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Dear Mr Keating

I am pleased to provide to you State Water’s submission to IPART’s 2010 review of bulk
water prices. You will be aware that State Water also emailed the submission to IPART
on 11 September.

I have attached two copies of State Water’s submission, one of which includes
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As requested by IPART, State Water engaged Walter Turnbull to complete an external
quality check of the submission, the Special Information Return and other supporting
documents. I am satisfied that the information used in State Water’s submission is
complete and accurate.

I look forward to working with IPART during the Determination process.
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EXECUTIVE SUMMARY

State Water has experienced significant challenges during the current regulatory period.
A severe drought has gripped the Murray Darling Basin (MDB), where 90% of State
Water’s operations are located. The large southern Murray, Murrumbidgee and Lachlan
valleys are enduring historically new levels of drought reduced water availability, whilst
water availability in the northern valleys has also been affected. Across the state, water
deliveries have been less than 30% of historical average levels. For State Water, this
has presented extremely challenging operating conditions and created large unforeseen
shortfalls in operating revenues.

As a result of the drought and climate change impacts, there has been growing
acceptance from all levels of Government that water availability in the MDB has shifted
significantly below historical levels. The crisis in the MDB has prompted an
unprecedented intervention by the Federal Government in water management,
culminating in the Water Act 2007. This will result in numerous changes to water
management in NSW, including the establishment of a Basin Plan to provide for
integrated water management in the MDB, as well as the creation of the Commonwealth
Environmental Water Holder as a large player in the permanent water market. The Act
also established new roles for the Australian Consumer and Competition Commission in
regulating water markets and water charging, meaning that this will be IPART’s last
Determination of State Water’s charges.

Despite these challenges, State Water has continued to provide a high level of service
delivery to customers, as evidenced by recent audits of State Water’s compliance with its
Operating Licence. State Water has achieved a 20.4% reduction in operating
expenditure since 2006/07 and it has emerged as an even more streamlined, efficient
and effective business than it was at the time of the 2006 Determination. Improved
asset management practices will result in State Water meeting capital expenditure
targets.

Due to reduced water availability and the current ratio of fixed to variable prices, State
Water has not achieved a commercial rate of return to its shareholders. Indeed, in some
years, State Water’s returns have been negative due to drought reduced usage revenues.
The failure of the current tariff design to achieve full cost recovery is threatening State
Water’s financial viability and failing to provide a reasonable return to shareholders.
State Water believes IPART needs to address this issue in the 2010 Determination.

Key Parameters

The key parameters underpinning this submission are summarised below.

A focus on financial viability, accommodating customer tariff design preferences
where possible.

e An increase of 9% in operating expenditure over the regulatory period, including a
6% reduction in baseline expenditure for efficiency improvements.

e Total capital expenditure over the new four year regulatory period of $342 million,
driven largely by the dam safety upgrade program and associated environmental
obligations.

e Unchanged government/user cost shares from the 2006 Determination, but
requesting that IPART review these cost shares in light of the increasing share of
State Water costs being borne by the Government.

e Total customer contributions of $231.7 million over the four year regulatory period,
excluding Murray Darling Basin Authority and Border Rivers Commission costs.
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e Total government contributions of $166.8 million over the four year regulatory period,
excluding Murray Darling Basin Authority and Border Rivers Commission costs.

e More realistic consumption forecasts, involving an average reduction of 19.9%.

e A tariff design based on a ratio of fixed to variable revenues of 40/60, which is
unchanged from the 2006 Determination, and continues to be strongly influenced by
customer preference as revealed through extensive consultation State Water
conducted with customers and stakeholders.

e A Weighted Average Cost of Capital (WACC) of 7.9%, compared to 6.5% in the recent
metropolitan water business Determinations.

e An alternative tariff design of 90/10 fixed to variable revenues required to retain a
6.5% WACC, noting that this tariff structure is not supported by customers.

e A High Security premium which better reflects the level of security of supply enjoyed
by High Security licence holders and results in a greater proportion of fixed costs
being borne by High Security users relative to General Security users.

e Prices based on full recovery of upper and lower bound costs in each year, as
required under the NSW commitments to the National Water Initiative, but
acknowledging that IPART may choose a smoothed price path to minimise price
shocks.

e A metering service charge for new meters levied on Works Approvals to cover
ongoing maintenance costs, with the initial charge based on marginal costs only
(assuming the capital costs of the installation are funded under the Commonwealth’s
priority projects program).

e A four year regulatory period — 2010/11 to 2013/14.
Outcomes of the 2006 Determination

Over the four year period of the current Determination (2006/07 to 2009/10), State
Water expects to under recover user share revenues by $83.2 million ($2009/10).
$27.1 million of this shortfall was due to prices being set by IPART at less than full cost
recovery. In line with the Commercial Policy Framework, the NSW Government paid
State Water an Operating Subsidy to meet the shortfall. The size of the Operating
Subsidy reduced over the regulatory period, as prices increased to full cost recovery
levels in all valleys except the Peel, North Coast and South Coast.

The remaining $56 million comprised forgone usage based revenues due to the drought.
The tariff design in the current Determination was mandated by State Water’s previous
Operating Licence which required 60% of State Water's costs to be recovered from
variable charges. The water deliveries over the regulatory period were only 28.7% of the
level estimated by IPART, leading the significant under recovery of revenues and
downgrades of State Water’s credit rating in both 2008 and 2009.

Despite the drought, State Water achieved a 20% reduction in regulated operating
expenditure, and expects to meet the IPART determined efficient level of expenditure of
$36.1 million in 2009/10. This reduction was achieved through a fundamental
reorganisation of the business along functional rather than geographical lines.

State Water will also slightly exceed its total capital expenditure target of $117.3 million
($2009/10), by $4.7 million, which is a substantial improvement on previous regulatory
period during which State Water significantly under spent on regulatory capital
expenditure.
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Projected Expenditure in the 2006 Determination

State Water is forecasting regulated operating expenditure to increase by 8.7% by the
end of the new regulatory period. This level of expenditure will allow State Water to
maintain its current level of service provision to customers, and meet new and existing
regulatory obligations. It also includes a total of $0.6 million endorsed by the relevant
Customer Service Committees to provide enhanced services including small water
efficiency projects and the maintenance of new gauging stations.

This increased expenditure is partly offset by a 6% efficiency target, to be phased in at
2% per year commencing in 2011/12. During the remainder of 2009/10 and 2010/11,
State Water will finalise implementation of the new organisational structure and fully
implement the new systems required to maintain services with a reduced number of
employees. This includes the new internet based water ordering system and remote
operation of assets. Once these have been completed, State Water will achieve the
additional efficiency reductions through a realignment of the senior management
structure and the introduction of new technologies to support water delivery.

State Water’s capital expenditure is projected to be $342 million over the regulatory
period, primarily spent in rural NSW. This substantial increase in expenditure is driven
by the construction phase of State Water’s dam safety upgrade program and associated
fish passage and cold water pollution works. Although this expenditure is ultimately
funded by users and Government via a rate of return over the lives of the new assets,
State Water will initially debt fund the expenditure upfront, leading to an increase in
gearing levels to 45.8% by the end of the regulatory period. The capital expenditure also
includes $6 million for drought proofing the Fish River Water Supply Scheme, fully funded
by users who have endorsed the additional expenditure.

Consumption Forecasting

Consumption forecasts are used to calculate usage based charges. In the 2006
Determination, IPART’s consumption forecasts were developed using the Long Run
Average (LRA) Approach, based on output from the Integrated Quantity and Quality
Model (IQQM) of the then Department of Water and Energy. This models water
availability and extractions that would have occurred based on the current Water Sharing
Plan rules and agricultural development.

Statistical analysis suggests that the current low extractions reflect a structural break in
patterns of water availability rather than normal climatic variability. Consequently,
historical water availability is unlikely to accurately represent future extractions. State
Water proposes that IPART adopt a rolling 15 year average based on actual extractions
as the basis for consumption forecasting in the new Determination. On average, this
results in a 19.9% reduction in expected consumption, with a corresponding increase in
usage based charges. Despite this reduction, State Water still expects high annual
volatility in the availability of water between years to continue due to normal climatic
variability.

Ongoing Financial Viability

Under the NSW Treasury Commercial Policy Framework, State Water is required to
maintain an investment grade credit rating. The under recovery of user share revenues
in the current regulatory period, plus increasing debt levels to fund the dam safety
upgrade program, means that State Water is unlikely to retain its investment grade
rating unless the revenue volatility risks are addressed in the next regulatory period.
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It is in the interests of both the Government and customers for State Water to be
financially viable, so that it can maintain service delivery and pay a return to its
Government shareholders. State Water contends that the parameters on which the
current Determination is based are not sufficient for State Water’s ongoing financial
viability.

Addressing Revenue Volatility

As outlined above, the current ratio of fixed to variable prices has contributed to a
significant deterioration in State Water's financial position. State Water’'s Operating
Licence no longer requires it to retain the 40/60 fixed to variable ratio. Increasing the
proportion of fixed charges would reduce the volatility of State Water’s revenues and
immediately improve financial viability. However, State Water is aware from extensive
consultation that customers value the usage based charge as a natural hedge during
drought, as is currently being experienced. Therefore, State Water has endeavoured to
develop a tariff design which both achieves financial viability but also retains the 60%
usage charge.

State Water proposes that IPART should compensate State Water for the risk of revenue
volatility through an increased Weighted Average Cost of Capital (WACC). State Water
contends that the 6.5% real pre-tax WACC provided in IPART’s 2006 Determination does
not adequately compensate for the underlying revenue volatility risks faced by State
Water. The current WACC was based on low business risk assumptions normally
associated with metropolitan water businesses with stable and predictable regulated cash
flows.

However as clearly evidenced over the current regulatory period, State Water’s regulated
water sales and cash flows are subject to significantly greater volatility than the
metropolitan water businesses. This volatility exists even in periods that are not drought
affected. Therefore, State Water is seeking a 1.4% increase in the WACC, based on
WACC parameters which assume a lower level of gearing than those included in the
current WACC of 6.5%. This higher WACC is required to improve State Water’s financial
viability, and consequently, enable State Water to retain its investment grade rating.

Government and User Cost Shares

In the 2006 Determination, IPART endorsed an ‘impactor pays’ approach to sharing costs
between users and government. Broadly speaking, IPART allocated 100% of regular
operations and maintenance costs to users, whilst the costs incurred to meet community
standards or regulatory standards are shared between users and Government. IPART
also applied the ‘legacy principle’, highlighting that legacy dam safety costs for standards
in place prior to the 1997 ‘line in the sand’, should be apportioned fully to government.
The current cost share are summarised in Table 1.
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Table 1: User Cost Shares

Activity Name ‘ User Share

Customer Support and Billing 100
Metering, Compliance 100
Water Delivery and Other Operations 100
Flood Operations 50
Hydrometric Monitoring 90
Public Liability Insurances 100
Corrective and Routine Maintenance 100
Asset Management Planning 100
Dam Safety Compliance — pre 1997 0

Dam Safety Compliance — post 1997 50
Environmental Compliance and Water Quality Monitoring 50
Renewal and Replacement of Assets 90
Structural and other enhancements 100

The application of the existing cost shares between Government and users will result in a
shift towards the Government share of costs, with Government shares increasing by
149% whilst user shares increase by just 22.2% over the regulatory period. State Water
requests IPART to revisit the rationale for the allocation of cost shares, taking into
account the cost recovery principles of the National Water Initiative.

Revenue Requirements from Users and Government

Given State Water’'s budgeted operating and capital expenditure outlined above, and
using a WACC of 7.9%, the allocation of State Water’s revenue requirements to users
and Government by 2013/14, the proposed final year of the determination, are
summarised in Table 2.

Table 2: Revenue Requirements 2013714
($2009/10)

$M ($2009/10)

Government

Total

Operating costs 35.8 3.6 39.3
Return of Capital (depreciation) 3.2 6.0 9.1

Return on Capital (7.9%) 20.2 38.1 58.4
Total 59.1 47.7 106.8

Note: totals may not add due to rounding.

Impact on Prices

There are broadly three types of licences for charging purposes — high security (HS),
general security (GS) and supplementary licences. Both GS and HS licence charges
comprise a fixed entittlement charge and all three licence types also include a usage
based charge. High security licences pay a premium on the entitlement charge,
reflecting the increased access to water available to this licence category. The usage
charge is the same for supplementary, general and high security licences and is payable
on actual metered extractions.
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The current conversion factors do not accurately reflect the benefit of holding a HS
licence over a GS licence. State Water proposes that the HS premium be adjusted by a
scarcity premium based on allocations over the last 15 years. The application of this
premium results in large increases in the proposed HS premium in valleys where the
security of GS licences has deteriorated relative to HS licences. As HS licence holders
generally receive near to full allocations every year, they also have a greater capacity to
meet higher water charges than GS licence holders.

The proposed prices for regulated rivers are shown in Table 3.

Table 3: Proposed Prices for Regulated Rivers

($2009/10)

2009710

2010711

High Security Entitlement Charge $/ML

2011712

2012713

2013714

Border 4.37 10.57 10.44 10.84 10.36
Gwydir 6.08 11.54 11.70 12.17 13.16
Namoi 9.31 12.37 13.53 14.01 14.68
Peel 11.50 23.72 24.22 24.34 23.37
Lachlan 7.02 17.64 17.97 19.35 19.59
Macquarie 5.78 14.62 15.12 15.67 16.50
Murray Lower Darling 2.75 4.17 4.66 4.91 4.63

Murrumbidgee 2.46 3.36 3.48 3.57 3.49

North Coast 5.60 75.10 75.89 77.70 75.51
Hunter 20.22 26.55 26.56 27.16 26.50
South Coast 10.61 46.70 46.57 47.47 46.28
General Security Entitlement Charge $/ML

Border 3.41 3.22 3.18 3.30 3.16

Gwydir 3.37 3.52 3.57 3.71 4.01

Namoi 7.44 7.41 8.10 8.39 8.79

Peel 1.71 2.03 2.08 2.09 2.00

Lachlan 2.86 3.08 3.14 3.38 3.42

Macquarie 3.07 2.83 2.93 3.04 3.20

Murray 2.20 1.67 1.87 1.97 1.86

Murrumbidgee 1.51 1.12 1.16 1.19 1.16

North Coast 4.48 48.77 49.28 50.46 49.03
Hunter 6.74 8.25 8.25 8.43 8.23

South Coast 6.24 18.46 18.41 18.76 18.29
Usage charges $/ML

Border 6.54 8.88 8.77 9.10 8.69

Gwydir 8.96 11.11 11.27 11.71 12.67
Namoi 12.56 17.62 19.29 19.96 20.92
Peel 25.72 62.36 63.68 64.02 61.47
Lachlan 10.83 20.01 20.38 21.94 22.22
Macquarie 8.47 13.41 13.87 14.37 15.13
Murray 4.00 4.90 5.48 5.78 5.45

Murrumbidgee 3.54 3.46 3.58 3.67 3.59

North Coast 27.84 373.67 377.45 386.16 375.62
Hunter 12.28 15.52 15.53 15.88 15.49
South Coast 24.96 79.14 78.94 80.45 78.47
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Based on full cost recovery, there would be large price increases for the Peel, North
Coast and South Coast Valleys for both entitlement and usage charges. Prices in these
valleys are currently well below full cost recovery. Prices in the Hunter Valley are also
currently less than full cost recovery, although to a lesser extent than the Peel, North
Coast and South Coast Valleys. In the remaining valleys, HS entitlement charges are
expected to increase by between 32.8% (Namoi) and 153.1% (Macquarie) driven partly
by the increases in revenue requirements, but more significantly by the proposed new HS
conversion factors.

The proposed increase in the HS premium has resulted in lesser increases in GS
entitlement charges, while in several valleys these charges have actually reduced. In all
but the Peel, North Coast and South Coast Valleys, GS entitlement charges are expected
to increase between 4.5% (Gwydir) and 22.4% (Hunter). Valleys which would enjoy
reductions in the GS entitlement charge are the Border (-5.5%), Namoi (-0.5%),
Macquarie (-7.7%), Murray (-23.9%) and Murrumbidgee (-26.1%).

Of those valleys already at cost recovery, usage charges have increased by up to 84.7%
except the Murrumbidgee (2.5% decrease), driven mainly by the revised consumption
forecasts. Customers have a greater ability to pay usage charges than entitlement
charges as usage charges are only incurred when water has been made available.

The proposed charges for the Fish River Water Supply Scheme are shown in Table 4.

Table 4: Proposed Prices Fish River Water Supply Scheme ($2009/10)

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

BULK RAW WATER
Minimum Annual Quantity (MAQ) ($/kL)

- Delta Electricity 0.24 0.32 0.34 0.36 0.36
- Sydney Catchment Authority 0.24 0.32 0.34 0.36 0.36
- Oberon Council 0.24 0.32 0.34 0.36 0.36
- Individual Minor Customers 0.30 0.40 0.43 0.45 0.44
Usage up to MAQ ($/kD
- Delta Electricity 0.27 0.36 0.39 0.40 0.40
- Sydney Catchment Authority 0.27 0.36 0.39 0.40 0.40
- Oberon Council 0.27 0.36 0.39 0.40 0.40
- Individual Minor Customers 0.54 0.71 0.77 0.81 0.80
Usage in excess of MAQ ($/kL)
- Delta Electricity 0.51 0.68 0.73 0.76 0.75
- Sydney Catchment Authority 0.51 0.68 0.73 0.76 0.75
- Oberon Council 0.51 0.68 0.73 0.76 0.75
- Individual Minor Customers 0.84 1.11 1.20 1.26 1.24

BULK FILTERED WATER
Minimum Annual Quantity (MAQ) ($/kL)

- Lithgow Council 0.36 0.48 0.52 0.54 0.53

- Individual Minor Customers 0.42 0.56 0.60 0.63 0.62
Usage up to MAQ ($/kD

- Lithgow Council 0.39 0.52 0.56 0.58 0.58

- Individual Minor Customers 0.66 0.87 0.95 0.99 0.98
Usage in excess of MAQ ($/kL)

- Lithgow Council 0.75 0.99 1.07 1.12 1.11

- Individual Minor Customers 1.08 1.43 1.55 1.62 1.60
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Customer Ability to Pay Higher Water Charges

State Water is aware that higher water charges will impact on customers, particularly for
those customers in the irrigation industry. With the exception of the South Coast, North
Coast and Peel Valleys, where prices are not currently at full cost recovery, State Water’s
analysis of customers’ ability to pay higher water charges indicates that the proposed
price increases will have a relatively small impact on customer income and profitability.

Metering Service Charge

The NSW Metering Scheme is one of the NSW Government’s priority projects for the
Australian Government’s Water for the Future Program. The Australian Government has
agreed in principle to fund the NSW Metering Scheme to the amount of $221 million,
including $90 million for meters on regulated rivers. The project will provide for
State Water and Government owned meters on customer works in the Murray Darling
Basin and will result in a new regulatory regime for irrigators in NSW. The project
involves moving from entitlement holder owned meters to State Water and Government
owned meters.

State Water proposes that the on-going operating, maintenance and replacement cost be
recovered from Works Approvals holders through an IPART-determined Metering Service
Charge (MSC). During the new regulatory period customers will be required to fund
planned maintenance, unplanned maintenance (not covered by meter warranty), remote
meter reading and data information processing. These costs are independent of meter
size as there are no capital replacement costs and will only apply once a meter has been
installed and ownership transferred from the contractor to State Water.

During the next regulatory period meter reading costs will be rolled into the meter
service change along with capital costs for meter replacement. The meter reading costs
to be incorporated into the meter service charge will be net of the actual dollar savings
resulting from reduced field meter reading costs.

Structure of the Submission

This submission is structured in three parts. Part A comprises Chapters 1 to 7 and
establishes State Water’s revenue requirements. It includes an overview of State Water,
outcomes of the current Determination, past and future operating and capital
expenditure, revenue required for capital expenditure, cost shares and resultant building
block requirements for Government and customers.

Part B comprises Chapters 8 to 12 which detail customer pricing outcomes including
consumption forecasts, the structure of prices, proposed prices and expected outcomes
of pricing decisions.

Part C comprises the appendices to the submission, covering a map of State Water’s area

of operations, cost drivers, valley based operating and capital expenditure and
consumption forecasting.
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1. BACKGROUND AND CONTEXT
1.1 Overview of State Water Corporation

State Water Corporation (State Water) is New South Wales’ rural bulk water delivery
business. State Water owns, maintains, manages and operates major infrastructure
assets that enable delivery of bulk water to approximately 6,300 licensed bulk water
users on the state’s regulated rivers along with associated environmental flows.
Historically, this has involved delivery of an average of 5,500 GL per annum, but in the
current extreme drought conditions, diversions have fallen to as low as 1,110 GL. State
Water also owns, maintains and operates the assets of Fish River Water Supply (FRWS)
as a water supply authority to deliver bulk water through a system of pipelines to
four major consumers and 230 minor consumers.

The competing demands for water between irrigation (extractive use), town water supply
and the environment are governed by a series of the statutory Water Sharing Plans
(WSPs) relevant to each water source.

River operations, headwork storage operation and delivery of water are underpinned by
asset and commercial management practices which support State Water's bulk water
delivery business. State Water owns, maintains, manages and operates a diverse
portfolio of assets worth $3.6 billion (Modern Engineering Equivalent Replacement Asset
value of the assets, dated 1 July 2008).

State Water operates 20 major dams, 280 weirs and regulators and associated assets to
provide water to customers, who include irrigators, town water supply, power stations
and stock and domestic users. State Water’s head office is located in Dubbo. There are
also major regional offices located in Sydney, Leeton, Tamworth and Albury, as well as
smaller offices at other locations around the state.

State Water was established as a State Owned Corporation on 1 July 2004, under the
State Water Corporation Act 2004 (SWCA 2004). In accordance with the SWCA 2004,
the principal objectives of State Water are to capture, store and release water in an
efficient, effective, safe and financially responsible manner.

The other objectives of State Water are:

e to be a successful business and, to that end:
= to operate at least as efficiently as any comparable business, and
= to maximise the net worth of the state’s investment in the corporation;

e to exhibit a sense of social responsibility by having regard to the interests of the
community in which it operates;

e where its activities affect the environment, to conduct its operations in compliance
with the principles of ecologically sustainable development contained in section 6 (2)
of the Protection of the Environment Administration Act 1991; and

¢ to exhibit a sense of responsibility towards regional development and decentralisation
in the way in which it operates.

State Water’s area of operations is defined in the SWCA 2004 as the whole of the state,
(including the Fish River Water Supply) other than the area of operations of Sydney
Water Corporation, Sydney Catchment Authority, Hunter Water Corporation and the
areas of operation of any water supply authorities. State Water’'s area of operations is
detailed in the map attached at appendix 1.
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1.2 Regulatory Environment
1.2.1 NSW Regulatory Framework

State Water operates in a highly regulated environment. The main statutory and
regulatory instruments are:

e State Water Corporation Act 2004

e State Owned Corporation Act 1989

e Dams Safety Act 1978

e Water Act 2007 (Commonwealth)

¢ Water Management Act 2000

e Works Approvals (under development by Office of Water)

State Water’'s corporate governance arrangements, main regulators and regulatory
instruments are shown in Figure 1 below.

Figure 1.1: State Water’s Regulatory Framework
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New Operating Licence
State Water has an Operating Licence, granted under the SWCA 2004. Clause 1.1 of the
Licence states:

The purpose of the licence is to set out the terms and conditions under which State
Water is to:

(a) meet the objectives and other requirements imposed on it in the Act;
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(b) provide, construct, operate, manage and maintain efficient, co-ordinated and
commercially viable systems and services for capturing, storing and releasing
water;

(c) recognise the rights given to customers and the community by the licence;
(d) be subject to audits of compliance with the licence;

(e) undertake the functions of the Minister administering the Water Management Act
2000 under that Act or the Water Act 1912 or the Ministerial Corporation under
any Act or law conferred on State Water by the licence; and

(f) comply with the quality and performance standards in the licence.

The Operating Licence does this by:

e stipulating the terms and conditions of operation;

e establishing performance standards, and

e ensuring compliance with Operating Licence obligations, through an audit program.

IPART recently renewed State Water's Operating Licence. The new licence is largely
based on State Water’s previous licence, updated to reflect changes on the regulatory
framework, such as the Works Approvals and the Water Act 2007 (Cwth), and other
issues raised by State Water and/or stakeholders. In addition, the new licence more
clearly articulates State Water’'s responsibilities with respect to metering and the
management of allocated water.

In developing the new Operating Licence, IPART considered the allocation of functions
between State Water and the then Department of Water and Energy (DWE). The
allocation of those responsibilities has been articulated in the recently signed
Memorandum of Understanding between State Water and DWE. The water resource
management functions of DWE are now undertaken by the Office of Water within the
Department of Environment, Climate Change and Water (DECCW).

Works Approvals

Since the legal vesting of State Water's assets, State Water has been assisting the then
DWE in developing the Works Approvals under the Water Management Act 2000. The
Works Approvals authorise State Water to construct and use specified water supply
works to capture, store and release water for regulated water releases. Works Approvals
are binding and have their own compliance regime.

A range of issues are covered by the Works Approvals including environmental water,
bulk water transfer, water delivery, floods, cold water pollution and monitoring. They
also outline the necessary procedures for record keeping, incident reporting and
compliance anomalies. The Works Approvals clarify the associated roles of the Office of
Water and State Water, and also streamline reporting procedures.

The Office of Water has completed Works Approvals for the Namoi, Gwydir, Hunter,
Paterson and Lachlan Valleys, with the rest to be completed by the end of 2009/10.

1.2.2 Federal Regulatory Framework
Water Act 2007
The Commonwealth Water Act 2007, and subsequent amendments, enacts the transfer

of powers in respect of water management in the Murray Darling Basin (MDB) from the
Basin States. The Water Act:
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e establishes the Murray Darling Basin Authority and a Basin Community Committee;

e provides for the development of a Basin-wide plan and implementation of a new,
enforceable, sustainable and integrated cap on surface water and groundwater
diversions;

e preserves state water plans for the life of those plans;

e establishes a role for the Australian Competition and Consumer Commission to
monitor and enforce water charge and market rules in the Basin; and

¢ enhances the role of the Bureau of Meteorology in measuring and monitoring water
resources.

Basin Plan

The Basin Plan will be put into operation via water resource plans implemented by the
states. The water resource plans will replace the existing WSPs as they expire. As the
existing WSPs do not expire until 2014, State Water does not expect the Basin Plan to
affect its service delivery until the next regulatory period.

ACCC

The ACCC is currently finalising its advice to the Commonwealth Minister for Water on
water charge rules. Under the draft rules, the ACCC will commence regulating State
Water’s charges in the Basin after the end of the new determination. The Water Act
includes an opt in provision which would allow the ACCC'’s jurisdiction to extend to valleys
outside the Basin.

Water for the Future

As part of the states’ agreement to the referral of powers, the Commonwealth agreed in
principle to provide $3.7 billion to Basin states’ for priority projects, including
$1.358 billion for NSW subject to due diligence. This includes $90 million for
State Water’s regulated river metering project and $130 million for unregulated and
groundwater metering projects of the Office of Water. More details on the regulated
metering project are provided in Chapter 10.

1.3 Monopoly Activities

State Water’s monopoly activities are the capture, storage and release of water in rural
NSW, as per the SWCA 2004. To provide these functions, State Water undertakes a
range of supporting tasks, which are captured in the activities listed below. These
activities also form the basis of State Water’s financial reporting.

Table 1.1: State Water Activities

ACTIVITY DESCRIPTION

Customer Support | e Customer Service Committees’ management and meetings.

. Related organisations and interested party liaison and
meetings.

. Customer and organisational information services and
support.

. Customer complaint, government issues and other related
internal and external concerns handling, meetings and
responses.

Customer Billing o Billing, receipts, debtors ledger and associated
communication/consultation.
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ACTIVITY DESCRIPTION
Metering and All activities associated with customer water account
Compliance management:

e Meter reading, fault recording and reporting.

o Data transfer to water accounting system.

e Regulatory compliance reviews and audits including meter
compliance.

e Non-compliance incident, penalty and prosecution handling
and liaison with associated authorities/agencies.

Water Delivery e Routine operations of river system/structures and
and Other piped/pumped and treatment systems operations (including
Operations power & chemicals).

e Normal environment and system flows (includes
supplementary/uncontrolled flow management).

e Navigation through locks including system and delivery
planning.

e Use of SCADA/telemetry, all data and associated quality
control management, OH&S requirements, training and
meetings.

e Water ordering receipt and data transfer for system
operations planning.

e Major water transfers between major dams, specific
environmental releases or system transfers requiring special
planning, risk and environmental assessment.

e Regional, customer and river frontage landowners’
consultation and post evaluation.

e Operations planning, including resource assessment
calculations, drought contingency planning, allocation
forecasting and all communications.

e Water delivery compliance reporting for Water Sharing Plans,
Water Supply Works Approvals, Operating Licence and annual
reporting.

Flood Operations e River/systems/structures flood operations (including all
planning, OH&S requirements, training, meetings, risk
assessment, monitoring, routing and incident management.

e Liaison with emergency services and media.

e Use of SCADA/telemetry, all data and associated quality
control management.

Hydrometric Hydrographic station measurement (flow/quantity), recording,

Monitoring data quality control, assessing and transfer of data into useable
form.

Water Quality e Monitoring of all types/parameters and at all locations.

Monitoring Covers planning, sampling, data entry and transfer,

analysis/verification and reporting.
¢ Review and audit of planning, results and action outcomes.

Corrective . Breakdown maintenance or failure repair resulting in an
Maintenance interruption to service levels, reduction in safety standards
which increases the environmental impact or potential impact
or risk to the asset’s function.
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ACTIVITY DESCRIPTION
Routine o Normal/preventative maintenance activities repeated at least
Maintenance annually or more frequently to maintain the asset so as to

achieve the most economic whole of life outcome.

Asset Management | Asset/river/system management and planning including the

Planning and following:

Replacement e Plans and information systems development and
implementation.

e Whole of life assessments including maintenance
management regime and replacement analysis.

e Business risk assessment including portfolio and critical
infrastructure security and associated emergency
management planning. Investigations, contract management,
surveys and drafting.

Assessments of levels of service, business efficiency and

opportunity. OH&S management. Training, meetings. Review and

audit. Valuations/costing/budgeting.

Dam Safety e Dam and weir safety surveillance, inspections, surveys,

Compliance reviews and audits, analysis and associated risk assessment.

e Dam and weir safety emergency plan
maintenance/testing/review, early warning systems testing &
maintenance.

¢ Incident management, post evaluation and resulting
communication with regulator, emergency services,
community, media/ government and associated training and

meetings.
Environmental e Environmental strategic and specific planning and assessment
Planning and including development of plans and targets, associated
Protection training and meetings, reviews (eg heritage), monitoring,

audit of compliance.

¢ Environmental protection/improvement activities on assets
not specifically identified as having an environmental
function.

¢ Related liaison with associated agencies/local government.

Structural and . Discretionary expenditure endorsed by customers.
other

enhancements

Water Transfers . Receipt, processing and approval or rejection of water

allocation assignments and temporary and permanent
entitlement transfers.
Corporate Systems | e Corporate-wide systems that are not directly related to

service delivery but are required to support service delivery.
Examples include payroll and financial systems.

1.4 Assessment of performance since the 2006 Determination

1.4.1 Service Delivery

State Water’s service standards are codified within the Operating Licence. Audits of
State Water’s compliance with the requirements of the Operating Licence during 2006/07

and 2007/08, found that overall, State Water achieved a high level of compliance. The
audit indicated a notable improvement in performance compared to the 2005/06 audit.
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The percentage of requirements assessed as full compliance increased from 76% in
2005/06 to 83% in 2007/08. The percentage of requirements assessed as full or high
compliance was 88% in the 2005/06 audit compared to 94% for 2006/07 and 2007/08
audit.

Figure 1.2 below summarises State Water's improvement in each of the auditable
sections of the Operating Licence.

Figure 1.2: Compliance with the Operating Licence
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1.4.2 Improved Corporate Systems

In late 2006, State Water commenced the Corporate Management Information Systems
Project. The purpose of the project was to ensure that accurate and reliable financial
reporting within the business to enable better decision making, including the
identification of efficiencies, and also reporting for external stakeholders. The project
comprises three components:

e Integrated Financial Management System (IFMS) Review. This project involved
streamlining State Water’'s chart of accounts, addressing system deficiencies to
improve the financial system; and upgrading the finance software. This project was
completed in March 2008.

e State Water IT Systems and Infrastructure Project. This project entailed providing
State Water with a stand-alone IT platform separate to that of the then DWE and
ensuring all State Water’s sites, including remote locations, have appropriate access
to IT systems. This project was completed in June 2008.

e Asset Management Review. The aim of this project was to determine industry best
practice standards and investigate areas for efficiency improvements. This project
became the basis for State Water’'s new organisational arrangements, which are
detailed in section 1.4.4 below.

The IFMS Review has resulted in significant improvements in the quality and timeliness of
financial reporting. As part of the project, State Water's chart of accounts was
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reconfigured to simplify the complex structure previously established, improve the quality
of financial reporting and ensure that reporting deadlines to stakeholders are met. The
project included changing the classification of expenditure from the product codes used in
the 2006 Determination to new activities which more accurately describe State Water’s
functions. Details of the new activities are provided in section 1.3 above, whilst a
reconciliation of the old and new activities, including cost shares is contained in
Chapter 6.

The IFMS is structured to capture costs at a project or asset/activity level designated as
either IPART or Non-IPART. This determination is made by the project manager, in
consultation with finance and ensures that Non-IPART costs are isolated from the
regulatory costs of the business.

1.4.3 Reporting Obligations

State Water demonstrated a significant improvement in meeting reporting obligations of
IPART and customers during the regulatory period. This improvement was facilitated by
the IFMS Review outlined above. State Water provided IPART and the valley-based CSCs
full year reports for 2006/07 and 2007/08, including financial statements.

The CSCs now receive year-to-date financial reports prior to every meeting.
Furthermore, State Water also reports to CSCs against the water delivery performance
indicators in the Operating Licence.

1.4.4 Organisational Achievements

In its 2006 Determination, IPART assessed that State Water’s operating expenditure was
not to a level considered efficient and prudent. IPART therefore imposed a reduction of
18.1% to State Water’'s operating expenditure over the following four year regulatory
period. State Water agreed with the shareholders through its annual Statements of
Corporate Intent (SCI) that this target would be achieved progressively over the
regulatory period. This enabled State Water to maintain service delivery whilst it
transitioned to a more efficient level of expenditure.

To meet the 2007/08 SCI operating expenditure target, State Water took the following
actions:

e Limiting any new activities to critical essentials and high priority corporate initiatives.
e Increasing cost recovery from non-regulated (non-1PART) programs.

e Reducing operating expenses through tools such as the increased use of
teleconferencing and introduction of videoconferencing.

¢ Implementing a targeted reduction in the cost of the hydrometric service level
agreement by 10%.

e Clustering of dam maintenance and other minor restructuring.
¢ Deferring maintenance on a risk assessment basis.
e Implementing a targeted reduction on leave liability.

e Not filling/budgeting for staff vacancies or positions made vacant by acting
arrangements.

e Reducing contract staff working on regulated operating expenditure to a bare
minimum.

e Having 8% vacancies at any one time.
Although the above measures resulted in cost savings of $2.2 million ($2009/10), they

did not involve any fundamental change to the business. The business continued
undertaking the same activities within the same structure. It soon became apparent,
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however, that to achieve the additional required annual savings of $7.1 million, a
fundamental change to the structure of the business was required.

State Water therefore embarked on a major organisational restructure. The restructure
had three key drivers:

e To satisfy IPART’s regulated operating expenditure efficiency targets;
e To enable State Water to be an efficient and effective business; and
e To provide a strong platform for the future growth of the business.

State Water considered a range of options, including the outsourcing of non-core
business functions, before determining the final organisational structure. All options
were judged on whether they met the three key drivers and their effect on customer
service levels.

The final option involved reorganising State Water along functional lines, rather than
geographical lines. This option provided greater management flexibility and efficiency
opportunities and had the greatest potential to achieve further overall operational
savings in the future.

The previous State Water structure was based on the regional structure in place when

State Water was a business unit within the Department of Land and Water Conservation.

The structure had six separate and self contained business units, all with their own

tailored procedures and processes. For a small organisation there were significant

disadvantages, including:

e No benefits of scale. Although State Water has river operators located across the
state, an operator could only complete tasks within a single business unit because
there was no standardisation.

e Duplication of basic tasks between each business unit.

e Each business unit used different versions of software and systems, increasing
procurement and service costs.

¢ Limited information sharing between business units.

e Different procedures for operations and reporting made data collection/analysis
difficult and inconsistent.

A move from a geographically based organisation to a functional based one is a major
change for State Water with substantial benefits, including:

e Separation of asset planning, maintenance and major project functions to improve
accountabilities. Under the old structure, these functions were undertaken in the
same business unit and often by the same individuals. In the new structure, Asset
plans are prepared by the asset owner with execution of these plans undertaken by
the Maintenance and Services and Major Project functional areas.

e Common systems, operations and procedures across the whole business. Some
benefits of standardisation include:

— River operators can manage the same task in multiple valleys. This has allowed
river operator numbers to be reduced.

— Information can be shared across the organisation reducing the dependence on
individuals. Water trading is now handled by dedicated staff in one location rather
than in by staff in each valley.

— Centralised data collection has enabled the establishment of a call centre to
improve service quality to our customers, whilst reducing the number of Customer
Service Officers in the field.

— Improved quality of data available for management reporting and decision
making.
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The restructure also involved a corporate restructure that changed the way corporate
services are supplied across the business. The restructure of the corporate area resulted
in a reallocation of corporate functions to other business units, a removal of the position
of Corporate Services Manager and rationalisation of the number of employees to achieve
cost reductions proportionate to those achieved on the operations side of the business.

Implementation of the new organisational structure was largely completed in the first
quarter of 2009. In total, it resulted in a one off cost of $9 million, mostly for
redundancy and relocation costs. State Water reduced the number of full time equivalent
staff across the whole organisation by 17%, or 58 people. Overall, by 2009/10 State
Water achieved ongoing savings of $9.3 million per year, relative to operating
expenditure levels at the start of the regulatory period.

State Water is now implementing the remaining systems required to support the new
organisational arrangements. More details on this are provided in Chapter 3.

1.4.5 Asset Management

As well as the centralisation of asset management functions outlined above, State Water
has made substantial progress on implementing centralised asset management
processes. A new water infrastructure asset register has been compiled and a
verification audit completed. In addition, criticality, condition, risk and service potential
assessments have been undertaken on all asset components on the new register. The
water infrastructure asset class have also been revalued in accordance with Treasury
policies using a Modern Engineering Equivalent Replacement Asset approach. This new
asset information has been up loaded into State Water's Facilities Maintenance
Management System (FMMS). Substantial progress has been made on engaging field
staff in the use of FMMS with resulting improvements in the quality and completeness of
data collected.

1.4.6 Performance Indicators

In the 2006 Determination, IPART advised that State Water should develop and publish
some performance indicators which could be used by stakeholders to monitor delivery
against forecast outputs and outcomes. State Water notes that the 2008-2013 Operating
Licence includes several water delivery and compliance performance indicators, against
which State Water reports annually to IPART and quarterly to CSCs.

Water Delivery indicators:

e percentage of customers contacted within one working day of a non-complying water
order being placed.

e percentage of complying orders identified as being delivered outside of +1 day of the
scheduled day of delivery, measured by customer complaints.

e percentage of water orders rescheduled in consultation with customers within one
working day of a known shortage or delivery delay.

e percentage of time that daily minimum flow targets are met.

e percentage of complying intra-valley transfers processed within four working days of
State Water’s receipt of correctly completed application form and fee.

Compliance indicators:

¢ volume of water taken in excess of access licence conditions under the Water
Management Act 2000 and number of licences and licence breaches involved.
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e value of penalties imposed by State Water for taking of water in excess of licence
conditions under the Water Management Act 2000 or the Water Act 1912.

¢ volume of penalties imposed by State Water for taking water in excess of access
licence conditions under the Water Management Act 2000 (ML)

e number of licences and entitlements suspended under the Water Management Act
2000 or the Water Act 1912

e number of approvals suspended under the Water Management Act 2000.

e number of water supply works audited for compliance with metering conditions and
the proportion of those works that comply with metering conditions; and

e number of “alleged breach reports” forwarded to the Department of Water and
Energy.

Fish River Water Supply indicators:

¢ the average response time for unplanned supply interruptions

e number of planned water supply interruptions

¢ number of unplanned water supply interruptions

e average duration of planned water supply interruptions

e average duration of unplanned water supply interruptions.

e percentage compliance with Australian Drinking Water Guidelines

In addition, State Water has developed corporate-wide indicators which will be used to

monitor performance during the 2010 Determination regulatory period. These indicators
are outlined in the Table 1.2.
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Table 1.2: Performance Indicators

Performance Indicators Unit of Measurement

2010/11 2011/12 2012713 2013/14
Regulated Business Performance

Compliance with the % Full compliance 100% 100% 100% 100%
Operating Licence

Compliance with Works % Full compliance 85% 90% 95% 100%
Approvals

Efficient opex IPART target 100% 100% 100% 100%
Efficient capex IPART target 100% 100% 100% 100%
Commercial Business Performance

Maintain an investment grade | Credit Rating BBB BBB BBB BBB
rating

Generate a commercial rate of | Return on assets 8.5% (reg) 20% (unreg)

return

Asset Management

Asset Management Plans to 100% structures have a | 100% physical assets by 2012, 100%
guide prudent and efficient plan in place by 2014 intangible assets by 2014.

expenditure (opex and capex)

on assets

Implement asset % of completed projects 90% 90% 90% 90%
management projects over $100K that meet

(operational and capital) that design objectives,
achieves time cost and quality | timeframes and budget
objectives

Water Delivery

Maximise sales to release sales to release ratio wet, dry and normal targets tba
ratio
Call centre take-up % of customer calls 50% 60% 70% 80%

through call centre

Metering and Compliance

Taking action against % of instances of over 100% 100% 100% 100%
extraction in excess of licence | extraction where action
conditions is taken as per Overuse
Policy
Increase water ordering % customers using iIWAS 20% 30% 40% 50%

to place orders

In addition to corporate-wide performance indicators, State Water has also been working
with the valley based CSCs to develop water delivery performance indicators tailored to
each system’s specific characteristics. These performance indicators are reported
regularly to the CSCs and are used to improve State Water’'s performance, and manage
customer expectations.

1.5 Murray Darling Basin Authority and Border Rivers Commission Costs

State Water is not proposing any variation to the way in which Murray Darling Basin
Authority (MDBA) and Border Rivers Commission (BRC) costs were treated in the 2006
Determination. This approach involves adding NSW Government contributions to the
MDBA and BRC to State Water’s revenue requirements, and using information obtained
from the MDBA and BRC to allocate the costs to activities and valleys.
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State Water wishes to highlight that it has included these costs simply to assist the NSW
Government in establishing a mechanism for cost recovery of MDBA and BRC costs
attributable to users, as required by the National Water Initiative. State Water passes
through to the NSW Government the revenue collected from users for the MDBA and BRC
costs. Consequently, there is no net revenue to State Water from including these costs
in the proposed prices. State Water does not have the authority to review the efficiency
of these costs, nor the levels of service provided by these organisations.

In preparing its submission, State Water obtained information from New South Wales
Treasury on the level of expected NSW Government contributions to the MDBA and the
BRC and information from the Office of Water regarding the allocation of this contribution
to bulk water and resource management activities.

It should be noted that the NSW Government has not yet committed to funding MDBA
activities past 2010/11. Future MDBA activities and ongoing contributions are due to be
considered by the Murray Darling Basin Ministerial Council in November 2009. Pending
this consideration, State Water has assumed that the 2010/11 level of contributions is
maintained for the rest of the regulatory period.

In order to allocate Government contributions to State Water activities and user cost
share, State Water sought information from the MDBA and BRC on projected costs over
the new regulatory period and, in the case of the MDBA, the appropriate allocation of
costs to MDB valleys. The BRC provided the information as requested, but the MDBA was
unable to provide the information within the timeframe required for incorporation in State
Water’s price modelling. Consequently, for the purposes of calculating user shares, State
Water has applied a pro-rata split to Government contributions based on total State
Water expenditure in each activity. State Water has requested MDBA provide financial
forecasts directly to IPART.

The MDBA and BRC costs included in proposed prices are attached at Appendix 4 for the
information of IPART and stakeholders. However, these costs are excluded from State
Water’s revenue requirements and accordingly, are not included in the analysis in this
submission.

1.6 Length of Regulatory Period
State Water proposes a regulatory period of four years, the same length as the 2006
Determination. As outlined above, State Water anticipates that the next Determination

will be undertaken by the ACCC. A four year Determination period will align with the
timeframes anticipated by the ACCC for its first Determination of State Water.

Page 1-13

water



2010 Determination N\ \

water

2 STATE WATER’S FINANCIAL POSITION

2.1 Current Period Regulatory Outcomes

The long-term financial sustainability of State Water is a key regulatory outcome for all
stakeholders, including shareholders and customers. It is important that State Water has
the financial capacity to invest in required bulk water infrastructure and undertake
appropriate operating and maintenance expenditure. It is also important that State Water
has the capacity to meet its debt obligations and provide a commercial return to equity
holders, otherwise incentives for new investment are weakened.

In undertaking pricing determinations, IPART is required under section 15 of the IPART
Act, to have regard to matters including:

e the cost of providing the services concerned

e the appropriate rate of return on public sector assets
Regulatory outcomes over the current determination period have contributed to a

significant deterioration in State Water’s financial position. State Water has not recovered
the cost of providing services nor achieved an appropriate return on assets.

Financial performance has been particularly affected by the drought. Table 2.1 shows the
significant shortfalls in water sales relative to the forecast adopted in IPART’'s 2006
determination:

Table 2.1: Forecast versus Actual Consumption (GL)

06707

07/08

08709

09710

(forecast)

Regulatory Forecast 5,450 5,450 5,450 5,450
Actual / Forecast 2,188 1,111 1,448 1,500
Variance (3,262) (4,339) (4,002) (3,950)
Percentage Variance (60%) (80%) (73%) (72%)

Financial impacts associated with lower than forecast consumption volumes have been
exacerbated by:

e A transitional price path that significantly under recovers notional revenue
requirements;

e Current pricing structures that incorporate a 60% variable charge to end users,
resulting in significant revenue volatility;

e High operating leverage — operating costs are predominantly fixed, meaning that
reductions in sales revenue flow directly through to earnings; and

e Low regulated rate of return — a 6.5 per cent real pre-tax WACC does not reflect the
underlying business risk of State Water.

Table 2.2 shows the substantial deviation between the user share notional revenue
requirements and actual / forecast customer revenue over the current regulatory period.
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Table 2.2: Notional User Share Revenue
($09/10 million)*
06707 07/08 08709 \ 09/10 Total
(fcst)

Notional Revenue 50.4 48.5 48.4 48.5 195.8
Actual Revenue 28.2 26.9 28.5 29.0 112.6
Variance to (22.2) (21.6) (19.9) (19.5) (83.2)
Notional

* Excludes MDBC / DBBRC pass through revenue

State Water expects to under-recover notional user share revenue requirements by
approximately $83 million ($09/10) over the current regulatory period. This represents a
42.5 per cent shortfall relative to the underlying operating cost, depreciation and return
on asset building blocks used to derive notional revenue requirements. Approximately
$56 million of the shortfall relates to lower than forecast consumption, with the
remaining $27 million shortfall resulting from the transitional price path adopted by
IPART.

Table 2.3 shows the impacts of revenue shortfalls on regulated EBIT, assuming operating
cost, depreciation and RAB allowances from IPART’s 2006 determination. Return on
assets averages less that 1.0 per cent over the regulatory period, compared to the

regulatory allowance of 6.5 per cent.

Table 2.3: Regulated EBIT
($09/10 million)*

06/07 07/08 08709 09/10
(fcst)
Revenue from Customers 28.2 26.9 28.5 29.0
Revenue from Government 16.3 16.3 16.9 18.9
Total Revenue 44.6 43.2 45.4 47.9
Allowed Operating Costs (41.3) (38.6) (37.4) (36.3)
Allowed Depreciation (2.7) (3.0) (3.3) (3.8)
Regulated EBIT 0.5 1.6 4.7 7.7
Allowed RAB 372.9 393.7 442 .4 510.1
Return on Assets 0.1% 0.4% 1.1% 1.5%

*Excludes MDBC / DBBRC pass through revenue

Table 2.4 shows

determination.

impacts on pre-tax profit,

assuming 60 percent debt gearing
assumptions, consistent with the efficient gearing benchmark adopted in IPART’s 2006

Table 2.4: Regulated Pre-tax Profit
($09/10 million)

06707 07/08 08709 09710

(fcst)

Debt (60% gearing) 223.7 236.2 265.4 306.0
Regulated EBIT 0.5 1.6 4.7 7.7

Interest Expense * (15.7) (16.5) (18.6) (21.4)

Pre-tax Profit (Loss) (15.1) (14.9) (13.9 (13.7)

*Assuming 60 per cent gearing and 7 per cent cost of debt adopted in IPART's 2006

determination.
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The above analysis highlights the significant regulatory risks faced by State Water,
especially given the extreme variability in water availability and resultant uncertainty
surrounding consumption forecasts. The extended drought has also impacted on other
NSW water businesses, but not to the same extent as for State Water.

However, operating subsidies from Government will cease at the end of the current
regulatory period. Further, substantial capital expenditure requirements over the next
regulatory period are expected to significantly increase gearing levels, placing strong
downward pressure on State Water’s debt servicing ratios and credit rating outcomes.
Significant improvement in financial position is required for State Water to retain an
investment grade rating and remain financially sustainable over the medium to long
term. In terms of regulatory outcomes, this requires:

Volume forecasts that reflect recent structural changes in climatic conditions.

Full cost recovery of notional ‘building block’ revenue requirements over the
regulatory period.

Lower financial leverage assumptions reflecting State Water’s revenue volatility, high
operating leverage and resultant moderate debt servicing capacity.

An increased regulated return on assets to reflect State Water’s higher business and
regulatory risks.

2.2 Business Risk

Business risk is a key determinant of regulated revenue requirements. Business risk
impacts on factors including credit rating, capacity for financial leverage and the asset
beta used to determine the regulated return on assets.

As natural monopolies, regulated water utilities typically have low business risk, largely
predicated on the supportiveness of the regulatory framework (i.e. stability and
predictability of regulated cash flows) and the size and diversity of the customer base.
To reflect the low business risk characteristics of water utilities, regulators generally
adopt an asset beta that is well below the market average (i.e 0.4 versus 0.7) and a
financial leverage benchmark (i.e. debt gearing) that is well above the market average
(i.e. 60 per cent versus 30 per cent). Below average business risk and above average
financial risk have cancelling effects on equity risk, meaning that regulators generally
adopt an equity beta that is close to the market average of 1.0. *

The regulatory environment is a key determinant of business risk for water utilities.
Stable and predictable regulatory outcomes translate to lower business risk, enabling
most water utilities to adopt relatively aggressive financial profiles. However regulatory
risk can vary between water utilities, depending largely on volumetric risks associated
with water availability and demand, and the supportiveness of the regulatory framework.

1 IPART has previously adopted an equity beta range of 0.8 to 1.0.
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Revenue risk is a function of both volumetric risk and the form of regulation (i.e. price
versus revenue cap) and earnings risk is a function of revenue risk and operating
leverage (i.e. extent to which operating costs are fixed).

State Water is exposed to significantly higher wvolumetric risks relative to NSW
metropolitan water businesses:

e On the supply side, water availability is largely dependent on surface water (i.e.
rainfall run-off) and therefore supply is highly exposed to drought conditions.
Relative to other NSW water businesses, State Water does not have equivalent
storage volumes or availability of alternative sources of water supply such as
desalination and recycled water.

e On the demand side, State Water's customer base is comprised mainly of large
irrigators whose consumption is further impacted by weather and economic
conditions. Water demand is highest during dry conditions when availability is often
low (and conversely demand is generally lower during wet conditions when
availability is high).

e The current global financial crisis impacts are greater on water consumed by large
rural customers relative to small domestic customers. The price received for output
from irrigated activities influences irrigators’ decisions on the scale of irrigation
activities undertaken in a given year. In the short term, volatility in commodity
prices is likely to continue, given the uncertainty in the world economic outlook.

—

Similarly, the CIE’s review of State Water’'s consumption forecasts presented evidence
that recent climatic conditions are outside what would be expected from normal climatic
volatility and that the magnitude of changes remains highly uncertain, particularly at the
regional level relevant for consumption of bulk water:*

“Climate change represents a significant (and likely systematic) risk for State
Water. Climate change means that historical averages of consumption are less
applicable to the future than they would otherwise be. Forecasts based on
historical averages may be systematically biased upwards.

The CSIRO expects that changes in climatic conditions will result in lower water
availability throughout regional NSW. Though there is considerable uncertainty

2 Fitch Ratings, Credit Analysis State Water Corporation (Private and Confidential), April 2008.
% The Centre for International Economics, State Water Consumption Forecasts for the 2010 Pricing
Determination.
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depending on the climate model used, with some models predicting increases in
extractions and other predicting much larger reductions.”

Based on advice from CIE, State Water has adopted an alternative consumption
forecasting mechanism for this determination, based on a moving average of actual
extractions over the past 15 years. This overcomes shortfalls associated with the
previous methodology based on 100 years of historic data that did not reflect current
structural shifts in climatic conditions.

The adoption of an alternative forecasting methodology does not mitigate risk associated
with demand volatility, but rather attempts to provide a more accurate estimate of
expected average demand. Volumetric risk is only reduced if the consumption forecast is
adjusted below the expected mean (e.g. adjusted downward by one standard deviation),
although State Water does not propose such an adjustment for this determination.

Average demand over the current regulatory period is expected to be approximately
65 per cent below the revised consumption forecast of 4,500 GL, demonstrating the
significant uncertainty surrounding the revised forecast. Future consumption will
continue to be volatile given unprecedented climatic volatility and economic uncertainty.

Both Sydney Water and State Water have been impacted by drought in recent years.
However, Figure 2.1 shows the dramatic difference in terms of impacts on volumetric
sales. Between 2001/02 and 2007/08, State Water’s sales volumes fell 82 per cent, from
6347 GL to 1111 GL. Over the same period, Sydney Water’'s sales volumes fell by
approximately 20 per cent, from 535 GL to 424 GL.

Figure 2.1: Historic Water Consumption, State Water and Sydney Water (GL)
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Under the current price cap form of regulation, 60 per cent of sales revenue from bulk
water customers is recovered through usage charges, subjecting State Water to
significant revenue volatility. Revenue risk is exacerbated by high operating leverage
(i.e. State Water’'s operating costs are predominantly fixed), meaning that revenue
shortfalls associated with lower than forecast consumption impact directly on regulated
earnings. While other NSW water businesses operate under a similar regulatory
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framework, they are not subject to the same level of volumetric risk. As such, they are
able to achieve more stable and predictable regulated cash flows relative to State Water.

Figure 2.2 shows actual versus notional regulated revenue for Sydney Water and State
Water. Including sales revenue from both end users and Government, State Water
expects to recover 68 per cent of notional revenue requirements and 75 per cent of
transitional revenue requirements over the current regulatory period. In contrast,
Sydney Water recovered approximately 94% of notional revenue requirements over the
regulatory period from 2003/04 to 2006/07.% The proposed Kurnell desalination plant will
further reduce volumetric risk for Sydney Water.

Figure 2.2: Regulated Revenue, Actual versus Notional ($million)
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Volumetric risk can be mitigated through the regulatory framework by aligning regulated
revenue with underlying costs. Under a fixed revenue cap form of regulation,
State Water could fully recover regulated revenue allowances, regardless of volumetric
sales. However a revenue cap form of regulation is not considered appropriate for State
Water as it would potentially require large adjustments in annual prices to compensate
for revenue under/over recovery from the previous year. Under current pricing
structures, the variable price component would fluctuate wildly depending on previous
years actual versus projected sales volumes.

Alternatively, volumetric risk can be mitigated by increasing the fixed charge component
of prices to better align with State Water’s fixed operating cost structure. Table 2.5
shows expected revenue outcomes for State Water over the current regulatory period
under alternative fixed/variable pricing structures. Note that revenue outcomes include
sales to Government that are already 100 per cent fixed. Revenue recovery is
determined against IPART’s transitional (rather than notional) revenue allowance in order
to isolate impacts associated with variations in volumetric sales.

* Sydney Water Submission to IPART, 14 September 2007, Page 8
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Table 2.5: Sales Revenue Under Alternative Price Structures
($09/10 million)

State Water 06/07 07/08 08709 09/10 Total Revenue
(fcst) Recovery

Notional Revenue 66.7 65.0 65.5 67.5 264.7

Allowed Revenue 54.3 57.6 60.9 64.9 237.7

Expected Revenue:
- 40% fixed ® 44.6 43.2 45.4 47.9 181.1 76.2%
- 50% fixed 46.2 45.6 48.0 50.8 190.5 80.2%
- 60% fixed 47.8 48.0 50.6 53.6 200.0 84.1%
- 70% fixed 49.4 50.4 53.1 56.4 209.4 88.1%
- 80% fixed 51.1 52.8 55.7 59.3 218.8 92.1%
- 90% fixed 52.7 55.2 58.3 62.1 228.2 96.0%
- 100% fixed @ 54.3 57.6 60.9 64.9 237.7 100.0%

@ represents expected sales revenue under current price structure.
@ represents full cost recovery of notional revenue requirements.

In previous determinations, IPART has applied an equivalent WACC across all NSW water
businesses, despite acknowledging that State Water is exposed to higher levels of
demand fluctuation and revenue volatility. Regulatory outcomes over the current
determination have highlighted the significant volumetric risks faced by State Water
relative to other NSW water businesses.

Ultimately, higher volumetric risks can be borne by customers through higher fixed
charges or by State Water through higher volatility in regulated earnings. State Water
estimates that the fixed component of customer tariffs would need to increase from the
current level of 40 per cent to around 90 per cent in order to provide an equivalent level
of revenue stability as afforded to NSW metropolitan water businesses.

Alternatively, State Water should be compensated for higher volumetric and regulatory
risk through a higher WACC. Preliminary discussions held with bulk water customers
have indicated a preference for a higher WACC, rather than higher fixed charges.
Implications for the WACC are discussed in Section 5.2 on Rate of Return.
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3 OPERATING EXPENDITURE
3.1 Operating Cost Drivers and Outcomes

State Water incurs operating expenditures which are recovered from its customers. A
breakdown by activity of the IPART regulated operating expenditures is shown in
Figure 3.1.

Figure 3.1: 2009 IPART Operating Expenditures by Activity
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Of the above expenditures hydrometric monitoring and insurance are largely non-
controllable expenditures, the former being subject to service level agreement with the
former DWE (now the Office of Water) and the latter being a competitive market cost.

The material controllable direct expenditures are therefore:
e Routine maintenance

e Water delivery and other operations

e Dam safety compliance

e Metering and compliance

e Asset management planning and replacement

State Water operates within a complex, highly regulated framework with a large number
of legislated and non-legislated cost drivers. Details of regulatory, statutory and
business cost drivers for State Water’s activities are provided in Appendix 2.

3.2 Performance between 2006/07 and 2009710
Valley-based past expenditure is included in Appendix 3. Over the current determination,
State Water achieved significant efficiencies improvements, resulting in a decrease in

regulated OPEX from $45.4 million in 2006/07 to $36.1 million in 2009/10, a reduction of
20.4% in real terms over the regulatory period, as indicated in Table 3.1.

Page 3-1



201

O Determination

Table 3.1: Operating Expenditure - Current Determination
($09/10 million)

2006707 2007/08 2008709 2009710

IPART Determination 41.0 38.4 37.3 36.1
State Water Actual/Forecast 45.4 43.2 38.5 36.1
Variance 4.4 4.8 1.3 0.0

Variance % 10.6% 12.5% 3.4% 0.1%

Note: differences are due to rounding

State Water achieved corresponding reductions of 20.1% in OPEX attributed to users,

over the regulatory period, as detailed in Table 3.2.

Table 3.2: User Share Operating Expenditure for the Current Determination
($09/10 million)

2006707  2007/08 2008709 2009/10

IPART Determination 37.7 35.2 34.6 34.2
State Water Actual/Forecast 41.8 40.1 35.9 33.6
Variance 4.1 4.8 1.3 -0.6
Variance % 10.8% 13.7% 3.8% -1.7%

Note: differences are due to rounding

Following the announcement of the 2006 Determination State Water undertook an
immediate review of the costs of the business. This review incorporated the identification
of the key drivers for operational expenditure to ensure that the service activities and
outcomes were aligned with these drivers. The review resulted in implementation of
measures to reduce IPART regulated OPEX, focusing on discretionary non-salary costs.
State Water identified that the required savings could not be realised through these
measures alone, and that a fundamental change to the salary base of the business was
required.

The implementation of the cost structure reform process required a staged approach
resulting in negative variances from the efficient OPEX levels in the period 2006-2009,
with the final year (2009/10) forecasting a positive variance indicating the successful
transition to the new organisational arrangements. These changes to OPEX were
negotiated, and agreed, with the shareholders to ensure that service delivery could be
maintained during the transition phase. The restructure timeline detailed below.

2006707 — Investigation and development of a cost reform strategy.
commenced around December 2006.

This process

2007/08 — Formation of the principles surrounding the restructure. The fundamentals

of the restructure involved:

e Moving from an area based to functionally aligned business — reduction on the
workforce from 350 staff to 300 staff (less with vacancies);

e Technological improvements to support a modern business;
e Revisiting dam safety surveillance requirements; and
¢ Rationalisation of employment conditions.
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2008709 — Finalisation and implementation of the composition of the new State Water
workforce. In the initial stages of the cost structure reform process, State Water retained
a higher staff vacancy rate then would otherwise be sustainable, until the composition
and structure of the realigned business was confirmed.

2009710 — Implementation of technological improvements. The initial stages of the
systems development will be completed by the end of the current Determination Period.
However, there is a significant amount of additional work to complete in the 2010 — 2014
timeframe.

To date the efficiency gains that have been identified relate to: changes in the structure
and composition of the workforce and higher vacancy rates which were sustainable
during the prolonged drought.

The implementation of these cost structure reforms over the period has resulted in State
Water realising the efficiencies required to meet the efficient OPEX target for 2009/10.

Over the 2006 Determination Period the system changes have focused on enabling
State Water to continue to deliver core services in its current operating environment
(drought) with a restructured substantially smaller workforce. Further efficiencies will
materialise over the ensuing period as more emphasis is placed on systems
development, as outlined in Section 3.3.1 below. These systems will also ensure that
State Water can operate during normal conditions with the reduced staffing levels.

Moving to a Functionally Aligned Business

The Water Delivery group now delivers water and services to customers across NSW in a
consistent and increasingly standardised manner. The introduction of state-wide
processes such as water delivery planning, not only improve the efficient delivery of
water but also provides the regulator (the Office of Water) with consistent information to
make available water determinations (AWDs). The Water Delivery group also manages
the CSCs and handles all customer and stakeholder liaison, providing consistent
reporting/information on water delivery planning, water delivery efficiency, river
operations, water policy and regulatory affairs.

The newly formed Customer Operations Group provides frontline customer services for
State Water. This group provides a Customer Information Centre (call centre) and is
developing internet access for customers to place orders, input meter readings and
access their water account data. The group also provides field-based services including
meter reading, compliance monitoring and meter calibration and is responsible for billing.
The unit manages customer concerns and complaints.

Maintenance functions are now carried out by an independent Maintenance and Services
group, which acts as an ‘internal outsourcing’ division to separate strategic decisions and
maintenance functions, thereby improving accountabilities. Maintenance and Services
carry out maintenance functions using an efficient mix of internal and external resources.

State Water is currently undertaking a vast range of projects as a result of the Dam
Safety Upgrade, business reorganisation and Water for the Future funding. State Water
has created the Business Improvement and Major Projects Groups to ensure cost
effective, timely and quality delivery and appropriate support of agreed projects.

The Major Projects Group undertakes, deliver and support major, high risk and key

regional projects. The group provide expert advice and support on project issues and also
oversee the management of the corporate capital program.
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The Business Improvements Group investigates, develop, resource and implement all
operations information systems projects that State Water requires for water delivery and
planning, asset management and operation and customer systems projects.

Revisting Dams Surveillance Requirements

The levels of surveillance monitoring that applies to each dam specified by the Dams
Safety Committee (DSC) drives a large portion of State Water’s regulatory costs. This is
key driver for a 7 day a week staff presence at each dam. State Water has consulted with
the DSC to optimise the level of surveillance with a view to developing a risk based
approach that is consistent with the latest dam safety data.

In developing a risk based approach, State Water created a process for evaluating the
safety requirements for each of its dams and assessing it against the latest knowledge.
Input was also sought from renowned dam safety experts who on the Independent
Expert Panel for this exercise. The objective was to make the inspection and surveillance
process as efficient as possible without compromising our safety obligations. This
analysis has allowed the organisation to:

e Secure the Dams Safety Committee’s interim approval for 5 days/week surveillance
for dams with storage levels below 20%o.

e Secure approval to permanently change surveillance regime at four dams, with
another two (Glennies Creek and Burrinjuck) approved to 5 times per week
subjected to installation of telemetry.

State Water has assessed that the introduction of 5 day, rather than 7 day inspection
rosters on most dams and the introduction of 3 day rosters to the lowest risk dams will
be consistent with both our cost and safety objectives.

Rationalisation of Employment Conditions

In 2007, State Water commenced negotiations with the relevant unions to develop a
single enterprise agreement covering all employees. The enterprise agreement was
finalised in 2008/9 and is a stand alone single industrial instrument that replaces five
separate awards and agreements at State Water.

The enterprise agreement rationalises conditions of employment at State Water so a
single set of conditions applies to all employees. The conditions are also linked to
commercial operating conditions and are now separate from and different to the public
sector conditions of employment.

The enterprise agreement supports the new organisational arrangements implemented in
2008 and provides for more efficient operating arrangements especially in relation to
conducting surveillance and operations work. The conditions now allow State Water to
flex and optimise staffing levels and associated costs with environmental changes, water
levels and business needs in a timely and cost effective manner. This allows for
significantly reduced staffing levels during times of low water levels in the storages in line
with agreed dam safety requirements and schedules.

Technological Improvements

Integrated Financial Management System (IFMS) Review:

As outlined in Chapter 1, this project involved streamlining State Water’'s chart of
accounts, addressing system deficiencies to improve the financial system, and upgrading
the finance software. The project has resulted in significant improvements in the quality
and timeliness of financial reporting.
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Computer Aided Improved River Operations (CAIRO):

CAIRO is State Water’s river operation tool. Previously, State Water did not have a
uniform SCADA system, rather a combination of small and independent systems divided
into regions. The individuality of each system Ilimits connectivity and increases
management and overall support costs. Each valley had its own copy and interpretation
of CAIRO and was appropriately staffed for that situation.

Under the new organisational structure, river operators are required to work in more
than one valley. To date the system changes have focused on standardising CAIRO
across the state so that it can be operated from any location. Future work will focus of
developing/replacing the tool to achieve both efficiencies in water delivery (i.e. water
savings) and OPEX.

Supervisory Control and Data Acquisition (SCADA):

SCADA is an enabling tool for efficient river operations. As with CAIRO it was previously
valley based. Current work has focused on transferring SCADA onto State Water's IT
network to allow it to be utilised and controlled from any location. As with CAIRO, future
work will focus on improvement and development to enable more efficient delivery of
services and reduced OPEX.

Business Improvements Committee (BIC):

The BIC has been established under the leadership of the Chief Operating Office to
oversee the identification and delivery of technological business improvement projects.
This provides a process for initiation, approval, procurement and control of technological
business projects such as IT systems. In the past, there was no centralised way of
assessing and prioritising the requirements of the business or the benefits achievable by
technological business investments. Another key improvement is creating a process by
which technological efficiency improvements can be identified. Templates are now
available that can be filled out by any employee with an idea for efficiency gains. These
ideas are then bought to the attention of the BIC.

3.3 Forecast Operating Expenditure 2010/11 to 2013714

State Water’s budgeted regulated operating expenditure for the new regulatory period is
provided in the table below. Valley-based future expenditure is included in Appendix 4.
The 2009/10 budget reflects the significant efficiency improvements achieved over the
2006 determination period to meet IPART efficient OPEX levels. The 2009/10 budget is
therefore used as the base to forecast operational expenditure over the next
determination period.

To consolidate the efficiency savings made during the 2006 Determination, State Water
will be implementing a ‘Platform for the Future’ initiative during the next determination
period. This initiative involves rolling out technological advancements, further elaborated
in Section 3.3.1. Forecast operating expenditure for the next determination period is
therefore projected to reduce by 2% per year commencing 2011/12, with some minor
savings expected in 2010/11. This will result in a reduction of 6%, or $2.2 million, over
the determination period relative to the 2009/10 baseline. A number of system
improvement projects are currently being implemented and are likely to be completed by
2010/11, and hence only limited efficiency reductions are therefore anticipated in the
first year of the next determination period.

State Water has identified a number of regulatory and statutory requirements that
require additional expenditure above the 2009/10 baseline. These expenditure
requirements are captured in a range of Thematic Plans, which are further discussed in
Section 3.3.2 below. Once these additional expenditure requirements are incorporated
into the forecast OPEX, OPEX is expected to increase by 8.7% over the next
determination period relative to 2009/10 OPEX, as shown in Table 3.3 and Figure 3.2.
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Table 3.3: Budgeted Operating Expenditure
($09/10 million)

2010711 2011/12 2012/13 2013714

State
water ,

Baseline OPEX 36.2 36.3 36.6 36.7
less Efficiencies -0.2 -0.7 -1.4 -2.2
plus Thematic Expenditure 3.4 4.2 5.0 4.7
Budgeted OPEX 39.3 39.8 40.2 39.3

Figure 3.2: Expenditure Profile
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As shown in Figure 3.3, State Water's OPEX continues to be largely user share
expenditure.

Figure 3.3: Total and User Share OPEX
($09/10 million)
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3.3.1 Business Efficiency Improvement — Platform for the Future

The plan for implementing the cost structure reform called for progressive
implementation throughout 2008/09 and 2009/10. The restructure however progressed
at a faster rate than was originally planned with the restructure essentially being
completed in 2008/09. A downside to the accelerated restructure is that, with reduced
staff, State Water has a theoretical deficiency in its capability until strategies, processes
and in particular the enabling technology/systems with associated procedures are
effectively operational to offset reduced staffing. Figure 3.5 demonstrates the theoretical
drop in capability, the impact of OPEX resources being allocated to a business
improvement backlog, and the rise in capability as the new arrangements bear fruit.

Figure 3.5: Impact of Restructure and Technology Improvement
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The backlog of business improvement projects includes:

e Fully developing the new asset planning system

e Change management, skills building and new processes in engineering, maintenance,
customer operations and water delivery

e New systems for water delivery, customer service, asset planning, maintenance and
projects

From a total cost reduction perspective, this means that there is a plateau in State
Water’s ability to meet further cost reductions for at least two years (2009/10 and
2010/11). This will be followed by a growing capability to achieve further
efficiency/productivity improvements resulting in further OPEX cost reductions when the
new systems and technology are effectively bedded down.

State Water has achieved substantial reductions in costs by implementing a new
structure which provides a solid basis for ongoing improvements. State Water has in
place a business improvement program (‘Platform for the Future’) which, in 2009/10 and
2010/11, will consolidate the gains made prior to 2009/10, followed by a period of
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continuous improvement over the three years 2011/12 to 2013/14. Efficiency gains will
be pursued within the following broad categories:

1. Management structure realignment
2. Introduction of new technology

3. Prioritising activities

4. Renegotiation of service levels

Management Structure Realignment

The current structure was set up to deal with the business improvement backlog. While
it is not proposed that, in the term of the next determination, State Water will need
another fundamental restructure, it is proposed the structure will be refined as the
business improvement backlog is addressed. Given the major change the organisation
has already been through, further changes should primarily focus on management with
minimal major change at lower levels of the organisation.

The main refinements of the structure envisaged once the business improvement backlog
is addressed are outlined below:

1. The Chief Operating Officer (COO) will not be required in the longer term as this
position was established to mange the transition to the new structure and the
business improvement backlog.

2. The existing number of managers reporting to CEO and COO, is too large for an
organisation of State Water’s size.

3. Given the expected growth in the unregulated business, it is appropriate for a
Manager to have full accountability for this business.

It is estimated that the above measures will result in savings of over $0.5 million per
year commencing 2011/12.

Introduction of New Technology

The restructure of the business from a valley based to functionally based business has
required significant new investment in information technology. Previously there was no
standardisation of systems. Each valley had different interfaces and processes. The
Operations Systems unit has been set up to manage the standardisation of valley based
systems to ensure each has a uniform interface, software and processes. It is
anticipated that by the end of the next determination period, these technological
improvements will begin to deliver annual efficiency savings of over $1.6 million.

Some of the significant system upgrades that are being implemented include:

SCADA Development Program:

The SCADA Development Program is underpinned by a Strategic Plan developed for
2009-2012. This Strategic Plan provides an upgrade strategy for the existing legacy
Supervisory Control and Data Acquisition (SCADA) and control systems to reduce
operational losses, achieve water savings and improve efficiency of water resource
operations throughout State Water delivery systems.

The plan outlines the strategic options for State Water to apply hew communications and
technology which will support the business functions and achieve business goals over the
next three years.

The technology base for these system upgrades will provide the foundation for
State Water’'s completed SCADA program of works. The upgraded SCADA system will
provide a centralised ‘view anywhere’ capability and will allow near real time operation of
remote and complex control systems across State Water, improving water delivery to
users and the environment to meet quantity, timing and quality requirements.
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This project provides an integrated and coordinated approach, building on sound
operational principles and implementing best practice technological systems and
processes. The project is broken into logical groupings of strategic focus and deliverables.
Each group consists of work programs and discrete tasks or projects, as follows.

Management and Controls

e Project Management e Standards and Specifications

¢ Document Management e Configuration Policies and Procedures
e Change Management e Products and Materials Selection

¢ Risk Management e Assets Register and Planning

e System Ownership and Responsibility e Operating and Maintenance Manuals
e Service Level Agreements e Training

e Functional Requirements

Security and Network Architecture

¢ Physical security e System interfaces

e Electronic security e Response capabilities
¢ Communications ¢ Awareness and skills
e Disaster recovery e Third party risks

e Redundancy ¢ Ongoing governance

Field Monitoring and Control

e Legacy Control Systems upgrades e Customer Metering Telemetry
e Dam Safety Surveillance ‘real-time’ Systems
Systems e Standard Products and Materials
¢ Remote Monitoring and Control systems e Standard Construction Techniques
e Customer Metering Telemetry Systems and Methods

The approach outlined above will improve SCADA system efficiency, labour efficiency and
business operational efficiency.

CAIRO Centralisation:

CAIRO is a legacy water delivery system which has evolved over the last 15 plus years.
There are 11 standalone versions of CAIRO, each with specialised code, script and
software which require specialist technical maintenance, database administration and
system configuration.

State Water has been working to centralise CAIRO into one location with multi-user
access and one register of codes for maintenance and configuration. This will not only
make future maintenance cheaper and easier, but will also mean operators can move
across valleys. Business reporting tools will be able to access the one system for
information, saving significant data collection time.

The centralised CAIRO system will enable the construction of automated resource
assessment, operational forecast, revenue forecasts, annual water balance, IPART and
Office of Water compliance reports. These reports generated from a centralised system
will significantly reduce time and cost to the business and increase process reliability and
repeatability within defined business rules.

Page 3-9




2010 Determination N\ \

water

Koncentrator Project:

This is a centralised collection point for manual and SCADA data sources. Currently this
data is captured in 9 SCADA servers across NSW. The Koncentrator will capture data
once and transfer it into a single database. This will simplify data trails for new
development and ongoing maintenance, accelerate system diagnostics, meet the
regulatory data requirements of the Bureau of Meteorology, ensure data trails are
auditable to enhance transparency and permit State Water to fully move onto its own IT
network.

Prioritising Activities

Asset Plans are in place for every significant asset in the organisation and will dictate the
projects needed to keep the assets in the required operational and physical state, and to
meet our regulatory requirements. These Plans cover provision for capital works and
renewals, maintenance and operational requirements, including emergency and security
planning. Through the Asset Planning process capital expenditure and maintenance on
assets is subjected to extensive planning procedures that limit the amount of unplanned
expenditure and control the risk of cost overruns.

Under the new arrangements, all expenditure on State Water assets (operational and
capital) is documented and recommended through Asset Plans. These are a formal
requirement prior to any projects being approved for funding . These changes have been
made to prioritise and tighten expenditure controls in both operating and capital
expenditure.

Systems, such as the Facilities Maintenance Management System (FMMS), are a key
interface, providing both inputs and outputs to the Asset Planning process. FMMS is the
computer based planning tool for programming maintenance tasks on assets.
State Water is undertaking a range of improvements to the FMMS including:

e Reconfiguring the system to the new organisational structure.

e Improving the work procedure detail and quality of both planning and historical
information contained in FMMS.

e Entering surveillance inspection reports, and the resulting maintenance tasks.

e Establishing benchmarks for reporting to assist in planning future work and
associated costs.

Renegotiating Service Levels
There is a strong linkage between service levels and cost. State Water has identified two
key areas for agreement and change in service levels

Customer service is a key driver of expenditure. State Water maintains close contact
with the wishes of customers through interactions with Customer Service Committees in
each valley. This process of consultation allows State Water to receive feedback on the
outcomes of current service levels and demand for new services in the future. State
Water aims to provide a high value and relevant service to our customers that is
consistent with their willingness to pay.

There are two large investment projects currently underway to achieve these goals:

e (IWAS (internet Water Accounting System) will move customer relations to a self
service model. The system will allow billing, orders and accounts to be accessible at
any time over the internet. It will result in better information management for
State Water’s customers and will also free up labour resources to be used elsewhere.
Field officers will no longer have to travel distances to answer basic customer queries,
a process that previously incurred high costs. iWAS was launched in the Macquarie
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and Gwydir Valleys in August 2009, with 88 customers using the system so far. iWAS
will be rolled out to other valleys over the next few months. It is projected that the
iWAS project will deliver an annual efficiency saving of $100,000 from 2011/12
onwards.

e Continued customer migration to a telephone based service. 2009 saw State Water
set up a centralised telephone number for customer enquiries initially handling billing
enquiries. Over the next 2-3 years, customer enquiries that cannot be handled by
iIWAS (self serve channel) will be migrated to the call centre for answering, lowering
their cost of service compared to manned offices or field personnel. The current focus
of migration is water ordering, as changes to the Water Management Act have made
it an offence to take water without placing an order in advance.

State Water also intends to keep working with the Dams Safety Committee and industry
experts over the next 12 months to further review surveillance at the remaining dams.

3.3.2 Additional Thematic Expenditure

In reviewing service levels and efficient costs, State Water has identified a number of
areas where additional expenditure is required over the new regulatory period. In most
cases this additional expenditure represents spending necessary to meet statutory and
regulatory obligations. These areas of expenditure have been incorporated into the asset
management framework as individual Thematic Plans. Table 3.4 summarises this
thematic expenditure.

Table 3.4: Additional Thematic Expenditure
($09/10 '000)

2010/11 2011/12 2012/13 2013714

Works Approvals 190 190 190 190
Environmental and Heritage 1,985 2,770 3,644 3,478
Dam Safety 250 250 450 250
Research* 150 140 90 40
Land Management 300 300 300 300
Emergency and Security 50 100 150 250
Corporate 355 270 8 8
Discretionary Services 96 146 198 198
TOTAL 3,376 4,166 5,030 4,714
* Includes only dam safety/engineering research expenditure. Other Thematic Plans also include

elements of research.

The thematic plans and their cost drivers are outlined below.

1. Environmental and Heritage Thematic Plan

State Water’s Environment Management Plan (EMP) 2006-2011, outlines a series of
objectives, strategies and targets which shape State Water’s overall Environment and
Heritage program. As the EMP was developed after the 2006 Determination, it
contains a number of unfunded requirements. State Water has developed a set of
projects, programs and initiatives to allow the effective implementation of the EMP
over the coming four years. The EMP, as well as additional legislative and compliance
requirements, drives the following components which make up the Environment and
Heritage Thematic Plan:
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EMP implementation

State Water is to develop and utilise a monitoring, evaluation and reporting
framework for the targets and strategies under each of the objectives within the EMP,
(s5 of the EMP). Taking this one step further, State Water will also identify a strategy
for implementing internal and external audit with the framework.

Drivers

State Water’'s Operating Licence mandates the development and implementation of
an Environment Management Plan (EMP) to guide the strategic direction for its
environmental commitments and initiatives. This EMP has been developed, in
consultation with regulatory stakeholders to ensure it is compatible with the
interrelated policies and legislation, both state and federal (listed in Appendix C of the
EMP). The Operating Licence requires State Water to report to IPART on its
environmental performance no later than 1st September each year, with operational
audits to occur bi-annually.

Environmental and Heritage Assessment Procedures

State Water has recently finalised the development of a set of Environment and
Heritage Assessment Procedures to ensure the consistent application of
environmental legislation across State Water for all appropriate activities. The
procedures contain a set of step-by-step guides for Project Managers and a variety of
tools to allow the identification of environmental impacts associated with State Water
activities.

Drivers

The development of these Procedures is a key target under Objective 5 of State
Water’'s EMP. It is also a requirement that State Water undertakes the appropriate
assessment and obtains the relevant approvals under the Environmental Planning and
Assessment Act 1979 as well as a range of other environmental legislation including
the Threatened Species Conservation Act 1995, Heritage Act 1977, Fisheries
Management Act 1994, National Parks and Wildlife Act 1974 and the Commonwealth
Environment Protection and Biodiversity Conservation Act 1999. This set of
Procedures and the associated staff training and awareness will ensure State Water
complies with all legislative requirements.

Fish Passage Program

The Fish Passage Program integrates State Water's Strategic 10 Year Fish Passage
Program and State Water’s Fishway Monitoring Program — two initiatives which have
been developed under the MoU with the Department of Industry and Investment
(DID), formerly the Department of Primary Industries. The Program outlines State
Water’'s commitments in terms of fish passage investigations, capital works and
monitoring to ensure the capture of fish passage activities across the portfolio into
one strategic planning document.

Drivers

The development of a Strategic Fish Passage Program is a key target under
Objective 4 of State Water's EMP. The MoU between State Water and DIl is also a
requirement of State Water’s Operating Licence. The Key Performance Criteria within
both the EMP and MoU refer to the number of kilometres State Water opens up to the
passage of fish via the construction and operation of fishways. The monitoring
undertaken by State Water allows this criterion to be reported in its Annual Reports
and IPART Performance Reports. The implementation of fish passage works also
meets State Water’s requirements under the Fisheries Management Act 1994.
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Heritage Management Program

In 2008/09, State Water developed a Heritage Management Framework, pulling
together State Water’s heritage responsibilities (both European and indigenous) and
key actions and requirements into one strategic planning document. The Heritage
Management Program aims to implement the actions and requirements outlined in
the Framework over the next fours years including: finalisation of State Water’s
Heritage Asset Management Strategy; finalisation of State Water's s170 Heritage
Register; development of Minimum Standards of Maintenance for heritage items;
development of (Heritage) Conservation Management Plans for our State significant
heritage assets; and finalisation of State Water’'s Cultural Heritage Policy and
Strategy.

Drivers

The Heritage Management Program is based on State Water's compliance
requirements under Objective 9 of State Water's EMP, the State Agency Heritage
Guide, the NSW Heritage Act 1977 and the National Parks and Wildlife Act 1974.

Water Quality Program

EMP Objective 2, Monitor Water Quality, and Objective 3, Manage Storage Releases to
Optimise Water Quality, include strategies and targets for an effective water quality
program that will be continuously improved to meet our water quality obligations.
State Water has commissioned a strategic review of its Water Quality activities to
develop a program that addresses business needs and regulatory compliance
requirements.

Drivers

The revised program arising from the strategic review will reflect EMP commitments
such as algal monitoring in line with the Regional Algal Contingency Plans, as well as
cold water pollution monitoring in line with the new works approvals under the Water
Management Act 2000). It will also address Operating Licence requirements for asset
management responsibilities under the Dam Safety Act 1978 (dam seepage
monitoring) and operational monitoring for the Fish River Water Supply Scheme
(drinking water quality monitoring).

2. Dam Safety Thematic Plan

One of State Water's key responsibilities is the safety of its dams. Prior to
corporatisation State Water undertook a Portfolio Risk Analysis (PRA) of dams under
its control. The base data however, particularly the consequence of dam failure
assessments rely on studies undertaken in 2001. By 2012 much of the data
underlying the current PRA will be ten years old and therefore considered to be in
need of major revision incorporating changed circumstances at the dams as well as
advances in dam engineering. This thematic plan involves revising the consequence
assessments to ensure they meet current best practice which will enable State Water
to accurately assess the current risks due to dam failures at its major storages.

Drivers

On August 22, 2006 the NSW Cabinet endorsed a “Risk Management Policy
Framework for Dam Safety” put forward by the NSW Government Dams Safety
Committee. This framework sets out a ‘goal-based regulation’ whereby compliance
with established standards is sought in the long term, with a risk management regime
to apply until the standards are met. The framework requires dam owners to “keep
the risks of a dam under review” (Principle D.2 p4), which requires periodic revision
of the PRA analysis.
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3. Research Thematic Plan

This thematic plan is geared to Dam Safety/ engineering research. State Water is
currently, and intends to continue, encouraging and undertaking research in areas
that will assist the business and the wider community. There is a shortage of dam
engineers available in Australia and State Water is addressing this by sponsoring a
lecturer in dam engineering at the University of New South Wales over a five year
period. In addition, State Water is engaging students from the University of
Technology Sydney to undertake Capstone Projects, which are research projects of
six months duration on an area of the student’s interest, related to State Water’s
business.

For more detailed research State Water is to enter an agreement with Curtin
University to sponsor PHD students to undertake research relevant to the core
business. State Water will also continue to support employees to undertake research
in house. An example is the Cooperative Research Centre (CRC) Forge project, the
objective of which is to develop a revised hydrology methodology which will be
applied by State Water staff. The CRC Forge method offers increased accuracy and
certainty in flood estimation.

Drivers

The key drivers behind this thematic plan are numerous. State Water’s vision is to be
Australia’s leading water business. Adopting industry best practises and undertaking
research to be at the cutting edge of water technology are crucial to achieving the
vision. To ensure that research can be effectively applied in practice requires
establishing strong links between State Water and research organisations. To this
end, State Water will need to continue to strengthen existing relationships with
UNSW, UTS and Curtin University. Further research drivers are the regulations and
expectations of the NSW Dams Safety Committee.

4. Land Management Thematic Plan

The Water Administration Ministerial Corporation is the registered proprietor of land
associated with State Water’s infrastructure. As a prudent, efficient and responsible
owner and operator of water infrastructure assets, State Water needs to identify the
extent of the land over which access or rights are required in order to fulfil its
statutory functions (to capture, store and deliver water). Once the operational land is
identified, a strategy to ensure continued access is to be developed. State Water is
also investigating current commercial arrangements and potential increased levels of
commercial activities at the storages.

Drivers

This plan is being developed in order to address two key criteria. The first is that
inadequate or insufficient knowledge of the operating environment and land
requirements associated with this may expose State Water to unacceptable levels of
business risks. For example without ownership or restrictive covenants on land in the
immediate vicinity of a storage, activities that adversely impact water quality may be
conducted by local land holders. State Water will likely incur costs associated with
remediation if degradation of water quality occurs. The second key driver is the
requirement of the State Water Corporation Act 2004 “to maximise the net worth of
the State’s investment in the Corporation”. This will be achieved by investigating
options to maximise the business returns, without compromising its statutory
functions. Such options may include increased grazing leases, generation of revenue
through leases for wind farm developments or developing uses such as carbon
sequestration.
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5. Emergency and Security Thematic Plan

State Water’s emergency and security planning has evolved from the original focus on
managing dam safety emergency plans to a broader approach. State Water is
implementing a holistic approach to business resilience to address the requirements
of government acts, regulations and policies. Beyond State Water’'s long-term
commitment to emergency management is the roll out of security systems at all
major dam sites. This represents a significant commitment to asset security.

Drivers

The September 11 attack, Bali Bombings and other terrorist threats and incidents
changed the way we goes about our business. The safety of Critical Infrastructure
Dams and other water systems has also become an utmost priority. State Water is
currently reviewing the safety of its dam sites, and where gaps are identified in
security management, appropriate actions will be implemented. The Dams Safety
Committee has completed Draft Guidelines on Security Arrangements for dam
owners. Furthermore, the NSW Department of Premier and Cabinet has formalised
protocols for implementation by owners of Critical Infrastructure to secure their
structures and assets.

Key reference documents guiding the Emergency and Security Thematic Plan are:

e Critical Infrastructure Emergency Risk Management & Assurance; Emergency
Management Australia

¢ DRO07019 Planning for Emergencies (DRAFT); Standards Australia

e DSC2H Dam Security (DRAFT); Dam Safety Committee

e Guidelines on Dam Safety Management; ANCOLD

e Guidelines on Risk Assessment: ANCOLD

e HB167 Security Risk Management; Standards Australia

e AS27001 IT Security Management System Requirements; Standards Australia

6. Works Approvals
With the creation of the new Works Approvals under the Water Management Act
2000, State Water is now required to pay annual Works Approvals management fees
to the New South Wales Office of Water. The fee will cover the costs incurred by the
Office to monitor and audit State Water’'s compliance with the Works Approvals.

7. Corporate
Changes in State Water’s regulatory environment require action to identify deficiencies
and amend corporate systems to ensure compliance. Some of the key initiatives in
this area include:

Data Cleansing

The Water Accounting System (WAS) data cleansing project involves three main
components:

1. NSW Office of Water correction to 71Q calculation;

2. Archiving of historical water year data (water accounts, water source parameters,
supplementary events etc.); and

3. Corrections to hierarchical and annual Announcements (such as carryover limits,
account limits) due to Water Sharing Plan rule changes over the last 5 years by the
then DWE (now the NSW Office of Water).
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Interstate Tagging

The Water Accounting System (WAS) requires an enhancement to support interstate
tagging. Interstate tagging is the procedure whereby an interstate licence and/or
Works Approval nominates a NSW approval and/or licence, respectively. This is a
requirement of the National Water Initiatives (NWI) as developed by the Council of
Australian Governments (COAG).

Multiple Water Sources

The Water Management Act 2000 has been implemented by Water Sharing Plans
(WSPs). Typically these WSPs detail how a single water source type will be managed.
Water source types are Regulated, Unregulated and Groundwater. Recently, there has
been a number of WSPs gazetted that detail rules for more than one water source
type. Hence the Water Accounting System (WAS) needs to be enhanced to support
WSPs where there is more than one water source type.

OH&S Audits

Changes in OH&S regulations with respect to hazardous substances, dangerous goods
and fall arrest systems have potential to impact on a number of State Water facilities
and activities. Investigations are required to identify potential risks and plan specific
treatment options.

8. Discretionary Service Levels
State Water has undertaken extensive consultation with CSCs regarding discretionary
service levels. Consultation was undertaken in 3 stages:

e Establishing baseline service delivery and identifying areas of interest for
additional services.

e Providing information on costs and performance indicators for additional services.
¢ Demonstrating the price impact of additional services.

This consultation confirmed that, for the most part, State Waters customers are
satisfied with the current level of service. Broadly, this includes quarterly CSC
meetings, quarterly meter reading, auditing 25% of meters annually, provision of
information to customers at a local level and compliance action as per State Water’s
compliance procedures.

A number of CSCs endorsed additional expenditure, as outlined in Table 3.5. State
Water will be accountable to the CSCs for the successful delivery of these expenditure
items, with the performance indicators to be agreed with CSCs in future meetings.

Table 3.5: Discretionary Services
($09/10 '000)

2010/11 2011/12 2112/13 2013/14

Nam(_)l - malntenance of 2 new _ 26 26 26
gauging stations
Hunter - 7 days a week operations - - 52 52
Fish Rlver - r_namtenance of 2 new 18 26 26 26
gauging stations
Lachlan - water efficiency projects 50 50 50 50
Gwyo_llr - mal_ntenance of 2 new 8 24 24 24
gauging stations
Total 76 126 178 178
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4 CAPITAL EXPENDITURE
4.1 Capital Cost Drivers and Outcomes

State Water’s infrastructure assets, with a replacement value of $3.5 billion, are critical
to its operation as a bulk water supply business. Therefore one of the key objectives of
State Water’'s capital expenditure (CAPEX) program is to provide safe and functional
water infrastructure that meets appropriate regulatory requirements.

State Water operates in a complex legislative and regulatory framework that requires a
number of specific deliverables. Some of the major cost drivers of our CAPEX program
are:

¢ NSW Dams Safety Committee Requirements,

o Fisheries Management Act,

e NSW State Weirs Policy,

e Occupational Health and Safety Act,

e State Water Corporation Operating Licence,

e NSW Government Cold Water Pollution Mitigation Strategy,

e State Water’s Environmental Management Plan,

¢ Maximisation of the economic benefits of water, and

e Minimisation of the risks associated with potential flood events.

4.2 Capital Expenditure Performance between 2006/07 and 2009710

As shown in Table 4.1, the total CAPEX over the current regulatory period is expected to
be $122 million, with the Government share amounting to $89.4 million. CAPEX is
expected to exceed the 2006 determination (allowed) target by $4.7 million over this
period.

Figure 4.1 shows that the majority of State Water’s capital expenditure over the 2006
determination period was financed by government. This is particularly evident in
2009/10 when the projected user share for 2009/10 CAPEX amounts to $11.6 million,
while the government share for the same year is forecast to be $62.0 million. The
majority of the Government’s share, $59.7 million, is for dam safety compliance.

Table 4.1: Actual/Forecast and Allowed Capital Expenditure
($09/10 million)

$M 06707 07/08 08709 09710 Total

Government Share Allowed 7.0 4.5 28.4 44.0 84.0
Government Share Actual/Forecast™ 6.7 9.0 11.8 62.0 89.4
Government Share Variation (0.9 4.5 (16.6) 17.9 5.5
User Share Allowed 13.0 6.2 7.3 6.7 33.3
User Share Actual/Forecast™* 7.1 9.4 4.4 11.6 32.5
User Share Variation (5.9) 3.3 (2.9) 4.9 (0.7)
Total Allowed 20.1 10.7 35.8 50.8 117.3
Total Actual/Forecast™ 13.8 18.4 16.2 73.6 122.0
Total Variation (6.3) 7.7 (19.6) 22.8 4.7

* 2009/10 figures are forecast, not actual expenditure
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Figure 4.1: Actual & Allowed Capital Expenditure by User and Government Share
($09/10 million)
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Table 4.1 and Figure 4.2 indicate that over the current determination period, the phasing
of the CAPEX program is weighted towards 2009/10. This is driven by the Government
share and reflects increased spending on projects as they enter the construction phase.

CAPEX was markedly underspent in 2008/09 due primarily to the organisational
restructure. In addition, there were a number of delays relating to the investigation
stages of the dam safety upgrade projects. Section 4.3 provides details. A significant
catch-up of the 2008/09 underspend is projected for 2009/10, with several projects
under construction. In addition, State Water has implemented enhanced project delivery
systems during the current determination period (detailed in Section 4.4), which provide
confidence that expenditure forecasts will be met.

Figure 4.2: Actual/Forecast Capital Expenditure by Valley
($09/10 million)
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