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Summary of response 
State Water welcomes the opportunity to respond to the Australian Competition and Consumer Commission’s (ACCC) 2014-17 Draft Decision for bulk water charges in the Murray Darling Basin Valleys.
 
State Water notes the ACCC Draft Decision on State Water Pricing Application: 2014–15 — 2016–17 follows a detailed review process that commenced when State Water lodged its pricing application in July 2013. This was immediately followed by numerous and detailed information requests by the ACCC, an audit and site visit by their expert OPEX/CAPEX consultants Deloitte in August 2013 and release of Deloitte’s Final Report in December 2013.  

Section 1 summarises the issues in the Draft Decision where State Water proposes an alternative view, with more detailed information contained in subsequent sections. 
0. [bookmark: _Toc385495856]Best practice regulation 
State Water notes that the ACCC’s Draft Decision rejects cost reflective tariffs on the premise that it does not achieve the Basin Water Charging Objective Principals (BWCOP) of avoiding adverse price impacts in schedule 2 of the Water Act 2007. State Water maintains that cost reflective tariffs are the most effective and efficient mechanism to ensure all the BWCOPs and the Water Charge (Infrastructure) Rules 2010 (WCIR) are met, given State Water’s fixed cost business. 

State Water engaged Frontier Economics to review the ACCC’s Draft Decision (see Attachment 1), including evaluating the evidence used by the ACCC to reject cost reflective tariffs. Frontier Economics conclude:
· “The ACCC’s Draft Decision raises a number of concerns for the application of robust and predictable economic regulation in Australia that extend beyond the current State Water price review. If the Final Decision does not entail extensive revisions from the Draft Decision, the ACCC would be establishing precedents which should be of major concern to other regulated businesses.”[footnoteRef:1] [1:  Frontier Economics 2014, Analysis of aspects of ACCC Draft Decision on State Water Application: A report prepared for State Water, page vii] 

· “The ACCC’s Draft Decision does not comply with the requirements under the WCIR because … State Water’s proposed tariff structure (and associated revenue cap) proposal does meet the WCIR requirements and meets all of the BWCOP. It should therefore have been approved by the ACCC.”[footnoteRef:2] [2:  Ibid ,page iv.] 

· “The ACCC has not adequately assessed its own and State Water’s proposed tariff structure and form of price control against each of the BWCOP criteria and has also given undue weight to (and problematic interpretation of) the BWCOP relating to perverse or unintended price outcomes.”[footnoteRef:3] [3:  Ibid, page iv.] 

· “There are more direct and targeted measures to address any concerns about the financial position of water users at times of low water availability than to distort the tariff structure for all users and to impose risks on State Water which it is not in a position to manage.”[footnoteRef:4] [4:  Ibid, page 20.] 

· “The ACCC’s argument that State Water’s proposed tariff structure could fail to “avoid perverse or unintended pricing outcomes” would require accepting a range of propositions … None of these propositions withstand rigorous scrutiny.[footnoteRef:5] [5:  Ibid. page 21.] 

· “In Frontier’s view [the ACCC’s] Draft Decision … illustrates the need for merits based review of all decisions by economic regulators.”[footnoteRef:6] [6:  Ibid page vii.] 


However, if the ACCC proceeds to adopt a regime that transfers revenue volatility risk to State Water, there are a range of improvements that must be made in order for the ‘unders’ and ‘overs’ methodology to meet the BWCOP and WCIR. 

Recommendation
The ACCC approve cost reflective tariffs to ensure all the BWCOPs and the WCIR are met, given State Water’s fixed cost business.

0. [bookmark: _Toc385495857]‘Unders and overs’ methodology
A key objective of State Water proposing cost reflective tariff was to highlight its extreme volatility risk in the presence of fixed costs. State Water appreciates that the ACCC’s Draft Decision acknowledges State Water’s fixed cost and volatile revenue business environment. The ACCC has proposed an ‘unders and overs’ mechanism to manage this risk.

State Water is concerned that the ACCC’s proposal does not adequately compensate State Water for its mandated variable tariffs, given recent extractions and State Water’s inability to reduce services. In particular, State Water is of the view that the proposed ‘unders and overs’ mechanism:
· places undue financial risk on State Water;
· does not adequately address volatility risk;
· does not provide compensation for the ancillary risk management service provided by State Water; and
· account balance value is eroded over time by inflation. 

In the absence of cost reflective tariffs, State Water recommends an adjustment to the ‘unders and overs’ mechanism to include an annual repayment of the revenue shortfall (if the ‘unders and overs’ account contains a shortfall). The repayment should be equal to 1/10th of the under or over recovery balance included in the annual reset of general security prices for the relevant valley. This should be coupled with the ACCC’s proposed annual price adjustments equal to the WACC x the account balance to cover additional borrowing costs associated with the revenue shortfall. 

Without these repayments, the ACCC’s proposed mechanism does not provide any certainty that State Water will be able to maintain its financial viability and service delivery during periods of low water availability. See section 3 for more details. 

Recommendation
In the absence of cost reflective tariffs, State Water recommends: 
· an adjustment to the ‘unders and overs’ mechanism to include an annual repayment of the debt (if the ‘unders and overs’ account is negative) applied to General Security licence holders; and
· annual indexation of the ’unders and overs’ account balance to preserve its value over time. 

0.2. [bookmark: _Toc385495858]Rate of return (WACC)
The ACCC has determined a vanilla post tax nominal WACC rate of 7.44 per cent, compared to State Water’s proposed 8.96 per cent. State Water is concerned that the ACCC’s Draft Decision is based on inconsistencies in the treatment of the risk‑free rate and the market risk premium, as well as a lack of justification for rejecting international water networks’ equity betas in determining State Water’s equity beta. 

Further, the key criteria used by the ACCC to determine a variable tariff in the Draft Decision (perverse or unintended pricing outcomes) was not included in the ACCC’s pricing principals. This suggests the previously determined WACC parameters should be reviewed prior to the Final Decision to ensure the WACC and tariffs are determined with a consistent level of systematic risk imposed on State Water. 

Recommendation
The ACCC reconsider the risk-free rate, market risk premium and equity beta.
0.3. [bookmark: _Toc385495859]Regulatory asset base and negative depreciation
The ACCC has determined a closing Regulatory Asset Base (RAB) balance of $856.6 million, $102.54 less than State Water’s proposal. State Water is concerned with the ACCC’s forecast closing RAB values, which is attributable to the ACCC’s rejection of a number of proposed CAPEX programs for the 2014-17 pricing period. 

State Water requests that the ACCC reconsider the rejection of State Water’s proposed CAPEX projects and its assumptions around capitalised labour as per specific comments set out in other parts of this submission.

Further, the ACCC has also determined negative depreciation on State Water’s assets. State Water observes that a negative depreciation allowance lowers State Water’s annual revenue requirement, which appears to be counter intuitive. 
0.4. [bookmark: _Toc385495860]Efficiencies and 2012-13 base year analysis
The ACCC has used 2012-13 as the base year to approve or reject OPEX and CAPEX step changes. State Water is concerned that the ACCC’s base-and-step method is too prescriptive in its application and does not properly take into account changes in State Water’s operating environment or expectations on State Water moving forward. 

State Water’s concerns are heightened by the fact that in some areas the ACCC has disagreed with its own independent expert engineering consultant (Deloitte) who conducted the OPEX/CAPEX review. 

Recommendation
The ACCC review State Water’s proposed OPEX using a risk framework based on best practice engineering principles. 
0.5. [bookmark: _Toc385495861]Allowed OPEX and CAPEX
The ACCC Draft Decision has reduced CAPEX and OPEX funding for a number of projects/tasks. Specific projects/tasks are:

1. Metering Project (metering service charge);
2. Capitalised labour/salaries and overheads;
3. Dam Safety investigations OPEX;
4. Operation and Maintenance Manuals;
5. Routine and Corrective Maintenance; 
6. Hydrometric monitoring;
7. Customer management and compliance;
8. Certification of Environmental Management system;
9. Trade allocation trade charge; and
10. Gunidgera Creek Capacity project.

Further information on these issues is contained in section 8.

Recommendation
State Water recommends the ACCC review their Draft Decision on these projects given new information and clarification of facts. 

0.6. [bookmark: _Toc385495862]Peel Valley price cap
The ACCC’s Draft Decision sets prices in the Peel Valley below efficient cost recovery by capping annual price increases to 10 per cent per annum. The ACCC’s 10 per cent price cap will prevent State Water from recovering its required user share revenue for 2014-17. The ACCC have assumed the NSW Government will make up the shortfall via a direct subsidy, estimated to be $489,000 over three years. 

State Water notes that the NSW Government has not committed to provide a subsidy for Peel Valley operations equal to the recommended level of subsidy proposed by the ACCC. This poses a significant financial and operational risk to State Water. 

In the event that the NSW Government decides against a subsidy for Peel Valley or a lower level of subsidy than that proposed by the ACCC, the ACCC has not provided any justification on who should bear the risk of revenue shortfall and why. If State Water should bear the risk by default, the ACCC should explain how this outcome is more consistent with the BWCOP compared to alternative approaches.

Recommendation
The ACCC explain who is best placed to manage the risk to service delivery if the NSW Government provides a subsidy lower than that recommended by the ACCC. If the ACCC are of the view that State Water should carry this risk, the ACCC should explain how this outcome is more consistent with the BWCOP compared to alternative approaches.
0.7. [bookmark: _Toc385495863]MDBA/BRC NSW Government contributions
State Water acknowledges the ACCC’s expectation that the NSW Government will advise it of its contributions to the Murray Darling Basin Authority (MDBA) and Border Rivers Commission (BRC), as well as their allocation across valleys, prior to June 2014 so they can be included in the ACCC’s Final Decision.

State Water notes that NSW Government contributions to the MDBA and BRC are a matter of NSW Government policy which is beyond State Water’s control. State Water seeks clarification from the ACCC on how this issue will progress should the NSW Government not inform the ACCC of the contributions before the Final Decision. State Water asserts its pricing decision should not be adversely impacted (through postponement or reopening) due to NSW Government policy considerations beyond its control.  

Recommendation
State Water’s Final Decision is not adversely impacted (through postponement or reopening) due to NSW Government policy considerations beyond its control.

1. [bookmark: _Toc385495864]Best practice regulation
State Water maintains that cost reflective tariffs are the most effective and efficient mechanism to ensure all the Basin Water Charging Objectives and Principals (BWCOPs) and the Water Charge (Infrastructure) Rules 2010 (WCIR) are met, given State Water’s fixed cost business. 

The ACCC Draft Decision states that: 

in having regard to whether State Water’s proposed charges would contribute to the BWCOP, the ACCC has placed more weight on the following aspects of the BWCOP:

· to avoid perverse or unintended pricing outcomes
· to ensure sufficient revenue streams to allow efficient delivery of the required services
· to promote the economically efficient and sustainable use of water infrastructure assets.

The ACCC considers these factors most relevant to determining water charges for MDB valleys … This choice is guided by the context of State Water’s proposal and that of submissions received during the review process.[footnoteRef:7] [7:  ACCC 2014, ACCC Draft decision on State Water Pricing Application: 2014-15 – 2016-17 Attachments, pp. 202-203. ] 


State Water notes the full set of BWCOP are:
a) to promote the economically efficient and sustainable use of:
i) water resources; and 
ii) water infrastructure assets; and
iii) government resources devoted to the management of water resources; and
b) to ensure sufficient revenue streams to allow efficient delivery of the required services; and
c) to facilitate the efficient functioning of water markets (including inter‑jurisdictional water markets, and in both rural and urban settings); and
d) to give effect to the principles of user‑pays and achieve pricing transparency in respect of water storage and delivery in irrigation systems and cost recovery for water planning and management; and
e) to avoid perverse or unintended pricing outcomes.[footnoteRef:8] [8:  Commonwealth of Australia 2007, Water Act 2007 Water Act 2007 Part 2—Water charging objectives.] 



1) Pricing policies for water storage and delivery in rural systems are to be developed to facilitate efficient water use and trade in water entitlements.
2) Water charges are to include a consumption‑based component.
3) Water charges are to be based on full cost recovery for water services to ensure business viability and avoid monopoly rents, including recovery of environmental externalities where feasible and practical.
4) Water charges in the rural water sector are to continue to move towards upper bound pricing where practicable.
In subclause (4):
5) upper bound pricing means the level at which, to avoid monopoly rents, a water business should not recover more than:
a) the operational, maintenance and administrative costs, externalities, taxes or tax equivalent regimes; and
b) provision for the cost of asset consumption; and
c) provision for the cost of capital (calculated using a weighted average cost of capital).
6) If full cost recovery is unlikely to be achieved and a Community Service Obligation is deemed necessary:
a) the size of the subsidy is to be reported publicly; and
b) where practicable, subsidies or Community Service Obligations are to be reduced or eliminated.
· Pricing policies should ensure consistency across sectors and jurisdictions where entitlements are able to be traded.[footnoteRef:9] [9:  Commonwealth of Australia 2007, Water Act 2007 Part 3—Water charging principles.] 


State Water asserts that the ACCC should review State Water’s proposal against all criteria in the BWCOP. By focusing on a small select subset, the ACCC runs the risk of reaching an outcome that actually impedes the delivery of the BWCOP outcomes, which is not in the long term interest of consumers.

If the ACCC believes that a subset of the principals and objectives in the BWCOP should be given more weight at the exclusion of others, the ACCC should provide detailed reasons as to why this is the correct interpretation. This should include robust economic analysis and not simply rely on the context with which the submission is lodged and stakeholder submissions received. The ACCC should undertake this analysis in the interest of accountability, transparency and consistency in the pricing process.

Of the three criteria used by the ACCC to determine a tariff structure, Frontier Economics has found that State Water’s cost reflective proposal is consistent with all of them.[footnoteRef:10]  [10:  Frontier Economics 2014, Analysis of aspects of ACCC Draft Decision on State Water Application: A report prepared for State Water, page iv.] 


With regards to the ACCC’s conclusion that cost reflective tariffs fail the perverse or unintended pricing outcomes test, Frontier Economics conclude that, “this requires accepting a range of propositions … none of these propositions withstand rigorous scrutiny”.[footnoteRef:11] This includes the statement that cost reflective tariffs transfer “unreasonable” amounts of risk to customers. Frontier Economics concludes that the ACCC has not adequately assessed the ability of parties to manage that risk and the level of risk aversion of both bulk water customers and State Water.  [11:  Ibid, page 21.] 


State Water also notes that recent decisions for other Australian bulk water utilities did not reach the same conclusion about the transfer of risk, including the Essential Services Commission’s (ESC’s) 2013 Final Decision for Goulburn Murray Water. The ESC’s Decision was made under the same BWCOP and WCIR as those used by the ACCC to make its Draft Decision on State Water’s pricing application.

Risk-management tools in the water market already exist and are becoming more widely available and therefore their absence should not be used to justify the use of the tariff structure as a risk management tool.[footnoteRef:12] These include a number of sophisticated water trading contracts, that are based on transactions of water entitlements or allocations, which are already on offer in the southern MDB valleys. This is in addition to payment plans, Farm Management Deposits (FMD) Scheme, Interim Farm Household Allowance, Drought Concessional Loans and Emergency Water Infrastructure Rebate Assistance.  [12:  Ibid, page 18.] 


Consequently, there are more direct and targeted measures to address any concerns about the financial position of water users at times of low water availability than to distort the tariff structure for all users and to impose risks on State Water, which it is not in a position to manage.[footnoteRef:13] [13:  Ibid, page 20.] 


In contrast, no such mechanisms exist for State Water. An increase in debt funding as proposed in the ACCC’s alternative tariff proposal could quickly compromise State Water’s ability to provide services. This real possibility could result from the fact that State Water is forced to accrue compounding debt during times of low sales (as has occurred consistently in the past 10 years), with no offsetting revenue, simply to fund ongoing operations. 

The counter argument that State Water is best placed to bear the majority of demand risk because it is a government-owned business with ‘deep pockets’ by virtue of that ownership, is itself a perverse outcome that is inconsistent with the BWCOP. This effectively results in bulk water users being subsidised by NSW taxpayers.
Further, such an outcome does not: 

· promote the economically efficient and sustainable use of water infrastructure assets;
· ensure sufficient revenue streams to allow efficient delivery of the required services;
· facilitate efficient function of water markets;
· give effect to the principals of user-pays and achieve pricing transparency in respect of water storage and delivery in irrigation systems and cost recovery for water planning and management; and
· result in water charges based on full cost recovery for water services to ensure business viability and avoid monopoly rents, including recovery of environmental externalities where feasible and practical.

Finally, Frontier Economics notes that the perverse and unintended pricing outcome criteria was not included in the list of pricing principles relating to tariff structures in Appendix A of the ACCC’s Guide to the water charge (infrastructure) rules: Pricing application for Part 6 operators, which was used to determine State Water’s Weighted Average Cost of Capital (WACC).[footnoteRef:14] This suggests that the Draft Decision and ACCC pricing principals apply inconsistent levels of systematic risk to determine the tariff design and WACC respectively.  [14:  Ibid, page 14. ] 


With regards to ensuring sufficient revenue streams to allow efficient delivery of the required services, Frontier Economics conclude that it appears the ACCC’s Draft Decision accepts that State Water’s proposal meets this requirement. However, the ACCC instead propose to maintain the variable tariff design in conjunction with an ‘unders and overs’ account to moderate State Water’s revenue variability. Frontier Economics make the point that moderating is not sufficient to meet the revenue adequacy requirement in the BWCOP of ensuring sufficient revenue streams to allow efficient delivery of the required services.[footnoteRef:15]  [15:  Ibid, page 9.] 


If however, the ACCC proceeds in adopting a regime which transfers revenue volatility risk to State Water, there are a range of improvements that must be made in order for the ‘unders and overs’ methodology to more fully meet the BWCOP and WCIR. These issues are discussed in section 3. 

State Water also notes that the continuation of variable tariffs negates the need for a fixed charge deferral scheme. 
2. [bookmark: _Toc385495865]‘Unders and overs’ methodology
2.1. [bookmark: _Toc385495866]Impact on State Water’s Financial Position 
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 bulk water infrastructure and undertake appropriate operating and maintenance expenditure to provide essential services to customers. 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.

State Water is required to operate in accordance with its enabling legislation, the State Water Corporation Act 2004, which includes the requirement for State Water to “capture, store and release water in an effective, safe and financially responsible manner”.

The table below outlines State Water’s forecast financial outcomes given the ACCC’s Draft Decision and assuming sales equal those forecast over the 2014‑17 regulatory period (i.e. full cost recovery). This includes:
· a return on average assets ranging from 0.07% to 3.8%;
· a return on average equity ranging from -2.7% to 3.1%;
· an indicative credit rating of BBB; and 
· gearing levels increasing from 56% to 64%. 

Forecast State Water financial outcomes given the ACCC’s Draft Decision
	($ nominal, m)
	FY151,2
	FY161
	FY171

	EBIT
	$0.7
	$55.0
	$40.9

	Total assets
	$876.2
	$994.0
	$1,035.5

	Return on average assets
	0.07%
	5.4%
	3.8%

	Equity
	383.4
	421.9
	421.6

	Return on average equity
	-2.7%
	6.2%
	3.1%

	Indicative credit rating
	BBB
	BBB
	BBB

	Gearing level
	56%
	58%
	64%

	Notes: financial indicators are shown for total State Water business.
Columns may not sum due to rounding
1 Forecast as at April 2014
2 Includes a $20.3 million asset write off and $27.6 million impairment



The financial forecasts above suggest if sales equal forecast, State Water is forecast to meet its legislative obligations, albeit with sub-economic returns, without achieving monopoly rents. However, State Water is concerned that during periods of less than average water extractions, the ACCC’s tariff design and ‘unders and overs’ proposal places undue financial risk on State Water in the form of unsustainable borrowing levels, reduced credit ratings and higher debt costs.  

A key objective of State Water proposing a cost reflective tariff was to mitigate its extreme volatility risk in the presence of fixed costs and the current 40/60 fixed/variable tariff structure. State Water appreciates that the ACCC’s Draft Decision acknowledges State Water’s fixed cost and volatile revenue business environment. In response, the ACCC has proposed an ‘unders and overs’ mechanism to manage volatility risk and continue service levels. 

The table below outlines State Water’s forecast financial outcomes over the next 10 years based on the ACCC’s proposed ‘unders and overs’ methodology and assuming forecast extractions are consistent with the past 10 years (2003/04 to 2012/13).[footnoteRef:16]  [16:  Further assumptions incorporated in the modelling are provided in attachment B.] 


	($nominal m)
	FY151
	FY16
	FY17
	FY18
	FY19
	FY20
	FY21
	FY22
	FY23
	FY24

	EBIT
	-6.3
	47.7
	42.3
	54.8
	39.1
	44.5
	46.3
	62.1
	75.4
	116.0

	Total assets
	875.1
	992.8
	1,035.7
	1,116.8
	1,147.4
	1,179.0
	1,173.6
	1,198.9
	1,196.5
	1,220.8

	Return on average  assets
	-0.7%
	4.7%
	3.9%
	4.8%
	3.4%
	3.8%
	3.9%
	5.2%
	6.2%
	9.5%

	Equity
	379.4
	413.5
	414.4
	444.7
	453.6
	490.3
	502.8
	551.1
	590.2
	681.9

	Return on average equity
	-3.7%
	5.2%
	3.5%
	5.2%
	2.1%
	2.0%
	1.7%
	3.5%
	4.8%
	9.2%

	Indicative credit rating
	BB+
	BB+
	BB+
	BB+
	BB+
	BB+
	BB+
	BBB
	BBB
	BBB+

	Gearing level
	58%
	64%
	72%
	74%
	83%
	81%
	79%
	71%
	59%
	37%



State Water has also undertaken analysis of the ACCC’s proposed ‘unders and overs’ methodology assuming more favourable extractions (extractions from the last 10 years, plus one standard deviation) in the table below. For example, it is assumed the lowest annual extraction occurs in FY19 of approximately 3,000GL. This compares to the actual lowest extractions of 1,000GL recorded in 2009.[footnoteRef:17]  [17:  Ibid.] 







	($nominal, m)
	FY151
	FY16
	FY17
	FY18
	FY19
	FY20
	FY21
	FY22
	FY23
	FY24

	EBIT
	-3.6
	50.9
	42.8
	58.6
	45.8
	49.5
	51.6
	60.4
	66.8
	88.3

	Total assets
	875.5
	993.3
	1,035.8
	1,117.4
	1,148.5
	1,179.8
	1,174.5
	1,198.6
	1,195.1
	1,216.3

	Return on average  assets
	-0.4%
	5.0%
	4.0%
	5.2%
	3.9%
	4.2%
	4.3%
	5.1%
	5.5%
	7.3%

	Equity
	381.4
	417.9
	419.7
	453.7
	468.7
	510.9
	530.2
	581.1
	618.6
	694.6

	Return on average equity
	-3.2%
	5.8%
	3.7%
	5.9%
	3.2%
	3.0%
	2.8%
	3.8%
	4.4%
	6.8%

	Indicative credit rating
	BB+
	BB+
	BB+
	BB+
	BB+
	BB+
	BB+
	BBB
	BBB+
	BBB+

	Gearing level
	57%
	61%
	68%
	69%
	73%
	68%
	63%
	54%
	44%
	29%



The tables above indicate State Water’s financial position worsens significantly under the ACCC’s proposal given either actual extractions recorded over the past 10 years or the more favourable scenario. Most notably, State Water experiences a reduction in indicative credit ratings from BBB to BB+ and gearing increases to an unsustainable level of 83% assuming actual extractions over the past 10 years. State Water’s financial outlook is slightly better (yet still unsustainable) with the improved water extractions. The indicative credit rating falls to BB+ and gearing peaks at 73%. The unsustainable financial outcomes are due to the need for increased short term borrowings to overcome the difference between actual and allowed revenue. 

The above scenario is analogous to State Water being required to seek an unknown amount of financing, over an unknown time period to continue service provision. State Water is then required to wait for a random event (rainfall) to receive funds to pay back debt servicing costs. State Water will only ever be able to repay the loan principal if total extractions exceed forecast. This has only occurred twice since 2004. Given this climatic variability, it is likely such an arrangement will negatively impact State Water’s ability to source credit and its future credit ratings.  

Consequently, State Water believes that the ‘unders and overs’ proposal will reduce the businesses ability to meet its legislative obligations during periods of low water availability. This will necessarily impact service delivery at a time when customers are naturally expecting State Water to operate the rivers as efficiently as possible to maximise water availability.

2.2. [bookmark: _Toc385495867]‘Unders and Overs’ as a Risk Mitigation Service to Customers
State Water is of the view that the ‘unders and overs’ mechanism does not provide any compensation to State Water for providing the ancillary service of risk mitigation. One reason given in the ACCC’s Draft Decision for rejecting cost reflective tariffs was the conclusion that water users do not have access to risk‑management tools to hedge their exposure to water price risk.[footnoteRef:18] As stated above, State Water disagrees with this conclusion and notes various management tools do exist and are currently available to water users. These include: [18:  ACCC Draft decision on State Water Pricing Application: 2014-15 – 2016-17 | Attachments, page 206.] 

· Lower variable costs when plantings are reduced;
· Farm management deposit schemes; 
· Water trading market; and
· NSW and Commonwealth Government assistance.  

The ACCC Draft Decision states that, “in their [risk mitigation schemes] absence, ACCC analysis suggests that the current structure of State Water’s charges may play a risk management role.”[footnoteRef:19] [19:  Ibid, page 206.] 


State Water agrees that by having variable tariffs, it does provide an ancillary service to its customers in the form of financial risk mitigation. State Water asserts that in a competitive market, this service would attract commensurate service and management fees. However, State Water does not receive any compensation. It is noted that the ‘unders and overs’ mechanism only adjusts prices ex-post, but State Water is exposed to revenue volatility ex-ante. 

2.3. [bookmark: _Toc385495868]‘Unders and Overs’ regulatory precedent
State Water understands that the ACCC has determined an ‘unders and overs’ account, (referred to as ‘loss capitalisation approach’) in past regulatory decisions. Frontier Economics cites the following regulatory decisions:

· Australian Rail Track Corporation’s Hunter Valley Rail Network Undertaking; and
· NBN Co.

However, Frontier Economics notes that the loss capitalisation was used to permit under-recovery of revenue during the early stages of infrastructure rollout and/or in cases where assets may be under-utilised.[footnoteRef:20] That is, to fund future service growth and not as a mechanism to manage revenue volatility.  [20:  Frontier Economics 2014, Analysis of aspects of ACCC Draft Decision on State Water Application, pp. 29-30.] 


State Water points out that the ACCC’s reasoning for adopting the ‘unders and overs' account differs substantially to the ACCC’s reasoning in past regulatory decisions. Although State Water acknowledges that the principles and objectives of regulatory frameworks differ across industries, State Water is concerned that the ACCC’s Draft Decision may have broader implications as a regulatory precedent in other industries subject to price regulation and similar revenue volatility risk. The ACCC’s rationale in the Draft Decision appears to be wider than the past regulatory decisions cited above.

One of the characteristics of good regulation is that cases involving similar facts and circumstances should be treated in a like manner. State Water points out that past regulatory decisions set out very detailed and specific reasons for adopting the loss capitalisation approach and they have also been applied in cases relating to similar facts and circumstances.

State Water submits that the ACCC’s decision to adopt the ‘unders and overs’ account to address State Water’s revenue volatility risk is unprecedented and inconsistent with demonstrated regulatory precedents as set in recent regulatory decisions.

State Water submits that the ACCC should identify inconsistencies in the reasoning behind its approach compared to past regulatory decisions. This analysis should assist the ACCC in 1) considering the broader pricing implications to State Water and other industries subject to price regulation and 2) the most appropriate regulatory approach to addressing State Water’s revenue volatility risk.

2.4. [bookmark: _Toc385495869]Adjustment to the ‘Unders and Overs’ mechanism
In the absence of cost reflective tariffs and a revenue cap, it is recommended that the ACCC’s proposed ‘unders and overs’ mechanism be adjusted to include an annual repayment of the revenue shortfall, equal to 1/10th of the accumulated revenue shortfall. This amount would be included in the annual reset of general security prices for the relevant valley. This would provide State Water with some opportunity to recover required revenue over a 10 year period, especially in times of low water availability. A 10 year repayment period is consistent with standard commercial loan profiles. 

The table below provides forecast financial outcomes under this approach assuming extractions are equal to those experienced between 2003/04 to 2012/13.[footnoteRef:21]  [21:  See attachment B for further modelling assumptions.] 







	($nominal, m)
	FY151
	FY16
	FY17
	FY18
	FY19
	FY20
	FY21
	FY22
	FY23
	FY24

	EBIT
	-6.3
	48.5
	43.8
	56.3
	41.7
	48.6
	51.5
	68.3
	81.2
	120.1

	Total assets
	875.1
	992.9
	1,035.9
	1,117.1
	1,147.9
	1,179.6
	1,174.5
	1,199.9
	1,197.5
	1,221.5

	Return on average  assets
	-0.7%
	4.8%
	4.1%
	5.0%
	3.6%
	4.1%
	4.3%
	5.7%
	6.7%
	9.8%

	Equity
	379.4
	414.0
	416.0
	447.4
	458.3
	497.9
	514.4
	567.6
	611.7
	707.7

	Return on average equity
	-3.7%
	5.4%
	3.7%
	5.4%
	2.4%
	2.6%
	2.4%
	4.2%
	5.4%
	9.5%

	Indicative credit rating
	BB+
	BB+
	BB+
	BB+
	BB+
	BB+
	BB+
	BBB
	BBB+
	BBB+

	Gearing level
	58%
	64%
	72%
	74%
	82%
	80%
	77%
	68%
	55%
	32%



The proposal will slightly improve State Water’s gearing level and EBIT, as well as its indicative credit rating in the last 3 years of the 10 year forecasting period. Guaranteed repayments in the form of fixed charges will slightly improve State Water’s borrowing capacity to address revenue shortfall and to fund operational expenditure in times of low water availability. 

State Water has also undertaken analysis of the ACCC’s proposed ‘unders and overs’ methodology assuming more favourable water extractions compared to the past 10 years (see the table below).[footnoteRef:22] For example, it is assumed the lowest annual extraction occurs in FY19 of approximately 3,000GL. This compares to the actual lowest extractions of 1,000GL recorded in 2009. [22:  Ibid.] 


	($nominal, m)
	FY151
	FY16
	FY17
	FY18
	FY19
	FY20
	FY21
	FY22
	FY23
	FY24

	EBIT
	-3.6
	51.4
	43.7
	59.5
	47.4
	51.9
	54.7
	64.1
	70.2
	90.9

	Total assets
	875.5
	993.4
	1,035.9
	1,117.6
	1,148.8
	1,180.2
	1,175.0
	1,199.2
	1,195.7
	1,216.7

	Return on average  assets
	-0.4%
	5.1%
	4.1%
	5.2%
	4.1%
	4.4%
	4.6%
	5.3%
	5.8%
	7.5%

	Equity
	381.4
	418.3
	420.7
	455.4
	471.5
	515.5
	537.2
	591.0
	631.4
	710.1

	Return on average equity
	-3.2%
	5.8%
	3.8%
	6.0%
	3.4%
	3.3%
	3.2%
	4.2%
	4.8%
	7.0%

	Indicative credit rating
	BBB
	BB+
	BB+
	BB+
	BB+
	BB+
	BBB
	BBB
	BBB+
	BBB+

	Gearing level
	57%
	61%
	68%
	68%
	73%
	68%
	62%
	52%
	42%
	26%



The table above indicates State Water’s financial outcomes are slightly better under the more opportunistic extractions. 

State Water submits that guaranteed repayments of under-recovery are necessary for the ‘unders and overs’ mechanism to explicitly address the risk of water availability volatility. Without it, State Water is vulnerable to unpredictable and potential long-term water shortages.  

The approach more effectively facilitates the continuation of the current variable tariff, provides some ex-ante compensation to State Water for the provision of risk mitigation service and is more financially viable than the ‘unders and overs’ proposal, on its own, in the face of reduced extractions. It also provides a specific timeframe over which any overs or unders may be recovered.  

In addition, given the severity and the length of past droughts, State Water may have a revenue shortfall in the ‘unders and overs’ account for many years. This is particularly the case if the ACCC wishes to avoid price shocks and limit the extent to which prices may change between years. To preserve the value of the account balance, State Water requests that the account balance be indexed annually to CPI. State Water also requests that the ACCC annually publish the balance of the account in each valley to provide transparency both to State Water and customers.  

Finally State Water notes a few issues that need to be considered by the ACCC prior to fully endorsing the ‘unders and overs’ approach:
· Does the ‘unders and overs’ methodology require State Water to acquire a financial services licence? If so, who will fund that cost and what happens to the account balance in the interim prior to State Water receiving the licence?
· There is a risk that subsequent determinations may alter the mechanism such that State Water may never get the opportunity to recover the shortfall amount. For example, this can occur if price increases required to recover the shortfall are considered to be price shocks by the ACCC. The ACCC should clarify what it would propose in such situations?



3. [bookmark: _Toc385495870][bookmark: _Toc384481299]Rate of return (WACC) 
The ACCC Draft Decision proposes a nominal vanilla Weighted Average Cost of Capital (WACC) rate of 7.44 per cent compared to the State Water’s proposed WACC of 8.96 per cent. The ACCC’s decision is based on its estimates of the risk free rate and debt risk premium observed over a short averaging period as well as a lower equity beta compared to State Water’s proposal. 

State Water notes the ACCC’s view that its proposed WACC is commensurate with the commercial risk associated with State Water’s regulated activities and consistent with the ACCC’s pricing principles.

In response, State Water’s consultants, Frontier Economics, have undertaken a detailed analysis of the ACCC’s approach to the proposed WACC. Frontier Economics have identified issues with the ACCC’s approach including:

· inconsistencies in the treatment of the risk-free rate and the market risk premium; and
· in determining State Waters equity beta, lack of justification for rejecting overseas water networks’ equity betas in the analysis.[footnoteRef:23] [23:  Frontier Economics 2014, Analysis of aspects of ACCC Draft Decision on State Water Application, pp 52-74.] 


Further, as mentioned in section 2 it is noted that the BWCOP used to determine State Water’s WACC (particularly the equity beta) differs to those used to set tariffs in the Draft Decision (due to the absence of perverse or unintended pricing outcomes in the ACCC pricing principals). This suggests the previously determined WACC parameters should be reviewed prior to the Final Decision to ensure the WACC and tariffs are determined with a consistent level of systematic risk imposed on State Water.   

State Water requests that the ACCC consider Frontier Economics advice at Appendix B of this submission.
4. [bookmark: _Toc384481300][bookmark: _Toc385495871]
Regulatory asset base 
The ACCC’s Draft Decision proposes a closing RAB as at 30 June 2017 $865.6 million (nominal), with a user share closing RAB of $295.9 million (nominal). This is less than State Water’s proposed closing RAB of $958.0 million (nominal) and user share closing RAB of $351.6 million (nominal). The reasons for the decrease include:

· reduction in opening RAB as at 1 July 2014; and
· adjustments to the depreciation allowances and forecast capex. 
[bookmark: _Toc384286024][bookmark: _Toc384394399]
State Water is concerned with the ACCC’s forecast closing RAB values, which is attributable to the ACCC’s rejection of a number of proposed CAPEX programs for the 2014-17 pricing period. State Water notes that significant CAPEX reductions are driven by the ACCC’s assumptions around capitalised labour. 

State Water requests that the ACCC reconsider the rejection of State Water’s proposed CAPEX projects and its assumptions around capitalised labour as per specific comments set out in other parts of this submission.

5. [bookmark: _Toc385495872][bookmark: _Toc384481301]Negative depreciation 
The ACCC’s Draft Decision is to determine State Water’s 2014-17 regulatory depreciation allowance (return of assets) of -$10.4 million (nominal). The depreciation allowance is a negative figure due to indexation of the opening RAB outweighing the straight line component of depreciation. This is attributable to the relatively long lives of State Water’s assets.

State Water observes that a negative depreciation allowance lowers State Water’s annual revenue requirement and prices to consumers, which appears to be counter intuitive. State Water would like to understand whether the ACCC’s regulatory depreciation allowance methodology is appropriate for bulk water pricing regulation and reflects best practice adopted by bulk water regulators in other jurisdictions.
6. [bookmark: _Toc384481304][bookmark: _Toc385495873]
Efficiencies and 2012-13 base year analysis 
The ACCC’s Draft Decision is to determine State Water’s 2014-17 prudent and efficient forecast OPEX of $115.57 million (real $2013-14) over the 2014-17 pricing period, less than State Water’s proposed OPEX of $$127.51 million (real $2013-14).

The ACCC has considered step changes for regulatory requirements, non-recurrent and cyclical OPEX, discretionary expenditure, and productivity and input price changes.

The ACCC has applied the base-and-step method to determine prudent and efficient forecast OPEX. This involves 1) determining a 2012-13 base year for OPEX, which the ACCC believes will reflect a similar operating environment to the 2014-17 regulatory period and 2) analysing step changes from base year OPEX to determine whether or not step changes are justified.

State Water notes that the base-and-step method has been used by the AER in electricity and gas determinations and is therefore well understood. However, there appears to be slight differences in the ACCC’s application of the base-and-step method compared to the AER approach.

For instance, for gas determinations:

“The AER considers there could be reasons where a significant increase in non-recurrent expenditure is required. In some cases a gas service provider may have relatively limited discretion in whether or not to undertake this expenditure. For example, some maintenance costs may be lumpy. As a result, base year opex may be insufficient to cover the costs of the new program of expenditure. In this case a step change in opex may be required.”[footnoteRef:24] [24:  AER 2013, Access arrangement final decision APA GasNet Australia (Operations) Pty Ltd 2013-17 Part 2: Attachments.] 


State Water requests clarification from the ACCC on whether 1) the criteria above are consistent with the ACCC’s approach and 2) the ACCC has applied or considered the criteria above in the Draft Decision.

State Water is concerned that the ACCC’s base-and-step method is too prescriptive in its application and does not properly take into account changes in State Water’s operating environment or expectations on State Water moving forward. State Water’s concerns are heightened by the fact that the ACCC has, in some areas, disagreed with its independent expert consultants, Deloitte, who conducted the OPEX/CAPEX review. 

State Water submits that the ACCC should focus on whether State Water’s proposed forecasts OPEX are prudent and efficient for the 2014-17 regulatory period. That is, the ACCC needs to undertake forward looking analysis and assess the required expenditure for 2014-17. In using base year OPEX, the ACCC needs to consider whether the costs incorporated in base year OPEX are likely to reflect future costs. If not, the ACCC should consider further adjustments to base year OPEX or proposed OPEX projects on a case-by-case basis if deemed appropriate in the circumstances

State Water’s consultants Frontier Economics, have raised concerns regarding the ACCC’s application of the base-and-step method. Although the base and step method is well established, Frontier Economics questions the validity of its application in the ACCC Draft Decision, including the representativeness and appropriateness of the base year, the productivity assumptions, the use of cost escalators and the ACCC’s assessment of non-recurrent OPEX.[footnoteRef:25] [25:  Frontier Economics 2014, Analysis of aspects of ACCC Draft Decision on State Water Application pp. 47-51.] 


This section should be read in conjunction with State Water’s concerns regarding individual OPEX projects set out in other parts of this submission and Frontier Economics’ analysis report at Attachment A of this submission.

State Water questions the ACCC’s assumption that base year OPEX will, in almost all cases, reflect prudent and efficient costs likely to be incurred in the 2014-17 regulatory period. For example, State Water notes that the ACCC has made broad assumptions about the inclusion of ‘business as usual’ OPEX in base year OPEX, without any further justification or reference to supporting evidence. Past costs are not always indicative of future potential cost.  

Frontier Economics notes that base year OPEX only reflects obligations and circumstances of that particularly year. Unless State Water operates in a steady state environment, base year OPEX is unlikely to reflect State Water’s operating environment moving forward. Bulk water providers are subject to numerous changes to their operating environment, including regulatory, environmental, safety standards and expectations.

Frontier Economics has concluded that the ACCC’s adjustments to base year OPEX do not appear to be exhaustive. Further, State Water notes that the AER has, in electricity determinations, adjusted base year OPEX to provide allowances for incremental costs that, while efficient, were not incurred in base year OPEX. The ACCC appears to have only considered exclusions from base year OPEX without any regard to the inclusion (or consideration) of efficient costs that did not arise in base year OPEX (for example increases in Routine Maintenance costs due to the increase in 2, 5 and 10 yearly jobs that fall within the upcoming regulatory period).

Frontier Economics has also concluded that the representativeness of base year OPEX is not underpinned by robust analysis of historical trends and expenditure in other years. State Water submits that more robust analysis of historical trends will uncover OPEX that should be considered on a case-by-case basis by the ACCC.

To ensure State Water is provided with every opportunity to recover at least the efficient cost incurred in its operations for 2014-17, the ACCC should consider State Water’s proposed OPEX forecasts on a case-by-case basis, with less regard to historical OPEX if deemed appropriate in the circumstances. 

For example, according to Frontier Economics’ analysis the application of the ‘base and step’ methodology is predicated on expenditures being recurrent or stable. Further, State Water observes that the AER has recognised that base year OPEX may not account for ‘lumpy’ maintenance costs, which should be considered on a case-by-case basis.[footnoteRef:26] State Water is confident that the ACCC has not properly identified and considered ‘lumpy’ OPEX activities and projects in its Draft Decision. [26:  AER 2013, Access arrangement final decision APA GasNet Australia (Operations) Pty Ltd 2013-17 Part 2: Attachments.] 


In terms of a broader focus to assessing forecasts OPEX, State Water considers there to be other factors and business considerations that require careful focus by the ACCC. 

For example, the ACCC should give appropriate weight to what could happen in the absence of OPEX step changes. A new OPEX project may actually maintain service standards if, for example the rejection of a proposed OPEX step change leads to a deterioration of service standards (see the discussion on Routine Maintenance). The same could be said of a new OPEX project/step change to comply with current obligations or requirements. For example the increased community expectations on flood operations manuals following the 2011 Brisbane flood and the increased scrutiny of flood operations of Wivenhoe dam. 

State Water believes the ACCC should focus on the outcomes from a decrease in proposed OPEX, not only increases in OPEX and the impact this would have on prices.  

State Water’s OPEX projects are the result of continuous improvements in resource allocation, processes and systems. Some projects may have broadly defined benefits and savings, which would be realised by the business and customers at an expected time in the future. Justification under NPV analysis should not be the sole consideration. For example, the ACCC should also consider risks to State Water’s assets and/or providing services. In these cases, State Water submits that the ACCC needs to place more weight on the opinion of experts, such as Deloitte. The business in question or industry experts are generally in the best position to assess the viability of such projects, particularly in relation to specific issues facing the bulk water industry, including legacy issues and backlog. 

State Water points out that some projects arise from changes in the business environment, which may not arise from changes in regulatory obligations or service standards (for example changes in generally accepted business practice). In these cases, the ACCC should consult bulk water industry experts, look beyond historical OPEX and consider such proposals on a case-by-case basis. For example, the increased community expectations on flood operations manuals. 

State Water acknowledges the importance of its customers and the influence they have in driving the direction of its business. State Water engages in extensive consultation with customer service committees on new and upcoming projects. 

However, the nature of any customer-service provider relationship is that customers may not agree with short term pricing implications despite long term benefits to the industry and consumers.

State Water submits that although customers’ views are important, the ACCC should place appropriate weight on bulk water industry expertise and long term benefits to consumers and the water market, rather than focusing solely on short term pricing implications.

It is important for the ACCC to determine forecasts OPEX that appropriately balances the needs of the bulk water operator, the market and the consumer.
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7. [bookmark: _Toc385495874]Allowed OPEX and CAPEX
7.1. [bookmark: _Toc385495875]Metering service charge
The Council of Australian Governments (COAG) endorsed the National Framework for Non-urban Water Metering in 2009 as the method of addressing National Water Initiative (NWI) reforms with regards to metering.

In 2010, the NSW Government and Commonwealth Governments agreed that the Commonwealth would fund meter installation in the Murray Darling Basin to meet the standards, and that NSW would be the owner of the meters for their future operation.

The NSW Government agreed to operate and maintain the meters and, in line with the National Water Initiative, these costs being recovered through metering charges consistent with same.
State Water has undertaken further analysis with regard to the Metering Service Charges in the ACCC Draft Decision with the assistance of KPMG and MWH Global. 
This report sets out evidence which demonstrates the prudency and efficiency of the Metering Service Charges proposed in State Water’s Pricing Application for the three years to 2017.
The analysis provides:
1. a comparison of the current charges approved by IPART with State Water’s proposed Metering Charges;
2. a comparison of State Water’s proposed Metering Service Charges with other service provider’s customer charges for remote-read meters;
3. a comparison of State Water’s proposed Metering Service Charges with actual costs that have been incurred to date through the metering project; and
4. a review and validation of the input assumptions used in the State Water Metering Charges Model.
The results of these exercises demonstrate that:
State Water’s proposed Metering Service Charges are based on assumptions of prudent and efficient practice and costs and are consistent with observed rates and practices;
the current charges are based on incomplete and insufficient assumptions and do not provide an appropriate benchmark for costs to be recovered by the proposed Metering Service Charges;
the historical costs observed through the Pilot Project are inappropriate for establishing a baseline for anticipated costs; and
the proposed Metering Service Charges reflect necessary operations and maintenance required to meet the national standards in particular the National Framework for Non-urban Water Metering, AS4747 and the Metrological Assurance Framework. 

7.2. [bookmark: _Toc385495876]Capitalised labour and overheads
The ACCC has proposed significant reductions in capitalised labour/salaries in all Capital project budgets. The ACCC argues that the evidence available to the ACCC indicates that the amounts included in State Water’s forecasts are likely to be in excess of its historical capitalised labour. 

It appears the ACCC has misunderstood this issue and incorrectly reduced CAPEX budgets significantly. The ACCC have used data from an example provided by State Water to incorrectly infer that State Water proposes to capitalise more than $32 million in labour costs across the three years of the determination. 

State Water considers ACCC’s view to be a factual error and therefore subsequent adjustments applied by ACCC to the capital program are in error. The total capitalised salaries 2010/11 and 2013/14 has never exceeded $5M in total  This has meant that salaries have only averaged between 5 and 9% of total capital program expenditure during the same period. 

State Water requests that the ACCC amend this error and reinstate the cuts made to the CAPEX program.

7.3. [bookmark: _Toc385495877]Dam safety investigations*
Portfolio Risk Analysis (PRA) is a key tool in managing a large portfolio of non‑compliant dams and to delay capital works on low risk structures. The PRA is undertaken every 10 years and was revised in 2013. This analysis:
· helps develop an informed and efficient risk based priority for dams to comply with Dam Safety Committee requirements under the Dam Safety Act; and
· demonstrates other structures whose risk of failure are in fact “As-Low-As-Reasonably-Practicable” (ALARP), and if work is completed to rule out risk reduction capital works as non-viable.

*ACCC note: Confidential information has been redacted from this section
[bookmark: _GoBack]In summary, State Water asserts that this expenditure is likely to have the long term benefits in postponing unnecessary capital works. 



The increase in dam safety compliance costs at an aggregate level, from 2012-13 to the next regulatory period are due to the following investigation projects to demonstrate ALARP has been met. These are one off safety investigations and include the following:
· Burrinjuck 3D modelling: (2014-15);
· Windamere investigations: (2014-15); and
· Carcoar foundation/geotechnical investigations: (2016-17).

7.4. [bookmark: _Toc385495878]Hydrometrics 
State Water submits that the ACCC has incorrectly removed $0.3M from the base OPEX (12/13) reducing the base opex to $3,468,272.  The ACCC has indicated that these stations were removed as they are now used for Metering Service Charge purposes. This assumption is incorrect, the MSC gauging stations are new stations and all gauging stations used for water operations in 2012/13 are still in use today. 

New Upper Murrumbidgee Rainfall and Level sites and the Doppler equipment at Murrumbidgee sites were also removed by the ACCC. Both of these are components of the new CARM model and therefore necessary to ongoing operations.  

It has been indicated that there was no customer support for these new sites.  However, the Murrumbidgee Customer Service Committee (CSC) has on numerous occasions publicly supported the development and implementation of CARM, the latest being the most recent CSC meeting in early March 2014.

7.5. [bookmark: _Toc385495879]Operations and maintenance manuals 
The ACCC has rejected a step increase in OPEX to update Operation and Maintenance (O&M) Manuals (including flood operations) as it considers that this is part of normal operating requirements and no change to regulatory requirements has led to this additional expenditure requirements.

State Water has an obligation under its operating licence (Clause 3.1) to follow NSW Dam Safety Committee (DSC) guidelines.  Through its Guidance Sheet (DSC2F – Operations and Maintenance for Dams) issued in June 2010:

“The DSC requires the owners of all EXTREME, HIGH and SIGNIFICANT Consequence Category dams, and all prescribed tailings dams, to have an effective O&M Manual prepared for their dams.  These manuals are to be regularly upgraded (at least every 5 years).  The DSC recommends that owners of other dams in NSW should have appropriate O&M Manuals prepared for their dams to maximise their ongoing viability and safety.”

It also requires that these O&M Manuals should be prepared by appropriately qualified and experienced personnel including specialists such as Civil, Mechanical and Electrical engineers.

The Queensland Floods Commission of Inquiry into Wivenhoe Dam Flood (the Commission) heavily referenced SEQW’s Flood Operations Manual (Revision 7 of the Manual of Operational Procedures for Flood Mitigation at Wivenhoe Dam and Somerset Dam.)

In its final report, the Commission states:
“The manual states that it must be used for the operation of the dam, but there is no legislative requirement to that effect.  However, section 374 of the Water Supply (Safety and Reliability) Act confers on Wivenhoe Dam’s operators protection from civil liability for acts and omissions done or made honestly and without negligence in observing the operational procedures in the manual. Given its significant legal effect, the manual cannot be regarded simply as a set of technical instructions.” (page 443).

Post the Queensland Flood Commission Inquiry, the dam operations faculty now operates in a climate where the community expects the dam owner must ensure that they have conforming flood operations manuals and appropriate notification procedures. 

State Water considers that these documents are also critical in terms of capturing SWC corporate knowledge, managing SWC’s corporate risk and knowledge management with aging workforce.  Additionally, auditors have identified this as a high risk in need of attention.

The existing O&M Manuals are on average of 10 years old and require a major upgrade to meet current standards.  Due to resource requirements and the need to urgent updates, this is not achievable through the use of internal resources.  A program is proposed over 4 years to provide new O&M manuals for each dam. 

State Water proposes that this makes a significant step change in its operations which warrants additional expectations in developing O&M Manuals. 

7.6. [bookmark: _Toc385495880]Routine and corrective maintenance 
The ACCC has rejected State Water’s proposed OPEX step increase to undertake required routine and corrective maintenance. The ACCC considers that for most types of routine maintenance tasks the forecast volume of work is not a significant increase from current levels, and as such there is no justification for the increased costs. 

Projections for Routine maintenance are built from bottom up and considers the individual tasks and their individual costs at various frequencies. These frequencies have been confirmed through RCM analysis undertaken.  This results in a program that will fluctuate across individual years and across valleys as identified by Deloitte in their OPEX/CAPEX review, based on the inclusion of 2, 3, 5 and 10 year scheduled tasks.  State Water supplied information detailing major tasks scheduled in valleys with peaks as part the review process. 

Over recent determinations, there have been improved cost allocations, which has been a progressive process over a number of years and now the maintenance budgets more closely reflect work undertaken in this activity (i.e. breakdowns, water delivery and surveillance are correctly costed to the appropriate activity).  The following demonstrates this affect in the Murray Valley, with an increase in the number of completed jobs in the maintenance system, FMMS.



As such, State Water disagrees with the ACCC’s view that non-annual maintenance can be captured within existing annual routine maintenance budgets, and also contends that the funding proposed by the ACCC is not sufficient to maintain the infrastructure consistent with best practice asset management (Reliability Centered Maintenance).

Specifically, routine maintenance reductions will have the following significant impacts: 
· Aging infrastructure – most of the river structures and a lot of the dams are approaching an age where there are likely to be more issues with their ability to provide the function they have been designed for.  Weir gates, water delivery valves, spillway gates and their associated operating equipment, gate valves and in ground infrastructure around the various sites are all reaching a period when large, and costly, corrective maintenance can be expected.  Issues such as bearing wear, metal fatigue, rusting underground waterlines and operational wear are all things that have been encountered in the past and will be more frequent in coming years. 
· Additionally this will increase risk to State Water resulting from potential asset failures.

Further, whilst some corrective maintenance work is expected to reduce as State Water improves routine maintenance, a number of additional corrective maintenance functions will need to be undertaken that have not been included in State Water’s expenditure in the past. 




These include:
· Asbestos audits – State Water has commenced asbestos audit of its maintenance yards and sites following a recent incident where State Water staff were potentially exposed to asbestos. 
· Heritage Items (now in FMMS) – there has been a substantial amount of non operational infrastructure recently added into FMMS that now has been identified as requiring inspecting, upgrading, maintaining and preserving as per Heritage office requirements.
· Hazards Log –As part of State Water’s improvements to its WHS system,  (including winning WorkCover NSW SafeWork Awards 2013) the reporting of incidents and hazards by staff has grown.  This often results in remedial action and  maintenance being recorded and undertaken.
· Fish ways – on going repairs and maintenance, these are continually being added into our FMMS portfolio without individual maintenance budgets 
· Environmental improvements – changes, improvements or repairs to meet environmental obligations to existing infrastructure.  

In summary, State Water believes that due to accurate scheduling of work and additional requirements, the proposed increase and variability of annual maintenance projections is justified.

7.7. [bookmark: _Toc385495881]Customer management and compliance 
State Water’s submission regarding customer operations and management included consideration around metering project and changes to its business model following TMS implementation. State Water has undertaken additional analysis with regard to the Metering Service Charges in the ACCC Draft Decision with the assistance of KPMG and MWH Global. Please refer to section 8.1 of this submission (metering service charge). State Water requests that the ACCC reinstate the positions as supported by the abovementioned analysis. 

7.8. [bookmark: _Toc385495882]Certification of Environmental Management System (EMS)
State Water’s operating licence 2013-18, specifies that State Water must develop a Management System and have it certified to ISO14001:2004 standard by June 2018 by a qualified third party. State Water has scheduled for the EMS to be certified in 2017-18, in line with recommendations of Deloitte’s Final Report.[footnoteRef:27] However, it appears the ACCC has further reduced the step increase in 2016-17 by $71,000 without further explanation in the Draft Decision. State Water notes that Deloitte’s final report has no adjustments in that year.  [27:  Deloitte 2013, Expenditure forecast review State Water Corporation Report to the ACCC and under Part 6 of the Water Charge (Infrastructure) Rules 2010 Final report. ] 


Expenditure in 2016-17 is required for the ongoing system development and implementation, in particular documentation of operational controls, training and awareness, and the commencement of a pre-certification audit program to ensure the management system adequately and fully meets ISO14001:2004 requirements within the specified timeframe. With the 2017-18 certification, the pre-certification audit program will be key to ensure that State Water can achieve certification in 2017-18 to the satisfaction of the Operating Licence. 

The reduced funding causes a risk that not all the operational controls required of the EMS can be wholly developed in a way that robustly mitigates or reduces the impact of State Water operations on the environment. Subsequently, it becomes highly questionable in such a scenario whether a third party auditor could assess the EMS as satisfactorily meeting certification requirements to ISO14001:2004. Ultimately, this would put State Water at risk of breaching the specific requirement of the Operating Licence.  

7.9. [bookmark: _Toc385495883]Trade allocation charge
State Water submits that the ACCC Draft Decision has used inconsistent figures as the allowed rates for processing temporary trades. See tables 9.7 and 9.8 of the attachments to the ACCC Draft Decision. State Water seeks further clarification of the correct amounts.

7.10. [bookmark: _Toc385495884]Gunidgera Creek Capacity project
The following discretionary project has been discussed with the Namoi Valley customers. State Water was not able to have the Namoi Peel CSC approve the below as a discretionary project in time to include with State Water’s pricing submission. It was subsequently endorsed by the CSC. 

During the last two summer irrigation seasons, channel capacity restrictions have been implemented in Gunigeria Pian Creek system. This has resulted in periods of up to 2 weeks where State Water has been unable to satisfy demand.

The objective of this project is to increase the height of Gunidgera Weir pool by 500mm to increase the discharge from 1230ML per day to approximately 1670ML.  This will ensure that peak summer irrigation demands can be met, rather than implementing channel restriction roster system along the Pian Creek.  Indicative cost is $753K capital for approximately 440ML per day increase.   This increased height has also been considered during the initial design work for Gunidgera Weir Fish Lock and it is envisaged that the two projects will be completed together to minimise costs.

	Regulated CAPEX ($2013-14 ‘000)

	Re-regulating structures - Investigations
	2014/15
	2015/16
	2016/17

	
	$251
	251
	251



Namoi Peel CSC strongly supports the Gunidgera Creek Capacity increase project. Additionally, Namoi Water are also supportive of the inclusion of this project as an additional discretionary project and are happy to provide additional written advice of such. Namoi Water also highlighted the support for this project in their response to State Water’s submission.


8. [bookmark: _Toc385495885]Peel Valley Price Cap
The ACCC proposes to cap Peel Valley price increases over the 2014-17 regulatory period by 10 per cent per annum. The ACCC Draft Decision states that it supports cost reflective pricing in principal, however irrigators in the Peel would face significant price shocks if prices increase to full cost recovery immediately.[footnoteRef:28] [28:  ACCC Draft decision on State Water Pricing Application: 2014-15 – 2016-17 | Attachments, page 222.] 


The 10 per cent cap results in a revenue shortfall to State Water of $488.999.00, or 11 per cent of the Peel Valley total revenue requirement. The ACCC states that the NSW Government should give due consideration to the continuation of a subsidy for the Peel Valley.

The ACCC pricing process is based on renumerating State Water in respect of its prudent and efficient forecast costs over the regulatory period. However, State Water’s ability to increase/reduce OPEX and increase/defer CAPEX is constrained by service reliability standards and regulatory requirement, among other things. 

A pricing decision that does not reflect economically efficient and sustainable cash flows to the service provider will devalue the service provider’s position, which is detrimental to the water market and consumers in the long term.

State Water notes that customers have not endorsed a lower level of service in the Peel Valley. Further, the NSW Government has not committed to provide a subsidy for Peel Valley operations equal to the recommended level of subsidy proposed by the ACCC. Without a guarantee of subsidy from the NSW Government, State Water may be forced make unsustainable cost savings not commensurate with similar decreases in service reliability standards and/or changes in regulatory requirements.  This poses a significant financial and operational risk to State Water. 

In the event that the NSW Government decides against a subsidy for Peel Valley or a lower level of subsidy than that proposed by the ACCC, the ACCC has not provided any justification on who should bear the risk of revenue shortfall and why. If State Water should bear the risk by default, the ACCC should explain how this outcome is more consistent with the BWCOP compared to alternative approaches.

State Water’s view is that issues of NSW Government subsidies are a matter of Government policy. State Water proposes that the ACCC determine prices that reflect the prudent and efficient costs of operating in the Peel Valley, in line with section 29 (2) (b) (i) of the WCIR. The Minister can than make an informed decision on the level of NSW Government subsidy for Peel Valley water users based on greater policy considerations. 

This is consistent with retail electricity prices which are set to reflect the efficient generation, network, transmission and retail costs. It is only after the revenue/prices have been determined to recover these costs that the NSW Government makes an informed Government policy decision to provide direct subsidies to various consumer groups. For example the Low Income Household Rebate for customers who hold eligible concession cards issued by the Federal Department of Human Services or the Department of Veterans Affairs.[footnoteRef:29]  [29:  NSW Trade & Investment, http://www.resourcesandenergy.nsw.gov.au/energy-consumers/financial-assistance/rebates, accessed 11 April 2014.] 

[bookmark: _Toc385495886]
Attachment A (Frontier Economics reports)
See attached Frontier Economics reports.
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[bookmark: _Toc385495887]Attachment B (Modelling Assumptions)
	
	Assumption

	Modelling of ACCC’s proposed unders and overs account with actual 10 year extractions from 2004 to 2013. 
	Forecasting period is 10 years from the start of the 2014-17 regulatory period.

Actual extractions (in GL) recorded in 2004-2013 assumed for 2014-15 and beyond (in GL):
Table 1 Actual Extractions 2004-2013
	Demand
	Border
	Gwydir
	Namoi 
	Peel
	Macquarie
	Lachlan
	Murrumbidgee
	Murray

	2004
	100.50
	159.30
	80.70
	13.30
	174.20
	43.50
	1655.00
	1306.70

	2005
	107.60
	154.80
	96.70
	15.20
	63.80
	21.20
	1533.40
	1244.50

	2006
	134.40
	218.50
	141.30
	14.80
	180.70
	112.40
	1942.60
	1644.70

	2007
	131.90
	129.50
	66.60
	9.70
	204.70
	57.30
	934.10
	559.10

	2008
	112.30
	79.10
	51.20
	9.10
	30.90
	30.80
	471.40
	226.20

	2009
	117.70
	143.20
	97.50
	10.20
	65.40
	27.80
	568.60
	301.60

	2010
	100.90
	47.00
	75.20
	17.50
	73.80
	11.80
	822.90
	414.90

	2011
	163.70
	245.10
	150.00
	6.90
	203.10
	85.70
	1279.80
	773.20

	2012
	134.20
	200.70
	128.30
	4.20
	296.60
	212.80
	1738.40
	1670.20

	2013
	198.00
	429.00
	281.00
	13.00
	559.00
	394.00
	2370.00
	2126.00



ACCC endorsed general security and high security entitlement forecasts assumed for 2014-15 and beyond.

Demand forecast applies the 20 year rolling average as at 2013. Rolling average updates each year using actual extractions from 2004 to 2013:

Table 2 Assumed Rolling Average 2013-2023
	Rolling Average
	Border
	Gwydir
	Namoi 
	Peel
	Macquarie
	Lachlan
	Murrumbidgee
	Murray

	2013
	140.69
	245.89
	158.96
	11.15
	279.67
	227.71
	1759.76
	1459.69

	2014
	142.31
	248.91
	156.89
	11.31
	262.65
	215.63
	1738.12
	1433.72

	2015
	144.49
	254.39
	159.74
	11.48
	257.49
	197.20
	1686.53
	1389.15

	2016
	144.24
	256.42
	161.93
	11.92
	256.57
	183.57
	1675.71
	1369.71

	2017
	135.57
	231.58
	147.91
	11.55
	237.49
	156.79
	1516.06
	1218.14

	2018
	138.57
	224.37
	141.70
	11.78
	230.71
	145.47
	1493.34
	1191.76

	2019
	136.24
	212.79
	135.75
	12.01
	217.17
	132.96
	1415.82
	1103.65

	2020
	132.24
	194.25
	127.19
	12.52
	201.58
	119.30
	1371.31
	1061.75

	2021
	128.83
	185.24
	122.25
	12.36
	188.52
	103.24
	1325.40
	989.16

	2022
	126.41
	173.12
	114.65
	11.83
	176.07
	91.90
	1299.62
	968.87

	2023
	130.12
	180.62
	116.85
	11.39
	185.22
	99.73
	1331.62
	1026.71



User revenue requirement as per ACCC PTRM models for 2014-17 (excluding adjustments for ICD rebates and Peel valley subsidy) assumed for the first three years of the forecasting period. 2016-17 ACCC determined revenue requirement used for 2017-18 and beyond (escalated by forecasts CPI of 2.5 per cent):

Table 3 Assumed User Revenue Requirement 2015-2024 ($nominal)
	User Revenue Requirement
	Border
	Gwydir
	Namoi 
	Peel
	Macquarie
	Lachlan
	Murrumbidgee
	Murray

	2015
	   1,549,575 
	 5,105,660 
	 5,597,169 
	 1,371,606 
	    7,030,359 
	   7,122,822 
	       9,627,511 
	  5,417,129 

	2016
	   1,581,158 
	 5,436,233 
	 5,805,804 
	 1,424,606 
	    7,355,805 
	   7,610,406 
	       9,947,882 
	  5,449,167 

	2017
	   1,603,970 
	 5,816,477 
	 5,942,676 
	 1,457,261 
	    7,821,889 
	   8,160,264 
	     10,041,314 
	  5,580,885 

	2018
	   1,644,069 
	 5,961,889 
	 6,091,243 
	 1,493,692 
	    8,017,437 
	   8,364,271 
	     10,292,347 
	  5,720,407 

	2019
	   1,685,171 
	 6,110,936 
	 6,243,524 
	 1,531,034 
	    8,217,872 
	   8,573,378 
	     10,549,656 
	  5,863,417 

	2020
	   1,727,300 
	 6,263,709 
	 6,399,612 
	 1,569,310 
	    8,423,319 
	   8,787,712 
	     10,813,397 
	  6,010,002 

	2021
	   1,770,482 
	 6,420,302 
	 6,559,602 
	 1,608,543 
	    8,633,902 
	   9,007,405 
	     11,083,732 
	  6,160,252 

	2022
	   1,814,744 
	 6,580,810 
	 6,723,592 
	 1,648,757 
	    8,849,750 
	   9,232,590 
	     11,360,825 
	  6,314,259 

	2023
	   1,860,113 
	 6,745,330 
	 6,891,682 
	 1,689,976 
	    9,070,994 
	   9,463,405 
	     11,644,846 
	  6,472,115 

	2024
	   1,906,616 
	 6,913,963 
	 7,063,974 
	 1,732,225 
	    9,297,768 
	   9,699,990 
	     11,935,967 
	  6,633,918 



Assumed full recovery of ACCC determined user revenue requirement for Lowbidgee and Fish River and ACCC determined government revenue requirement across all MDB valleys throughout the forecasting period. 

Assumed that State Water borrows funds to meet revenue shortfall and to fund operations approved through ACCC endorsed revenue requirement. State Water assumed to incur debt in the year after the revenue shortfall event occurs. Assumed borrowing rate of 8.26 per cent until the debt is repaid. Repayment of debt occurs in years of over recovery.

	Modelling of unders and overs with guaranteed fixed payment
	Assumptions for the modelling of the ACCC’s ‘unders and overs’ mechanism as per above. 

Additional assumptions for guaranteed fixed payment as follows:
· Annual principal repayment calculated as 1/10th (10 per cent) of the accumulated closing balance on the account from the previous year.  
· Repayment of the principal also occurs in years of over recovery through variable tariffs. 

	Modelling of ACCC’s proposed unders and overs account with more favourable extractions.
	Forecasting period is 10 years from the start of the 2014-17 regulatory period.

One standard deviation from the mean applied to actual extractions (in GL) recorded in 2004-2013, used for assumed extractions for 2014-15 and beyond:

Table 4 Assumed Extractions 2014-15 and Beyond
	Demand
	Border
	Gwydir
	Namoi 
	Peel
	Macquarie
	Lachlan
	Murrumbidgee
	Murray

	2014
	144.25
	303.34
	168.05
	17.93
	341.32
	206.96
	2304.34
	2012.27

	2015
	151.35
	298.84
	184.05
	19.83
	230.92
	184.66
	2182.74
	1950.07

	2016
	178.15
	362.54
	228.65
	19.43
	347.82
	275.86
	2591.94
	2350.27

	2017
	175.65
	273.54
	153.95
	14.33
	371.82
	220.76
	1583.44
	1264.67

	2018
	156.05
	223.14
	138.55
	13.73
	198.02
	194.26
	1120.74
	931.77

	2019
	161.45
	287.24
	184.85
	14.83
	232.52
	191.26
	1217.94
	1007.17

	2020
	144.65
	191.04
	162.55
	22.13
	240.92
	175.26
	1472.24
	1120.47

	2021
	207.45
	389.14
	237.35
	11.53
	370.22
	249.16
	1929.14
	1478.77

	2022
	177.95
	344.74
	215.65
	8.83
	463.72
	376.26
	2387.74
	2375.77

	2023
	241.75
	573.04
	368.35
	17.63
	726.12
	557.46
	3019.34
	2831.57



ACCC endorsed general security and high security entitlement forecasts assumed for 2014-15 and beyond.

Demand forecast applies the 20 year rolling average. Rolling average updates each year using assumed extractions.





Table 5 Assumed Rolling Average 2013 and Beyond
	Rolling Average
	Border
	Gwydir
	Namoi 
	Peel
	Macquarie
	Lachlan
	Murrumbidgee
	Murray

	2013
	184.43
	389.93
	246.31
	15.78
	446.79
	391.17
	2409.09
	2165.26

	2014
	186.05
	392.95
	244.24
	15.94
	429.77
	379.09
	2387.46
	2139.29

	2015
	188.24
	398.43
	247.09
	16.11
	424.61
	360.66
	2335.87
	2094.72

	2016
	187.99
	400.46
	249.28
	16.55
	423.69
	347.03
	2325.05
	2075.27

	2017
	177.23
	368.77
	231.10
	15.96
	396.64
	312.47
	2134.48
	1890.11

	2018
	182.31
	368.41
	229.05
	16.41
	397.82
	308.93
	2142.67
	1897.32

	2019
	179.98
	356.83
	223.10
	16.64
	384.29
	296.42
	2065.15
	1809.21

	2020
	175.98
	338.29
	214.54
	17.15
	368.69
	282.76
	2020.65
	1767.31

	2021
	172.58
	329.28
	209.60
	16.99
	355.64
	266.70
	1974.74
	1694.73

	2022
	170.16
	317.16
	202.00
	16.46
	343.18
	255.36
	1948.96
	1674.44

	2023
	173.87
	324.66
	204.20
	16.02
	352.34
	263.19
	1980.96
	1732.28



User revenue requirement as per ACCC PTRM models for 2014-17 (excluding adjustments for  ICD rebates and Peel valley subsidy) assumed for the first three years of the forecasting period. 2016-17 ACCC determined revenue requirement used for 2017-18 and beyond (escalated by forecasts CPI of 2.5 per cent).







Table 6 User Requirement 2015-2024 ($, nominal)
	User Revenue Requirement
	Border
	Gwydir
	Namoi 
	Peel
	Macquarie
	Lachlan
	Murrumbidgee
	Murray

	2015
	   1,549,575 
	 5,105,660 
	 5,597,169 
	 1,371,606 
	    7,030,359 
	   7,122,822 
	       9,627,511 
	  5,417,129 

	2016
	   1,581,158 
	 5,436,233 
	 5,805,804 
	 1,424,606 
	    7,355,805 
	   7,610,406 
	       9,947,882 
	  5,449,167 

	2017
	   1,603,970 
	 5,816,477 
	 5,942,676 
	 1,457,261 
	    7,821,889 
	   8,160,264 
	     10,041,314 
	  5,580,885 

	2018
	   1,644,069 
	 5,961,889 
	 6,091,243 
	 1,493,692 
	    8,017,437 
	   8,364,271 
	     10,292,347 
	  5,720,407 

	2019
	   1,685,171 
	 6,110,936 
	 6,243,524 
	 1,531,034 
	    8,217,872 
	   8,573,378 
	     10,549,656 
	  5,863,417 

	2020
	   1,727,300 
	 6,263,709 
	 6,399,612 
	 1,569,310 
	    8,423,319 
	   8,787,712 
	     10,813,397 
	  6,010,002 

	2021
	   1,770,482 
	 6,420,302 
	 6,559,602 
	 1,608,543 
	    8,633,902 
	   9,007,405 
	     11,083,732 
	  6,160,252 

	2022
	   1,814,744 
	 6,580,810 
	 6,723,592 
	 1,648,757 
	    8,849,750 
	   9,232,590 
	     11,360,825 
	  6,314,259 

	2023
	   1,860,113 
	 6,745,330 
	 6,891,682 
	 1,689,976 
	    9,070,994 
	   9,463,405 
	     11,644,846 
	  6,472,115 

	2024
	   1,906,616 
	 6,913,963 
	 7,063,974 
	 1,732,225 
	    9,297,768 
	   9,699,990 
	     11,935,967 
	  6,633,918 



Assumed full recovery of ACCC determined user revenue requirement for Lowbidgee and Fish River and ACCC determined government revenue requirement across all MDB valleys throughout the forecasting period. 

Assumed that State Water borrows funds to meet revenue shortfall and to fund operations approved through ACCC endorsed revenue requirement. State Water assumed to incur debt in the year after the revenue shortfall event occurs. Assumed borrowing rate of 8.26 per cent until the debt is repaid. Repayment of debt occurs in years of over recovery.

	Modelling of unders and overs with guaranteed fixed payment with more favourable extractions
	Assumptions for the modelling of the ACCC’s ‘unders and overs’ mechanism as per above. 

Additional assumptions for guaranteed fixed payment as follows:
· Annual principal repayment calculated as 1/10th (10 per cent) of the accumulated closing balance on the account from the previous year.  
· Repayment of the principal also occurs in years of over recovery through variable tariffs.
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