue requirement ($°000, 2009/10)

2011/12 2012/13 2013/14
Forecast efficient operating expenditure 49,696 51,645 53,041
Allowance for return on assets 69 200 330
Allowance for regulatory depreciation 49 147 246
Allowance for forecast contributions to MDBA 16,551 15,153 16,878
Allowance for forecast contributions to BRC 406 382 385
Total notional revenue requirement? 66,772 67,528 70,881

a Totals may not add due to rounding.

In addition to the findings shown in the table, this draft decision reflects our findings
that:

v an opening value of zero is appropriate for NOW’s RAB, due to concerns about
NOW'’s asset management and capital planning frameworks

v the annual value of the RAB from 2011/12 onwards should be established by
incorporating the forecast capital expenditure deemed to be efficient in each year
of the determination period

v an appropriate rate of return for NOW over the determination period is 7.0% per
annum

v for calculating the regulatory depreciation allowance, the straight-line
depreciation method and average asset lives of 20 years are appropriate
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v there is not sufficient justification for including a revenue volatility allowance, as
NOW is not exposed to the same level of revenue volatility as State Water and
other regulated businesses for whom we have provided such an allowance.

4.2 Forecast efficient operating expenditure

Operating expenditure accounts for the bulk of the total costs NOW incurs in
providing monopoly water management services, and so has a major impact on the
water management charges. This expenditure primarily comprises labour costs, so it
can be expressed in dollars or full-time equivalent staff (FTEs).

To decide on the efficient level of forecast operating expenditure over the 2011
Determination period, we considered NOW’s forecast operating expenditure over
this period, PwC’s findings and recommendations on how much of this forecast
expenditure is efficient, and stakeholder comments on this forecast expenditure.

4.2.1 NOW'’s forecast operating expenditure

NOW's submission included proposed water management prices under 2 scenarios.
Under Scenario 1, it based prices on what it considers to be its ‘core’ water
management activities. Under Scenario 2, it based prices on these core activities plus
the additional costs it will incur to implement the Commonwealth Water Act 2007
and accelerate the national water reform agenda. It submitted that these additional
costs should be included in setting water management charges if the Commonwealth
does not provide additional funding for them.36

Table 4.2 and Table 4.3 set out NOW'’s forecast operating expenditure and FTEs
under each of these scenarios. Table 4.2 shows that NOW proposes significant
increases in its operating expenditure from 2009/10 to 2013/14 (about 21% under
Scenario 1 and around 42% under Scenario 2). This reflects its view that it will
require a significant increase in staff over the next few years to undertake its core
(Scenario 1) water management activities, and a further increase to carry out
additional activities in implementing the Commonwealth Water Act 2007 and the
national water reform agenda (Scenario 2).

36 Although NOW has applied to have these additional costs funded by the Commonwealth,
consistent with the ‘no additional net cost’ provisions in the 2008 Murray-Darling Basin Inter-
Governmental Agreement (IGA).
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Table 4.2 NOW'’s forecast operating expenditure ($'000, 2009/10)

2009/10 2010/11 2011/12 2012/13 2013/14

Operating expenditure under Scenario 1 48,809 50,180 53,913 56,807 59,036
Additional operating expenditure under 0 10,370 10,370 10,370 10,370
Scenario 2

Total operating expenditure 48,809 60,550 64,283 67,177 69,406

Source: NOW'’s Excel Information Returns to IPART, 24 December 2010.

Table 4.3 NOW'’s forecast FTEs (hnumber)

2009/10 2010/11 2011/12 2012/13 2013/14

FTEs under Scenario 1 256 267 285 304 319
Additional FTEs under Scenario 2 57 57 57 57
Total FTEs under Scenario 1 and 2 256 324 342 361 376

NOW reports that it currently has 256 FTEs undertaking water management
activities, and that it will require an additional 63 FTEs by 2013/14 for its core
(Scenario 1) water management activities, and a further 57 FTEs per annum under
Scenario 2. NOW's rationale for these additional resources is outlined further below.

NOW's need for additional FTEs under Scenario 1
NOW submitted that the proposed increase in its FTEs under Scenario 1 is driven by
the following factors:

v the operation and maintenance of its expanded hydrometric network (which
includes 128 new and 58 upgraded gauging stations)3”

v the operation and maintenance of its upgraded surface water databases38

v increased monitoring of groundwater extractions, in response to increased
extractions over recent years due to lower availability of surface water

v the scheduled development of an additional 38 Water Sharing Plans by 2012 and
the requirement to implement these plans once they are gazetted

v the requirement to review and remake 31 Water Sharing Plans before 2014, prior
to their 10-year expiry date

v the implementation of rules for water sharing plans across NSW

37 The Commonwealth Government is paying for the capital costs of the expanded hydrometric
network, but NOW will be responsible for the ongoing operating and maintenance costs of
these stations.

38 The Commonwealth Government will provide capital funding for these database upgrades, but
NOW will be responsible for their ongoing operation and maintenance.

Review of prices for the Water Administration Ministerial Corporation IPART | 43



44

4 The total efficient costs of providing NOW’'s monopoly
water management services

v a significant increase in the number of compliance staff, in response to lower
water availability, increasing competition for the resource, and the fact that
additional water sharing plans will enlarge the absolute number of rules to
monitor and enforce

v finalisation and implementation of key operational plans, guidelines and policies
to address floodplain harvesting, domestic and stock rights, aquifer interference,
water return flows, stormwater harvesting and daily extraction rights.39

We note that these cost drivers largely reflect the increasing complexity of water
management and the need for greater rigour around designing, administering, and
policing the entitlement system, given the increasing scarcity and value of water.

NOW'’s need for additional FTEs under Scenario 2

NOW submitted that the additional FTEs under Scenario 2 are needed to enable it to
undertake a range of activities arising from Commonwealth water reforms (Table
4.4). These relate to:

v the provision of input on the Murray Darling Basin Plan (18.5 FTEs)

v implementation of the ACCC’s new water trade, charge and market rules, which
“could require the Office to individually license all extractors within irrigation
corporations, private irrigation districts and trusts”40 (9.4 FTEs)

v the requirement to apply national monitoring standards to the existing
hydrometric network (385 gauging stations), which necessitates doubling the
number of annual visits to these stations from 3 to 6 (6.1 FTEs)

v the development and implementation of formalised water shepherding
arrangements (5 FTEs).

39 NOW'’s December 2009 submission, pp 39-42.
40 NOW December 2009 submission, p 53.
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Table 4.4 NOW'’s proposed additional activities arising from Commonwealth

reforms

Additional activities FTEs Total cost

($million)
Water monitoring to national standards 6.1 1.1
National water database 0.7 0.1
Research Strategy — National Water Knowledge and Research Plan 1.0 0.2
Guidelines for sustainable extraction 1.8 0.3
Enhancing water markets 2.1 0.4
National Water Market Systems 1.0 0.2
National hydrological modelling strategy 1.0 0.2
Structural adjustment 3.0 0.5
National water accounts 25 0.4
Environmental water management - shepherding 5.0 0.9
Basin Plan - planning 18.5 34
Compliance to national standard 2.0 0.4
ACCC - development and implementation 9.4 1.7
Legislative amendments 0.3 0.1
Systems for urban water consumption reporting 1.0 0.2
Assessment of Water Purchase 2.0 0.4
Total 574 10.5

Note: NOW's December 2009 submission lists forecast additional Scenario 2 operating expenditure of $10.5 million,
which is higher than the figure of $10.37 million in NOW's Excel Information Returns to IPART. We have assumed that

NOW's correct proposed figure is $10.37 million.

Source: NOW'’s December 2009 submission, p 52, and NOW's 24 December 2009 Excel Information Returns to IPART.

4.2.2 PwC’'sreview of NOW’s forecast operating expenditure

In reviewing NOW's forecast operating expenditure, PwC:

v assessed the accounting methods and algorithms NOW used to calculate its cost

forecasts, and

v conducted a strategic review of the efficiency of NOW's actual and forecast costs,

which included (among other things) analysing a sample of activities in detail.

It also undertook some limited benchmarking, but was not able to draw firm
conclusions, due to the limitations of the data. PwC’s findings on NOW’s forecast

operating expenditure under each scenario are summarised below.
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PwC'’s findings on operating expenditure under Scenario 1

PwC’s review acknowledged that NOW’s operating environment is becoming more
complex and demanding. It noted that the implementation of water reforms
introduced over the last decade, including those identified by NOW for the 2011
Determination period (ie, the development of water sharing plans, stronger
compliance frameworks, expanded metering and monitoring, and improved
databases and water accounting), are increasing the demands on water resource
managers. PwC also recognised that if the operational integrity of the property
rights system for water is to be maintained and underlying confidence in this system
supported, then this system needs to be accompanied by higher levels of
measurement, monitoring, and enforcement.

However, PwC identified a number of concerns or issues with NOW’s forecast
operating costs, including the following:

v NOW has not adequately examined possibilities for using existing resources more
effectively and efficiently. In some cases, it has not provided clear and
demonstrable links between its planned activities and planned outcomes.

v In most cases, there is insufficient evidence of robust strategy or business cases
underpinning forecast operating expenditure.

v Apart from an example of reallocating staff from water plan implementation to
water sharing plan development, there is no other clear evidence that
consideration has been given to the possibility of reallocating staff resources from
existing activities that are being scaled back to new areas of work that require
higher priority.

v There is no documented evidence that levels of service have been ‘stress tested” -
for example, to determine what would happen to outcomes if resources were
reduced by some plausible level, or what additional outcomes could be delivered
from an increase in resources applied to an activity.

v The link between performance information and timelines, cost, quantity, quality,
and the achievement of strategic objectives is, in many instances, not clear and, in
others, absent altogether.

v No allowance has been made for progressive efficiency gains in any of the direct
operating activities.

v The unit overhead rate per FTE is assumed to remain constant, despite some
overheads and indirect costs being fixed in nature and unlikely to increase with
additional staff.41

41 PwC Final Report on its Review of the NSW Office of Water’s water management expenditure, 30 June
2010, pp 7 - 8.
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In addition, PwC’s detailed analysis of a sample of NOW's activities suggests that
there are inefficiencies in NOW’s existing deployment and allocation of staff
resources across activities. For example, PwC identified the following specific
concerns:

v The reported outputs for ‘Operational Planning’ (one completed policy guideline)
do not appear to be commensurate with the FTEs (20 to 25) that have been
working in this area over the past 4 years (although progress has been made in
drafting other guidelines and policies).42

v There is no evidence of a clear and transparent strategic framework for guiding
compliance activities over the past 4 years.

v The delay in water sharing plan development over the last 4 years (in part due to
NOW waiting for greater clarity about the Murray Darling Basin Plan
requirements) should have freed up staff resources for other activities, but there is
no evidence of this or of alternative outcomes that have been achieved.

v NOW has not identified potential cost savings to its operational budget as a result
of its capital investments in groundwater and water quality databases, or the
telemetry systems and installation of data loggers on gauging stations - all of
which should reduce labour costs.43

Table 4.5 lists PwC’s recommended levels of efficient operating expenditure for
NOW over the determination period under Scenario 1. It indicates that in PwC’s
view, NOW can reduce its operating expenditure by between 8.9% and 11.2% over
the period (relative to its forecast expenditure). The recommended efficient level of
expenditure incorporates the following adjustments to NOW’s forecasts:

v Reducing the corporate overhead and indirect cost unit rate to account for an
error in NOW’s calculation in regard to the assumed annual number of hours per
FTE.

v Removing 1.3 Business Administration FTEs from the cost base, as no case has
been made for this increase from 2008 /09 to 2009/10.

v Removing 3.5 Metropolitan Water Planning FTEs from the cost base, as PwC
considers that at least a portion of NOW’s Metropolitan Water Planning section is
not consistent with the terms of the Monopoly Service Order (as discussed in
Chapter 3).

42 While NOW contested this conclusion in the course of the public hearings, we note that NOW’s
own submission (Appendix 1, p 101) reports that it has completed 1 published guideline
compared to a target of 10.

43 PwC Final Report on its Review of the NSW Office of Water’s water management expenditure, 30 June
2010, pp 10 - 11.
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v Removing 18.3 FTEs from the cost base whose time is ‘unallocated” to any specific

water management activity. We note that, at the Public Hearings, NOW argued
against this adjustment by stating that it was difficult to allocate the time of all
FTEs to specific water management activities, as some FTEs are involved in
working on multiple activities throughout a day. However, PwC states that this
recommended adjustment to the cost base is primarily intended to act as a proxy
for a number of concerns it has regarding the efficiency of NOW’s existing
deployment and allocation of staff (which are identified above).

Reducing by 20% NOW's forecast additional FTEs to account for scope for
efficiency and productivity gains; the expectation that some resources should be
freed up from existing activities to service new areas of business; concerns about
the lack of clear business cases to support NOW’s proposals for additional
resources; and the absence of documented strategic decision making processes.

Reducing by 25% the corporate overhead and the indirect cost unit rate (per FTE)
to be applied to all additional resources from 2010/11, to reflect the fact that some
overhead costs will be fixed in nature and unlikely to increase proportionally with
staff numbers.

Applying a 0.5% ongoing annual efficiency improvement to reflect the expectation
that NOW should be able to make continuous improvements to its service
delivery. This would include improvements to staff productivity, streamlining of
administrative tasks, and reallocating resources from under-performing parts of
the business.
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Table 4.5 PwC’s recommended operating expenditure ($°000s, $2009/10)a

2009/10 2010/11 2011/12 2012/13 2013/14

NOW’s current operating expenditure 45,256b

(allowed under the 2006 Determination)

NOW’s proposed operating 48,809c¢ 50,180 53,913 56,807 59,036

expenditure

1. Reduction for inconsistencies in -245 -245 -250 -267 -280
overhead unit rate

2. Reduction due to Business -176 -175 -173 -173 -173
Administration

3. Reduction due to Metro Water -475 -470 -465 -465 -465

4, Reduction of unallocated FTEs -2,481 -2,458 -2,433 -2,433 -2,433

5. Reduction due to 20% reduction in -295 -758 -1,263 -1,675
new FTEs

6. Reduction due to fixed overhead -92 -228 -380 -503
costs for additional FTEs

Total reduction in operating -3,377 -3,735 -4,306 -4,980 -5,530

expenditure

Adjusted operating expenditure 45,432 46,445 49,607 51,827 53,507

7. Reduction due to efficiency -232 -495 -774 -1,062
adjustment of 0.5% pa

PwC’'s recommended operating 45,432 46,213 49,112 51,054 52,445

expenditured

Percentage reduction in total operating -6.9% -7.9% -8.9% -10.1% -11.2%

expenditure, relative to NOW's proposal
a Excludes MDBA and BRC costs.

b Allowed’ costs used by IPART to set 2009/10 prices in the 2006 Determination.

€ NOW's forecast/actual costs for 2009/10.
d Totals may not add due to rounding.

PwC'’s findings on operating expenditure under Scenario 2

In reviewing NOW’s proposed Scenario 2 operating expenditure, PwC did not
consider whether NOW’s proposed Scenario 2 activities should be funded by the
Commonwealth on the basis that they are additional to NOW’s core water
management functions.44 Rather, PwC was concerned with whether the activity
complies with the definition of monopoly service under the Water Services Order,
and whether NOW'’s proposed costs for each activity are efficient.

44 On 18 October 2010, IPART published an appendix to PwC’s Report, which outlined the
consultant’s review of NOW’s proposed Scenario 2 expenditure. When PwC’s Report was
published in July 2010, IPART did not publish this appendix, at NOW’s request. NOW had
asked that the appendix be treated on a confidential basis while negotiations with the
Commonwealth to fund these activities were in progress. Following consultation with NOW,
IPART has made the decision to publish this information so as to ensure that adequate
information is available to stakeholders to assess IPART’s draft report.
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As Table 4.6 indicates, PwC recommended significant reductions to NOW’s
proposed additional Scenario 2 costs. While NOW proposed additional expenditure
of about $10.4 million per annum, PwC found that the efficient level of this
additional expenditure is about $4.3 million per annum. This is largely due to PwC’s
finding that the efficient number of forecast FTEs required to undertake the
additional Scenario 2 activities is 28.6, compared to NOW'’s proposed 57.4.
Depending on the particular activity, this reduction reflects PwC'’s views that there is
double counting between FTEs in Scenario 1 and 2, that reasonable efficiency gains
should offset the need for additional resources, that the activity should not be classed
as a monopoly service, or that it is the subject of external funding.

PwC’s adjustments to FTEs numbers are outlined further in Table 4.7 below. PwC’s
other recommended reductions to NOW's Scenario 2 costs (which are consistent with
its recommended adjustments to Scenario 1 operating costs) include:

v adownward adjustment to remuneration costs

v a25% reduction in the overhead unit rate to reflect the likelihood that a number of
overhead costs are fixed as opposed to variable

v a4% annual efficiency gain in corporate overheads

v a 0.5% annual reduction in total expenditure to reflect the need and expectation
for efficiency gains in the delivery of services.

Table 4.6 PwC’s recommended additional operating expenditure for Scenario 2
($million, 2009/10, and FTEs)

2010/11 2011/12 2012/13 2013/14
NOW’s proposed additional FTE's 57.4 574 57.4 574
NOW'’s proposed additional expenditure ($m) 10.4 10.4 10.4 10.4
Recommended FTE's 28.6 28.6 28.6 28.6
Adjusted expenditure before 0.5% efficiency 44 44 44 44
gain (Sm)
Adjusted expenditure after 0.5% efficiency 4.41 4.35 4.33 4.31

gain ($m)

Source: PwC Final Report, Appendix on Scenario 2, p 10.
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Table 4.7 PwC’s recommended adjustments to NOW’s additional resources
requested under Scenario 2

Additional activities

NOW proposed FTEs

PwC adjustment and rationale

Water monitoring to national standards
National water database

Research strategy — National Water
Knowledge and Research Plan

Guidelines for sustainable extraction

Enhancing water markets

National Water Market Systems

National Hydrologic Modelling Strategy

Structural adjustment

National Water Accounts

Environmental Water Management —
Shepherding

Basin Plan - Planning

Compliance to national standards

ACCC development and

implementation

Legislative amendments

6.1
0.7
1

1.8

2.1

18.5

94

0.3

Nil adjustment
Nil adjustment

Nil adjustment

100% reduction as this activity should
be absorbed within the forecast
expansion in operational planning
costs incurred as part of Scenario 1.

100% reduction. This activity relates to
higher service standards for
processing water trades, which should
be built into normal, expected
efficiency gains.

100% reduction. NOW has advised
that this is an externally funded
program, so should not be
incorporated into the regulated cost
base

Nil adjustment.

100% reduction. This activity
constitutes negotiations with the
Commonwealth for structural
assistance. Itis not a monopoly
service.

Nil adjustment.

Nil adjustment

70% reduction to correct for apparent
double counting, as NOW'’s Scenario 1
costs include extra resources for
reviewing 31 water sharing plans by
2014 and making these consistent
with the Basin Plan.

100% reduction as it is not clear how
the national standards differ from
what NOW is proposing under
Scenario 1, which forecasts an
additional 9.2 FTEs for increased
compliance.

50% reduction in requested FTEs to
reflect scope for better utilisation of
existing operational planning staff,
plus more efficient use of the
additional resources forecast under
Scenario 1.

100% reduction, as not consistent with
the definition of monopoly services.
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Additional activities NOW proposed FTEs PwC adjustment and rationale
Systems for urban water consumption 1 100% reduction, as not consistent with
reporting the definition of monopoly services.
Assessment of water purchase 2 Nil adjustment

Total 57.4 28.9 reduction

Source: PwC Final Report, Appendix on Scenario 2, pp 7-9.

4.2.3 Stakeholder views on NOW’s proposed operating expenditure

Scenario 1 operating costs

Stakeholders generally opposed NOW’s forecast increases in its operating
expenditure and proposed prices. Many cited comments or issues raised in the draft
PwC report. Stakeholder concerns primarily relate to:

v Doubts or questions about the efficiency of NOW’s current costs and its
performance over the current determination period - particularly given its failure
to complete the number of Water Sharing Plans envisaged at the last
determination, the small number of policies and guidelines that it has produced,
and its failure to issue bills to customers for several years.

v The lack of detailed explanation and justification provided by NOW in relation to
its forecast increase in costs, including the minimal efficiency gains factored into
these forecasts.

Examples of stakeholder comments in submissions include the following;:

v The NSW Irrigators” Council (NSWIC) concurred with many of PwC’s findings.
However, it expressed concern that PwC was forced to make essentially random
reductions to NOW'’s forecasts, due to a lack of information provided by NOW.
To remove PwC’s “arbitrary reduction” from NOW’s “arbitrary” forecasts, NSWIC
considers that IPART should only allow costs that are “proven’.

v Lower Macquarie Groundwater Irrigators Association (LMGIA) stated that NOW
does not provide transparent and adequate information to support its proposal
for significant price increases.

v Lachlan Valley Water noted that it had extreme difficulty in developing a
response to NOW'’s submission, due to the lack of detailed information on
expenditure.

v MidCoast Water stated that the derivation of NOW’s costings is not transparent.
In addition, contributions from other organisations to NOW'’s operating
expenditure (including community service obligations) have not been clearly
accounted for.
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v Murray Irrigation argued that NOW has not provided sufficient evidence to
support proposed price increases, and that NOW’s approach to the IPART process
has made it virtually impossible for water users to dissect and understand the
drivers of price increases. It also suggested that the establishment of NOW within
the super agency of the NSW Department of Environment, Climate Change and
Water (DECCW) should have resulted in permanent administrative efficiency
savings, and that NOW needs to explore ways of becoming a more efficient and
effective organisation.

v Murrumbidgee Irrigation suggested that IPART consider limiting growth in
NOW's prices to the change in the CPI until NOW demonstrates a clear need for
additional resources.

v Tamworth Regional Council called on IPART to examine the extent to which
NOW'’s existing resources are being used efficiently and, therefore, the extent to
which additional resources are actually required.

v Bega Cheese argued that due to the limited information provided by NOW on its
cost forecasts, price increases should be capped at CPI or no more than 5% per
annum for the determination period. It also queried why NOW has factored in
efficiency gains of 4% for overheads and indirect costs for each of the first 2 years
of its proposed determination period, yet not for subsequent years.

Several stakeholders also noted that although they or other organisations carry out or
contribute to water management activities and works, it is not clear how these
activities or contributions relate to, or were accounted for, in NOW’s cost forecasts.
For instance:

v The Sydney Catchment Authority (SCA) stated that it pays non-regulated charges
to NOW, which are related to water management services delivered by NOW,
and also funds works and services required for NOW’s water management
directives. In the absence of information from NOW, the SCA is concerned that
there is potential for NOW to ‘double charge’ - that is, to recover costs of some
activities from non-regulated charges/contributions as well as from IPART
regulated charges.

v Murray Irrigation and the State Water Coastal Valleys Customer Service
Committee expressed concern with NOW’s proposal to recover the costs of its
expansion of the hydrometric network, given that hydrometric stations on
regulated rivers are funded through charges from State Water and contributions
from other organisations.

v NSWIC was concerned about NOW’s forecasts of additional FTEs needed for
compliance, given State Water’s compliance activity.
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Additional Scenario 2 operating costs

In their submissions to IPART, stakeholders expressed opposition to paying for any
Scenario 2 costs that are not funded by the Commonwealth Government. The
NSWIC pointed out that the NSW Government sought to protect itself with a “no net
costs” provision in the Intergovernmental Agreement, therefore IPART should reject
NOW'’s recovery of any of these net costs from irrigators. Stakeholders also
expressed concern about:

v The magnitude of these additional costs, which are comprised of an additional
57 FTEs or $10.4 million per annum. For example, NSWIC contended that a large
number of projects listed under Scenario 2 are either not the responsibility of
NSW or not the responsibility of water users.

v The lack of explanation or justification for these costs. Gwydir Valley Irrigators
Association (GVIA) considered that it:

...Is contemptuous of NOW to try to justify an additional $10.5 million of annual
expenditure supposedly associated with Commonwealth reforms with a page and a half in
its submission.45

v The allocation of these costs. Several stakeholders, including Hunter Valley Water
Users and Bega Cheese, were concerned that NOW appears to propose to allocate
these costs across all valleys, including those outside the Murray Darling Basin.

4.2.4 IPART’s conclusions on NOW's efficient level of operating expenditure

After carefully considering NOW’s submission, PwC’s findings and
recommendations, and stakeholders’ views, we concluded that NOW’s efficient level
of operating expenditure will increase from approximately $45.4 million in 2009/10
to $53.0 million by 2013/14. This represents an increase of about $7.6 million, or 17%,
over this period. In comparison, NOW forecast that its operating expenditure would
increase to between $59.0 million (Scenario 1) and $69.4 million (Scenario 2) by
2013/14, which is between 11% and 31% higher than our findings.

45 Gwydir Valley Irrigators Association, submission, June 2010, p 26.
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In reaching this conclusion, we accepted PwC’s recommendations regarding NOW’s
Scenario 1 operating expenditure, with the following adjustments:

v We extracted the forecast costs of reading existing meters from PwC’s
recommended level of efficient operating expenditure. This is because, as
outlined in Chapter 10, we consider that these costs should be recovered via a
separate meter reading charge, rather than through general water management
prices. In extracting these meter reading costs, we first applied PwC'’s
recommended efficiency adjustments to NOW's forecast meter reading costs to
reflect the fact that we are extracting these costs from PwC’s recommended
efficient cost base.46

v We added approximately $1.8 million per annum of NOW’s Scenario 2 costs. This
is for expenditure on “Water monitoring to national standards’, ‘Research Strategy
- National Water Knowledge and Research Plan’, “National Hydrologic Modelling
Strategy’, ‘National Water Accounts’, and Assessment of water purchases’. We
have included this expenditure in NOW’s cost base as it meets all of the following
criteria:

v PwC has found that this expenditure is efficient and consistent with the
Monopoly Service Order

v preliminary correspondence from the Commonwealth to NOW indicates that
the Commonwealth has made a definite decision that it will not be funding
these activities

v this expenditure is not subject to any other separate funding processes

v we consider that these activities are consistent with best practice water
management and the definition of monopoly water management services in
the Water Services Order - ie, we view these costs are part of NOW’s core
(Scenario 1) costs.

We note that PwC’s recommendations, and our subsequent adjustments to NOW’s
proposed operating expenditure, are not based on the view that NOW should cut
back or curtail its planned water management activities and levels of service. Rather,
they reflect our finding that there is scope for NOW to realise efficiency gains. That
is, assuming an optimum allocation and use of resources, we consider that NOW will
be able to deliver all its proposed water management activities, and that service
levels should not be adversely affected by our decision to reduce its forecast
operating expenditure. As described in Chapter 3, we have consolidated NOW’s
promised service deliverables into a schedule and made a draft decision to request
NOW to report against it annually.

46 For example, in 2011/12, PwC has reduced NOW’s Scenario 1 operating expenditure by 8.9%
(from $53.9 million to $49.1 million). Therefore, in determining the value of meter reading costs
to extract from PwC’s recommended cost base, we have also reduced NOW’s forecast meter
reading costs in that year by 8.9% (from $1.36 million to about $1.24 million).

Review of prices for the Water Administration Ministerial Corporation IPART

55



56

4 The total efficient costs of providing NOW’'s monopoly
water management services

Table 4.8 IPART’s draft findings on NOW’s efficient operating expenditure ($'000s,

$2009/10)a
2009/10 2010/11 2011/12 2012/13 2013/14
PwC's recommended Scenario 1 45,432 46,213 49,112 51,054 52,445
operating expenditure
PwC's recommended Scenario 2 1,847 1,820 1,811 1,802

operating expenditure for activities not
subject to Commonwealth funding

Meter reading costs extracted from cost -1,250 -1,236 -1,220 -1,206
base®
IPART's draft decision on operating 45,432 46,809 49,696 51,645 53,041

expenditurec

@ Excludes MDBA and BRC costs.
b Meter reading costs in existing cost base, after adjusting for PwC’'s recommended changes to cost base.
¢ Totals may not add due to rounding.

4.3 Opening and annual values for the regulatory asset base

Decisions on the allowances for a return on assets and for regulatory depreciation are
key inputs to the building block. Generally, these allowances are derived by
multiplying the annual value of the RAB by an appropriate rate of return (to give a
return on assets) and by dividing this annual value by the weighted average life of
the assets in the RAB (to account for depreciation).

However, for the 2006 Determination, we did not establish a RAB or allow a return
on assets. Rather, we set prices to provide NOW with a depreciation allowance, and
this allowance related primarily to post 1997 groundwater bores. However, for this
determination, we have established a RAB for NOW. We note that this is consistent
with the approach used for setting prices for other regulated entities. We also
consider that this will enhance the transparency of the price setting process.

After reaching the decision to establish a RAB, we considered the opening and
annual values for the RAB. In doing so, we considered:

v Information provided by NOW on its actual capital expenditure over the 2006
Determination period, and PwC’s findings and recommendations on the level of
this expenditure that was prudent and efficient.

v Information provided by NOW on its forecast capital expenditure over the 2011
period, and PwC’s findings and recommendations on the level of this expenditure
that is efficient. (Note that for both actual and forecast capital expenditure, only
expenditure funded by NOW is included. All assets funded by third parties, such
as the Commonwealth Government, are excluded.)

v NOW's proposal on the opening value for its RAB (ie, as at 1 July 2011), and
PwC’s findings and recommendations on the robustness of NOW’s asset
management and capital planning frameworks.
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4.3.1 NOW'’s actual capital expenditure over the 2006 Determination period

Over the 2006 Determination period, NOW’s actual capital expenditure was
$10.1 million, which was similar to the $9.9 million ($2009/10 real) we allowed for in
making the determination (Table 4.9).

Table 4.9 NOW's actual capital expenditure compared to that allowed for in the
2006 Determination ($ million, $2009/10)

2006/07 2007/08 2008/09 2009/10 Totale
2006 Determination 4.7 43 0.9 0.0 9.9
Actual 13 24 34 29 10.1
Variationa -3.4 -1.8 25 29 0.2

a Totals may not add due to rounding.

Source: PwC/Halcrow, Review of NSW Office of Water’s Water Management Expenditure, Final Report, June 2010, p 161.

This actual capital expenditure was on 3 programs:

v Groundwater monitoring, which included construction of new NOW owned
bores, the purchase of metering instruments (data loggers and salinity probes)
and expenditure to commission the assets.

v Water extractions monitoring - metering and data systems, which were intended
to deliver metering and site reconnaissance to quantify the magnitude and timing
of water extractions from unregulated rivers and groundwater systems.

v Corporate water databases, to store water management data and to improve
public access to the data. This includes a telemetry system, and development of
groundwater and water quality databases (Table 4.10).

The 2006 Determination included expenditure on the first 2 of these programs, while
the third program wasn’t included as it was expected to be completed by 2005/ 06.

Table 4.10 NOW's actual capital expenditure by program ($ million, 2009/10)

2006/07 2007/08 2008/09 2009/10 Total 2

Groundwater monitoring 0.8 2.1 3.1 1.7 7.8
Corporate databases 04 0.1 0.1 0.3 0.9
Water extractions monitoring - metering 0.1 0.2 0.2 0.9 1.4
& data systems

Total capital expenditurea 1.3 24 34 2.9 10.1

a  Totals may not add due to rounding.
Source: PwC/Halcrow, Review of NSW Office of Water's Water Management Expenditure, Final Report, June 2010, p 161.

In reviewing NOW’s actual capital expenditure, PwC found that, in general, the
projects undertaken were necessary to enable NOW to meet its strategic objectives
and legislative requirements. The only exception was the water extractions
monitoring - metering and data systems project. PwC was unable to gain assurance
that investment in this project has been prudent and efficient, to date.
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However, PwC also commented that:

...the absence of detailed business cases for most projects has meant that we have been
unable to confirm with certainty that all of the decisions to invest have been prudent and
have contributed to delivery of NOW’s monopoly services and water management
objectives.47

For the purposes of setting prices, it recommended the following 2 adjustments to
NOW’s actual capital expenditure over the 2006 Determination period:

v exclude the metering and data systems project from NOW’s RAB until such time
as it is able to demonstrate that the expenditure has contributed to its monopoly
services and water management objectives, as it is unclear that the expenditure
incurred to date will actually contribute to planned project outcomes

v transfer half of the proposed 2009/10 expenditure on the groundwater monitoring
program to 2010/11, to account for likely delays (given NOW’s delivery track
record).

Table 4.11 below summarises PwC’s recommendations on NOW’s actual capital
expenditure over the 2006 Determination period.

Table 4.11 PwC’s recommendations on the level of actual capital expenditure that
was prudent and efficient ($ million, 2009/10)

2006/07 2007/08 2008/09 2009/10

NOW'’s 2009 submission 1.34 2.42 3.41 2.94

Adjustment for likely program delays to

Groundwater Monitoring (0.86)
Adjustment for non-prudent expenditure on

Metering and data systems (0.05) (0.27) (0.25) (0.92)
PwC’s recommendation? 1.28 2.21 3.16 1.16

a  Totals may not add due to rounding.
Source: PwC/Halcrow, Review of NSW Office of Water’s Water Management Expenditure, Final Report, June 2010, p 165.

4.3.2 NOW'’s forecast capital expenditure over the 2011 Determination period

NOW’s forecast capital expenditure over the 2011 Determination period (Table 4.12)
is primarily for the replacement and refurbishment of NOW’s hydrometric station
assets. We note that while the Commonwealth is contributing towards funding the
expansion of NOW’s hydrometric network, the expenditure shown in Table 4.12
relates only to NOW’s expenditure (consistent with all other cost figures presented in
this chapter).

47 PwC/Halcrow, Review of NSW Office of Water's water management expenditure, 30 June 2010,
p 164.
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Table 4.12 NOW'’s forecast capital expenditure ($ million, 2009/10)

2010/11 2011/12 2012/13 2013/14

Corporate water database 0.07

Water extraction monitoring — metering and data 1.07

systems

Hydrometric network renewals 1.522 2.03 2.03 2.03
Total 2.66 2.03 2,03 2.03

a  NOW advised that its cost estimate for hydrometric network renewals n 2010/11 as contained in its original
submission and information returns was out by a factor of 10, and should in fact be $1.52 million rather than $152,000,
as shown above (correspondence from NOW to IPART, 23 February 2010).

Note: Excludes the groundwater monitoring program, as it is due to be completed by 2009/10.
Source: NOW information returns.

In reviewing this forecast capital expenditure program, PwC found that the proposed
renewals program is efficient, although it noted that this should be confirmed with
the development of a robust business case. It also stated that it will be necessary to
ensure that expenditure “is targeted towards those assets most critical to enabling
NOW to meet its water management objectives.”

Table 4.13 below lists PwC’s recommendations on the level of forecast capital
expenditure that is efficient. These recommendations incorporate:

v an adjustment to expenditure in 2010/11 to allow for carryover from 2009/10 to
account for likely delays to the groundwater monitoring project (mentioned
above)

v adjustments to NOW'’s forecast expenditure on hydrometric network renewals to:

v correct for an error in NOW’s submission for 2010/11, which understated
required expenditure in this year by a factor of 10

v account for the latest estimate of stations to be delivered under the
Hydrometric Network Expansion project.48

Table 4.13 PwC’s recommendations on the level of forecast capital expenditure that
is efficient ($ million, 2009/10)

Capital expenditure 2010/11 2011/12 2012/13 2013/14
NOW's submission 1.29 2.03 2.03 2.03
Adjustments

Deferral of expenditure from historical schemes 0.86

Adjustment to hydrometric network renewals cost 1.37 -0.07 -0.07 -0.07
estimate (corrected no. of gauging stations)

PwC’s recommendations 3 3.52 1.97 1.97 1.97

a Totals may not add due to rounding.
Source: PwC/Halcrow, Review of NSW Office of Water’s Water Management Expenditure, Final Report, June 2010, p 168.

48 NOW’s expenditure estimate for this renewals scheme takes into account the increase in the
hydrometric network assets that will result from the Commonwealth funded ‘Hydrometric
Network Expansion” project.
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4.3.3 NOW'’s proposal on the opening value for its RAB

IPART’s July 2009 Issues Paper asked NOW to provide information on the basis for
its proposed RAB, in the event that we decided to establish a value for its RAB for the
purposes of earning a return on assets and depreciation.

NOW'’s December 2009 Excel Information Returns to IPART, on which the prices in
NOW’s submissions were based, listed an opening RAB value of about $29.5 million
as at 1 July 2010. However, NOW’s written submission did not explain the basis for
this figure. In subsequent correspondence, NOW provided a further 2 amendments
to this initial RAB value: $35.7 million and then $34.3 million.49

We understand that, essentially, the original figure of $29.5 million was derived by
multiplying the depreciation allowance included in the 2006 Determination - which
was based primarily on post 1997 groundwater assets - by an assumed average asset
life of 25 years. The 2 amended figures were derived by the same broad
methodology, but adjusted to reflect NOW’s estimates of its actual capital
expenditure over the 2006 Determination period.

To assist us in considering the appropriate opening value for NOW’s RAB, we asked
PwC (as part of its review of the prudency and efficiency of NOW’s capital
expenditure) to review NOW'’s asset management and capital planning frameworks.
These frameworks are important, as we consider that the RAB’s value should reflect
efficient and prudent capital investments only, as it is not appropriate to expect
consumers to pay for the inefficiencies of a regulated agency. In addition, we
consider that robust asset management and capital planning frameworks play an
important role in ensuring that capital expenditure is prudent and efficient.

In regard to asset management, PwC found that:

v NOW's asset management practices are not consistently applied across its assets
and there are no formal documented asset management plans or detailed records
on asset condition, lives or asset failures

v activities to maintain assets are not generally prioritised, with maintenance
occurring on an ad hoc basis, only when sufficient resources are available

v currently, no asset renewals program exists, although NOW has proposed the
hydrometric network renewals program as part of its submission to this price
review (see above).

In relation to capital planning, PwC found that there is:

v no standardised approach to capital planning and project management

v a lack of documentation of project planning and delivery, including sufficient
documentation of changes to outcomes or deliverables

v little evidence of investment appraisal and prioritisation of expenditure.

49 Correspondence from NOW to IPART, 29 April 2010.
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In terms of the last point, PwC noted that:

For the majority of projects that we reviewed, no business cases exist. Hence, there is little
information to demonstrate the evaluation and justification of these projects. In addition,
expected deliverables and outcomes have not always been defined. In the absence of a
business case, it is not easily possible to demonstrate or assess the prudence of investment
decisions. Furthermore, without any baseline by which to measure and track outcomes, it
is difficult to assess with any certainty the efficiency and effectiveness of project
implementation.

Where business cases have been provided, the information included falls short of best
practice. For example, little information was available to demonstrate that NOW has
undertaken any form of cost benefit analysis or cost effectiveness analysis when evaluating
project proposals.

....it is not clear how NOW assesses and prioritises its capital expenditure to ensure that it
is targeted to achieve the most beneficial outcomes, or whether the prioritisation is based
on any form of risk assessment.50

In response to its findings, PwC recommended that NOW:

v Develop and implement an asset management framework that is consistent with
best practice, including collecting information on the age and condition of its
assets to enable it to better demonstrate that its expenditure proposals are
justified.

v Review its capital planning framework to identify those areas where it currently
falls short of best practice - to provide confidence that its capital expenditure is
appropriately targeted and prioritised, and that capital expenditure is prudent
and efficient.

We note that PwC’s findings and recommendations on NOW'’s asset management
and capital planning frameworks are similar to those of the consultants we engaged
for the 2006 water management price review. In 2006, Halcrow Pacific found that the
asset management systems of NOW (then the Department of Natural Resources) did
not provide asset condition data, which is still the case. Similarly, PB Associates
noted that it was important for NOW to develop an asset management strategy that
provides a long-term optimised replacement program for bores and other monitoring
equipment. On this basis, PB Associates recommended that NOW provide an asset
management plan based on NSW Treasury guidelines as part of NOW’s submission
to the 2011 price review. NOW did not provide this plan and PwC’s findings
indicate that NOW has made little or no progress in improving its asset management
and planning framework.

50 PwC/Halcrow, Review of NSW Office of Water's water management expenditure, 30 June 2010,
p 157.

Review of prices for the Water Administration Ministerial Corporation IPART

61



62

4 The total efficient costs of providing NOW’'s monopoly
water management services

4.3.4 IPART’s draft findings on the opening and annual values of NOW’s RAB

Given PwC’s concerns about NOW’s asset management and capital planning
frameworks - which relate to the capital expenditure NOW incurred prior to and
during the 2006 Determination period - we cannot confidently quantify the prudent
and efficient value of NOW’s existing asset base and thus determine whether user
funding of this asset base is appropriate. We note that NOW’s provision of
3 separate proposed opening RAB values during this price review underscores the
consultants” concerns about the integrity of NOW’s systems.

We also considered relevant findings of the 2006 Determination - namely, the
findings of PB Associates’>! and Halcrow’s>2 reviews of NOW's (then DNR’s) asset
management and capital planning framework. These consultants found that this
framework did not meet best practice and suggested that fundamental elements of
efficient capital planning and asset management, such as asset management plans
that can designate asset condition, were required.53 PwC'’s recent findings confirm
that NOW has yet to address these issues.

Therefore, we found that it was appropriate to set the opening value for NOW’s
RAB, as at 1 July 2011, at zero. We then calculated the annual value of the RAB over
the 2011 Determination period by adding NOW's forecast capital expenditure that
was deemed efficient by PwC (outlined in Table 4.13 above).

As outlined below, we have derived the allowances for a return on assets and
regulatory depreciation for the 2011 Determination from these annual values of the
RAB. However, before these values are ‘locked in’, we will review the actual
expenditure incurred over this period as part of the next price review. Only the level
of expenditure deemed prudent and efficient at that time will be incorporated in
establishing the opening value of the RAB for the 2014 Determination. We strongly
urge NOW to implement PwC’s recommendations for improving the robustness of
its asset management and capital planning, discussed above.

4.4 Appropriate rate of return and allowance for a return on assets

In setting prices for regulated entities, our usual practice (and that of regulators in
other jurisdictions) is to include an allowance that ensures the entity earns an
appropriate rate of return on the capital it has invested to conduct its regulated
operations (ie, its RAB). This allowance is intended to represent the opportunity cost
of that capital - ie, the value that society could have obtained by using these
resources for other purposes. Therefore, the allowance for a return on capital is

51 PB Associates, Review of Capital and Operating Expenditure of the Department of Natural Resources -
prepared for IPART, March 2006, available at: www.ipart.nsw.gov.au.

52 Halcrow Pacific, Provision of Advice on Recommended Capital and Operating Expenditure for the 2006
Bulk Water Price Review of State Water Corporation and the Department of Natural Resources,
prepared for IPART, May 2006, available at: www.ipart.nsw.gov.au.

53 For instance, PB Associates (p 9) recommended that DNR provide an asset management plan
based on NSW guidelines “as part of the next price submission.”
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important in ensuring that prices are cost reflective. In turn, this is important for
ensuring that resources are used efficiently, and that efficient future investment
occurs.

IPART’s 2006 Determination of NOW'’s prices provided an allowance for
depreciation, but no return on assets. This was because NOW did not request a
return on assets at the time. For the 2011 Determination, NOW has proposed an
allowance for a return on assets.

NOW's proposal on rate of return and allowance for a return on assets

NOW'’s proposed allowance for a return on assets (Table 4.14) is based on its
proposed opening RAB value of $29.5 million, rolled forward to include its forecast
capital expenditure over the 2011 Determination period, and a 7.9% (real pre-tax) rate
of return. NOW indicated that its proposed 7.9% rate of return was based on the rate
State Water requested during IPART’s 2010 Determination of its prices. NOW noted
that:

...the justification for this rate is included in State Water’s submission to IPART.54

Table 4.14NOW's proposed allowance for a return on assets ($'000, 2009/10)

2011/12 2012/13 2013/14

NOW'’s proposed return on assets 2,351 2,344 2,325

Source: NOW Excel Information Returns to IPART, 24 December 2009.

Stakeholder submissions on NOW's return on assets

Water users strongly opposed NOW receiving a return on its assets, primarily on the
basis that it is a government agency, performing regulatory functions, and does not
operate like a commercial business. They argued that the main reason for allowing a
return on assets is to compensate for the risk associated with investing in large
capital infrastructure. They noted that:

v NOW does not own significant capital infrastructure, and the infrastructure it
does own is for the common good, which shouldn’t earn a return. For example,
several stakeholders asserted that NOW should not earn a rate of return any more
than other public services, such as schools, hospitals and the police should, and
that allowing NOW to earn a return on assets is akin to introducing a tax.55

v NOW doesn’t operate using practices consistent with a commercial entity.56

54 NOW December 2009 submission to IPART, p 33.

55 For example, NSW Irrigators Council submission to IPART, June 2010; Bega Cheese submission
to IPART, June 2010; and the Local Government Shires Association submission to IPART, June
2010.

56 NSW Irrigators Council submission to IPART, June 2010; and Bega Cheese submission to
IPART, June 2010.
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v NOW’s risk management strategy is not to spend on capital unless it has the
funding, so there is no risk.57

v PwC’s findings on NOW’s capital asset management and planning practices
suggest that NOW isn’t ready to adopt a RAB approach to pricing, so shouldn’t
get a return on capital.58

v NOW needs to provide a justification for a return other than to demand the same
as State Water.59

IPART’s draft findings on NOW's rate of return and allowance for a return on assets

While we recognise that stakeholders are opposed to a rate of return, we have
provided NOW with such a return because we consider that the opportunity cost of
capital should be reflected in prices. This is important for ensuring that resources are
allocated and used efficiently, and that efficient capital expenditure occurs.

Table 4.15 lists our findings on NOW’s annual allowance for a return on its assets.
This was calculated by multiplying the annual value of NOW’s RAB - based on our
draft finding on this value, discussed in section 4.3.4 above - by a WACC of 7.0%.
The basis for using a WACC of 7.0% is discussed in Appendix M.

As mentioned above, we also note that this is consistent with the decisions of IPART

and other economic regulators across a range of industries, covering both privately
owned and government owned regulated entities.

Table 4.15IPART's draft finding on allowance for return on assets ($'000, 2009/10)

2011/12 2012/13 2013/14

Allowance for return on assets 69 200 330

4.5 Appropriate depreciation method, asset ages and allowance for
regulatory depreciation

The allowance for regulatory depreciation may be more appropriately described as
an allowance for the ‘maintenance of assets’. IPART and other regulators generally
provide this allowance recognising that through the provision of services to
customers, a utility’s capital infrastructure will wear out, and that the cost of
maintaining the capital base is a legitimate business expense.

To calculate regulatory depreciation, we use the straight-line depreciation method.
This means that the total value of an asset is recovered evenly over its assumed life.
It also means that the depreciation allowance is essentially calculated by dividing the
RAB by the weighted average asset life of the assets that comprise the RAB.

57 Lachlan Valley Water submission to IPART, June 2010.
58 Murrumbidgee Irrigation submission to IPART, June 2010.
59 TIbid.
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4.5.1 NOW'’s proposed allowance for regulatory depreciation

NOW’s proposed annual depreciation allowance over the 2011 Determination period
(Table 4.16) is based on its proposed opening RAB value of $29.5 million, rolled
forward to include its forecast capital expenditure over the 2011 Determination
period, and its proposed weighted average of the remaining lives of the assets that
comprise this RAB (10 years).

Table 4.16 NOW's proposed allowance for regulatory depreciation ($'000, 2009/10)

2011/12 2012/13 2013/14

NOW'’s proposed depreciation allowance 2,122 2,326 2,529

Source: NOW Excel Information Returns to IPART, 24 December 2009.

4.5.2 IPART’s draft findings on allowance for regulatory depreciation

As section 4.3 discussed, our draft findings are that the appropriate opening value
for NOW’s RAB is zero, and that the annual value for this RAB over the 2011
Determination period should be calculated by adding the forecast capital
expenditure that PwC has deemed to be efficient (ie, the values for hydrometric
network renewals listed in Table 4.13 above).

In addition, we have made a draft finding that the appropriate average asset life for
NOW’s RAB is 20 years, rather than 10 years as NOW proposed. This finding reflects
PwC’s assessment of the asset lives of NOW’s hydrometric network assets (Table 4.17
below).

As a result, our draft finding on the allowance for regulatory depreciation (Table
4.18) is substantially lower than NOW proposed.

Table 4.17 Hydrometric network asset lives (years)

Asset type Assumed life in NOW's PwC’s assessment
proposal

Electronic and sensing equipment 5 5-15, average of 10

Civil infrastructure 20 50+

Support vehicle based equipment Ranges from 5 to 15, with  Range froms 5 to 15, with an
an average of 10 average of 10

Source: PwC/Halcrow Final Report on its Review of NSW Office of Water’s water management expenditure, 30 June 2010,
p 202.

Table 4.18 IPART’s draft finding on allowance for regulatory depreciation ($'000,
2009/10)

2011/12 2012/13 2013/14

Regulatory depreciation allowance 49 147 246
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4.6 Allowance for forecast contributions to the Murray Darling Basin
Authority and the Dumaresq-Barwon Border Rivers Commission

The NSW Government is obligated to contribute to the costs of 2 cross-jurisdictional
water management bodies - the MDBA and the BRC. Box 4.1 outlines the role of
these bodies. As noted in NOW’s December 2009 submission, NOW will fund about
$29 million per year (plus any change in the CPI) until 2010/11 for the MDBA, and
about $1.1 million per annum for BRC. The funding of the MDBA after 2011/12 is
subject to a proposed strategic review of the MDBA'’s future programs.60

Box 4.1 Overview of the MDBA and the BRC

The MDBA is responsible for planning the integrated management of water resources in the
Murray-Darling Basin (the Basin). In December 2008, the MDBA assumed responsibility for all
functions of the former Murray-Darling Basin Commission (MDBC). Key functions of the MDBA
include:

Y preparing the Basin Plan, which will set limits on water that can be taken from surface and
groundwater systems across the Basin6l

v advising the Federal Minister for Water, Sustainability and the Environment on the
accreditation of state water resource plans

v developing a water rights information service to facilitate water trading across the Basin
Y measuring and monitoring water resources in the Basin

v gathering information and undertaking research

¥ engaging the community in the management of the Basin’s resources.62

Along with other states in the Murray-Darling Basin, the NSW Government pays a share of the
MDBA's water management costs.

The BRC was created by the NSW and Queensland Governments to control and coordinate the
water available from the rivers around the border of the 2 states, and is funded by these
governments. Its main functions are to:

v determine the anticipated quantity of water available from the system and notify the states
of the amount of water they may divert and use

v control the construction, operation and maintenance of works under its remit.

60 At the public hearings, NOW indicated that this review is likely to focus on the effectiveness of
the MDBA'’s programs and activities, rather than the level of contributions from the states.

61 The first Basin Plan is expected to commence in 2011.

62 Source: www.mdba.gov.au/about_the_authority, accessed 18 June 2009.
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NOW's forecast MDBA and BRC contributions

NOW’s submission noted that NSW’s total annual contributions to the MDBA and
BRC are split between NOW and State Water in line with each body’s ratio of water
management activities to river operations activities. It also indicated that as the
MDBA'’s focus on water resource management has increased significantly, NOW’s
contribution to this body for the 2011 Determination period will increase
significantly, relative to its contribution over the 2006 Determination period.63

NOW'’s forecast contributions to the MDBA and BRC over the 2011 Determination
period are listed in Table 4.19 below.

Table 4.19 NOW'’s forecast contributions to the MDBA and BRC ($'000s, $2009/10)

2011/12 2012/13 2013/14
Contributions to the MDBA 16,551 15,153 16,878
Contributions to the BRC 406 382 385

Source: NOW's Excel Information Returns, 24 December 2009; and updated information provided by NOW for 2013/14
MDBA contribution, per correspondence 23 February 2010.

IPART’s draft findings on MDBA and BRC contributions

As the forecast contributions listed in Table 4.19 reflect NOW’s share of NSW’s
funding commitment to the MDBA and BRC, we accept that these costs are part of
NOW's total notional revenue requirement.

However, as Chapter 5 discusses, for this draft determination we have decided not to
include an increase in the user share of MDBA costs in prices, due to an absence of
information that indicates that such user contributions are efficient and consistent
with the impactor pays principle.

4.7 Revenue volatility allowance

In its 2010 Determination, IPART provided State Water with a revenue volatility
allowance. This was because a significant proportion of its forecast revenue (about
60%) is at risk through variations in water availability and hence levels of extraction.

In its presentations at the public hearings, NOW requested a revenue volatility
allowance, similar to that received by State Water, if IPART did not accept its
proposal for 100% fixed charges.

63 NOW'’s December 2009 submission, p 46.
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After considering this request, we have made a draft finding that including a revenue
volatility allowance for NOW is not justified, primarily because it is not exposed to
the same level of revenue volatility as State Water. Under this Draft Determination,
we estimate that approximately 20% of user share revenue is tied to NOW’s usage
charges, compared to around 60% for State Water.

We also note that the revenue volatility allowance for State Water provides it with
revenue to recover the holding costs required to borrow funds to conduct its business
in years of revenue shortfalls. However, as a government department rather than a
State-owned Corporation, NOW cannot borrow funds like State Water. Therefore,
the revenue volatility allowance provided in the 2010 Determination for State Water
is not applicable to NOW.

If NOW does experience a significant shortfall in revenue as a result of lower than

forecast levels of water extractions, we consider that NOW should initiate dialogue
with the NSW Government if it wishes to seek funding for this shortfall.
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Share of NOW’s total efficient costs to be recovered
from users through water management charges

Once we decided on the full, efficient costs NOW is likely to incur in providing water
management activities over the determination period, the next step in our approach
for setting water management charges was to decide on the appropriate share of
these costs to be recovered from water users. To do this, we allocated NOW’s costs
between users and the Government (on behalf of the broader community) using the
impactor pays principle. Under this principle, costs are allocated according to which
of these 2 parties created the cost, or the need to incur the cost. We then set prices to
recover only the user share of costs.

We favour the impactor pays principle because it ensures that water users face all of
the costs of their activities, including any environmental costs that are a consequence
of those activities. This is consistent with principles of efficient pricing and inter-
governmental agreements on cost recovery. It is also the approach applied in the
2006 Determination. (Box 5.1 explains the difference between the impactor pays
principle and the beneficiary pays principle, which is important when considering
the allocation of NOW’s costs.)

The section below summarises our draft decision on the share of costs to be
recovered from users. The subsequent sections discuss NOW’s proposed user share
of its costs, stakeholders” comments, and our analysis and conclusions.

5.1 Summary of draft decision on user share of NOW’s total efficient
costs
Draft decision

5 IPART's draft decision is that the notional user share of NOW's total efficient costs
(notional revenue requirement) to be recovered through water management charges
is as shown in Table 5.1 below.
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Table 5.1 Draft decision on user share of notional revenue requirement ($2009/10)

User share

Total as % of

(2011/12- total

2009/10 2011/12 2012/13 2013/14 2013-14) revenue

Total user share 33,079 39,377 40,841 41,840 122,058 59%
Total user share (%) 66% 59% 60% 59% 59%

Note: 2011 is omitted as the Determination will commence 1 July 2011.

This draft decision reflects our findings that:

v NOW'’s proposed user shares (as a % of costs) are appropriate, with the exception
of the proposed user share of its contributions to the MDBA.

v In relation to its contributions to the MDBA, the user share should be the same as
allowed for in the 2006 Determination ($1.69 million per annum). We expect that
the remaining portion of NOW’s proposed user share of this contribution will be
funded by the NSW Government.

Box 5.1 Theimpactor pays principle

It is important to note the distinction between the beneficiary pays principle and the
impactor pays principle. Under the beneficiary pays principle, charges would be paid by users
on the basis of them benefitting from the service. In contrast, the impactor pays principle
allocates costs to those ultimately responsible for creating the costs, or the need to incur the
costs.

As an example, water users may not necessarily benefit (at least directly or in the short term)
from the introduction of a water sharing plan that reduces their extractions. However, the need
to develop and introduce that water sharing plan is at least partly the result of the actions, or
impacts, of those water users.

5.2 NOW’s proposed user shares

NOW uses a system of cost or activity codes to record its expenditure. It assigns
costs to these codes and then determines a user proportion for each code, ranging
from 0% to 100%. NOW reports this proportion based on the impactor pays
principle and the activities covered by that code. The user share costs for each code
are then summed to produce the user share of NOW’s total costs. Table C.1 in
Appendix C lists NOW’s proposed user shares, by cost code, and the contribution
that each cost code makes to NOW'’s forecast total costs for the 2011 Determination
period.

IPART Review of prices for the Water Administration Ministerial Corporation



5 Share of NOW's total efficient costs to be recovered from
users through water management charges

For the 2011 Determination, NOW’s proposal includes some changes to its cost
codes, relative to those used in the 2006 Determination (Table 5.2). According to
NOW, these changes are the result of:

v new services, which it has not provided in the past
v activities that were not previously classified, or

v the amalgamation or deletion of some past activities to better reflect the focus of
its water management activities.

Regardless, on an individual activity or cost code basis, NOW argued that its
proposal does not change the user share of costs. It noted that, where it has merged
2 or more 2006 cost codes, it has used the weighted-average of the user shares of
these 2006 codes to calculate the user share for the new (2011) code. We also note
that these codes relate to a relatively small proportion of NOW’s costs over the 2011
Determination period.

Table 5.2 NOW's proposed cost shares for new cost codes

Cost code Activity NOW proposed % total revenue
user share requirement
C03-01 Metering operations 100% 2.0 %a
C03-02 Metering data management 100% 0%2
C07-05 Water industry regulationb 30% 1.1%
C12-03 Water laboratory assets renewal 50% 0%

a The percentage of total expenditure attributed to these cost codes is likely to increase substantially in future
determinations, due to the large-scale rol1 out of meters.

b Water industry regulation involves legal and regulatory support for water management planning, including
litigation and legislative advice.

Source: NOW December 2009 submission.

NOW’s proposed user share for each year of the 2011 Determination period is shown
in Table 5.3, in total and by each cost component of its notional revenue requirement.
It indicates that new cost shares for the new cost codes range from 37% for MDBA
costs to 95% for its return on assets. Under NOW’s proposal, the overall user share
of its costs rises from 66% in 2009/10 to 71% by 2013/14.

Table 5.3 also shows that NOW has proposed a significant increase in users’

contributions to the MDBA - from $1.7 million in 2009/10 to around $6 million in
each year of the 2011 Determination period.

Review of prices for the Water Administration Ministerial Corporation IPART

71



72

5 Share of NOW's total efficient costs to be recovered from
users through water management charges

Table 5.3 NOW'’s proposed user shares ($'000, $2009/10)

User

share as

% of total

Total revenue
(2011/12- (2011/12-
2009/10| 2011/12 2012/13 2013/14 2013-14) 2013/14)

Operating Expenditure

(Scenario 1) 30,257 40,838 42,851 44,285 127,974 75%
Operating Expenditure

(Scenario 2) 0 8,801 8,801 8,801 26,402 85%
MDBA 1,693 5,969 5,965 6,082 18,016 37%
BRC 299 277 261 263 800 68%
Depreciation 830 1,911 2,053 2,196 6,160 88%
Return on assets 0 2,259 2,221 2,173 6,653 95%
Total user share 33,079 60,054 62,151 63,799 186,005 70%
Total user share % 66% 70% 71% 70% 70%

a Totals may not add due to rounding.

5.3 Stakeholder comments on user shares

Some stakeholders expressed concern that the user share for some cost codes appears
to be increasing. For example, Lachlan Valley Water noted that NOW proposed to
increase the user share for C01-02 (‘Surface water quantity data management and
reporting’) from 50% to 70%. Gwydir Valley Irrigators Association also expressed
concern that the aggregation of cost codes may have increased the user shares that
IPART set in the 2006 Determination.

In addition, many stakeholders expressed significant concern with the magnitude of
the proposed increase in MDBA costs to be recovered from water users, and the lack
of explanation and independent scrutiny of the efficiency of these costs. For
example, Gwydir Valley Irrigators Association stated that:

It is completely unacceptable that irrigators should be faced with an increase from
$1.7 million to $6.5 million with no greater explanation than the MDBA is now placing a
greater emphasis on resource management.64

Murrumbidgee Irrigation stated that there should be no increase in the user
contributions to the MDBA, unless these contributions have been subject to a
transparent efficiency audit. Similarly, Western Murray Irrigation and the NSW
Irrigators” Council argued that MDBA contributions should not be incorporated into
prices until these costs are subject to an independent efficiency assessment.

64 Gwydir Valley Irrigators Association, submission, June 2010, p 25.
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5 Share of NOW's total efficient costs to be recovered from
users through water management charges

5.4 IPART’s analysis of user shares

We found some errors/inconsistencies in the cost shares outlined in NOW’s written
submission, relative to the Excel Returns it provided. We have used the cost shares
in NOW's Excel Returns (which can be found at Appendix C) in our analysis. As
noted below, we also found that these values addressed stakeholder concern about
NOW's proposed increase in the user share of some of its cost codes.

Therefore, with the exception of the proposed user share of MDBA contributions, we
found that NOW'’s proposed user shares for all of its cost codes were acceptable (as
contained in its Excel Returns to IPART and listed in Appendix C). Our findings on
user shares of NOW’s costs are discussed further below.

5.4.1 Mapping NOW's 2006 cost codes to its 2011 cost codes

Once we mapped NOW’s new cost codes back to its 2006 cost codes, we found that
the user shares proposed by NOW for the 2011 Determinationé> correspond to those
set by IPART in the 2006 Determination. We note that the user shares set in the 2006
Determination were developed and refined over 2 price determinations, drawing on
stakeholder submissions, the work of consultants and IPART’s own analysis.

For all consolidated cost codes, our analysis shows that there has been no change to
the user share between the 2006 Determination and this determination. Where 2 cost
codes have been aggregated, either the user share has not changed or there has been
no material effect on costs allocated to users.

5.4.2 New activity codes

Given the nature of activities covered by NOW’s new cost codes, we consider that
NOW’s proposed user shares for these costs are consistent with the impactor pays
principle (see Table 5.2).

5.4.3 User share of MDBA and BRC contributions

As Chapter 4 noted, we were unable to assess the efficiency of NOW’s total forecast
contributions to the MDBA and BRC, due to insufficient information on these
contributions.

In addition, NOW has not provided us with sufficient information to enable us to
verify that its proposed user share of MDBA costs is consistent with the impactor
pays principle. NOW has not adequately explained how its proposed user
contributions relate to planned MDBA activities in NSW. It has also not provided
documentation on how its proposed MDBA costs that have been allocated to cost
codes.

65 As contained in NOW’s Excel Information Return to IPART, rather than its written submission.
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5 Share of NOW's total efficient costs to be recovered from
users through water management charges

In relation to explaining the increase in the user share of MDBA costs, NOW’s
December 2009 submission simply stated:

This submission includes the New South Wales component of the budgeted water
management costs, while the costs of river operations are included in State Water’s
submission. The NSW Contribution has been allocated across the activities identified in
the MDBA Corporate Plan for 2009/10 and the BRC Five-Year Plan and these have guided the
allocation of costs to the relevant Office water activity.

The natural resource management component of the NSW contribution to MDBA has
increased significantly compared to the 2006 Determination, which will correspondingly
increase the water users’ share of these costs. Previously, NSW’s share of MDBA water
management activities amounted to $3.7m, but this has now increased to $18 million for
2010/11 and slightly less for subsequent years, with the MDBA placing an increased focus
on resource management. In 2009/10, $1.7m of MDBA resource management costs were
sought from water users but it is now proposed to pass on $6.5m through water charges
with the balance of $11.5m to be funded by the NSW Government.66

In response to our questions seeking further evidence of the efficiency of the MDBA
contribution, NOW’s Commissioner noted:

In my capacity as a member of the Basin Officials’ Committee I ensure the work of the
MDBA is closely scrutinised and through the Murray Darling Ministerial Council we have
recently requested review of the efficiency and effectiveness of the MDBA program
delivery. However, I do not believe it is appropriate for the Office of Water to publicly
release details of MDBA costs.67

At the Sydney public hearing, the MDBA noted that it could not reconcile NSW’s
contributions to the MDBA with MDBA expenditure on specific activities or
programs, due to the relatively small size of this contribution relative to the MDBA’s
budget. While noting its increased emphasis on water management, it could also not
identify what the increase in NOW’s contribution (and the user share of this) relates
to, in terms of specific water management activities and outcomes.t8

The lack of information surrounding the efficiency and outputs of the MDBA
contributions is particularly concerning, given the massive increase in this cost
component. Under NOW'’s proposal, the increase in MDBA contributions accounts
for approximately 15% of the increase in the user share of the notional revenue
requirement. If accepted, this increase would have a substantial impact on prices.

As we cannot verify the efficiency of NOW’s MDBA contribution, or confirm that its
proposed user share is consistent with the impactor pays principle, we consider it
appropriate to maintain the user share of NOW’s MDBA contribution at the 2009/10
level ($1.69 million) for each year of the 2011 Determination period. This approach
will minimise the potential for adverse outcomes for users, resulting from the
recovery of inefficient costs.

66 NOW December 2009 submission, p 46.

67 NOW supplementary submission, January 2010, p 1 - 2.

68 Sydney public hearing, presentation by Mr David Dreverman, Executive Director for River
Murray at the MDBA, 23 July 2010, transcript available at: www.ipart.nsw.gov.au.
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5 Share of NOW's total efficient costs to be recovered from
users through water management charges

We will review the user share of MDBA costs if further information regarding the
efficiency of MDBA expenditure and its consistency with the impactor pays principle
is provided. In particular, to reconsider our draft decision, we would require further
information on:

v the activities that NOW’s proposed user share of MDBA contributions will fund

v how NOW’s MDBA contributions have been assigned to cost codes, and hence
how its proposed user shares have been determined

v evidence that NOW’s proposed user share of MDBA contributions is efficient and
consistent with the impactor pays principle.

We consider that NOW is best placed to obtain this information. We also consider
that the NSW Government should fund the difference between our approved user
share and NOW's total contribution to the MDBA.

NOW proposed a slight reduction in the user share of its BRC contributions over the
2011 Determination period, relative to the 2009/10 level. As this will act to reduce
prices, we are satisfied that the lack of information will not have an adverse impact
on customers. Therefore, we consider it appropriate to accept NOW’s proposed user
share of BRC contributions.

5.4.4 IPART’s assessment of the efficient level of user costs

Taking the above findings into account, our draft decision on the user share of
NOW’s total notional revenue requirement and each cost component of this revenue
requirement is shown in Table 5.4. Comparing the figures in Table 5.3 and Table 5.4,
we can see that NOW proposed allocating about $186 million (or 71%) of its
proposed costs to users over the 2011 Determination period, whereas our draft
decision is to allocate approximately $122 million (or 59%) to users over this period.
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5 Share of NOW's total efficient costs to be recovered from
users through water management charges

Table 5.4 User share of revenue under IPART’s draft decision ($2009/10)

User

Total share as

(2011/12- % of total

Building block 2009/10| 2011/12 2012/13 2013/14 2013-14) revenue
Operating Expenditure

(Scenario 1) 30,257 35,965 37,291 38,135 111,390 75%
Operating Expenditure

(Scenario 2) 0 1,363 1,356 1,350 4,069 75%

MDBA 1,693 1,690 1,690 1,690 5,070 10%

BRC 299 277 261 263 800 68%

Depreciation 830 34 103 172 310 70%

Return on assets 0 48 140 231 419 70%

Total user share 33,079 39,377 40,841 41,840 122,058 59%

Total user share (%) 66% 59% 60% 59% 59%

a Totals may not add due to rounding.
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Price structure

After determining the share of efficient costs payable by users, the next step we took

was to decide on the structure of water management charges. In particular, we

considered:

v

the geographic split of prices, including whether to continue to set prices on a
valley basis for all water sources, or to move towards setting prices for
groundwater based on 2 regions (coastal valleys and inland valleys)

whether to set both fixed charges and variable usage charges where possible, and
if so, what proportions of revenue should be raised via the fixed and variable
components

the price path, including whether to place a cap on annual individual bill
increases

the minimum bill level

tariffs for special category licences, including Supplementary Water, High Flow,
and Floodplain Harvesting licences

rebates or discounts for large entitlement holders

charges for basic landholder rights to water.

The section below summarises our draft decisions on these issues. The subsequent

sections discuss each of the decisions in more detail.

6.1  Summary of draft decisions on price structure

After considering the above issues in relation to the structure of NOW’s water
management charges, we made draft decisions to:

v

maintain valley-based prices for regulated and unregulated rivers, and transition
from valley-based prices to an ‘inland” and ‘coastal’ division for groundwater
prices

set 2-part tariffs, comprised of a fixed charge (per ML of entitlement or unit share)
and a usage charge (per ML of water extracted), for regulated rivers, unregulated
rivers and groundwater, where extraction is metered

set 1-part tariffs, comprised of a fixed charge (per ML of entitlement or unit
share), for unregulated rivers and groundwater, where extraction is not metered
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v set the fixed and usage charge under each 2-part tariff so that 70% of forecast
revenue from the 2-part tariff is recovered via the fixed charge and 30% via the
usage charge, except for North Coast regulated rivers where this ratio is kept at
current levels of 92% via fixed and 8% via usage

v set most prices so that forecast bills do not increase by more than 20% per annum
(assuming forecast levels of usage) - the exception is prices for some groundwater
users who move from a fixed charge only under the 2006 Determination to a fixed
charge only under the 2011 Determination, as these users may face bill increases
of greater than 20% for the first year of the new determination

v increase the minimum bill from $60 per licence to $95 per licence

v subject Supplementary Water (regulated river) and Floodplain Harvesting
(regulated and unregulated river) licence holders to the usage charge under the
2-part tariff

v subject High Flow (unregulated river) licence holders to the minimum bill

v ensure that Supplementary Groundwater entitlement is charged based on
entitlement available under the Available Water Determination and, if metered,
usage

v not reintroduce rebates for large customers

v not set water management charges for basic rights holders, but consider this issue
at the next determination.

6.2 Geographic split of prices

Draft decision:

6  IPART's draft decision is to maintain valley-based prices for regulated and unregulated
rivers, and to transition towards an inland and coastal division for groundwater
sources.

Under IPART’s 2006 Determination, prices for each of the 3 water types (regulated
rivers, unregulated rivers and groundwater) are set on a valley basis. For this draft
determination, we considered whether this geographic split of prices should be
maintained.

6.2.1 NOW'’s proposal on geographic split of prices

NOW proposed to maintain valley-based pricing for regulated rivers and
unregulated rivers. However, for groundwater prices, NOW argued for the
amalgamation of valleys into 2 areas: ‘inland” and “coastal’. This is on the basis that:

...groundwater aquifers overlap a number of valleys and the cost drivers are not valley
based but more closely aligned to the inland and coastal division.®

69 NOW December 2009 submission, p 65.
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In presentations at the public hearings, NOW also noted that:

v there are 167 Groundwater Management Areas (GMAs) in NSW and it is not
possible to assess costs on a GMA basis

v while groundwater aquifers overlap river valley catchments, aquifer boundaries
are often unclear.

6.2.2 Stakeholder comments on the geographic split of prices

Stakeholders’ submissions expressed a range of views on valley-based pricing in
general, and groundwater in particular. Several opposed moving from valley-based
groundwater prices to an ‘inland” and ’coastal” split. They argued that such a price
structure would result in cross-subsidisation and that NOW has provided very little
justification or explanation for its proposal. For instance, Gwydir Valley Irrigators
Association (GVIA) stated that:

GVIA has always supported valley-reflective pricing, and therefore in the absence of any
cost information from NOW demonstrating that costs are the same across all inland
aquifers, and the same across all coastal aquifers; GVIA recommends the retention of the
current system.

Similarly, Lachlan Valley Water (LVW) commented that:

LVW opposes the proposal to amalgamate groundwater charges into only 2 regions -
inland and coastal. To move to a standard charge across all inland valleys will result in a
complete lack of transparency and probable cross subsidisation.

...NOW has prepared 6 separate water sharing plans for groundwater sources in inland
NSW, indicating that different management is required across these 6 major areas, and
very probably that different levels of costs will be incurred.

LVW strongly supports transparent, valley specific pricing for regulated, unregulated and
groundwater sources.

Other stakeholders who expressed similar views include Lower Murray
Groundwater Irrigators Association, Murrumbidgee Irrigation, High Security
Irrigators-Murrumbidgee, and the NSW Irrigators” Council.

At the Sydney public hearing, Lachlan Valley Water also indicated that it would
support groundwater pricing by water sharing plan area.

In contrast to the views outlined above, Tamworth Regional Council submitted that
NOW’s proposed move to ‘inland” and ‘coastal’ groundwater prices is a step in the
right direction. It also supported an ‘inland” and ‘coastal” split for regulated and
unregulated rivers, or even state-wide prices for each water type. Similarly, Peel
Valley Water Users and Stratharlie Pastoral Company argued that pricing should be
the same throughout the state.
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6.2.3 IPART’s analysis on the geographic split of prices

We have decided to maintain valley-based prices for regulated and unregulated
rivers, on the basis of aiming for prices that reflect costs as much as possible and
enhanced cost transparency and accountability.

In principle, we have accepted NOW’s proposal to move from valley-based
groundwater prices to an ‘inland” and ‘coastal’ split. We accept NOW’s argument
that groundwater aquifers do not align with surface water valleys and that it is not
practicable to price by valley or, at this stage, water sharing plan area. However, to
manage price shocks, we have decided to gradually transition from valley-based
groundwater prices to the inland and costal split. This means that there will still be
some variations in groundwater prices between valleys within these inland and
coastal divisions over the 2011 Determination period.

Table 6.1 below summarises the arguments for and against the different options
proposed by NOW and stakeholders on the geographic split of prices. We concluded
that the arguments for NOW’s proposed options and against the alternative options
were the strongest.

Table 6.1 Arguments for and against various geographic splits of prices

Options Arguments for Arguments against

Uniform v Would overcome any uncertainty v Not cost reflective, will result in cross
charges across associated with NOW’s method of subsidisation across valleys (to the
the State allocating costs across valleys extent that costs vary across valleys)

<

Inland/coastal
split (which
approximates
to Basin/non-
Basin split)

v

Valley based v
prices

Many valleys within the MDB are
interconnected. Therefore, there
may be an argument that water
management costs should or do not
vary significantly across valleys

Shares cost burden across users

Simple and low cost to administer

As above, but slightly more cost
reflective

For groundwater, NOW states that
cost drivers are not valley based, but
more closely aligned to the
inland/coastal division

Given the focus on the MDB, may
also be an appropriate split of
costs/prices for all water types

Assuming NOW’s method of cost
allocation is accurate, will result in
most cost reflective prices

Enhances costing transparency for
stakeholders, which ultimately helps
in making NOW more accountable
for its costs

Could be seen as a move away from
NWI Pricing Principles, which require
charges to be differentiated by
catchment, valley or regions — where
they vary significantly across these
areas and where it is practicable

Reduces costing transparency to
stakeholder

As above, but slightly less cross
subsidisation and slightly more
transparency

To the extent that there is
uncertainty about NOW’s cost
allocation method, may resultin
some arbitrary price differences
between valleys

More costly and complex for NOW to
administer
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Options Arguments for Arguments against

v For groundwater, NOW states that
aquifers overlap a number of valleys
and that cost drivers are not valley
based, but more closely aligned to
the inland/coastal division

Prices by water v Thisis NOW's primary water resource v Water sharing plans do not yet exist
sharing plan and geographic unit of management in all areas

v When complete, NOW will have more
than 80 water sharing plans. Hence,
pricing system would be complex
and costly to administer

v While some plans have specific
geographic references meaningful to
users, NOW'’s macro water sharing
plans cover multiple water sources
across diverse areas

v NOW/IPART does not currently have
data to calculate prices with
reference to WSPs

6.3 Fixed charges and variable usage charges

Draft decisions:
7  IPART's draft decisions are to set:

- 2-part tariffs, comprised of a fixed charge (per ML of entitlement or unit share) and
a usage charge (per ML of water extracted), for regulated rivers, unregulated rivers
and groundwater, where extraction is metered

- 1-part tariffs, comprised of a fixed charge (per ML of entitlement or unit share), for
unregulated rivers and groundwater, where extraction is not metered

- the fixed and usage charge under each 2-part tariff so that 70% of forecast revenue
from the 2-part tariff is recovered via the fixed charge and 30% of this revenue is
recovered via the usage charge, except for North Coast regulated rivers where this
ratio is kept at current levels of 92% fixed and 8% usage.

For each valley, water users are currently subject to one or 2-part tariffs, depending
on their water source and whether they have a meter. For instance:

v all regulated river users are subject to a 2-part tariff comprising a fixed and a
usage charge

v most unregulated river users are subject to a fixed charge only - apart from a very
limited number of users that have a meter and have elected to be subject to a
2-part tariff
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v groundwater users in ‘Groundwater Management Areas’ are subject to a 2-part
tariff, comprising a fixed and a usage charge, while those outside these areas are
subject to a fixed charge only.

In the 2006 Determination, we set prices so that, over the determination period, fixed
charges recovered approximately 71% of forecast revenue from the 2-part tariffs for
regulated rivers, 65% of forecast revenue from the 2-part tariffs for unregulated
rivers, and 79% of forecast revenue from the 2-part tariffs for groundwater sources.
However, these ratios varied across valleys. For example, for regulated rivers, this
ratio varied from 48% for the Namoi to 92% for the North Coast.

The sections below outline NOW’s proposal, stakeholder views, and IPART’s
analysis in relation to fixed and usage charges for the 2011 Determination.

6.3.1 NOW'’s proposal on fixed and usage charges

NOW proposed fixed (per ML of entitlement or unit share) charges only. Although
as an alternative, and ‘at a minimum’, NOW’s submission also presented prices for
regulated rivers assuming a 70:30 split between its fixed and usage charges.”?0 NOW
argued for a 100% fixed charge regime on the following grounds:

v Its costs do not vary with the volume of water consumed. In fact, costs actually
increase when water is scarce, due to the need to implement drought management
strategies and conduct additional monitoring.

v The 2-part tariff was used in the past to send a price signal to reduce
consumption. This is no longer necessary, since 90% of commercial water
extraction is covered by water sharing plans and therefore open to trading of
water - which is more effective in improving efficiency in water consumption
than the prices charged by NOW.

v Fixed charges prevent any actual or perceived conflict of interest arising through a

link between revenue and the amount of water made available to users.

NOW also pointed out that most unregulated river extraction is currently unmetered
- although we note that this will change over the next few years with the expected
roll out of Commonwealth funded meters (see Chapter 10).

6.3.2 Stakeholder submissions on fixed and usage charges
Stakeholders opposed NOW’s proposal to recover 100% of its revenue via fixed
charges, on the following grounds:

v Fixed charges discourage water conservation and the efficient use of water (Local
Government and Shires Association, Wyong Shire Council and MidCoast Water).

70 NOW's alternative proposal, however, does not equate to a strict 70:30 split for all regulated
rivers. A number of valleys, including Murray, Murrumbidgee, North Coast, Hunter and South
Coast, have a higher fixed to variable ratio under NOW’s "70:30" scenario.
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v Fixed charges would impact adversely on water users, as water availability risk
would be transferred fully to users, who would have to pay full, fixed costs, often
without having any actual water allocation. Some stakeholders argued that
customer bills should be reduced when water sales are reduced (Local
Government and Shires Association, Lachlan Valley Water, Murray Irrigation).

v 100% fixed charges would provide no incentive to NOW to pursue efficiency
gains and would further disconnect NOW from the commercial realities/risks
faced by water users (Western Murray Irrigation, NSW Irrigators” Council,
Gwydir Valley Irrigators Association, Murrumbidgee Irrigation, Bega Cheese).

v At least one stakeholder disagreed that NOW’s costs are 100% fixed regardless of
the volume of water extracted. Lachlan Valley Water argued that there is a strong
relationship between the volume of water usage and the amount of work required
by NOW in monitoring groundwater sources.

v NOW requires Local Council water supply authorities to implement a 2-part tariff
for the Council’s water customers (Tamworth Regional Council and MidCoast
Water).

v NOW has not provided sufficient justification to change the current fixed to usage
price ratio (NSW Irrigators” Council and Tamworth Regional Council).

In terms of the specific fixed to usage price ratio under 2-part tariffs, High Security
Irrigators Murrumbidgee supported a 40:60 fixed/usage split, as per the 2010 State
Water Determination. Bega Cheese recommended a 70:30 fixed/usage split, to help
drive efficiency within NOW.

6.3.3 IPART’s analysis on fixed and usage charges

1-part tariff versus 2-part tariff

We note that there are strong arguments for NOW’s proposal of fixed charges only,
which include the following:

v NOW has argued that its costs are independent of the level of water extracted,
and that its costs are more closely related to entitlement volumes - as it is the
entitlement system that it is administering and protecting. It noted that during
droughts, and hence low levels of water extraction, its costs actually increase.

v Traded water prices, rather than NOW’s charges, signal the scarcity value or
opportunity cost of water (Where water trading is possible).

v Water extraction forecasts, which are required to set usage charges under a 2-part
tariff, are inherently uncertain - particularly for unregulated rivers and
groundwater sources.

v A fixed charge would be simple and relatively inexpensive to administer (eg, this
would make a potential cap on actual bills easier to administer).
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v NOW reports that, over the 2006 Determination period, unregulated river users
have shown little interest in switching from a 1-part tariff to a 2-part tariff.

v Fixed charges would provide revenue certainty to NOW. As a government
department, NOW has limited ability to put surplus funds away during high
revenue periods to save for low revenue periods. In contrast, water users are
likely to have more flexibility to save or plan for low water availability /revenue
years.

v Fixed charges would avoid any potential perverse incentives or conflict of interest
associated with a situation where:

v NOW is the agency responsible for determining how much water is available
for extraction, and

v itsrevenue is related to extraction levels.

However, we consider that 2-part tariffs have the advantage of sharing water
availability risk between NOW and entitlement holders, as they allow entitlement
holders to face lower bills during times of lower water availability or usage. They
also give some conservation or scarcity signal to water users, regardless of the ability
to trade water, and they provide some recognition that, at certain thresholds, water
management costs may be positively related to usage. For these reasons, we have
decided to set 2-part tariffs where this is practical (ie, where extraction is metered).
However, in light of NOW’s arguments, we have decided to set a higher fixed to
usage ratio than we did for State Water, as discussed below.

Fixed to usage ratio

In setting prices, the ratio of fixed to usage charges is usually set to match (or
approximate) the underlying cost structure of the agency or utility in question.
However, NOW has argued that its water management costs are independent of
water usage, and we consider that the main benefit of a 2-part tariff in this instance is
to share water availability risk between NOW and water users.

In assessing the fixed to usage ratio under NOW’s 2-part tariffs, we considered a
number of options, including:

v Maintaining the current ratios, which vary between valleys, but average 71% for
regulated rivers, 65% for unregulated rivers and 79% for groundwater.

v Applying the State Water ratios: in the recently completed State Water
Determination, we set prices to target revenue from fixed entitlement charges and
usage charges at the ratio of 40:60 for all valleys except the North Coast and
Hunter. In these 2 valleys, we decided to set the ratio at 60:40. These ratios are
the same as those applied in the 2006 State Water Determination, and they were
strongly supported by stakeholders.

v Accepting NOW'’s proposal (for regulated rivers) for a 70:30 split between fixed
and usage charges.

v Applying another ratio (or ratios) of fixed to usage charges.
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We consider that there is a case for NOW to have a higher fixed to usage ratio than
State Water, for the following reasons:

v Asa government department, NOW can’t borrow money and must negotiate with
NSW Treasury to carry surplus funds forward. This is in contrast to State Water,
which is a State-owned Corporation. Water entitlement holders are also likely to
have greater flexibility than NOW, in terms of saving surplus funds for times
when costs are greater than revenue. This suggests that NOW should have a
higher proportion of its revenue tied to fixed charges than State Water, and that
entitlement holders may have more flexibility than NOW to plan for and respond
to fluctuations in revenue associated with fluctuations in water availability.

v For this draft determination, we have assumed that unregulated river and
groundwater users will extract 100% of their entitlement, given the absence of
data provided by NOW (see Chapter 8). The effect of this assumption is to shift
some risk to NOW.

v As NOW is the resource manager, there is an argument that a large proportion of
NOW’s costs should not be tied to water availability - given that it makes the
Available Water Determinations.

Taking into account all of the above considerations, we concluded that the most
appropriate option was to set 2-part tariffs so that 70% of expected revenue from the
2-part tariff for each water source and valley is recovered via the fixed charge, and
30% of expected revenue from the 2-part tariff is recovered from the usage charge.

We note that this ratio is largely a matter of judgement about the allocation of risk
and the ability of the parties to manage this risk. We consider that this 70:30 ratio
provides NOW with a reasonable degree of revenue certainty, while also providing
entitlement holders with some scope to reduce their bills through lower levels of
extraction.

The exception to this ratio is North Coast regulated rivers, where we have set prices
based on a 92:08 fixed to usage ratio. We have made this decision to protect users
from potentially very high water bills. Such bills would occur under a 70:30 split if
actual usage was greater than forecast usage, given that usage forecasts for North
Coast regulated rivers are very low over the 2011 Determination period.

The option to be charged on a 2-part tariff

Under the 2006 Determination, unregulated river users with a meter could elect to
switch from the 1-part tariff (ie, fixed only charge) to the 2-part tariff (fixed and usage
charges). The 2-part tariff then provided users with an opportunity to reduce their
bill, if they extracted less water. For groundwater users, those located in
‘Groundwater Management Areas’ were subject to the 2-part tariff, while those
outside these areas were on a 1-part tariff.
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For this draft determination, we have removed the provision that allows users to
elect to move from a 1-part to a 2-part tariff. Rather, the draft determination
provides that any user with a meter is subject to the 2-part tariff. We consider that
this will help to reduce the complexity of the pricing regime, and help to avoid any
confusion. In this context, we note that at least one stakeholder has argued that
NOW has not adequately informed unregulated rivers users of their option to switch
from a 1-part tariff to a 2-part tariff over the 2006 Determination period.”

We also note that with regard to periodic water management charges, users can only
benefit from moving from a 1-part to a 2-part tariff. This is because, under this draft
determination, a user’s bill for a given volume of entitlement and extraction will
always be lower under the 2-part tariff than under the 1-part tariff - unless the user is
extracting 100% of their entitlement, in which case the bills will be the same under
both tariff structures.

6.4 The price path (including a cap on forecast bill increases)

Draft decision:

8 IPART's draft decision is to set prices so that forecast bills do not increase by more
than 20% per annum (assuming forecast levels of usage). The only exception is the
prices for groundwater users who are currently not in ‘Groundwater Management
Areas’ and so are subject to a fixed charge only. For these users, prices will be set
without reference to a cap on forecast bills in the first year of the determination
period only.

In determining prices, we also had to decide on the price path, including whether to
set prices to recover 100% of the user share of NOW’s costs from the first year of the
determination period, or whether to gradually transition prices towards higher levels
of cost recovery over the determination period via a glide path.

For the 2006 Determination, we set prices to gradually increase levels of cost recovery
over the determination period:

v from 87% in 2006/ 07 to 98% by 2009/10, for regulated rivers

v from 80% in 2006/07 to 88% by 2009/10, for unregulated rivers

v from 50% in 2006/07 to 75% by 2009/10, for groundwater.

By the end of that determination period (2009/10), NOW’s overall cost recovery was
forecast to be about 88%.

However, the 2006 Determination also included a provision that capped annual bill
increases for unregulated river and groundwater users at 20%, assuming a constant
level of usage. This means that NOW’s actual levels of cost recovery for unregulated

71 Namoi Water submission, June 2010.
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rivers and groundwater may have been somewhat lower than the figures listed
above.

The factors we considered in making our draft decision for the 2011 Determination,
including NOW’s proposal, stakeholder views, and our own analysis, are discussed
below.

6.4.1 NOW'’s proposed price path

NOW proposed that prices be set to recover 100% of the user share of its costs, from
the first year of the determination period.

NOW also argued against the specific clause in the 2006 Determination that caps
actual annual increases on bills for a given level of entitlement/usage, on the basis
that the cap is costly and time consuming to administer. For instance, according to
NOW, it faces administrative difficulties in separating a user’s normal bill from the
impacts of water trading (which has to be taken into account as part of the cap).

6.4.2 Stakeholder views on the price path

With the exception of Western Murray Irrigation (which supports the removal of the
cap but retention of a glide path), there is general stakeholder support for the
retention of a cap on annual bill increases to mitigate customer impacts. However,
stakeholders’ views differ in relation to the level of the cap and whether the cap
should be coupled with a glide path. For instance:

v NSW Irrigators’” Council (NSWIC) and Murrumbidgee Irrigation expressed
support for the retention of a cap and argued that a glide path is necessary.
NSWIC was dismissive of NOW’s argument that the cap is complex and time
consuming “in an age of computerised billing systems”.

v Gwydir Valley Irrigators Association (GVIA) supported a cap, but expressed
concern that a glide path would result in artificially high prices towards the end of
the determination period.

v While most stakeholders favoured setting the annual cap at 20%, Bega Valley and
GVIA suggested the cap on bill increases be lowered to 5%.

Several stakeholders opposed NOW'’s proposal to move to 100% cost recovery. In
that regard, Western Murray, High Security Irrigators Murrumbidgee and Murray
Irrigation noted that other states do not levy water management charges and/or are
far from 100% cost recovery. These stakeholders argued that a move to 100% cost
recovery would put NSW water users at a competitive disadvantage relative to users
in other states.

NSWIC suggested that IPART should require NSW to retreat from the current level
of cost recovery to one that reflects the weighted average level of water management
cost recovery in other states.
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6.4.3 IPART’s analysis on the price path

Rather than include a provision that places a cap on increases in actual bills (as
occurred in the 2006 Determination), we have set prices so that forecast annual
increases in bills for each valley do not exceed 20% per annum in real terms. We note
that where a user’s actual usage differs from the forecast usage volumes that we have
used to set prices, then the actual annual increase in a user’s bill may be greater than
20%. Nevertheless, we consider that this approach:

v Avoids the complexities and administrative costs associated with a cap on actual
bills, while also mitigating the impact of price increases on users.

v Allows NOW to transition towards a slightly higher level of cost recovery, in the
context of significant increases in costs and prices. NOW’s overall level of cost
recovery is forecast to increase from 88% in 2009/10 to 94% by 2013/14.

That is, we consider that this approach achieves an appropriate balance between
allowing NOW to gradually transition towards higher levels of cost recovery, while
also mitigating the impact of prices on water users.

For customers on a 2-part tariff, this approach means that the fixed or usage charge
may increase by more than 20%, but that the sum of the usage charge adjusted for
forecast usage (as a proportion of total entitlement) and the fixed charge does not
increase by more than 20% per annum. For customers on 1-part tariffs, the
calculation is simpler: the fixed charge does not increase by more than 20% per
annum (or about 73% in total over 2009/10 to 2013 /14).

The exception to the above 20% rule is prices for groundwater users who are
currently not in ‘Groundwater Management Areas’. Under the 2006 Determination,
these users currently pay only the fixed component of the 2-part tariff. Under this
2011 Draft Determination, we have set unregulated river and groundwater prices so
that:

v the fixed charge under the 2-part tariff is less than the fixed charge under the
1-part tariff, and

v the sum of the fixed and usage charge under the 2-part tariff equals the fixed
charge under the 1-part tariff.72

Unlike the 2006 Determination, we have not set a different price structure for
‘managed’ areas relative to other areas, as NOW has stated that all groundwater
extraction is now ‘managed’. Under the 2006 Determination, only groundwater
users extracting in sites outside ‘management areas” were on the 1-part tariff.

72 This is a consequence of our usage forecasts for groundwater and unregulated rivers, where we
have assumed that users extract 100% of their entitlement.
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In transitioning to this new price structure, groundwater users moving from the
existing 1-part tariff to the new 1-part tariff may face bill increases greater than 20%
from 2010/11 to the first year of the determination period (2011/12). However, after
2011/12, their forecast annual bill increases are capped at 20% per annum.

6.5 The minimum bill

Draft decision:

9 IPART's draft decision is to set the minimum bill at $95 per annum in real terms
(§2009/10) over the 2011 Determination period.

IPART’s 2006 Determination set a minimum annual bill of $60 for regulated,
unregulated and groundwater bulk water services provided by NOW.

This minimum bill was set to recover NOW’s ongoing administration costs (eg,
maintaining the licensing database and monitoring licence conditions) associated
with zero or small entitlement Water Access Licences. Such zero or small entitlement
licences are often created to facilitate trading.

IPART’s 2006 Final Report noted that:

Zero and small share WALs [Water Access Licences] are licences with very little or no
entitlement volume attached to them. These licences were created specifically to facilitate
trading, by allowing water users to access water on a temporary basis without owning
permanent access rights (unit shares) to water. Small and zero share WALs are created
either by application to DNR, or when existing licence holders sell off their unit shares to
other licence holders. DNR expects these licences to grow rapidly.

In its submission in response to the Draft Report, DNR noted that transaction fees recover
the administrative costs of processing an application for, and creating, a small or zero
share WAL. However, it incurs ongoing administration costs because of its responsibility
to maintain the licensing database and monitor licence conditions. The Draft Report prices
did not provide a mechanism to recover these costs, and DNR therefore proposed the
Tribunal introduce a minimum bill for all water sources.

The Tribunal is satisfied that DNR incurs ongoing administration costs for small and zero
share WALs. It therefore considers that a minimum charge should be applied to all water
sources, including zero and small share water access licences.”3

73 IPART, Bulk Water Prices for State Water Corporation and Water Administration Ministerial
Corporation from 1 October 2006 to 30 June 2010, September 2006, p 105.
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6.5.1 NOW's proposal on the minimum bill

In its submission, NOW proposed maintaining the current level of the minimum bill
at $60 per annum over the determination period. However, at the public hearings,
NOW stated that:

v $60 doesn’t cover its billing and administration costs, or water management costs,
for small entitlement holders

¥ on a cost recovery basis, NOW would support a $200 minimum bill (as proposed
by other stakeholders).

6.5.2 Stakeholder views on the minimum bill

A number of stakeholders argued for an increase in the minimum bill. For instance:

v The NSW Irrigators’” Council, Gwydir Valley Irrigations Association and Bega
Cheese supported an increase in the minimum charge to $200 per licence. They
argued this would encourage the amalgamation of licences where warranted,
reduce administration costs to NOW and more fairly distribute NOW’s costs.
However, they indicated there should be a 12-month lead-in period together with
notification to multiple licence holders of the increase charge, to enable
amalgamation where warranted.

v Murrumbidgee Irrigation submitted that the minimum charge should be
increased in line with the maximum increase in charges for any entitlement holder
in this determination.

v Western Murray Irrigation also supported a higher minimum bill to reflect the
administration costs of these accounts.

Coastal Valleys Customer Service Committee supported a “reasonable” minimum
charge, but argued that this should be levied on individual access points, not
individual water access licences.

6.5.3 IPART’s analysis on the minimum bill

We decided to increase the minimum bill from $60 to $95 per licence, per annum, for
all water sources and valleys, effective from 1 July 2011, which represents an increase
of approximately 60%. We consider this increase is warranted to ensure that smaller
users face more cost-reflective water bills.
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In setting the new minimum bill, we were mindful of the cap (20% per annum
increase in forecast bills) we applied when setting entitlement and usage charges.
However, rather than gradually increasing the minimum bill at 20% per annum over
the 3-year determination period, we decided to immediately increase this charge by
approximately 60%.74 We consider this warranted because, unlike other charges, the
minimum bill remained constant (in real terms) through 2006/07 to 2009/10. In
addition, NOW has indicated that it does not currently cover its water management
and administration costs associated with small entitlement holders. We also consider
that our proposed $35 increase (rather than a gradual annual increase of 20% or
approximately $15 per annum) provides a stronger incentive for licence holders to
consolidate their licences, where possible.

We note that there was some support at the public hearings and in submissions for a
higher minimum bill (eg, $200 per annum). However, we are conscious that users
with small entitlements, and hence who are likely to be subject to the minimum bill,
were under-represented at the public hearings and in formal submissions.

We also note that NOW has indicated that it has not been levying the minimum bill
on licences with a zero value entitlement. We estimate this relates to 5,515 licences,
and therefore equates to revenue of approximately $330,900 per annum under the
current minimum bill of $60.

The prices in this Draft Report and Determination have been modelled assuming all
licences with an entitlement, including those with zero ML or unit share
entitlements, are subject to the minimum bill of $95. This is consistent with cost
reflective pricing, as there is likely to be administration, compliance, and resource
monitoring costs associated with zero share licences. In addition, it is inequitable for
NOW to recover these costs from other users.

6.6 Tariffs for special category licences

Draft decision:
10 IPART's draft decisions are to:

- subject Supplementary Water (regulated river) and Floodplain Harvesting
(regulated and unregulated river) licence holders to the usage charge under the
2-part tariff

— subject High Flow (unregulated river) licence holders to the minimum bill

- ensure that Supplementary Groundwater entitlement is charged based on
entitlement available under the Available Water Determination and, if metered,
usage.

74 A 20% per annum increase over 3 years equals about a 73% increase in total over the period,
which equates to a minimum bill of approximately $105. However, given that we are proposing
that this figure be applied from the first year of the determination period, we have opted for the
lower figure of $95.
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The 2006 Determination included charges for special category licences, including
High Flow and Supplementary Water Access Licences. NOW's submission to this
review also indicated that it plans to issue licences and entitlements for floodplain
harvesting.

6.6.1 Stakeholder comments on tariffs for special category licences

The NSW Irrigators” Council argued that:

v as per the current determination, supplementary water entitlement should be
subject to a usage charge only

v once issued, floodplain harvesting licences ought to be charged at the same level
and in the same manner as any other entitlement.

In addition, the Gwydir Valley Irrigators Association, Namoi Water, and Lachlan
Valley Water Users pointed out that the 2006 Determination did not recognise the
intention of supplementary groundwater access licences. These licences were issued
by NOW in relation to groundwater in the Gwydir, Macquarie, Lachlan,
Murrumbidgee, Murray and Namoi Valleys, as an administrative vehicle for
structural adjustment. They facilitate a transition from the licensee’s historical levels
of extraction to sustainable levels by 2017. NOW does this by issuing a licence for a
specific entitlement value (the historic level) and then adjusting theses values
downwards annually via the gazettal of Available Water Determinations (AWDs).
However, stakeholders have noted that unless the tariff is set with reference to the
entitlement as adjusted by the AWD, users will be overcharged (relative to the
intention of the structural adjustment). @NOW has confirmed the logic of
stakeholders’ proposal.

6.6.2 IPART’s analysis on tariffs for special category licences

We have set the following prices for special category licences:

v Supplementary Water (regulated rivers) - holders of supplementary water
licences on regulated rivers will pay the usage price under the 2-part tariff. This is
consistent with the 2006 Determination and our recent (2010) determination of
State Water’s prices.

v High Flow licences (unregulated rivers) - holders of high flow licences in
unregulated rivers will pay the minimum bill. NOW has advised that of the
existing 22 High Flow licences in unregulated rivers, only 1 has been given a
volume entitlement and none are currently metered.”> Therefore, for reasons of
practicality, we consider that these licences should be subject to the minimum bill.

75 Correspondence from NOW to IPART, 29 April 2010 and 27 August 2010.
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v Floodplain Harvesting (regulated and unregulated rivers) - holders of floodplain
harvesting licences will pay the usage charge under the relevant 2-part tariff. We
note that NOW’s draft policy on Floodplain Harvesting, released in April 2010,
suggests that all floodplain harvesting extraction will be monitored via meters or
other means.

v Supplementary groundwater licences - the entitlement charge will be applied to
the entitlement under the Available Water Determination. We understand that
this is consistent with the intention of the licences and the structural adjustment.

6.7 Rebates for large entitlement holders

Draft decision:

11 IPART's draft decision is to not reintroduce rebates or discounts for large customers.

Prior to the 2006 Determination, ‘wholesale discounts’ or rebates had previously
been provided to large irrigation corporations. For the 2006 Determination, we
decided to phase out the wholesale discount by 2009/10. This was based on NOW’s
(then DNR) claims that irrigation corporations do not mitigate or reduce its water
management costs, as well as the findings of CIE, an independent consultant
engaged by IPART. CIE examined the drivers of NOW’s water resource
management (WRM) costs, including the number of licences and the presence of
irrigation corporations, before concluding that:

On balance, the proposition of this review is that there is insufficient grounds for
differential pricing with respect to DNR’'s WRM costs.76

6.7.1 Stakeholder submissions on rebates for large entitlement holders

Murray Irrigation and Western Murray Irrigation argued that we should consider re-
introducing rebates to large customers on the grounds that:

v These irrigation corporations reduce costs to NOW - through having to licence,
monitor and deal with one large licence holder rather than many smaller licence
holders.

v A rebate may help to reduce the incentive for customers of these irrigation
corporations to transform (and such transformation would arguably increase
NOW’s administration costs in the long term).

v These irrigation corporations participate in and contribute to the water planning
and management process. For example, Western Murray Irrigation has
contributed data and information to the MDBA, the Bureau of Meteorology, and
the National Water Commission.

76 CIE, Review of Price Discounts for Wholesalers, March 2006, p 14.
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6.7.2 IPART’s analysis on rebates for large entitlement holders

We have decided not to reintroduce a rebate for large entitlement holders. We
consider that there is no compelling evidence to reverse our 2006 decision, which was
based on investigations undertaken by an independent consultant (CIE).

We also note that, as it allocates cost or activity codes on a cost driver basis, the new
cost allocation methodology should account for any impact that large entitlement
holders have on NOW’s costs. For instance, the cost allocation methodology
identifies those activities whose costs are related to licence numbers (eg, ‘licence
administration’, ‘licence conversion and entitlement specification’, ‘financial
administration” and ‘compliance”’) and allocates these costs across water sources and
valleys accordingly. In this way, the cost allocation methodology allocates a lower
proportion of the costs of such activities to valleys with a lower number of licences -
and hence accounts for any impact that irrigation corporations or other large
entitlement holders may have on NOW’s costs.

Further, NOW’s presentation at the public hearings indicated that it continues to pay
some irrigation corporations contributions to augment or replace ageing assets or
infrastructure.

6.8 Charges for basic landholder (stock and domestic) rights

Draft decision:

12 IPART's draft decision is to not set charges for basic rights holders, but instead
consider this issue at the next determination of NOW's prices.

Under water legislation in NSW, rural landholders who own or occupy land on a
riverbank, lakefront or overlying aquifer can take water (without a licence) for
domestic purposes and to water stock on the property. As they are unlicensed, these
‘basic rights” holders are currently not subject to NOW’s water management charges.

6.8.1 Stakeholder submissions on charges for basic rights holders

Some stakeholders have argued that water management charges should be extended
to holders of basic water rights. For example, Gwydir Valley Irrigators Association
suggested that IPART should look at setting a charge for all rural properties, as a
contribution towards the management of the state’s water resources, to account for
riparian rights, stock and domestic and other basic rights.

At the Sydney public hearing, State Water also argued for charges to be levied on
stock and domestic and other basic water rights holders, on the grounds that they
extract water - and hence contribute to water management costs - without being
subject to any metering or water management charges.
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At the public hearings, NOW noted that it is currently developing a policy or
guideline on basic rights holders, which will include reasonable use limits, but will
not include a vehicle for enforcing charges on these users.

6.8.2 IPART’s analysis on charges for basic rights holders

We recognise that, under the impactor pays principle, there may be an argument that
basic rights holders should contribute to NOW’s water management costs. We also
recognise that the impact of basic rights holders on the water resource and water
management is an emerging issue in some areas, including peri-urban areas.

However, for this draft determination, we have decided not to set water
management charges for basic rights holders, primarily for the following reasons:

v as they are currently not subject to water management charges, basic rights
holders have not participated in this review - hence, they have not had a chance
to present their views

v without full consultation on this pricing option, there may be potential for
perverse or unintended outcomes (eg, a flat water management fee could prompt
some basic rights holders to maximise their basic right and use more water than
currently)

v NOW is currently developing a policy on basic rights, which will have
implications for how these rights are managed, and potentially whether basic
rights holders should be subject to a water management charge.

We consider that this issue should be revisited at the next determination of NOW’s
prices (2014), by which time NOW's policy or guideline should be clearly established
and basic rights holders can be engaged in the review process. In the meantime, we
welcome stakeholder comments and submissions on this issue.
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Allocation of the user share across water sources and
valleys

The draft decision to set water management prices by valley for regulated and
unregulated rivers and to transition groundwater prices towards a coastal/inland
split then means that IPART needs to consider how best to allocate the user share of
NOW's total efficient costs (discussed in Chapter 4) across water sources and valleys.

NOW does not record costs on a valley-by-valley basis. It has argued that many of
its activities are undertaken on a state or regional basis, which makes it difficult to
directly record costs at the valley level. For the 2005 and 2006 Determinations, we
allocated costs across water sources and valleys on the basis of a 2003 survey of
senior NOW staff about where costs were being incurred.

In this review, NOW identified that continuing with this approach might not be a
reliable method of allocating costs across valleys for pricing purposes. NOW also
proposed a new methodology for allocating costs for the 2011 Determination period.

In reaching our draft decision on the appropriate allocation of the aggregate user
share of the notional revenue requirement, we considered NOW’s proposed
methodology, PwC’s analysis of this methodology and stakeholders” comments, and
undertook our own analysis. The sections below summarise our draft decision, our
considerations, and analysis in more detail.

7.1.1  Summary of the draft decision on the allocation of user share costs across
water sources and valleys

Draft decision

13 IPART's draft decision on the appropriate allocation of user share costs across water
sources and valleys is as shown in Table 7.1 below.
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7 Allocation of the user share across water sources and
valleys

Table 7.1 Draft decision on the allocation of the user share of NOW’s monopoly
service costs across water sources and valleys

Scenario 1 Scenario 2 MDBA Total costs
allocated

% of Total %of  Total % of Total % of Total

total ($'000) total ($’000) total ($’000) total ($'000)
Regulated
Border 1.5% 1,701 1.3% 55 3.0% 152 1.9% 2,374
Gwydir 2.1% 2,367 2.2% 90 5.7% 290 2.3% 2,761
Namoi 2.3% 2,555 1.7% 68 3.1% 158 2.3% 2,784
Peel 0.6% 618 0.4% 17 0.4% 21 0.5% 657
Lachlan 4.7% 5,181 4.4% 178 6.2% 317 4.7% 5,704
Macquarie 4.2% 4,631 4.1% 167 6.5% 328 4.2% 5,148
Far West 0.0% 0 0.0% 0 0.0% 0 0.0% 0
Murray 10.6% 11,772 10.5% 426 26.5% 1,341 11.1% 13,558
Murrumbidgee 9.5% 10,564 | 10.6% 432 30.2% 1,533 10.3% 12,595
North Coast 0.2% 198 0.0% 0 0.0% 0 0.2% 202
Hunter 3.5% 3,889 0.0% 0 0.0% 0 3.2% 3,895
South Coast 0.3% 344 0.0% 0 0.0% 0 0.3% 346
TOTAL (REG.) 39.3% 43,820 | 35.2% 1,432 81.6% 4,139 41.0% 50,024
Unregulated
Border 0.7% 792 1.6% 67 0.3% 17 0.7% 889
Gwydir 0.8% 918 1.9% 78 0.7% 37 0.9% 1,045
Namoi 1.3% 1,467 4.3% 173 1.6% 83 1.4% 1,754
Peel 0.3% 321 0.6% 26 0.2% 11 0.3% 362
Lachlan 0.8% 837 1.1% 46 0.5% 24 0.7% 909
Macquarie 1.8% 2,052 3.9% 160 1.0% 50 1.9% 2,286
Far West 2.6% 2,910 5.2% 210 2.2% 112 2.9% 3,576
Murray 1.1% 1,210 3.2% 131 0.6% 31 1.1% 1,401
Murrumbidgee 2.4% 2,701 7.4% 301 0.9% 45 2.6% 3,120
North Coast 6.2% 6,945 0.0% 0 0.0% 0 5.8% 7,097
Hunter 4.7% 5,248 0.0% 0 0.0% 0 4.3% 5,299
South Coast 9.8% 10,900 0.0% 0 0.0% 0 9.0% 11,030
TOTAL (UNREG.) 326% 36301 | 29.3% 1,193 8.1% 410 31.8% 38,770
Groundwater
GW Inland 22.3% 24,854 35.5% 1,444 10.3% 522 22.0% 26,849
GW Coastal 5.8% 6,415 0.0% 0 0.0% 0 5.3% 6,415
TOTAL (GW) 28.1% 31,269 35.5% 1,444 10.3% 522 27.3% 33,264
Total 100.0% 111,390 100% 4,069 100% 5,070 100.0% 122,058

a Totals may not add due to rounding.

Note: ‘Scenario 1, ‘Scenario 2’ and ‘"MDBA’ costs do not sum to ‘Total costs allocated’, as ‘Total costs allocated’ also
includes allowances for return on assets, return of assets and BRC costs. Separate columns are not listed for these costs
for the purposes of simplicity and ease of presentation.

Source: Extrapolated from the NOW (December) 2009 information returns.
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7 Allocation of the user share across water sources and
valleys

This draft decision reflects our findings that:

v NOW’s proposed methodology for allocating the user share of its total efficient
costs under Scenario 1 is appropriate, subject to the amendments outlined in
Section 7.5.

v NOW’s proposed methodology for allocating the user share of its total efficient
costs under Scenario 2 requires amendment, so that these costs are allocated
across inland valleys only.

7.2 NOW's proposed methodology

NOW’s proposed methodology for allocating the user share of its costs across water
sources and valleys involves identifying the most appropriate cost driver for each
cost code, and then using this driver to allocate the costs of that code across water
sources and valleys. It involves 3 main steps:

1. Expenditure is recorded under the different cost codes based upon the nature of
the activity (eg, ‘surface water quantity monitoring’).

2. Each cost code is assigned a ‘cost driver’ that represents the key determinant of
this expenditure across valleys and water types. For example, the number of
water gauging stations is the cost driver for the ‘surface water quantity
monitoring’ cost code. Each cost driver has ‘cost allocation shares’ for each valley
and water type (recorded as percentages).

3. The user share of costs for each cost code is then apportioned to water sources and
valleys by using the relevant cost driver’s cost allocation shares.

Under this methodology, if a valley has 10% of NOW’s water gauging stations, then
it will be assigned 10% of the user share of costs of “surface water monitoring’.

NOW's cost drivers for each of its cost codes, along with the rationale for these
drivers, are listed in Appendix 3 of its December 2009 submission. A worked
example that illustrates the application of the methodology is provided in Appendix
D of this report. Further information is also included in Chapter 3 of the PwC
report.”7

77 PwC and Halcrow, Review of NSW Office of Water’s water management expenditure, 30 June 2010.
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7 Allocation of the user share across water sources and
valleys

7.3  PwC’s analysis of NOW’s proposed methodology

As part of its review of NOW’s proposed water management costs, PwC assessed
NOW’s proposed methodology for allocating the user share of its costs across water
sources and valleys. PwC found that the methodology is a “step in the right
direction” and that “for the most part, NOW has applied cost drivers that appear
reasonable and appropriate for allocating costs of the specific activities nominated.”78

However, PwC also questioned the use of ‘entitlement volume” or ‘extraction related
entitlement’ as the means of allocating the costs of some activities across valleys.
This is because these appear to be default allocators in the absence of a clear and
readily available cost driver. Of those cost codes that are allocated by entitlement or
extraction-related entitlement volumes, PwC identified activities for which there is
“no clear relationship between entitlement volume and cost”, “only a weak
relationship between entitlement volume and cost”, or “a clear relationship between
entitlement volume and cost”.

PwC’s report includes an assessment of NOW’s proposed cost drivers (or allocators)
for each of its cost codes.” This report is available on IPART’s website.

7.4 Stakeholder comments on NOW’s proposed methodology

A number of stakeholder submissions raised concerns that under NOW’s proposed
methodology for allocating the user share of costs, some water sources or valleys are
cross-subsidising other water sources or valleys. Stakeholders also expressed a
general concern that the methodology was not sufficiently explained or justified.

Stakeholders in coastal valleys (such as Coastal Valleys Customer Service Committee
and Midcoast Water) questioned the allocation of Scenario 2 costs to their valleys, as
these costs are, by definition, Murray-Darling Basin related.

Murrumbidgee Irrigation noted that NOW’s cost allocation system relies heavily on
entitlement volumes, and that this unfairly penalises valleys with large entitlement
volumes and few customers (such as Murrumbidgee).

7.5 IPART’s analysis and findings

We consider that NOW’s proposed cost allocation method is a substantial
improvement on the method used in the 2006 Determination. It is documented,
repeatable, and transparent. We note that PwC questioned the use of entitlement
volumes as an allocator for a number of cost codes, including ‘business
development’, “‘water industry regulation’, ‘cross-border and national commitments’,
‘environmental water management’, ‘environmental water planning’, ‘operational

78 Tbid, p 50 and 55.
79 Ibid, pp 45-55.

Review of prices for the Water Administration Ministerial Corporation IPART

29



100

7 Allocation of the user share across water sources and
valleys

planning’ and ‘compliance’. On balance, for these cost codes, we consider that
entitlement volume is likely to be the best available indicator/allocator of NOW’s
costs.

Therefore, in reaching our draft decision on the allocation of the user share across
water sources and valleys, we have largely used NOW’s proposed method.
However, we identified 3 problems with the proposed methodology, which we
addressed in the following ways:

1. We identified some inconsistencies between how costs were allocated in NOW’s
Excel Returns to IPART and its explanation in its written submission. This is
particularly the case for MDBA costs. In these instances, we found that it was
appropriate to allocate costs in line with the methodology outlined in NOW'’s
written submission.

2. NOW used “Extraction related entitlement’ to allocate some costs through a 2-step
process: costs were first allocated to water types (regulated rivers, unregulated
rivers and groundwater) on the basis of total entitlement, and then to valleys on
the basis of “extraction related entitlement’.80 We found that this 2-step process
represents an error in logic, which has the effect of shifting costs from unregulated
river and groundwater licence holders to regulated river customers. Therefore,
we corrected for this error by allocating relevant costs on the basis of extraction
related entitlement only (rather than applying the 2-step process).

3. Under NOW’s methodology, the user share of additional costs under Scenario 2
was allocated to users in coastal valleys (North Coast, Hunter, and South Coast)
for all water sources. However, as stakeholders argued, this is not appropriate
because these additional costs are clearly attributed to the Murray-Darling Basin.
We consider that any allocation of Scenario 2 costs to users outside this Basin is
inconsistent with the ‘impactor pays’” principle, as these costs are only attributable
to the Basin. Therefore, we allocated all of the additional Scenario 2 costs that we
allowed (see Chapter 4) to regulated, unregulated, and groundwater valleys
within the Murray Darling Basin only.

We note that this new cost allocation methodology produces a step change in the
percentage of costs allocated to different water sources and valleys, and that it is a
major driver of price variations between valleys. While this allocation methodology
may be refined over time, we expect that, unless there is a strong justification
otherwise, this method will be used as the basis of NOW’s annual reporting, NOW’s
submission to the next price review and future prices. That is, relative to this new
cost allocation methodology, we do not expect NOW to significantly change its cost
allocation methodology again for future price reviews.

80 “Extraction related entitlement’ is entitlement less dedicated environmental flows.

IPART Review of prices for the Water Administration Ministerial Corporation



Entitlement volumes and usage forecasts

As Chapter 6 discussed, we have decided to set:

v a 2-part tariff - comprising a fixed entitlement charge (per entitlement, per year)
and a variable usage charge (per ML of water extracted) - where a user has a
meter in place

v al-part tariff - comprising a fixed charge only - where a meter is not in place.

To set these fixed and usage charges for each water source and valley at the levels
required to recover the costs allocated to that water source and valley, we need to
make assumptions about the water entitlement volumes and forecast water
extraction (or “usage’) in each valley. These assumptions have a major impact on
prices. For a given level of valley cost, the larger the entitlement volume or usage
volume for that valley, the lower the valley entitlement or usage charge. Conversely,
the lower the entitlement or usage volume, the higher the entitlement or usage
charge.

However, we also note that the entitlement volume is a significant driver/allocator
of costs between valleys under the methodology we used to allocate the user share
costs across valleys (see Chapter 7). This means that, the higher the entitlement
volume for a valley, the higher the level of costs that are allocated to it (all other
things being equal).

The section below summarises our draft decisions on:

v the appropriate entitlement volume to use in setting entitlement charges for each
water source and valleys!

v the appropriate entitlement volume to use in setting entitlement charges for the
major water utilities (Sydney Catchment Authority and Hunter Water
Corporation)

81 When a water sharing plan commences, licences issued under the Water Act 1912 (WA) within
the water sharing plan area are immediately replaced with water access licences issued under
the Water Management Act 2000 (WMA). As water sharing plans have not yet commenced in all
areas, some WA licences remain. Under the WA, licence holders hold ML of water entitlement;
whereas under the WMA, they hold unit shares of available water. For the purposes of
modelling prices, we have assumed that 1 unit share equals 1 ML of entitlement (as has NOW
in the entitlement volume data that it has provided us). For simplicity, when we refer to ‘ML of
entitlement’ or 'entitlement' in this report we are referring to ML of entitlement (under the WA)
or unit shares (under the WMA).
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8 Entitlement volumes and usage forecasts

v the appropriate usage forecast to use in setting usage charges for each water
source and the major water utilities.

The subsequent sections discuss our considerations in making each of these decisions
in more detail. Figure 8.1 shows how the decisions on entitlement volumes and
usage volumes are used within our broad approach for attributing NOW’s monopoly
water management costs to licence holders in a particular valley, via prices.

8.1 Summary of draft decisions on entitlement volumes and usage
forecasts
Draft decisions

14 For the purpose of setting fixed charges (per entitlement), IPART's draft decisions are
to:

- adopt the entitlement volumes provided by NOW for all water sources and valleys

- adopt the entitlement volumes provided by NOW for Hunter Water Corporation
and the Sydney Catchment Authority.

15 For the purpose of setting usage charges (per ML of water extracted), IPART's draft
decisions are to:

— apply the same usage forecasts for regulated rivers as we used in making the 2010
State Water Determination

- apply usage forecasts for unregulated rivers of 100% of entitlement, except for
Hunter Water Corporation and the Sydney Catchment Authority where we have
based their usage forecasts on historical extraction levels

- apply usage forecasts for groundwater of 100% of entitlement, except for Hunter
Water Corporation and the SCA where we have based usage forecasts on historical
extraction levels.
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Figure 8.1 lllustrative example of our broad approach for attributing NOW’s costs to
licence holders in a particular valley (eg, unregulated river users in the

Peel Valley)
Regulated Fixed component
Govt share of rivers (41%) N
costs (41%) .
Other ML of entitlement
Valleys = Entitlement charge (per ML)
User share
of costs » Unregulated
rivers (32%)
(59%) Peel
(0-3%) Usage component
Groundwater -
(27%) ML of forecast usage
= Usage charge (per ML)
Notes:

1. ‘ML of forecast usage’ represents usage by customers on a two-part tariff, as usage charges are not recovered from
customers who are on a fixed (per ML of entitlement) charge only.

2. The relative sizes of cost blocks in the diagram are not indicative of actual costs.

8.2 Entitlement volumes for each water source and valley

To make our draft decision on the appropriate entitlement volumes to use in setting
entitlement charges for each water source and valley, we considered NOW’s
proposed entitlement volumes and compared them with the volumes we used in
making the 2006 Determination.

8.2.1 NOW'’s proposed entitlement volumes for each water source and valley
compared with those used for the 2006 Determination

NOW’s proposed entitlement volumes were extracted from its licence billing
database, as at the time its submission was prepared. For the regulated rivers water
source, there are different entitlement volumes for users with high security licences
and general security licences.

Regulated rivers, - high security

Table 8.1 shows NOW'’s proposed entitlement volumes for regulated rivers, high
security, and compares them with those used for the 2006 Determination. It indicates
that, for many valleys, these volumes have increased since 2006, particularly for the
Murrumbidgee.
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Table 8.1 NOW’s proposed entitlement volumes for regulated rivers - high security,

compared with those used for the 2006 Determination

2006 Determination NOW proposed
Valley (ML/annum) (ML/annum) Difference
Border 3,107 3,125 1%
Gwydir 21,439 21,458 0%
Namoi 8,519 8,527 0%
Peel 17,378 17,381 0%
Lachlan 57,144 60,778 6%
Macquarie 42,095 42,594 1%
Murray 252,083 257,438 2%
Murrumbidgee 358,552 436,928 22%
North Coast 127 137 8%
Hunter 70,694 70,738 0%
South Coast 903 967 7%
Total 832,041 920,071 11%

Source: Review of Bulk Water Prices for State Water Corporation and WAMC 2006, and NOW's December 2009

submission.

Regulated rivers, general security

Table 8.2 shows NOW’s proposed entitlement volumes for regulated rivers, general
security, and compares these with the entitlement volumes used for the 2006
Determination. It shows that for most valleys, these volumes are the same or similar
to those used for the 2006 Determination. The exceptions are the Murrumbidgee and

North Coast valleys.
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8 Entitlement volumes and usage forecasts

Table 8.2 NOW'’s proposed entitlement volumes for regulated rivers — general
security, compared with those used for the 2006 Determination

2006 Determination NOW proposed
Valley (ML/annum) (ML/annum) Difference
Border 263,328 263,085 0%
Gwydir 509,917 509,665 0%
Namoi 255,936 255,780 0%
Peel 30,383 30,911 2%
Lachlan 633,951 632,946 0%
Macquarie 631,526 631,716 0%
Murray 2,029,307 2,076,223 2%
Murrumbidgee 2,414,307 2,264,065 -6%
North Coast 9,088 10,193 12%
Hunter 137,955 138,109 0%
South Coast 14,014 14,197 1%
Total 6,929,712 6,826,889 -1%

Note Totals may not add due to rounding.

Source: Review of Bulk Water Prices for State Water Corporation and WAMC 2006, and NOW's December 2009
submission.

Unregulated rivers

Table 8.3 shows NOW’s proposed entitlement volumes for unregulated rivers, and
compares these with the entitlement volumes used for the 2006 Determination. For
almost all valleys, these volumes are significantly higher or lower than those used for
the 2006 Determination. NOW has provided a number of reasons for these
differences, including that:

v the 2006 Determination included non-billable entitlement volumes

v the 2006 Determination used 2001 entitlement data, which included forecasts of
volumetric conversions that may have underestimated actual entitlement
volumes82

v for previous determinations, valley boundaries for unregulated river entitlements
were not always clearly defined, as the allocation of licenses to specific areas
occurs in the process of developing water sharing plans.83

82 2001 was the start of conversion of unregulated licenses from area-based entitlement to
volumetric entitlement. The figures used in 2001 would have included estimates of volumetric
conversions. Many of these conversions were later revised after appeals from licensees. Such
revisions would be expected to maintain or increase entitlement volumes.

83 Correspondence from NOW to IPART, 10 March 2010.
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Table 8.3 NOW'’s proposed entitlement volumes for unregulated rivers, compared
with those used for the 2006 Determination

2006 Determination NOW proposed
Valley (ML/annum) (ML/annum) Difference
Border 34,894 28,904 -17%
Gwydir 34,702 46,147 33%
Namoi 140,335 144,523 3%
Peel 15,994 19,768 24%
Lachlan 59,159 43,215 -27%
Macquarie 179,499 88,200 -51%
Far West 219,172 199,571a -9%
Murray 57,871 52,407 -9%
Murrumbidgee 91,497 64,738 -29%
North Coast 246,806 264,396 7%
Hunter 205,303 220,449 7%
South Coast 312,777 275,790 -12%
Total 1,598,009 1,448,108 -9%

a This number has been updated after NOW acknowledged an error in its original (December 2009) submission. The
original figure was 212,382 ML.

Note: The data do not include the entitlements held by major water utilities (ie, Hunter Water Corporation and Sydney
Catchment Authority).

Sources: IPART's report on its review of Bulk Water Prices for State Water Corporation and the Water Administration
Ministerial Corporation, 2006; NOW's December 2009 submission; and correspondence from NOW to IPART, 3 March
2010.

Groundwater

It is difficult to compare NOW’s propo