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SUBMISSIONS

This report is a draft only and is subject to revision. Public involvement is an important element of the
decision-making processes of the Queensland Competition Authority (the Authority). Therefore
submissions are invited from interested parties. The Authority will take account of all submissions
received.

Written submissions should be sent to the address below. While the Authority does not necessarily
require submissions in any particular format, it would be appreciated if two printed copies are
provided together with an electronic version on disk (Microsoft Word format) or by e-mail.
Submissions, comments or inquiries regarding this paper should be directed to:

Queensland Competition Authority

GPO Box 2257

Brisbane QLD 4001

Telephone: (07) 3222 0557

Fax: (07) 3222 0599

Email: water.submissions@qca.org.au

The closing date for submissions is 22 February 2013.
Confidentiality

In the interests of transparency and to promote informed discussion, the Authority would prefer
submissions to be made publicly available wherever this is reasonable. However, if a person making a
submission does not want that submission to be public, that person should claim confidentiality in
respect of the document (or any part of the document). Claims for confidentiality should be clearly
noted on the front page of the submission and the relevant sections of the submission should be
marked as confidential, so that the remainder of the document can be made publicly available. It
would also be appreciated if two copies of each version of these submissions (i.e. the complete version
and another, excising confidential information) could be provided. Again, it would be appreciated if
each version could be provided on disk. Where it is unclear why a submission has been marked
“confidential”, the status of the submission will be discussed with the person making the submission.

While the Authority will endeavour to identify and protect material claimed as confidential as well as
exempt information and information disclosure of which would be contrary to the public interest
(within the meaning of the Right to Information Act 2009 (RTI)), it cannot guarantee that submissions
will not be made publicly available. As stated in s187 of the Queensland Competition Authority Act
1997 (the QCA Act), the Authority must take all reasonable steps to ensure the information is not
disclosed without the person’s consent, provided the Authority is satisfied that the person’s belief is
justified and that the disclosure of the information would not be in the public interest.
Notwithstanding this, there is a possibility that the Authority may be required to reveal confidential
information as a result of a RTI request.

Public access to submissions
Subject to any confidentiality constraints, submissions will be available for public inspection at the

Brisbane office of the Authority, or on its website at www.gca.org.au. If you experience any difficulty
gaining access to documents please contact the office (07) 3222 0555.

Information about the role and current activities of the Authority, including copies of reports, papers
and submissions can also be found on the Authority’s website.
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GLOSSARY

Refer to Volume 1 for a comprehensive list of acronyms, terms and definitions.
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EXECUTIVE SUMMARY

Ministerial Direction

In January 2012, the Authority was directed to recommend irrigation prices to apply to particular
Seqwater water supply schemes (WSS) from 1 July 2013 to 30 June 2017 (the 2013-17 regulatory
period). A copy of the Ministerial Direction forms Appendix A to Volume 1.

Summary of Price Recommendations

The Authority’s recommended irrigation prices to apply to the Mary Valley WSS (including for the
Pie Creek tariff group) for the 2013-17 regulatory period are outlined in Table 1 together with actual
prices since 1 July 2006.

Table 1: Prices for the Mary Valley WSS (Nominal $/ML)

Actual Prices Recommended Prices

2006-07  2007-08  2008-09 2009-10 2010-11 2011-12 2012-13 2013-14  2014-15 2015-16 2016-17

Mary Valley

Fixed

(Part A) 1044 1076 1268 1484 1706 1767 1790 | 19.95 2249 2516  26.83
Eg;'r‘:rg‘;t“c 6.53 6.72 7.92 927 1066  11.04 1119 | 842 8.63 8.84 9.06

Pie Creek (Unbundled)

(FF:);ftd Q) 0.00 0.00 0.00 0.00
Eglrlirg(;mc i - - - - - - 180.45  184.96  189.58  194.32

Pie Creek (Bundled)

i')ffdc)(Pa” 2064 3160 3428 3652 3871 4010  40.63 8.37 1063 1299 1547
Volumetric 535 4515 4896 5218 5530  57.29 5803 | 188.87 19350 19843  203.39
(Part B + D)

Source: Actual Prices (Seqwater 2012) and Recommended Prices (QCA 2012). Pie Creek Fixed Part C is zero due to
revenue maintenance requirements.

The termination fees for the Pie Creek tariff group for the 2013-17 regulatory period are shown below
in Table 2.

Table 2: Termination Fees (Nominal $)

Termination Fee $/ML

Tariff Group
2013-14 2014-15 2015-16 2016-17

Pie Creek 3,595.46 3,685.33 3,777.51 3,871.89

Source: QCA (2012).
Draft Report

Volume 1 of this Draft Report addresses key issues relevant to the regulatory and pricing frameworks,
renewals and operating expenditure and cost allocation, which apply to all schemes.
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Volume 2, which comprises scheme specific reports, should be read in conjunction with Volume 1.
Consultation

The Authority has consulted extensively with stakeholders throughout this review. Consultation has
included inviting submissions from, and meeting with, interested parties. The Authority also

commissioned a consultant to undertake a review of Seqwater’s proposed costs.

Comments on the Draft Report are due by 22 February 2013. All submissions will be taken into
account by the Authority in preparing its Final Report due by 30 April 2013.

Vi
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1.1

1.2

MARY VALLEY WATER SUPPLY SCHEME
Scheme Description

The Mary Valley water supply scheme (WSS) is located near the town of Gympie. An
overview of the key characteristics of this WSS is provided in Table 1.1.

Table 1.1: Key Scheme Information for the Mary Valley WSS

Mary Valley WSS

Irrigation of fodder crops on dairy farms, improved pastures on grazing

Irrigation uses of water properties and for horticultural production.

Urban water supplies Gympie Regional Council

Timber mill/manufacturing and confectionary manufacture and

Industrial water uses distribution.

Source: Seqwater (2012ap).

The Mary Valley WSS has 259 bulk customers. These comprise 205 irrigators in the Mary
Valley with 17,528ML of medium priority (MP) water access entitlements (WAE), 51 in Pie
Creek with 835ML of MP WAE, Gympie Regional Council and two industrial customers.
The Water Grid Manager (WGM) holds 6,500ML of HP WAE and Seqwater holds
3,426ML of MP allocation for distribution losses and other holdings and 180ML of HP
volume for amenities water and distribution losses. Total MP and HP WAE for irrigation
are outlined in Table 1.2.

Table 1.2: Water Access Entitlements

Customer Group Irrigation WAE (ML) Total WAE (ML)
Medium Priority 18,789* 21,829
High Priority 60° 10,264
Total 18,849 32,093

Source: Seqwater (2012ap).

Bulk Water and Distribution Infrastructure

Bulk Infrastructure

Bulk water services involve the management of storages and WAESs in accordance with
regulatory requirements, and the delivery of water to customers in accordance with their

WAE.

The full supply storage capacity and age of the key infrastructure are detailed in Table 1.3.

! Includes 426 ML of medium priority distribution losses associated with Pie Creek.
Z Represents 60 ML of high priority distribution losses associated with Pie Creek.
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Table 1.3: Bulk Water Infrastructure in the Mary Valley WSS

Storage Infrastructure Capacity (ML) Age (years)
Borumba Dam 46,000 49 years
Imbil Weir 46 58 years

Source: Seqwater (2012ap).
The characteristics of the bulk water assets are as follows:

(@ Borumba Dam - concrete faced rock-fill dam with spillway consisting of reinforced
concrete crest and chute with reinforced concrete walls. The outlet works consist of a
single 1219mm inlet pipe dividing into 2 x 1066mm outlet pipes with butterfly control
values. No releases are required for environmental purposes; and

(b)  Imbil Weir — non-gated structure with no spillway. Outlet works consist of two
openings controlled by hardwood drop-boards. No releases are required for
environmental purposes.

Distribution Infrastructure

Distribution infrastructure includes Pie Creek pump station, gauging stations and channels.

The pump station diverts water from the Mary River into a system of channels included

Calico Creek Channel, McIntosh Channel and Pie Creek Main Channel.

The location of the Mary Valley WSS and key infrastructure is shown in Figure 1.1.
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Figure 1.1: Mary Valley WSS Locality Map
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1.3

1.4

Network Service Plans

The Mary Valley WSS network service plan (NSP) presents Seqwater’s:

(a) existing service standards/service targets;

(b) forecast operating and renewals costs, including the proposed renewals annuity; and
(c) proposed lower bound reference tariffs (cost-reflective prices).

Seqwater has also prepared additional papers on key aspects of the NSPs and this price
review, which are available on the Authority’s website.

Consultation

The Authority has consulted extensively with Seqwater and other stakeholders throughout
this review on the basis of the NSPs and supporting information. To facilitate the review the
Authority has:

(@) invited submissions from interested parties;

(b)  met with stakeholders to identify and discuss relevant issues;

(c) published notes on issues arising from consultation;

(d) commissioned independent consultants to review aspects of Seqwater’s submissions;
(e)  published all reports and submissions on its website; and

(f)  considered all submissions and reports in preparing this report for comment.

The Ministerial Direction forms Appendix A to Volume 1.
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2.

2.1

2.2

2.3

REGULATORY FRAMEWORK
Introduction

Under the Ministerial Direction, the Authority must recommend the appropriate regulatory
arrangements, including price review triggers and other mechanisms, to manage the risks
associated with identified allowable costs.

During the negotiations that preceded the 2006-11 price path, the Upper Mary River Tier 2
group indicated that they were in favour of retaining the existing price cap regulatory
arrangement. The Tier 2 group also choose not to adopt a drought tariff. In the 2011-13
interim price period, the price cap arrangement was continued (Seqwater 2012g).

Stakeholder Submissions
Seqwater

Seqwater identified a range of generic risks considered relevant to allowable costs across all
schemes (see Volume 1).

In summary, Seqwater considers that volume risk be borne by customers through a tariff
structure where the fixed charge recovers fixed costs and where the volumetric charge
recovers costs that vary with demand. In the context of cost risk, Seqwater considers that it
should not bear the risk associated with costs it is not able to control, such as unforeseen
events and costs that are difficult to forecast. Accordingly, Seqwater considers that an
end-of-period adjustment for such costs is appropriate (Seqwater 2012g).

Other Stakeholders

The Queensland Farmers’ Federation (QFF 2012) submitted that the Mary Valley WSS
places some reliance on tributary flows to meet medium priority supply.

QFF also noted that the Ministerial Direction provides no scope to allow the Authority to
consider significant structural issues in schemes like Pie Creek which is experiencing
negative consequences resulting from urban encroachment and poor levels of water use.

During Round 1 consultation in June 2012, irrigators questioned whether Seqwater’s past
revenue under-recovery due to low water use will be carried forward into future prices.
Irrigators also asked whether a water allocation could be surrendered.

Stakeholders (Round 1 consultation June 2012) and QFF (2012) submitted that the theory of
water moving permanently to higher value uses does not apply in Pie Creek with cost-
reflective prices (which are well above current prices) leading to irrigators favouring
temporary trading.

G. Rozynski (2012) submitted that if sleepers and dozers [low water users] find it too costly
to own allocations they can sell to others, thereby promoting economic development.

Authority’s Analysis
The Authority has, in Volume 1, analysed the general nature of the risks confronting

Seqwater and recommended that an adjusted price cap apply for all WSSs. The proposed
allocation of risks and the means for addressing them are outlined in Table 2.1.
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Table 2.1: Summary of Risks, Allocation and Authority’s Recommended Response

Risk Nature of the Risk Allocation of Risk Authority’s Recommended
Response
Short Term Risk of uncertain Seqwater does not have the Cost-reflective tariffs.
Volume Risk  usage resulting from ability to manage these risks and,
fluctuating customer under current legislative
demand and/or water ~ arrangements, these are the
supply. responsibility of customers.
Allocate risk to customers.
Long Term Risk of matching Seqwater has no substantive Seqwater should bear the
Volume Risk  storage capacity (or capacity to augment bulk risks, and benefit from the
(Planning and  new entitlements infrastructure (for which revenues, associated with
Infrastructure)  from improving responsibility rests with reducing distribution (and
distribution loss Government). Seqwater has bulk) losses (where/when the
efficiency) to future some capacity to manage resulting water savings can be
demand. distribution system infrastructure ~ permanently traded).
and losses provided it can deliver
its WAEs.
Market Cost Risk of changing Seqwater should bear the risk of End of regulatory period
Risks input costs. its controllable costs. Customers ~ adjustment for over- or under-
should bear the risks of recovery. Price trigger or cost
uncontrollable costs. pass through on application
from Seqwater (or customers),
in limited circumstances.
Risk of Risk of governments Customers should bear the risk of ~ Cost variations may be
Government modifying the water changes in water legislation immediately transferred to
Imposts planning framework though there may be some customers using a cost pass-

imposing costs on
service provider.

compensation associated with
National Water Initiative (NWI)
related government decisions.

through mechanism,
depending on materiality.

Source: QCA (2012).

As noted in Volume 1, the Authority recommends that short term volume risk should be
assigned to customers through a tariff structure that recovers fixed costs through fixed
charges and any and all variable costs through volumetric charges.

Tributary Flows

In response to the QFF (2012), the Authority notes that natural tributary flows downstream
of storages are typically part of the assessed system supply and are taken into account in
defining WAE for water planning purposes.

The Authority also considers that the risk implications of low flow periods will be reflected
in the allocation of fixed costs such as renewals costs and fixed operating costs between
medium and high priority users. This issue is further reviewed in Chapter 4.

Urban Encroachment

The Authority notes QFF’s comments that there is currently no scope for the Authority to
consider structural adjustment issues. In this context, the Authority notes that it is bound by
the requirements of the current Ministerial Direction which is silent on structural
adjustment.  Such issues, including alternative management arrangements that achieve
structural adjustment are policy matters to be considered by Government in consultation
with relevant parties.




Queensland Competition Authority Chapter 2: Regulatory Framework

Urban encroachment is a risk best managed by customers, as they have the ability to trade
WAE to manage this risk. However, in some circumstances, wide scale urban encroachment
would be expected to result in increased urban demand for water and reduced irrigation
demand. In this context, urban encroachment could provide opportunities for irrigators to
trade to other sectors (such as stock and domestic).

The Authority notes that Pie Creek tariff group has a history of trading but this has occurred
exclusively within the irrigation sector. The Authority considers that inter-sectoral trading
needs to be examined as the options within the irrigation sector may be otherwise limited.

Trading

In response to Round 1 comments, the Authority confirms that WAE in both Mary Valley
and Pie Creek tariff groups cannot be surrendered. However, in both of these tariff groups
WAE can be traded since the completion of the Mary Basin Resource Operating Plan (ROP)
in September 2011. Trading between Mary River and Pie Creek is permitted under the
ROP, although a limit applies to the volume that can be traded into Pie Creek.

The volumes of temporary water traded and leased volumes for the Mary Valley WSS are
identified in Table 2.2. Lessees of WAE obtain the same benefits as WAE holders without
holding title to the WAE. Segwater has provided no data on permanent trades that may have
occurred since the ROP was completed.

Table 2.2: Volume of Water Traded in Mary Valley WSS (ML)

2008-09 2009-10 2010-11 2011-12
Temporary 338 1,549 677 352
Leased 256 246 214 314

Source: Seqwater (2012ap). Note: Data for 2011-12 represents up to 31 March 2012.
Other Matters

In response to irrigators’ questions whether past under-recovered revenue will be carried
forward, the Authority confirms that, aside from a community service obligation (CSO)
contribution by Government for the shortfall, Seqwater has borne the risk associated with
under-recovery. Therefore, future prices will not reflect this under-recovery.
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3.1

3.2

PRICING FRAMEWORK

Under the Ministerial Direction, the Authority is required to recommend Seqwater’s
irrigation prices (and tariff structures) to apply from 1 July 2013 to 30 June 2017, for each of
the tariff groups in the seven relevant WSSs.

Tariff Groups

The Ministerial Direction specifically directs the Authority to adopt the tariff groups as
proposed in Seqwater’s NSPs.

Currently, there are two tariff groups for the Mary Valley WSS:
(@ Mary Valley; and
(b)  Pie Creek.

Seqwater (2012ap) proposed that the current tariff groups continue. In accordance with the
Ministerial Direction, the Authority will adopt the proposed tariff groups for this WSS.

Tariff Structure
Previous Review 2006-11
In the 2006-11 price path, for the Mary Valley WSS:

(@) Mary Valley tariff group fixed charges were set to recover 80% of revenue and
variable charges set to recover 20% of revenue, given an agreed forecast usage; and

(b) Pie Creek tariff group fixed charges were set to recover 70% of revenue and variable
charges set to recover 30% of revenue, given an agreed forecast usage.

In the 2006-11 price path, prices were set for the Mary Valley tariff group to increase by
$2.50 per year after 2006-07 to recover lower bound costs during the price path. Recovery
of the original lower bound costs was achieved in 2010-11 after a real increase of $7.26 per
ML (Seqwater 20129).

In the 2006-11 price path, prices were set for the Pie Creek tariff group to increase by $2.50
per year after 2006-07 towards the recovery of lower bound costs. While prices increased in
real terms by $10/ML, the recovery of lower bound costs was not achieved by the
conclusion of the 2006-11 price path. A CSO was provided during the 2006-11 price path to
cover the shortfall between prices and lower-bound costs. A CSO was also provided to
cover this shortfall during the 2011-13 interim period.

Stakeholder Submissions

Seqwater

Seqwater (2012a) submitted that during the 2006-11 price path the volumetric and fixed
charges were set to recover a set percentage of lower bound costs, regardless of whether
those costs were fixed or variable. This meant that the volumetric charge did not signal the

marginal costs of taking water.

Seqwater agreed with the Authority’s findings associated with the recent SunWater pricing
review that a cost-reflective two-part tariff structure is appropriate. Specifically, the
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volumetric charge should be set to reflect those costs which are expected to vary with water
use over the regulatory period with the fixed charge recovering the balance of costs.

Seqwater (2012e) considered that all costs associated with the provision of irrigation
services in the Mary Valley tariff group are fixed. Accordingly, Seqwater proposed to apply
a single fixed tariff to Mary Valley irrigation customers.

Seqwater proposed that there are variable costs associated with pumping water to Pie Creek
and that a variable tariff should apply to recover these costs.

Seqwater submitted that Pie Creek is a bulk tariff group, within the Mary Valley WSS, and
is not a separate distribution system. Accordingly, Seqwater proposed that there be tariff
groups comprising:

(@) Mary Valley tariff group - Parts A and B (with Part A recovering bulk fixed costs and
Part B recovering bulk variable costs); and

(b) Pie Creek tariff group - Parts A and B (recovering the costs as outlined above). In
addition, a Part Al recovering distribution system fixed costs and Part B1 recovering
distribution system variable costs.

Other Stakeholders

Stakeholders (Round 1 consultation June2012, and D. Burnett, 2012) noted that a high fixed
charge will be difficult to pay when water availability is low and that allocations, if used,
become a liability and not an asset.

G. Rozynski (2012) submitted that if the Part B charge is only to be a small percentage of
total charges, only a Part A charge would be necessary.

QFF (2012) submitted that:

(@) contrary to Seqwater’s (initial) submission, variable costs (such as pumping costs) are
incurred in Pie Creek; and

(b)  there needs to be unbundling of the bulk and distribution tariffs for Pie Creek.

Stakeholders (Round 1 consultation June 2012, and G. Rozynski 2012) submitted that if the
volumetric charge were zero (as proposed by Seqwater), then meters will not need to be read
as frequently, thereby decreasing costs.

Authority’s Analysis

The Authority has, in Volume 1, analysed the tariff structure and the efficiency implications
of the tariff structure, to apply to Seqwater’s schemes.

The Authority considers that aligning the tariff structure with fixed and variable costs will
manage volume risk over the regulatory period and send efficient price signals. To signal
the efficient level of water use, the Authority has recommended that all, and only, variable
costs be recovered through a volumetric charge.

While noting stakeholder concerns regarding a high fixed charge, particularly in periods of
low water availability, under current legislative and contractual arrangements (and the
Ministerial Direction), customers must bear all the costs of water supply incurred by
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Seqwater, irrespective of whether it is made available (provided the costs of supply are
efficient and prudent), and irrespective of whether there is a drought.

The ability to trade should ensure that WAE does not become a liability. Inactive WAE
holders can trade their holdings to active users thereby increasing production from available
water supplies.

The Authority notes stakeholder comment that if the Part B charge is a small percentage of
total charges, then only a Part A charge should apply. However, the Authority considers
that having a 100% Part A would provide an inefficient outcome as customers would not
face the efficient price signal.

The Authority also notes that the recommended tariff structure does not result in zero
variable charge as (initially) submitted by Seqwater. Seqwater subsequently submitted that
Pie Creek does incur variable pumping costs only.

In response to QFF’s comments, the Authority now proposes the unbundling of tariffs for
the Pie Creek tariff group.

The Authority considers that it is appropriate to consider the Pie Creek tariff group as a
distribution system to which unbundling should apply as:

(@) Pie Creek assets comprise a series of channels and pipes used exclusively for water
distribution purposes. This is consistent with the definition® of a distribution system
(that is, ancillary, non-bulk assets performing water distribution functions for channel
irrigators);

(b) Pie Creek customer off-takes are located on the exposed channel or pipeline
infrastructure;

(c) there are a discrete set of costs, including electricity pumping costs from the river to
the channel, that can be allocated to the Pie Creek tariff group; and

(d) the Mary Basin ROP provides for losses that are described as “distribution loss” WAE
(not bulk / transmission loss WAE).

Seqwater’s approach to unbundling is fundamentally consistent with the approach
recommended by the Authority. As an example, Seqwater’s proposed unbundled tariff
structure replaces the Part C charge with Part Al and the Part D charge with Part A2. This
is comparable to the Authority’s recommended unbundled tariff structure of Part A through
to Part D.

The Authority has recommended unbundled tariff structure of Part A through to Part D, as
the distinction submitted by Seqwater does not change the tariff structure but introduces
unnecessarily new tariff group terminology.

In contrast to stakeholders’ views that scheduled meter readings could be foregone to avoid
costs, the Authority notes that meter readings fulfil requirements other than for billing.
These include facilitating the trade of WAE and ensuring the integrity of the water planning
process. As an example, formal water allocation security objectives as outlined in the Water
Resource (Mary Basin) Plan 2006 require meters to be read regardless of the necessity for a
water service provider to issue invoices.

® As part of the SunWater review, The Hon. Stephen Minister Robertson MP, Minister for Natural Resources,
Mines and Energy, wrote to the Authority to clarify which SunWater assets constituted bulk and distribution
assets.  http://www.gca.org.au/files/W-SunWater-Sub-HonStephenRobertsonMP-AssetsBulkWater-1210.pdf

10
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3.3

Water Use Forecasts
Previous Review 2006-11

During the 2006-11 price paths, water use forecasts played an essential role in the
determination of the tariff structures and prices.

In the previous review, up to 25 years of historical data was collated for nominal WAEs,
announced allocations and volumes delivered. The final water usage forecasts were based
on the long term average actual usage level. Where there was a clear trend away from the
long term average, SunWater adjusted the forecast in the direction of that trend. Usage
forecasts also took into account SunWater’s assessment of future key impacts on water
usage, such as changes in industry conditions, impact of trading and scheme specific issues
(SunWater, 2006a).

For the Mary Valley WSS, SunWater (2006b) assumed a water usage forecast of 40% of
WAE for the Mary Valley tariff group and 30% of WAE for the Pie Creek tariff group.
Water usage for high and medium priority irrigation WAESs were not separately identified
(SunWater, 2006b).

Stakeholder Submissions

Seqwater

Seqwater submitted that the forecast use of 40% in the Mary Valley tariff group is
equivalent to 7,011ML per year. Seqwater also noted that the 35%* usage forecast for Pie

Creek was equivalent to 292ML per year (Seqwater, 2012ap).

Figure 3.1 and Figure 3.2 show the historic usage information for the two tariff groups of
the Mary Valley WSS as submitted by Seqwater (Seqwater, 2012ap).

* The Authority notes that the Pie Creek forecast usage in 2006-11 was actually 30%, not 35%.

11
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Figure 3.1: Water Usage for the Mary Valley Tariff Group
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Figure 3.2: Water Usage for the Pie Creek Tariff Group
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Other Stakeholders
No other stakeholders provided submissions.

Authority’s Analysis
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The application of two-part tariffs removes the need for water use forecasts, where the fixed
tariff reflects fixed costs and the volumetric tariff reflects variable costs. Water use data is,
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3.4

however, required for the Seqwater irrigation review to address Government’s requirement
that current prices (that is, revenues) be maintained and to estimate the cost-reflective
volumetric tariffs. Refer Chapter 6: Draft Prices of this report.

Distribution Losses
Introduction

Seqwater holds WAESs to account for losses involved in delivering water to customers in
distribution systems. Distribution losses are incurred in the delivery of water to the Pie
Creek section of the Mary Valley WSS.

In the previous price path, the costs of distribution losses were allocated exclusively to
distribution users.

Stakeholder’'s Submissions
Seqwater

Seqwater (2012a) submitted that distribution loss WAEs are held for losses incurred in
supplying customer WAE. Seqwater also submitted that prices should incorporate costs
relating to distribution and bulk loss WAE and supports the Authority’s (SunWater) findings
that:

(@) costs associated with distribution losses are to be recovered exclusively from
distribution system customers; and

(b)  customers should not pay for distribution loss WAE that are in excess of requirements
to meet actual losses.

Seqwater (2012g) submitted that the Pie Creek section of the Mary Valley WSS constitutes
a distribution system where discrete infrastructure and corresponding tariff group exists.
For the Pie Creek, Seqwater submitted that it holds both MP and HP distribution loss WAE
to account for distribution losses (refer Table 3.1).

Table 3.1: Pie Creek Distribution Losses

Loss WAE as %
MP Loss WAE HP Loss WAE Status MP Customer WAE of Total WAE
426 60 Distribution loss 835 37%

WAE

Source: Seqwater (2012ap). Note: Total WAE = MP & HP loss WAE +MP customer WAE.

Seqwater (2012s) subsequently submitted analysis to demonstrate the need for the total
nominal distribution loss WAE held (refer Table 3.2).
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Table 3.2: Pie Creek Loss WAE Surplus/Deficit

Unadiusted Basis for Adjusted
T J Adjustment: Actual
otal Actual Loss
) Water Customer Actual Total L0sses as a Customer Losse_s as WAE Loss WAE_ _
Period Delivered Metered Losses Loss Portion of Use as Portion Required Surplus/Deficit
Use(ML) (ML)  WAE Portionof  of Total 4 (ML)
(ML) Total Loss C (ML)
WAE ustomer Loss
WAE WAE
2002-03 577 346 231 486 48% 41% 115% 558 (72)
2003-04 230 137 93 486 19% 16% 117% 569 (83)
2004-05 408 338 70 486 14% 40% 35% 172 314
2005-06 261 154 107 486 22% 18% 119% 580 (94)
2008-09 64 63 1 486 0% 8% 3% 13 473
2009-10 204 206 ) 486 0% 25% (2%) ) 493
2010-11 20 17 3 486 1% 2% 32% 158 328

Source: Seqwater (2012s).

Based on this subsequent submission, Seqwater noted that:

(@ in 2002-03, 2003-04 and 2005-06, 100% (or more) of current nominal distribution
loss WAE was required; and

(b) in 2008-09 and 2009-10 losses were negligible due to atypical climatic conditions.

Seqwater noted that losses and distribution efficiency have varied widely over time.
Efficiency can be close to 100% (as in recent years) or as low as 49%. This compared with
an implied distribution efficiency from the loss WAE granted in the ROP of 63%.

Seqwater submitted that, for the purposes of determining a loss volume for pricing purposes,
it should be based on the mid-point between the implied ROP distribution efficiency (62%)
and the case where no losses occur (100%). Seqwater proposed an implied distribution
efficiency of 82%.

Other Stakeholders

QFF (2012) submitted that only required distribution losses should be established with costs
associated with any losses not required to be borne by Seqwater.

Authority’s Analysis

The Authority notes that, for the Pie Creek distribution system, there are no high priority
customers. Nevertheless, 100% of high priority loss WAE can be required from time to
time to fill the distribution system at the commencement of each irrigation season prior to
water delivery recommencing. Periodically emptying the distribution system is necessary
because, prior to the irrigation season, major distribution system maintenance work requires
the distribution system to be emptied.

Seqwater submitted that if high priority loss WAE were not available when needed, water
delivery could be compromised.
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3.5

The Authority notes that Pie Creek loss WAE as a percentage of total WAE (at 37%)
represent a comparatively high percentage®. For the Pie Creek tariff group therefore, the
price implications of holding high priority loss WAE are material.

The Authority also notes the SunWater review concluded that SunWater held excessive loss
WAE in most distribution systems.

However, in contrast to the SunWater review where inconsistencies were identified between
actual and nominal losses, Seqwater has submitted evidence (as outlined in Table 3.3) that
all nominal loss WAE is required to ensure the integrity of Pie Creek. The Authority has
also been able to confirm that Seqwater’s practice of using high priority loss WAEs to
supply medium priority customers is consistent with the water planning framework.

The Authority considers that on the basis of this data, the total loss WAE of 486 ML are,
from time to time, required. If the full 486 ML was not available when needed, the integrity
of the distribution system could be significantly compromised.

In response to Seqwater’s proposal for an efficiency average of 82%, the Authority
considers that the full volume of losses may at times be required and therefore should be
considered for pricing purposes.

In response to QFF’s submission that required distribution losses should be established with
any costs associated with surplus losses to be borne by Seqwater, the Authority concludes
that, for Pie Creek, required losses have been established and that there are no surplus
losses.

For pricing purposes in Pie Creek, the Authority recommends that costs allocated to the
60ML (100%) of high priority loss WAE and 426ML (100%) of medium priority WAE be
recovered from Pie Creek customers.

However, DNRM should reconsider (review) the mix of medium to high priority loss WAE
currently prescribed for Pie Creek and make an amendment to the ROP, if needed, by 30
June 2015. This should take account of any expected long term changes in land use patterns
in the scheme. Once the results of the reviews are known, any material impact on prices can
be addressed either through a within or end of period adjustment.

Termination (Exit) Fees

Introduction

It is SunWater’s current practice to charge termination fees when a distribution system
WAE is permanently transferred to another section of the scheme, generally the river.

The only Seqwater tariff group where termination fees currently apply is the Morton Vale
Pipeline tariff group in the Central Lockyer Valley WSS.

Stakeholder Submissions
Seqwater

Seqwater’s initial submissions state that Pie Creek is not a distribution system, on the basis
that the customers of this tariff group are only subject to the conditions of the river supply

® As an example, SunWater loss WAE (all sectors) as a % of total WAE in SunWater distribution systems range
from 15% in the Eton Distribution System to 41.5% in the Burdekin-Haughton Distribution System. The
average for all SunWater’s distribution systems is 25%.
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contract for the Mary Valley WSS. According to Seqwater, therefore, there are to be no
termination fees for Pie Creek.

In revised submissions, Seqwater confirmed their initial proposal that no termination fees
are to apply.

Other Stakeholders
QFF (2012) submitted that:
(@) atermination fee should be established for the Pie Creek tariff group; and

(b) the Authority needs to be mindful that any recommended termination fee will act as a
restraint on trading out of the Pie Creek tariff group.

Authority’s Analysis

In Volume 1, the Authority noted that the purpose of a termination fee is to ensure that a
customer’s departure does not result in an inappropriate financial cost to Seqwater or to
remaining customers. Further, a termination fee should provide an incentive to Seqwater to
reduce costs following a customer’s departure from a distribution system.

As indicated above, the Authority considers Pie Creek to be a distribution system. This is in
contrast to Seqwater’s submissions to the contrary and Seqwater’s recommendation that,
accordingly, no termination fee should be applied to a Pie Creek customer seeking to exit
the tariff group.

The Authority also notes stakeholder submissions in support of establishing a termination
fee for Pie Creek.

Accordingly, and to deliver to (remaining) Pie Creek customers the benefits of the approach
recommended for SunWater, the Authority recommends that a termination fee should apply
to the Pie Creek tariff group consistent with the Authority’s general methodology for this
purpose.

As outlined in Volume 1, the Authority recommended a planning period of 20 years for the
calculation of the renewals annuity and an annual rolling (recalculation of the) annuity
(discounted by the Authority’s recommended weighted average cost of capital (WACC)).
Consistent with this approach, the Authority recommended that the termination fee for each
year will reflect 20 years of fixed costs (which include forecast renewals and fixed operating
expenditure), although due to the rolling annuity approach over the next four-year regulatory
period, 23 years of data will be incorporated.

The Authority has recommended that costs not recovered via the termination fee are not to
be passed on to customers in the form of higher (future) annual water charges. By not
recovering all fixed costs, Seqwater has an incentive to reduce costs or seek out new
customers, once a customer has departed the distribution system.

The Authority’s approach results in a termination fee that equates to a multiple of about 11
times the distribution system fixed water charge (i.e. 11 times the Authority’s published
cost-reflective Part C tariff), including GST.

The Authority also notes the views of stakeholders that any termination fee that applies to
Pie Creek could act as a disincentive to trading WAE to the Mary River WSS (exiting the
Pie Creek tariff group). In response, the Authority notes that the recommended multiple of
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11 is equivalent to that recommended by the ACCC and that this took into consideration
impacts on water trading.

Consistent with the approach adopted in the SunWater review, the Authority recommends
that termination fees are applied as a multiple of up to 11 (incl. GST) times the cost-
reflective distribution system fixed charges (that is, the Authority’s cost reflective Part C
tariff) in the Pie Creek tariff group.

A lower multiple could be applied at Seqwater’s discretion should it be consistent with
Seqwater’s commercial interests (e.g. in the interests of more efficient system management).

Seqwater should not recover the balance of any shortfall from remaining customers, arising
from exit by another customer or Seqwater (upon converting loss WAE to saleable bulk
WAE).

The Authority’s recommended termination fees are detailed in Chapter 6 — Draft Prices.
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4.

4.1

RENEWALS ANNUITY

Introduction

Ministerial Direction

Under the Ministerial Direction, the Authority is required to recommend a revenue stream
that allows Seqwater to recover prudent and efficient expenditure on the renewal and

rehabilitation of existing assets through a renewals annuity.

The Ministerial Direction also requires the Authority to have regard to the level of service
provided by Seqwater to its customers.

Previous Review

In the 2000-06 and 2006-13 price reviews, a renewals annuity approach was used to fund
asset replacement.

As discussed in Volume 1, the renewals annuity for each WSS was developed in accordance
with the Standing Committee for Agriculture and Resource Management (SCARM)
Guidelines (Ernst & Young, 1997) and was based on two key components:

(@) a detailed asset management plan, based on asset condition, that defined the timing
and magnitude of renewals expenditure; and

(b) an asset restoration reserve (ARR) to manage the balance of the unspent (or
overspent) renewals annuity (including interest).

The determination of the renewals annuity was then based on the present value of the
proposed renewals expenditure minus the ARR balance.

The allocation of the renewals annuity between high and medium priority users was based
on water pricing conversion factors (WPCFs).

Issues

In general, a renewals annuity seeks to provide funds to meet renewals expenditure
necessary to maintain the service capacity of infrastructure assets through a series of even
charges. Seqwater’s renewals expenditure and ARR balances include direct, indirect and
overhead costs (unless otherwise specified).

The key issues for the 2013-17 regulatory period are:

(@) the establishment of the opening ARR balance (at 1 July 2013), which requires:

(i)  reviewing whether renewals expenditure in 2006-13 was prudent and efficient.
This affects the opening ARR balance for the 2013-17 regulatory period; and

(i)  the unbundling of the opening ARR balance for bulk and distribution systems
(where applicable);

(b) the prudency and efficiency of Seqwater’s forecast renewals expenditure;

(c) the methodology for apportioning renewals between medium and high priority
WAEsS; and
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4.2

(d) the methodology to calculate the renewals annuity.
The Authority’s general approach to addressing these issues is outlined in Volume 1.

The Authority notes that Seqwater has estimated that it has under management about 74
bulk water storage assets relevant to entitlement holders in South East Queensland (SEQ),
including irrigators, local government authorities, industrial users and the SEQ Water Grid
Manager. Segwater (2012d) submitted that asset management practice within Seqwater
does not distinguish between irrigation and non-irrigation assets - that is, assets are managed
as a portfolio and not on an industry sector basis.

Seqwater submitted that renewals and refurbishments are determined through a strategic
asset management process. This process and its outcomes are documented in the Facility
Asset Management Plans (FAMPs), which are being rolled out across all assets.

Seqwater submitted that irrigation assets are currently not as advanced in this process as the
high priority water treatment plants.

Some of the assets were renewed during 2006-12 price paths. Others are eligible for
renewal over the 2013-18 regulatory period. Depending on their asset life, some are
renewed several times during the Authority’s recommended 20-year planning period.

It was therefore not practicable within the timeframe for the review, nor desirable given the
potential costs, to assess the prudency and efficiency of every individual asset.

The Authority has relied on consultants Sinclair Knight Merz (SKM) to comment upon
Seqwater’s renewals expenditure items. Across all schemes, a total of 12 forecast and two
past renewals items were reviewed. The Authority also reviewed meter replacement costs.

The findings of these detailed reviews are applied to other similar renewal items to
determine the prudency and efficiency of this expenditure.

Seqwater’'s Opening ARR Balances (1 July 2013)

A renewals annuity approach requires ongoing accounting of renewals expenditure and
revenue.

The opening ARR balance for 2013-17 (as at 1 July 2013) is based on the opening ARR
balance for the current price path (1 July 2006), less renewals expenditure, plus renewals
revenue and an annual adjustment for interest over the 2006-13 period.

Previous Review
The 2006-11 price paths were based on the opening ARR balance at 1 July 2006.
Seqwater submitted that the opening balance on 1 July 2006 for the Mary Valley WSS

(bundled) was negative $1,990,965. In Volume 1, the Authority noted that the opening
ARR balance as at 1 July 2006 is not subject to review for the 2013-17 regulatory period.
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Stakeholder Submissions
Seqwater

Actual direct renewals expenditure was below that initially forecast over the period in both
tariff groups (Table 4.1).

Table 4.1: Forecast and Actual (Direct) Renewal Expenditure 2006-11 (Nominal $°000)

Tariff Group Forecast 2006-11 Actual 2006-11 Variance
Mary Valley 508 398 (110)
Pie Creek 164 84 (80)

Source: Indec (2012). Note: Nominal totals are used in this table. A broad comparison of nominal values over
the period is considered reasonable in view of the distribution of costs over the period.

Annual amounts of expenditure are shown in Table 4.2, allocated between direct and non-
direct costs.

Table 4.2: Past (Actual) Renewals Expenditure 2006-11 (Nominal $)

Tariff Group 2006-07 2007-08 2008-09 2009-10 2010-11

Mary Valley
Direct 88,588 17,978 0 73,070 218,690
Non-direct 33,823 13,781 0 22,256 66,609
Total 122,411 31,759 0 95,326 285,299

Pie Creek

Direct 14,599 6,893 0 16,701 46,070
Non-direct 7,508 3,284 0 5,087 14,032
Total 22,107 10,177 0 21,788 60,102

Source: Indec (2012).

Seqwater’s forecast renewals expenditure for 2011-13 are based on a combination of actual
renewals expenditure for 2011-12 and forecast expenditure for 2012-13. The relevant
amounts are as shown in Table 4.3.
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Table 4.3: Renewal Expenditure 2011-13 (Nominal $'000)

Tariff Group Actual 2011-12 Forecast 2012-13 Total
Mary Valley 171 197 367
Pie Creek 198 249 447

Source: Indec (2012).
Opening ARR Balances 1 July 2013

Based on the steps noted above, Seqwater’s submitted opening balances for 1 July 2013 are
as shown in Table 4.4.

Table 4.4: Opening ARR Balances, 1 July 2013 (Nominal $)

Tariff Grou Seqwater Bundled- Seqwater Unbundled - Seqwater Proposed ARR
P 1 July 2006 1 July 2006 Balance - 1 July 2013
Mary Valley (1,990,965) (2,041,467) (3,844,424)
Pie Creek n.a 50,502 129,261

Source: Indec (2012).
Other Stakeholders

QFF (2012) noted that the significant negative ARR balances in both the Mary Valley and
Pie Creek tariff groups being proposed in Seqwater’s [initial] NSP. QFF submitted that
these balances need to be rectified.

QFF (2012) sought clarity on how investigations being undertaken by the Authority on past
renewals expenditure has affected Seqwater’s proposed ARR balances as at 30 June 2013.

Authority’s Analysis

The 1 July 2006 opening ARR balances for each (bundled) scheme were approved by
Government and are therefore accepted by the Authority.

Unbundling

Seqwater has sought to apportion bundled 2000-06 renewals revenue (in the absence of the
required unbundled actual revenues) on the basis of actual unbundled revenue that applied
during the 2006-13 period.

As part of the SunWater review, to unbundle 2000-06 revenue, the Authority preferred a
longer period than the five years (2006-13) on the basis that renewals revenue, which
formed the basis for pricing, was based on forecast renewals expenditure over a renewals
planning period (which at the time was 30 years).

The Authority also considers that the five year period submitted by Seqwater would be
susceptible to atypical revenue conditions during flood or drought.
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Accordingly, for SunWater the Authority based its unbundling on the proportions of bulk
and distribution renewals expenditure for 2000-36. The Authority’s recommended approach
results in changes to the opening 1 July 2006 balances.

The effect of the Authority’s unbundling approach on 2006 ARR balances is shown in Table
4.5.

Table 4.5: Impact of Unbundling Methodologies (Nominal $ All Sectors)

: Seqwater Unbundled ARR Authority Unbundled ARR Balance
Tariff Group Balance 1 July 2006 1 July 2006
Mary Valley (2,041,467) (1,959,887)
Pie Creek 50,502 (31,078)

Source: Indec (2012).
Renewals Expenditure 2006-13

The total direct renewals expenditure over 2006-13 is detailed in Figures 4.1 and 4.2 for
Mary Valley and Pie Creek respectively.

Figure 4.1: Past (Actual) Direct Renewals Expenditure Mary Valley 2006-11
(Nominal $)

250,000

200,000

150,000

100,000

50,000

0 I

T T T T

2006-07 2007-08 2008-09 2009-10 2010-11

Source: Indec (2012).
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Figure 4.2: Past (Actual) Direct Renewals Expenditure - Pie Creek 2006-11 (Nominal
$)
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A comparison of forecast and actual direct renewals expenditure in the Mary Valley for
2006-13 is shown in Figure 4.3. The same comparison is shown for Pie Creek in
Figure 4.4.

Figure 4.3: Comparison of Forecast and Actual Direct Renewals Expenditure 2006-11
- Mary Valley (Nominal $)
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23



Queensland Competition Authority Chapter 4: Renewals Annuity

Figure 4.4: Comparison of Forecast and Actual Renewals Expenditure 2006-11 - Pie
Creek (Nominal $)
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In relation to the prudency and efficiency of past renewals, the Authority notes that for the
first two years of the 2006-11 price paths SunWater managed the renewals expenditure
program. Relevant WSSs were transferred to Seqwater on 1 July 2008.

For the SunWater review, the Authority excluded from prices 4% of un-sampled renewals
expenditure during 2006-11. This was on the basis that the Authority’s review of a sample
of past renewals items indicated cost savings of approximately 4%.

If the seven (now Seqwater and former SunWater) WSSs had been part of the SunWater
review, the 4% cost reduction would have applied, as the same (SunWater) approach applied
to asset planning and expenditure in the (now) Seqwater WSSs.

The Authority recommends, therefore, that 4% of past renewals expenditure, for the two
years that these WSSs remained under SunWater’s management (1 July 2006 to 30 June
2008), be deducted from Seqwater’s ARR balances.

The question remains whether any cost reductions should also apply for 2008-13, once the
WSSs were transferred to Seqwater. As previously outlined, the Authority engaged
engineering consultants SKM to review a sample of Seqwater’s past renewals items for
prudency and efficiency. Although renewals expenditure throughout Seqwater’s WSSs was
generally below the approved forecast expenditure established during the 2005-06 review,
two items were chosen for review on the basis that they represented considerable
overspends. The findings of this review were considered for application to other renewals
items.
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These items were:

(&)  recreational maintenance associated with the Mary Valley tariff group at a cost of
$110,602 in 2008-09 and $123,293 in 2010-11 (total cost of $233,895); and

(b) infrastructure maintenance (reactive maintenance) associated with the Pie Creek tariff
group at a cost of $31,015 in 2008-09 and $36,172 in 2010-11 (total cost of $67,187).

Although these items are defined as maintenance, the Authority considers that the nature of
the expenditure is predominantly renewals related. These items are reviewed in detail
below.

Review of Sampled Items

Item 1. Recreational Maintenance — Mary Valley
Seqwater

Seqwater had submitted to the Authority that between 2008-09 and 2010-11, some $230,186
was spent in Mary Valley on recreation maintenance. The cost breakdown provided by
Seqwater in response to SKM’s request for information (RFI031) totals to $233,894 for the
years 2008-09 and 2010-11. According to Seqwater, no costs were incurred in 2009-10.

Project Description

The costs incurred for recreation maintenance, Mary Valley relate to the resurfacing and
maintenance of the recreation area surrounding Borumba Dam in particular the resurfacing
of the car park, boat ramp repair and re-arrangement of the traffic flow in the vicinity of the
boat ramp. It also includes some landscape work resulting from the re-arrangement of the
traffic flow.

Prudency

The recreation area located at Borumba Dam was serviced by an access road leading to a car
park. At a corner of the car park, at the end of the access road, a boat ramp provided boat
access to the water. Prior to the resurfacing work and traffic flow re-design, the road surface
was worn and access to both the car park and boat ramp was via a narrow approach. This
often created difficulties in accessing the car park when a boat was being launched or
recovered. It also constituted a public safety concern to both car and pedestrian traffic in the
vicinity of the boat ramp due to the age and condition of the assets.

The resurfacing, enlarging and re-design of the traffic flow rectified the situation and
enabled the approach to the car park to avoid the immediate area where boats are launched
or recovered.

Seqwater is required to maintain the recreation facilities at its dams. These dams are part of
South East Queensland’s water supply system and Borumba Dam is a referable dam under
the Water Supply (Safety and Reliability) Act 2008.

Consequently the operating expenditure item was assessed as prudent.
Efficiency

Data provided by Seqwater showed that most of the costs incurred in 2010-11 were due to
the re-surfacing of the road, car park and repair the boat ramp. This work was carried out by
Gympie Council.
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Gympie Council was not on Seqwater’s panel of contractors. However, Gympie Council
was appointed to undertake the car park res-resurfacing work and boat ramp repair after a
tender process resulted in prices that were above Seqwater’s expectations. Gympie Council
was already in the process of re-surfacing the access road to the car park and were then
approached by Seqwater to provide a quote to undertake the car park re-surfacing work and
repair the boat ramp in addition. Given that Gympie Council was already deployed in the
area and had labour and assets in place, they were able to provide a quote that was
significantly below that quoted by the other parties. SKM was granted access to the quotes
provided by the all parties and confirmed that Gympie Council’s quotes amounted to less
than 60% of the next lowest value quote due to the fact that much of their fixed and
overhead costs had already been accounted for by the initial work to re-surface the access
road.

Other works related to the recreation area were performed by panel contractors under the
terms of their contracts.

No costs have been identified by Seqwater in 2009-10. Costs for 2008-09 were recorded in
Seqwater’s previous financial system in one single order. The costs submitted by Seqwater
for recreation maintenance were based on the assumption that, for the purposes of
establishing renewals expenditure, the expenditure might be allocated to work orders based
on work carried out in later years (2010-11). The actual breakdown of 2008-09 costs is not
available for evaluation and an assessment of efficiency by SKM. This was highlighted in
an allocation of over $80,000 for construction work in 2008-09 due to the car park re-
surfacing work and boat ramp repair undertaken in 2010-11.

On the basis of insufficient information to evaluate the costs incurred as compared to the
scope of work, SKM has determined that this expenditure is not efficient.

Based on the information provided by Segwater, SKM is only able to consider the
expenditure incurred by 2010-11 as efficient. Information does not exist for SKM to offer a
view regarding costs proposed for 2008-09. SKM'’s recommended costs for recreation
maintenance was $123,293 in 2010-11.

Authority’s Analysis

The Authority recommends that the 2010-11 amount of $123,293 be taken into account in
past renewals calculations, for determining the ARR balances. The expenditure claimed in
previous years is proposed to be excluded.

Iltem 2: Unplanned Maintenance — Pie Creek
Seqwater

Seqwater submitted unplanned maintenance costs for Pie Creek of $31,015 in 2008-09 and
$36,172 in 2010-11 (total cost of $67,187).

Project Description

The costs incurred for unplanned maintenance, Pie Creek relate to breakdowns at the pump
station at the Mary River.

Prudency
Operating the Pie Creek Distribution System requires Seqwater to properly repair and

maintain the assets that it owns and operates and which are used to service irrigation
customers. The reactive maintenance costs incurred relate to the Pie Creek Pump Station
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and associated telemetry. As the pump station is needed to operate the Pie Creek
Distribution System, the operating expenditure item was assessed as prudent.

Efficiency

Data provided by Seqwater showed that the costs incurred in 2010-11 were incurred in
maintaining the Pie Creek Pump Station and associated telemetry. The work was conducted
by contractors under the terms of their contracts. A breakdown of costs for 2010-11 was
provided in Seqwater’s response to SKM’s request for information (RF1031) and included:

(@ ME Pie Creek Reactive Maintenance - electrical maintenance services - $4,785;

(b)  ME Pie Creek Reactive Maintenance - P5455 - $1,109;

(c) ELE auto dialler fault — contractor electrical maintenance- $553;

(d) ELE e-stop enclosures — contractor electrical maintenance - $2,173;

(e)  MEC SS skirt fitted to pump — P5457 - $92;

(f)  ELE pump will not start — MP control system maintenance services - $385;

() MEC Flygt submersible pump — MP mechanical maintenance services - $934;

(h)  MEC Flygt submersible pump — MP specialist maintenance services -  $15,555;

(i)  MEC Flygt submersible pump — Equipment hire — external - $2,037; and

(7))  ELE fault pump control — MP — Instrument maintenance service - $8,549.

No costs have been identified by Seqwater for 2009-10. All 2008-09 costs were recorded in
Seqwater’s previous financial system under one single work order number. The 2008-09
allocation of costs submitted by Seqwater for unplanned maintenance, Pie Creek were based
on the assumption that, for the purposes of establishing renewals expenditure, the
expenditure might be allocated to work orders based on work carried out in later years
(2010-11). The actual breakdown of the 2008-09 costs is not available for evaluation and
efficiency assessment by SKM. There is an allocation of over $31,015 for 2008-09.
Insufficient information has been provided to assess the efficiency of expenditure of
$31,015 in 2008-09 for unscheduled maintenance, as such this expenditure was, by default,
considered by SKM to be inefficient. A detailed breakdown of costs has been provided for
2010-11 and on assessment the costs were considered by SKM to be reasonable for the
reactive maintenance of the Pie Creek Pump Station. As such, the expenditure of $36,172 is
2010-11 was considered by SKM to be efficient.

Authority’s Analysis

The Authority recommends that the 2010-11 amount of $36,172 be taken into account in
past renewals calculations, for determining the ARR balances. The expenditure claimed in
previous years is proposed to be excluded.

Conclusion

If the seven (now Seqwater and former SunWater) WSSs had been part of the Authority’s
previous SunWater review, a 4% cost reduction would have applied.
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The Authority recommends, therefore, that 4% of past renewals expenditure, for the two
years that these WSSs remained under SunWater’s management (1 July 2006 to 30 June
2008), be deducted from Seqwater’s ARR balances.

As part of the SKM review, two past renewals items were selected with the findings
considered for application to other renewals items.

These items were: recreational maintenance associated with the Mary Valley tariff group in
2008-09 and 2010-11; and infrastructure maintenance (reactive maintenance) associated
with the Pie Creek tariff group in 2008-09 and 2010-11.

SKM found that based on the inability of Seqwater to substantiate renewals expenditure

incurred in 2008-09 (the first year of operating the former SunWater schemes), expenditure

for this year could not be considered prudent or efficient.

Expenditure in 2009-11 was considered to be prudent and efficient.

As outlined in Volume 1, Chapter 5 - Renewals Annuity:

(@) a cost saving of 4% is to apply to past renewals, consistent with the Authority’s
approach to SunWater, for the period 2006-08 when SunWater operated the now
Seqgwater assets;

(@) as Seqwater has been unable to substantiate past renewals expenditure during its first
year of operating the former SunWater schemes (2008-09), renewals expenditure in
that year has been reduced to zero; and

(b) all renewals expenditure 2009 to 2013 is to be accepted, unadjusted.

Based on this approach, the Authority recommends that past renewals expenditure be
adjusted as shown below in Table 4.6.

Table 4.6: Review of Past (Direct) Renewals Expenditure 2006-13 (Nominal $)

2006-07 2007-08 2008-09 200910 201011 201112 201213
(forecast)
Seqwater proposed 88588 17,978 0 73070 218690 170718 196,538
(Mary Valley)
Authority 86,025 17,571 0 73070 218,690 170,718 196,538
Recommended
Seqwater proposed (Pie 14,599 6,893 0 16,701 46,070 197,980 249,225
Creek)
Ao 14,015 6,617 0 16,701 46,070 197,980 249,225
Recommended

Source: Seqwater (2012ap) and QCA (2012).
Opening ARR Balance (at 1 July 2013)

Based on the Authority’s assessment of the prudency and efficiency of past renewals
expenditure for the Mary Valley WSS:
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4.3

(@ the recommended opening ARR balance for 1 July 2013 for the Mary Valley tariff
group is negative $3,681,254 (compared to negative $3,844,424 proposed by
Seqwater; and

(b)  the recommended opening ARR balance for 1 July 2013 for the Pie Creek tariff group
is negative $25,141, compared to $129,261 proposed by Seqwater.

The Authority notes QFF’s submission seeking negative ARR balances to be rectified and
clarity on the Authority’s investigation into past renewals expenditure. In response, the
Authority has based its recommended ARR balances, not only on a review of Seqwater’s
methodology for establishing ARR balances, but also on the prudency and efficiency of past
renewals expenditure.

Forecast Renewals Expenditure

Prudency and Efficiency of Forecast Renewals Expenditure

Stakeholder Submissions

Seqgwater

Seqwater submitted a summary of the significant proposed renewals expenditure items for
the Mary Valley tariff group to occur during the 2013-17 regulatory period as presented
below in Table 4.7.

Table 4.7: Mary Valley Tariff Group Forecast Renewals Expenditure 2013-17 (Real
$°000)

Facility 2013-14 2014-15 2015-16 2016-17
Borumba Dam 230 270 30 100
Water flowmeters 99 99 56 56

Total 329 369 86 156

Source: Seqwater (2012ap). The Table contains items that have a higher than average value and which would
have an impact of 10% or greater on the annuity.

The significant expenditure items over 2013-17 are:

(@ Borumba Dam - sealing concrete face joints below water surface - $230,000 in 2013-
14;

(b) Borumba Dam - chute concrete repairs - $100,000 in 2014-15; and

(c) Borumba Dam — Cone Valves (painting and replacement of seals) - $100,000 in 2016-
17.

Additional major expenditure items from 2017-18 onwards are:

(@) gauging stations (reccurring expenditure of $70,000 occurring every 10 years from
2022-23); and

(b)  additional works at Borumba Dam ($111,000 in 2034-35 and $64,000).
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Seqwater submitted a summary of the significant proposed renewals expenditure items for
the Pie Creek tariff group as presented below in Table 4.8.

Table 4.8: Pie Creek Tariff Group Forecast Renewals Expenditure 2013-17 (Real

$’000)
Facility 2013-14 2014-15 2015-16 2016-17
Main Channel 73 0 0 0
Pump Station 186 0 0 0
Water flowmeters 20 20 11 11
Total 279 20 11 11

Source: Seqwater (2012ay). The Table contains items that have a higher than average value and which would
have an impact of 10% or greater on the annuity.

The significant expenditure items over 2013-17 are:

(@) Pie Creek Main Channel — replacement of fencing, 50% of total as shared with
landowners - $53,000 in 2013-14;

(b)  Pie Creek pump station — electrical refurbishment - $186,000 in 2013-14.

Additional major expenditure items for Pie Creek from 2017-18 onwards are:

(c) additional works at Calico Creek Channel ($204,000 in 2022-23);

(d) additional works at Macintosh Channel ($63,000 in 2022-23); and

(e) additional works at Pie Creek Main Channel ($460,000 in 2022-23).

As part of its renewals program, Seqwater is also seeking to recover the cost associated with
water meters. Specifically, Seqwater’s business case in this regard outlines costs for:
replacing existing meters; moving meter locations to comply with Workplace Health and
Safety (WHS) requirements; and modifying existing meter works to comply with the meter

manufactures’ specifications (to ensure accuracy.

For Mary Valley and Pie Creek tariff groups, the proposed metering costs are as detailed in
Table 4.9.

Table 4.9: Seqwater’s Proposed Metering Costs (Real $’000)

Phase 1: 2012-13to  Phase 2: 2015-16to  Phase 3: 2022-23 to

Tariff Groups 2014-15 2021-22 2035-36 Total
Mary Valley 198 302 252 842
Pie Creek 40 77 42 159

Source: SKM (2012). Note: Costs in each column are the sums of costs within the indicated range of years.

Seqwater’s forecast renewal expenditure items greater than $10,000 in value, for the years
2013-14 to 2035-36 for both tariff groups are provided in Appendix A.
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Other Stakeholders

QFF (2012) questioned whether costs associated with Borumba Dam (sealing of concrete
face joints and spillway repairs) are flood related and should be met by insurance.

Authority’s Analysis

The Authority commissioned SKM to review Seqwater’s procurement, asset performance
and condition assessment policies and procedures and to determine whether they represented
good industry practice.

SKM concluded that although Seqwater may not currently have good asset condition
information due to the lack of condition information transferred from previous operators, the
policies and procedures Seqwater has adopted to assess the condition of its assets will rectify
this situation over time. Accordingly, SKM consider Seqwater’s approach represents good
industry practice.

SKM concluded that Seqwater has made progress in developing robust asset management
processes and procedures for comprehensive asset information.

Total Costs

Seqwater’s proposed renewals expenditure for 2013-36 for the Mary Valley tariff group is
shown in Figure 4.5. The equivalent expenditure for 2013-36 for the Pie Creek tariff group
is shown in Figure 4.6.

Figure 4.5: Forecast Renewals Expenditure (Direct) - Mary Valley 2013-36 (Nominal
$)
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Source: Seqwater (2012aw).
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Figure 4.6: Forecast Renewals Expenditure (Direct) - Pie Creek 2013-36 (Nominal $)
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Source: Seqwater (2012ay).

The Authority has identified the direct cost component of this expenditure, which is
reviewed below. The indirect and overheads component of expenditure relating to these
items is reviewed in Chapter 5 — Operating Costs.

The Authority notes QFF’s submission that queried whether certain costs associated with
Borumba Dam should be off-set through flood related insurance. Seqwater has confirmed
that, for the purpose of pricing, no flood-related costs have been included on the expectation
that insurance revenues would account for all flood related damage costs. In addition,
Seqwater consider those renewals items submitted by QFF (the sealing of concrete face
joints and spillway repairs) are not related to flood damage.

ltem Reviews

Consultants SKM reviewed the prudency and efficiency for a sample of items across all
Seqwater WSSs. Those of relevance to the Mary Valley tariff group and the Pie Creek tariff
group are discussed below. Items reviewed included:

(@) specific items sampled in Mary Valley and Pie Creek (Items 1 and 2); and

(b) items reviewed in other WSSs where the conclusions were considered by SKM to be
appropriate for application to either Mary Valley WSS or Pie Creek distribution
system (Items 3 to 6 for Mary Valley and Items 7 and 8 for Pie Creek).

Each of the assessed future renewals items are discussed below.
Iltem 3: Metering Replacements
Seqwater

Seqwater’s business case in this regard outlines costs for replacing existing meters; moving
meter locations to comply with Workplace Health and Safety (WHS) requirements; and
modifying existing meter works to comply with the meter manufactures’ specifications (to
ensure accuracy.
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Seqwater submitted the following expenditure of be incurred in replacing meters (Table
4.10 refers).

Table 4.10: Mary Valley WSS Metering Replacements (Real $°000)

Mary Valley Tariff Group Pie Creek Tariff Group
2013-14 to 2014-15 198 40
2015-16 to 2021-22 392 77
2022-23 to 2035-36 252 42
Total 842 159

Source: SKM (2012).

These estimates represent a revision on the initial submission from Seqwater which
proposed a total cost of $523,000 for Mary Valley tariff group and total costs of $140,000
for Pie Creek tariff group.

Other Stakeholders

No other stakeholders have commented on this item.

Consultant’s Review

Project Description

This review concerns the replacement of water meters within the Mary Valley WSS. This
metering is required for management of water supplies, reporting and billing purposes.
Seqwater has advised that although they have two types of meters (river and groundwater)
only river meters are applicable in the context of Mary Valley WSS.

Project Status

The project is to commence in 2012-13 as a rolling program of renewals. In the Seqwater
Asset Delivery Framework, the project is classified as pre-implementation, in the Validation

and Planning stage. SKM considered the current position in the Seqwater Asset Delivery
Framework as appropriate given the value and timing of this renewal project.

Documentation Provided
The documents used for this review are:

(@) 2013-14 Irrigation pricing — Submission to the Queensland Competition Authority,
Seqwater, April 2012;

(b) Information Request Response — QCA Irrigation Price Review 2013-17: RIF032
Additional Projects, Seqwater, 29 August 2012;

(c) Business Case(Medium Projects) Irrigation Customer Meter Renewal, Seqwater,
Version 1.0 8/06/12;

(d) Business Case(Medium Projects) Irrigation Customer Meter Renewal, Seqwater,
Version 2.0 12/07/12,;
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(e) Information Request Response — QCA Irrigation Price Review 2013-17: RFI035
River Meters and Groundwater Meters, Seqwater, 29 August 2012;

() RFI035 Meters Purchase Order, Seqwater, February 2012; and

() RFI035 Meters Contractor Invoice, Hayes Welding and Fabrication, May 2012.
The provided documentation has been adequate to conduct an assessment of this project.
Prudency

The Mary Valley WSS is managed by a ROL which requires Seqwater to undertake
monitoring and reporting in accordance with the Mary Basin ROP — namely, recording the
total volume of water taken by each water user. For example Mary Basin ROP states:

The resource operations licence holder must record the total volume of water taken by each
water user for each zone as follows—

(a) the total volume of water taken each quarter
(b) the total volume of water entitled to be taken at any time; and

(c) the basis for determining the total volume of water entitled to be taken any time.

Therefore, in order to comply with these monitoring requirements Seqwater must install a
working water meter for each active water user (customer). Seqwater must record actual
water used through each meter.

In addition, Seqwater has identified health and safety as a driver of cost. Seqwater has
identified the health and safety risks associated with the location of the meters on steep and
uneven slopes. Many of the meters are installed low on stream banks. There is a high risk
of slips, trips and falls as the ground is uneven, steep and often concealed by tall grass.

Meters required to be replaced due to high or extreme health and safety risks are prioritised.
The business case identifies 95 meters to be replaced per year for the first 3 years of the
programme, including 15 in the Mary Valley WSS. Meters required to be replaced requiring
a modification of the installation infrastructure to meet with manufacturer’s
recommendations are given a lower priority.

No information has been provided on the current age of the assets to be replaced.
Seqwater’s standard useful asset life for water meters is 15 years (refer to Seqwater’s Report
on Methodology, Appendix C of the SKM report). Seqwater’s standard asset refurbishment
for water meters is unspecified (refer to Seqwater’s Report on Methodology, Appendix D of
the SKM report). In the provided business case, a 20 year useful asset life is assumed.
SKM believed the standard asset life of 15 to 20 years to be reasonable and in keeping with
industry practice.

SKM reviewed the outcomes of the condition assessment provided. The reviewed sites were
allocated a condition score as follows:

(@ Condition 1 —as new;
(b) Condition 2 — requires maintenance to restore design service capability;
(c) Condition 3 - required refurbishment to restore design service capability;

(d) Condition 4 — beyond economic repair; and
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(e) Condition 5 — asset has failed.

SKM noted that in the metering audit for the Central Lockyer WSS, 466 meters were
recorded with 56% being in use. For the Central Lockyer WSS over 80% were rated as
condition 4 or 5, and therefore require replacement, as opposed to refurbishment. This
percentage is similar for river and groundwater meters.

Although no similar condition assessment was undertaken for the Mary Valley WSS, given
the similar conditions recorded across the three areas investigated, SKM considered it is
likely that many meters of the Mary Valley WSS are also in poor condition. Seqwater has
stated that advice from operational staff combined with the experience of condition from the
audited schemes has been used to predict the meter renewal requirements in the unaudited
schemes.

SKM visited a number of metering sites as part of this investigation. This evidence supports
the need to replace the existing meters, including the need to reposition meters at locations
that represent a health and safety risk to new locations that do not place operators at risk.
The evidence also supports the need to provide an adequate pipe-work configuration to
achieve the most accurate reading.

On the basis that the majority of meters are recorded as either not working or beyond
economic repair, SKM supported the need to replace rather than refurbish the existing
meters.

Timing
Timing and Number of Meters to be Replaced

SKM investigated the timing and number of meters to be replaced across all schemes.
According to Seqwater’s business case, a fleet of 700 active meters, or half of the total of
1,400 meters, are required to be replaced. SKM noted that Seqwater proposed to replace
775 meters across all schemes, but did not provide a justification for the additional 75
meters.

This may be due to an allowance for the fleet to increase over time as part of a re-uptake of
water licences; however, this is not specifically stated by Seqwater and no justification has
been provided for this assumption.

In summary, SKM found that:

(@)  for the first 3 years, 2012-13 to 2014-15, the proposed replacements at 95 meters per
year (15 per year in Mary Valley) to meet workplace health and safety standards is
prudent;

(b)  for the 7 years, 2015-16 to 2021-22, meter replacements at 70 per year (11 per year in
Mary Valley) were considered prudent for the first 6 years, but not the final year; and

(c) for 2022-23 onwards, ongoing renewal at 70 per year (11 per year in Mary Valley)
was considered only partially prudent, that is, meter replacement was not required for
all years. On the basis that the fleet of at least 700 active water meters will have been
replaced during the first 10 years of the program, and the useful asset life of the
meters is 15 to 20 years, there should be no planned replacements until after these
assets have passed their useful lives. SKM considered the renewal of meters from
2022-23 to 2027-28 not to be prudent.

Overall, SKM considered the meter replacement program to be partially prudent.
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Scope of Works

Seqwater has considered two main options for type of meter - the replacement of the
existing meters with a similar mechanical meter and the replacement of the meters with
magflow meters. Both meters require minimum pipework configuration standards, for
example, a number of pipe lengths both upstream and downstream of the meter to reduce the
effects of turbulent flow within the pipeline.

Seqwater calculated the NPV costs over 20 years for the two meter types as follows:
magflow $8,380; and Mechanical Meter $5,650. These costs include initial installation and
ongoing maintenance costs for the life of the meter.

SKM investigated whether a magflow meter would be more appropriate for high usage
customers, on the basis that a more reliable meter may increase revenue. However, SKM’s
analysis of the Central Lockyer example found that installation of magflow meters is not

justified as there are very few high use irrigators and the usage changes frequently. SKM
therefore recommended the lower cost mechanical meters for all SEQ schemes

Efficiency

SKM estimated the costs of a single meter installation based on Seqwater’s proposed
standard installation and compared this with Seqwater’s estimate of a single meter.

The comparison is shown in Table 4.11.

Table 4.11: Comparison of Meter Installation Costs

Item Seqwater ($) SKM ($) Difference
Parts — new flow meter 600 875 46%
Contractors - installation 4,000 5,700 43%
Management costs 2,000 1,600 (20%)

Total 6,600 8,175 24%

Source: SKM (2012).

SKM considered that the lower cost proposed by Seqwater could be explained by the bulk
purchasing of meters and the cost savings from appointing a single contractor on the overall
project. SKM considered Seqwater’s proposed cost to be efficient.

SKM'’s Conclusion

SKM concluded that the project is partially prudent. Given that the type of meter and
installation costs are considered reasonable, SKM considered the project costs per meter to
be efficient.

A comparison of Seqwater’s proposed costs and SKM’s revised costs for Mary Valley WSS
are outlined below in Table 4.12.
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Table 4.12: SKM’s Estimated Partially Prudent and Efficient Metering Costs
Compared (Real $7000)

2013-14 to 2015-16 to 2022-23to

2014-15 2021-22 2035-36 Total
Seqwater proposed costs (Mary Valley) 198 392 252 842
SKM revised costs 198 325 158 681
Seqwater proposed costs (Pie Creek) 40 77 42 159
SKM revised costs 40 62 29 131

Source: SKM (2012).
Authority’s Analysis

The Authority notes the outcome of the SKM review that expenditure associated with Item
1: Metering Replacements is efficient in terms of the costs per meter and expenditure
incurred in 2013-14 to 2014-15.

However, SKM noted reservations associated with the proposed timing of replacement and
the number of meters to be replaced in later years. The expenditure is, therefore, prudent
but not efficient in these later years.

The Authority, based on the SKM analysis, concludes that the expenditure associated with
metering be adopted as outlined, above, in Table 4.12.

Iltem 4: Calico Creek Channel and Pie Creek Main Channel Air Valves
Seqwater

Seqwater submitted that expenditure of $269,000 in 2022-23 is proposed for the
replacement of Calico Creek Channel and Pie Creek Main Channel Air Valves.

Other Stakeholders

No other stakeholders made comment regarding this item.
Consultant’s Review

Project Description

The Calico Creek Channel and Pie Creek Main Channel Air Valves expenditure item
involves the replacement of 26 air valves, which are at the end of their design life, installed
along an asbestos cement pipe within the Pie Creek Water Supply Scheme. The valves vary
in size (1 inch, 3 inch and 6 inch) and assist with protecting the pipe against collapse and
facilitate efficient operation. This project is a single expenditure project as opposed to a
rolling program expenditure project, occurring in the 2022-23 financial year.

Information initially submitted to the Authority by Seqwater identified that 26 air valves
were in need of replacement in 2022-23; however information subsequently provided by
Seqwater in response to a request for information indicated that 31 air valves were to be
replaced. Upon SKM seeking clarification of the number of air valves to be replaced,
Seqwater stated that “The budget was developed on 26 air valves. More recent information
indicates that 5 valves may have been missed.
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Project Status

Seqwater stated that as the project is not to commence until 2022-23 and that the project is
to be classified as in the Concept and Feasibility phase of the Seqwater Asset Delivery
Framework. SKM considered the current position in the Seqwater Asset Delivery
Framework as appropriate given the value and timing of this refurbishment project.

Provided Documentation

The documents used for this review were:

(@)

(b)

(©)
(d)

(€)

(f)

(9)

(h)

(i)

)

(k)

2013-14 Irrigation pricing — Submission to the Queensland Competition Authority,
Seqwater, April 2012;

Irrigation Infrastructure Renewal Projections — 2013/14 to 2046/47 — Report on
Methodology, Seqwater, April 2012;

Mary Valley Water Supply Scheme — Network Service Plan, Seqwater, undated:;

Irrigation Infrastructure Renewal Projections — 2013/14 to 2046/47: Report — Pie
Creek Tariff Group, Seqwater, April 2012;

Information Request Response — QCA lIrrigation Price Review 2013-17: Pie Creek
WSS, Pie Creek Channel — Air Value, Seqwater, 10 August 2012;

SM Project Outline: Pie Creek and Calico Creek Pipelines Air Valves, Seqwater,
undated:;

ACV200 Air Control Valves — Technical Application Guide, Nelson Irrigation
Corporation, undated;

Design 34923B — Mary Valley Irrigation Area, Pie Creek Diversion — 27” Rising
Main, 6” Dia. Double Air Valve, no author, undated;

Design 34927 — Mary Valley Irrigation Area, Pie Creek Diversion, 3” Double Air
Valve for M.S.C.L Pipeline, no author, undated;

Design 35202 — Mary Valley Irrigation Area, Pie Creek Diversion, 3" Air Valve at
47808’, no author, undated; and

Design 51701 — Mary Valley Irrigation Area, Pie Creek Diversion, 1” Air Valve, no
author, undated.

The level of documentation available for this project is in line with the current status of the
project. Seqwater has indicated that a formal condition assessment and detailed options
analysis is scheduled to be completed more contemporaneously with the expected date of
planned replacement in the Validation and Planning phase of Seqwater’s Asset Delivery
Framework. SKM considered that the replacement of an asset based on the results of an
adequate condition assessment and options analysis represented good industry practice.

SKM recommended that Seqwater undertakes a condition assessment and options analysis,
prior to the implementation of the project as proposed. SKM also recommends that the
planned approach and justification of the timing of refurbishment is suitably documented.
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Prudency

This project has been identified as being necessary to operate the Pie Creek Tariff Group.
Air valves allow unwanted air out of the pipe while containing the pipe's fluids within the
pipe during operation. Air in pipes can result in poor flow efficiency, water hammer
problems, poor pressure control, damaged pumps and broken pipes. Air valves can also
admit air into the pipes as they are being emptied, preventing a vacuum condition which
could collapse the pipe. The use of air valves is a necessity for irrigation systems to operate
smoothly.

The nature of air valves is such that their periodic replacement is required to operate Pie
Creek. The Calico Creek Channel and Pie Creek Main Channel Air Valves were installed in
1972, and hence are currently 40 years old. The renewal of the air valves is based on a 50
year asset life, which aligns to the planned renewal in 2022-23.

Seqwater’s standard useful asset life for air valves is 50 years. The project renewal timing is
in line with Seqwater’s standard useful asset life. The Australian Taxation Office’s TR
2012/2 identifies the effective life of valves associated with ‘Irrigation water providers’ as
40 years, which is similar to the standard useful asset life adopted by Seqwater. When
transferred over from SunWater asset data for air valves indicated a 30 year useful life.
Seqwater states that ‘a sample inspection and discussion with operational staff in 2011
indicated the assets had not yet failed.” Based on the findings that the assets were still in fair
condition and have no history of failure, the decision was made by Seqwater to revise the
standard useful asset life to 50 years. Based on industry experience SKM considered that a
useful life of 50 years is appropriate for air valves and in keeping with industry practice.

No documented condition assessments have been provided to SKM. However, Seqwater
has stated that visual inspections found that the valves were still in fair condition and not yet
in need of replacement.

SKM has reviewed this Seqwater’s asset management methodology and considers that the
approach adopted is appropriate for the type of asset and therefore the renewal timing is
reasonable.

On the basis that replacement of the air valves is required to operate the Pie Creek tariff
group and the timing of the works is considered accurate, the project has been assessed as
prudent.

Efficiency

Seqwater stated that the scope of works is the supply and installation of 26 x 100 mm air
valves, and the replacement of risers, on asbestos concrete gravity pipelines. Seqwater
advised that the 1 inch galvanised steel risers are fitted to the main pipe using a tapping band
and the 3 inch and 6 inch galvanised steel risers are fabricated into the asbestos pipe and that
the risers are likely to be in very poor condition after what will have been 60 years of
operational service. It is reasonable to assume that the risers would have a similar standard
life to the valves. However, SKM would expect a condition assessment of the risers to be
conducted prior to proceeding with the proposed scope of works to determine if replacement
is required.

Seqwater advised that no options analysis has been completed as yet as the project is in the
Concept and Feasibility phase and will be completed in the Validation and Planning phase.
Without an options analysis having been completed it is not possible to determine
definitively that the replacement of the air valves is the best means of achieving the desired
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outcome, however based on the current information the scope of works is considered to be

adequate for the project.

Seqwater’s indicative budget for the refurbishment of the air valves is outlined below in

Table 4.13.

Table 4.13: Breakdown of Costs — Air Valves

Items Sub-Items Costs ($)
Contract Costs
Design Civil 10,000
Mechanical -
Electrical -
Control -
Procurement Preparation of scope of work and RFQ 8,500
Supply and Install 78 x DN375 DICL Gibaults 92,400
26 x DN375 x DN30 SO/L DICL Tee 40,000
26 x DB80 DF air valve isolator 13,000
26 x DN100 air valve 21,700
Site establishment 5,000
Asbestos removal and disposal 30,000
Sub-Total 220,600
Seqwater Internal Costs
Work Supervision 15,000
PM Costs (15% of Contract Costs) 33,000
Sub-Total 48,000
Total 268,600

Source: SKM (2012).

Seqwater indicated that the budget is accurate to + 30%.

SKM considered this level of

accuracy is appropriate for a project in the Concept and Feasibility phase. Seqwater advised
that the cost estimate was developed on the basis that the entire fleet of air valves were
being replaced with 100 mm air valve and that there is a requirement to replace the riser as
well. The materials cost elements were determined in consultation with a likely supplier and
component costs known from similar projects.

SKM provided a cost estimate for the supply and install costs, based on recently completed
projects and industry experience. SKM expected the total overhead costs associated with
the project to be up to 25% of the contract costs for a project with a value greater than

40



Queensland Competition Authority Chapter 4: Renewals Annuity

$100,000 but less than $1 million. SKM’s estimate is provided and contrasted with
Seqwater’s cost estimate in Table 4.14.

Table 4.14: Comparison of Costs — Seqwater and SKM

Difference Between

Component Seqwater Estimate (3$) SKM Estimate ($) Estimates
Design 10,000 8,063 (19%)
Procurement 8,500 6,047 (29%)
Supply and Install 202,100 161,261 (20%)
Seqwater Internal Costs 48,000 26,205 (45%)

Total 268,600 201,576 (25%0)

Source: SKM (2012).

SKM assessed the allowance for design, procurement and Seqwater internal costs. Whilst
these were considered to be high compared to other Seqwater projects and standard industry
practice, the overall costs were within 30% of the SKM’s estimates and was therefore
considered efficient.

Authority’s Analysis

The Authority accepts SKM’s conclusion that the proposed expenditure is prudent.
However, the Authority does not accept SKM’s recommendation that the proposed
expenditure is efficient. Specifically, the Authority considers that the variance should be
calculated using Seqwater’s estimate as the denominator as opposed to SKM'’s estimate of
prudent and efficient costs. Given this changes the variance from 25% (as outlined above in
Table 4.14) to 33%, Seqwater’s estimate is considered prudent but not efficient. The
Authority, therefore, recommends that SKM’s estimate be adopted.

Item 5: Borumba Dam — Embankment Refurbishment
Seqwater

Seqwater submitted that expenditure of $230,000 in 2014 is proposed for the refurbishment
of Borumba Dam embankment.

Other Stakeholders
No other stakeholders made comment regarding this item.
Consultant’s Review

SKM reviewed a dam embankment related project at Clarendon Dam in the Central Lockyer
Valley WSS. This involved replacement of riprap (a layer of rock) on the lake side of the
embankment to absorb and disperse the wave energy for a total cost over a 6-year period of
$312,000.

While the Clarendon Dam was considered prudent and efficient, SKM considered that the
conclusions could not be applied to the Borumba Dam embankment project as it was unclear
whether the works included or excluded renewal of riprap.
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SKM therefore considered that there was insufficient information to conclude on this
project.

Iltem 6: Replacement of Control Equipment — Borumba Dam
Seqwater

Seqwater submitted that expenditure of $14,000 in 2036 is proposed to replace control
equipment at Borumba Dam.

Other Stakeholders
No other stakeholders provided comment regarding this item.
Consultant’s Review

SKM reviewed proposed capital expenditure on replacement of diversion control equipment
at Clarendon Dam in the Central Lockyer WSS. This project had a cost of $174,000 in
2028-29. Given similar characteristics, the results of this review were considered for
application to the forecast renewals item at Pie Creek Pump Station.

Replacement of the control equipment involves a full control panel fitted with
programmable logic controller (PLC), telemetry and SCADA equipment, and necessary
water level sensing devices.

Prudency and Efficiency

SKM considered that replacement of the Clarendon Dam diversion control equipment is
prudent noting that:

(@) the equipment is necessary to meet the requirements of Seqwater’s operating rules (as
prescribed by the IROL);

(b)  remote control of the equipment is necessary in the Central Lockyer case to maximise
access to infrequent water harvesting opportunities. Remote start-up and shut-down
capability comprises some $25,000 of the total cost; and

(c) while a 35-year life is proposed by Seqwater, this was considered to be at the outer
end of expected life of such equipment. In SKM’s experience, control equipment
typically reaches obsolescence after 15-20 years. A condition assessment in August
2012 indicated that some automated components were not functional. SKM indicated
that earlier replacement was likely to be necessary given the criticality of the
equipment, which would mean bringing forward the proposed replacement to 2013-
14. SKM recommended Seqwater review the timing of the project.

SKM’s review of efficiency of proposed costs was based on market valuations and historic
benchmark costs from similar projects. In the Central Lockyer WSS, SKM’s estimate of
$164,000 compared to Seqwater’s estimate of $174,000. SKM therefore considered
Seqwater’s estimated cost to be efficient.

SKM noted that, as for the Clarendon Dam example, the Borumba Dam project consists of
the replacement of existing control equipment to meet the requirements of the ROP. SKM
concluded that on the proviso that Seqwater follows the same process for the development
of the project (and associated costs) as applied in the Central Lockyer WSS, the results of
this review can be applied to the proposed works at Borumba Dam. On this basis, SKM
concluded the expenditure to be prudent and efficient.
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Authority’s Analysis

Based on the SKM analysis, the Authority concludes that the expenditure associated with
this item be adopted as prudent and efficient.

Iltem 7: Mary River — Gauging Station
Seqwater

This renewals item is the replacement of the Mary River gauging station scheduled for
2022-23 and in 2032-33 at a total cost of $140,000.

Other Stakeholders
No other stakeholders provided comment regarding this item.
Consultant’'s Review

SKM reviewed proposed capital expenditure on gauging stations in the Central Lockyer
WSS. This project involved works in 2022-23 and in 2032-33 at a total cost of $143,400.
This represents a revised cost estimate compared to the initial provision of $120,000
following Seqwater’s experience from the Bromelton Weir upgrade. Given similar
characteristics, the results of this review were considered for application to the Mary River
gauging station.

The nominated works for the Central Lockyer project are replacement of both upstream and
downstream gauging equipment on a 10-year recurring interval. SKM considered the 10-
year life appropriate as electronic and communications equipment becomes obsolete after
such a period, with less reliability, increased component failure and a lack of service
support.

Prudency and Efficiency

SKM considered the gauging stations associated with the storages in the Central Lockyer
WSS are prudent on the basis that they are a required to enable continuous data recording as
required under the IROL. SKM considered that other gauging stations, on Lockyer and
Redbank Creeks, are needed to maximise diversions to Clarendon Dam while ensuring there
is no breach of diversion restrictions.

SKM indicated that there are a number of methods of gauging available, but the method
adopted by Seqwater involves a bubbler tube through which low pressure air is supplied.
This is a simple method, appropriate for the required level of accuracy, has minimal moving
parts and no electronic sensors, and should prove reliable. SKM was satisfied that the
gauging technology used is appropriate. SKM also considered Seqwater’s telemetry method
of a simple radio link with battery back-up to be appropriate.

In the Central Lockyer, SKM estimated a cost of $86,000 for each renewal, compared to
Seqwater’s $71,700. SKM therefore considered the Seqwater estimate to be efficient.

In applying the findings to Mary Valley WSS, SKM concluded that given the Mary River
gauging station is also a requirement of the Mary Basin ROP, the findings on prudency can
be applied.

However, SKM concluded that in the absence of more relevant details (such as the type of
gauging stations involved) SKM is unable to establish whether the cost estimates are
efficient.
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Authority’s Analysis

The Authority accepts SKM’s conclusion that the proposed expenditure is prudent. The
Authority also notes SKM’s recommendation that a conclusion on efficiency cannot be
considered for application to the Mary Valley WSS.

However, given the similar nature of the assets, and the fact that SKM’s estimate for the
Central Lockyer stations was higher than Seqwater’s, the Authority considers that there is
sufficient basis to conclude that the proposed expenditure on gauging stations in the Mary
Valley WSS is also efficient.

Item 8: Borumba Dam — Trash Screens
Seqwater

These renewals items are for the replacement of trash screens at Borumba Dam at a cost of
$111,000 in 2035.

Other Stakeholders
No other stakeholders provided comment regarding this item.
Consultant’s Review

SKM reviewed trash screen refurbishments for the Clarendon Diversion in the Central
Lockyer WSS, which were considered for comparison with Borumba Dam trash screens.

Trash screens provide protection from damage arising from debris entering pumps.
Refurbishment involves removal of the screens from the pump well, preparation of the
surface and application of 2-pac epoxy paint. The project involves a cost of $10,000 in
2014-15, then occurring 5-yearly thereafter.

Given project similarities, the results of this review were considered for application to the
forecast replacement of trash screens at Borumba Dam.

Prudency and Efficiency

SKM concluded that the proposed periodic refurbishment of corrosion protection on the
Clarendon Diversion trash screens is prudent to ensure operation of the system and
avoidance of damage to pumps. SKM indicated that Seqwater’s standard useful life of trash
screens is 70 years, with refurbishment every 5 years in pump stations and every 10 years in
dams. SKM considered the 5-yearly refurbishment period appropriate and in keeping with
industry practice.

In the case of the Clarendon Diversion, SKM noted that the trash screens are submerged and
require removal by a crane. Refurbishment then involves patch-painting, stripping screens
to bare metal where rust is evident, applying primer and undercoat to those areas, then a top-
coat to the entire screen.

SKM estimated the cost of refurbishment at Clarendon Diversion to be $11,500 compared to
Seqwater’s proposed $10,000. SKM considered Seqwater’s cost to be prudent and efficient.

However, SKM noted that the trash screen projects in Seqwater’s schemes range
significantly in cost. As an example, refurbishment of trash screens at Clarendon Diversion
are forecast to be $10,000 every 5 years, while for Upper Warrill Diversion the forecast is
for a one-off replacement of the inlet trash screen in 2025 at a cost of $3,000.
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In addition, there are a number of variables including design, size, location (that is, pump
station, weir, dam), site specific conditions (such as flow of creek/river/dam) and whether
the renewals expenditure is for replacement or refurbishment. SKM noted that as the
Borumda Dam expenditure is for replacement (as opposed to the refurbishment of
Clarendon Diversion trash screens), the conclusions cannot be applied to this project.

Authority’s Analysis
The Authority notes the outcome of the SKM review that the conclusions regarding

Clarendon Diversion trash screens cannot be applied to the Borumba Dam trash screens.
The proposed expenditure, therefore, cannot be considered prudent and efficient.

Iltem 9: Replacement of Control Equipment — Pie Creek
Seqwater

Seqwater submitted that expenditure of $123,000 in 2014 is proposed to replace control
equipment at Pie Creek Pump Station.

Other Stakeholders
No other stakeholders provided comment regarding this item.
Consultant’s Review

As noted above, SKM reviewed proposed capital expenditure on replacement of diversion
control equipment at Clarendon Dam in the Central Lockyer WSS.

SKM noted that, as for the Clarendon Dam example, the Pie Creek and Borumba Dam
projects consist of the replacement of existing control equipment to meet the requirements
of the ROP. SKM concluded that on the proviso that Seqwater follows the same process for
the development of the project (and associated costs) as applied in the Central Lockyer
Valley WSS, the results of this review can be applied to the proposed works at Pie Creek
Pump Station. On this basis, SKM concluded the expenditure to be prudent and efficient.
Authority’s Analysis

Based on the SKM analysis, the Authority concludes that the expenditure associated with
this item be adopted as prudent and efficient

Item 10: Pie Creek Pump Station — Access Road
Seqwater

Seqwater submitted a cost of $81,000 for replacement of the access road to Pie Creek Pump
Station in 2033.

Other Stakeholders
No other stakeholders made comment regarding this item.
Consultant’'s Review

SKM reviewed two road related projects in other WSSs — Warrill Creek Diversion Weir
access road (in the Warrill Valley WSS) and Clarendon Diversion access road (in the
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Central Lockyer WSS). SKM concluded that both projects were prudent and efficient with
these results to be considered for application to a range of similar projects.

However, SKM concluded that additional consideration was required so that these findings
(which represent the prudency and efficiency of refurbishment as opposed to replacement)
could be applied to the replacement of the access road to Pie Creek Pump Station.

SKM, therefore, reviewed the proposed costs based on the information available but without
visual inspection of the assets. SKM considered that developing a cost estimate for Pie
Creek pump station access road was problematic as costs are dependent on the condition of
existing concrete and whether this can be replaced with bitumen.

On the basis that the existing concrete is to be removed and replaced, Seqwater’s proposed
costs are within 30% of SKM’s estimate. SKM concluded that as the proposed costs are of
the right order of magnitude, the findings on prudency and efficiency can be applied.

Authority’s Analysis

The Authority notes the outcome of the SKM review that conclusions on prudency and
efficiency regarding access roads associated with the Warrill Creek Diversion Weir and
Clarendon Diversion can be applied to the access road to Pie Creek Pump Station.

The Authority considers, therefore, that the proposed expenditure is prudent and efficient.
Conclusion

Sampled Items

In summary, two items for the Mary Valley WSS were directly sampled.

One item (meter replacements associated with the Mary Valley tariff group and the Pie
Creek tariff group) was found to be prudent and efficient for the period 2013-14 to 2014-15.
However, proposed expenditure for subsequent periods, although found to be prudent, was
not found to be efficient. For these subsequent periods, SKM’s revised cost estimates have
been adopted.

An additional item, air valves, was sampled for Pie Creek and found to be prudent and
efficient.

Four other reviews undertaken by SKM in other schemes were considered to be applicable
to forecast expenditure items in the Mary Valley tariff group.

Of these, the replacement of control equipment at Borumba Dam was found to be prudent
and efficient.

However, SKM considered that results from other scheme reviews could not be applied to
determine the prudency and efficiency of proposed expenditure at Borumba Dam
(embankment refurbishment and replacement of trash screens) or the replacement of Mary
River gauging stations.

These items, therefore, are categorised as a non-sampled items and subject to the appropriate
implied cost saving (see below).

For the Pie Creek tariff group, two other reviews undertaken by SKM in other schemes were
considered for application. These items (the replacement of control equipment at, and the
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replacement of the access road to, Pie Creek Pump Station) were both found to be prudent
and efficient.

Non-Sampled Forecast Renewals Expenditure

As discussion in Volume 1, due to time limitations, the Authority was unable to
comprehensively review all past or forecast renewals expenditure for prudency and
efficiency. Accordingly, the Authority drew on the results of consultant reviews, as detailed
below.

The direct (non-metering) forecast renewals cost savings identified by SKM are summarised
in Table 4.15.

Table 4.15: Summary of SKM Findings on Forecast (Non-Metering) Renewals

Variance with

) - Portion of Costs Average Saving
Items Sampled Value (Real $’000) SKM Estimate Reviewed Identified
($,000)
11 5,079 (652) 54% 12.84%

Source: SKM (2012). Note: Number of items sampled excludes sampled items for which insufficient information
was available to reach a conclusion.

The 11 forecast renewals items reviewed account for an average across the schemes of some
21% of the total forecast irrigation renewals expenditure being directly reviewed with
SKM’s findings also applying to similar asset, taking the sample size to in excess of 50%.

The reviews identified systematic errors in Seqwater’s renewals expenditure forecasting
approach. Hence, the Authority considers it likely that the non-sampled renewals
expenditure proposed by Seqwater will be similarly overstated.

In summary, the net variance between Seqwater’s initially submitted (non-metering)
forecast renewals costs and the efficient SKM cost estimate of $0.65 million is the
appropriate basis for the Authority’s cost savings to be applied to non-sampled items.

The net variance of $0.65 million, expressed as a portion of Seqwater’s initially submitted
sampled forecast irrigation renewal expenditure of $5.08 million, results in a 12.8% (or
13%) implied cost saving that the Authority will apply to non-sampled items.

In total, the Authority recommends the direct renewals expenditure be adjusted as shown in
Table 4.16.

47



Queensland Competition Authority Chapter 4: Renewals Annuity

Table 4.16: Review of Forecast (Direct) Renewals Expenditure 2013-36 (Real $°000) —
Mary Valley and Pie Creek

Item Year Seqwater Authority’s Findings Recommended

Sampled Items

1. Meter
Replacements

Mary Valley 2013-14 to 2014-15 198 Prudent and efficient 198
2015-16 to 2021-22 392 Prudent. Not efficient 330

2022-23 to 2035-36 252 Prudent. Not efficient 158

Pie Creek 2013-14 to 2014-15 40 Prudent and efficient 40
2015-16 to 2021-22 77 Prudent. Not efficient 67

2022-23 to 2035-36 42 Prudent. Not efficient 29

2. Calico Creek and
Pie Creek Air 2022-23 269 Prudent. Not efficient 202
Valves

Results Applied from Other Reviews — Mary Valley

3. Borumba Dam —
Embankment 2014 230 Results not applicable 200
Refurbishment

4, Borumba Dam —
Control 2035-36 14 Prudent and efficient 14
Equipment

5. Replacement of
Mary River 2023 & 2033 140 Prudent and Efficient 140
Gauging Stations

6. Borumba Dam —

Replacement of Prudent. Results could
Trash Screens 2035 111 not be applied to assess 97
efficiency

Results Applied from Other Reviews — Pie Creek

7. Pie Creek Pump
Station —
Replacement of 2014 123 Prudent and efficient 123
Control
Equipment
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4.4

Item Year Seqwater Authority’s Findings Recommended

8. Pie Creek Pump
Station —

2033 81 Prudent and efficient 81
Replacement of
Access Road
Non-Sampled Items 13% saving
Mary Valley applied
Non-Sampled Items — 13% saving
Pie Creek applied

Source: QCA (2012).

Seqwater’s Consultation with Customers and Reporting
Submissions

Seqwater

Seqwater has provided no submission regarding its framework for consulting with irrigator
customers.

Other Stakeholders

QFF (2012) noted that although Seqwater has evaluated potential projects against criticality
and other criteria, conducted workshops with local staff and site, and inspected sites, they
[Seqwater] have yet to consult with irrigators about forecast renewals expenditures.

QFF (2012) submitted that irrigators are concerned about the lack of consultation that has
occurred since schemes were transferred to Seqwater in 2008-09 and consider that structured
consultation will achieve scheme efficiencies. Irrigators are keen to consider costs
associated with consultation options, such as comparing:

(@)  Seqgwater’s current consultation agenda;

(b) the annual reporting of costs to irrigators only when there are significant variations in
operating and renewals forecasts; and

(c) formal advisory committees being established (similar to SunWater’s approach) with
quarterly meetings.

During Round 1 Consultation (2012) stakeholders submitted that Seqwater’s communication
needs to be improved and suggest an irrigators’ council may achieve this.

Authority’s Analysis
In Volume 1, the Authority noted customers’ concerns about the lack of involvement in the
planning of future renewals expenditure and that this has been raised by irrigators and their

representatives. These concerns were generally expressed throughout Seqwater’s WSSs.

The Authority recommended that there be a legislative requirement for SunWater to consult
with its customers about any changes to its service standards and proposed renewals
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4.5

expenditure program. The Authority considers that this approach also be adopted by
Seqwater.

In addition, Seqwater should also be required to submit renewals expenditure programs to
irrigators for comment whenever they are amended and that irrigators’ comments be
documented and published on Seqwater’s website and provided to the Authority.

In response to stakeholders, the Authority does not propose to prescribe a particular form of
consultation (for example, quarterly meetings of an irrigator council/committee) to be
adopted in each scheme or for all schemes. Instead, consistent with its recommendations for
SunWater, the Authority considers the recommended information requirements are a
minimum.

This minimum may be exceeded if, on a tariff group basis, irrigators seek increased
consultation (and are willing to pay the additional associated costs). However, this would
need to be agreed by Seqwater as ultimately the Authority recognises Seqwater’s right to
make operational business decisions in this context.

Allocation of Headworks Renewals Costs According to WAE Priority
Previous Review

For the 2006-11 price path, the renewals costs for the Mary Valley WSS bulk water
infrastructure were apportioned between priority groups using converted nominal water
allocations. The conversion to medium priority WAE for the Mary Valley WSS was
determined by a WPCF of 2.3:1; that is, 1 ML of high priority WAE was considered
equivalent to 2.3 ML of medium priority WAE.

Stakeholder Submissions
Seqwater

For the 2013-17 regulatory period Seqwater proposed that renewals costs for bulk water
infrastructure be apportioned in accordance with the share of utilisable storage headworks
volumetric capacity dedicated to that priority group — as measured by the headworks
utilisation factor (HUF).

Seqwater submitted that, in general, the HUF allocates a greater proportion of capital costs
per ML to high priority WAE. Specifically, the HUF methodology takes into account water
sharing rules, critical water sharing arrangements (CWSASs) and other operational
requirements that typically give high priority entitlement holders exclusive access to water
stored in the lower levels of storage infrastructure.

Seqwater (2012a) submitted a detailed outline of the HUFs methodology, outlining its
derivation and application for each scheme. For the Mary Valley WSS, Seqwater’s
consultants, PB, considered that the proposed HUF methodology was applicable on the
proviso that downstream inflows were excluded from the calculation. This methodology,
discussed in detail Volume 1, can be summarised as follows.

Step 1: Identify the water entitlement groupings for each scheme, as listed in DERM’s
Water Entitlement Register, and establish which groups are to be considered as high priority
(HP) and medium priority (MP) for the purposes of HUF calculation®.

® If more than two priority groups exist, water sharing rules and other differentiating characteristics are taken
into account to determine whether they are included in the high or medium priority grouping, or neither.
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Step 2: Determine the volumes associated with the high and medium priority groupings
identified in Step 1, taking into account any allowable conversion from medium to high
priority under the scheme’s ROP.

Step 3: Determine the extent to which water sharing rules, CWSAs and other operational
requirements give the different water entitlement priority groups exclusive or shared access
to capacity components of the storage infrastructure.

This step divides the storage infrastructure into three levels: the bottom layer, which is
exclusively reserved for high priority; the middle layer, which is effectively reserved for
medium priority; and the top layer, which is shared between the medium and high priority
groups.

Step 4: Assess the hydrological performance of each headworks storage using the Integrated
Quantity and Quality Models (IQQM) to determine the probabilities of each component of
headworks storage being accessible to the relevant water entitlement priority group during
periods of low storage (under critical water sharing rules).

Step 5: Determine the HUFs derived from the above process using the SunWater method
with calculations being based on 10, 15 and 20 year drought periods for comparative
analysis.

The results of applying this methodology are outlined below in Table 4.17. In this table, the
HUFs are compared based on separate analyses including and excluding minimum levels of
inflows. PB recommended a HUF based on excluding inflows, and using a 15 year drought
period.

Table 4.17: Summary of HUF’s Methodology

Drought Period With Minimum Inflows  Drought Period Without Minimum Inflows
Drought Period

Medium Priority (%)  High Priority (%) Medium Priority (%) High Priority (%)

10 year 61 39 22 78
15 year 60 40 26 74
20 year 61 39 35 65

Source: Parsons Brinckerhoff (2012).

As outlined above in Table 4.17, HUF percentages are significantly lower for medium
priority users when minimum inflows are excluded - e.g. 64% lower for the 10-year drought
period analysis.

The change in the HUF from removing inflows reflects that MP WAE holders gain more
from stream inflows than HP WAE holders. This is because:

(@ HP WAE holders have priority to water in storage, and their security of supply is
dependent on the volume in storage;

(b) MP WAE holders receive a large proportion of their water from stream-flow rather
than from storage releases, meaning that the storage volume is significantly higher
than it would be in the absence of stream inflows; and
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4.6

(c) when stream flows are removed from the model the storage volumes are lower
meaning that MP cut-off is reached more often with a smaller proportion of the
storage being attributed to MP WAE holders.

The HUFs for this scheme (Seqwater 2012) are 26% for medium priority and 74% for high
priority.

Other Stakeholders
No other stakeholders have provided comment regarding this topic.
Authority’s Analysis

As outlined in Volume 1, the Authority notes that the proposed modification to exclude
downstream inflows is consistent with the purpose of the HUF methodology to allocate
capital costs according to benefit.

This modification by Seqwater to the SunWater approach accords with the purpose of the
HUF (to allocate headworks capital costs to beneficiaries). That is, medium priority holders
receive a large proportion of their water from unsupplemented stream flows rather than
storage volumes. When stream flows are removed from the HUF simulation model, the
medium priority cut-offs for access to storage volumes are reached more often, resulting in a
smaller proportion of costs being attributed to medium priority.

Accordingly, Seqwater’s approach reduces costs that would otherwise have been attributed
(inappropriately) to MP WAE.

The Authority recommends that Seqwater’s proposed HUF methodology be adopted for the
Mary Valley WSS.

The Authority estimates that based on the HUF methodology, the conversion for medium
priority to high priority would be 5.8:1. This compares with the WPCF of 2.3:1 used for
2007-12 price paths. Further, the Authority notes that under the HUF approach, medium
priority irrigators will now pay 26% of the cost of renewals whereas previously medium
priority irrigators paid 47%.

Calculating the Renewals Annuity

In Volume 1, the Authority recommends an indexed rolling annuity, calculated for each year
of the 2013-17 regulatory period.

For the Mary Valley WSS the recommended renewals annuity for the 2013-17 regulatory
period is shown in Table 4.18. The renewals annuity for 2006-13 and Seqwater’s proposed
annuity for 2013-17 is also presented for comparison.

52



Queensland Competition Authority Chapter 4: Renewals Annuity

Table 4.18: Mary Valley WSS Renewals Annuity (Nominal $)

2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 | 2013-14 2014-15 2015-16 2016-17
Mary Valley
Seqwater
(April) 328517 276213 326,562 362545 341936 372,977 397,192 | 650,496 654,449 662,463 669,062
Seqwater

160,063 140,867 105,148 110,230 107,323 113,401 118580 | 491,958 492,729 496529 499,109
(November)
Authority
High - - - - - - - 223738 221,035 221312 220,429
Priority
Medium . - . . . - | 115635 114933 115279 115237
Priority
Distribution : - : : : - 3617 3587 3595 3590
Losses
Total - - - - - - - | 342990 339556 340,186 339,255
Authority
Irrigation - - - - - - - 106,925 106,342 106,680 106,681
Pie Creek
Seqwater
(April) 196,656 173223 199,126 205334 206,695 217,761 218473 | 45340 46,181 46,350 46,525
Seqwaler  garnz6 59842 69352 72461 71,807 75041 75700 | 64,174 64,822 64943 65065
(November)
Authority
High
Priority ) ) ) ) ) ) 0 0 0 0
Medium - - - - - - - 65,769 65805 65142 64,490
Priority
Distribution ) ) ) B ) } 0 0 0 0
Losses
Total - - - - - - 65769 65805 65142 64,490
Authority ' ’ ' ’
Irrigation - - - - - - - 65,769 65,805 65142 64,490

Source: Seqwater (2012g), Seqwater 2012ap) and QCA (2012).
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5.1

5.2

OPERATING COSTS

Background

Ministerial Direction

The Ministerial Direction requires the Authority to recommend a revenue stream that allows
Seqwater to recover efficient operational, maintenance and administrative (that is, indirect
and overhead) costs to ensure the continuing delivery of water services.

Issues

To determine Seqwater’s allowable operating costs for 2013-17, the Authority considered
the following:

(@) Seqwater’s direct operating expenditure forecasting methodology;

(b) the prudency and efficiency of Seqwater’s proposed direct and non-direct operating
expenditures;

(c) appropriate allocation of non-direct operating costs to irrigation tariff groups;

(d) the appropriate method/s of allocating total (direct and non-direct) operating costs (for
a tariff group) between different priority WAESs (where they exist);

(e) the most suitable cost escalation rates; and

(F)  opportunities to improve Seqwater’s budgeting and consultation with irrigators in
relation to operating expenditure.

Historical Operating Costs
Previous Review 2006-11

The 2006-11 price paths were recommended by SunWater after consultation with irrigators
during 2005-06. The Queensland Government subsequently approved those prices.

For the 2006-11 price paths, Indec identified annual cost savings of between $3.8 million
and $5.5 million across all SunWater schemes (2010-11 dollars), or 7.5% to 9.9% of total
annual costs, which were to be achieved during the 2006-11 price paths (SunWater 2006a).

Submissions
Seqwater

Seqwater (2012a) submitted that, as it has not previously assigned components of operating
expenditure (in particular non-direct costs) to irrigation schemes, it has not been possible for
it to make a comparison between total forecast and historical operating expenditures.

Similarly, Seqwater considers that the lower bound cost benchmarks developed for the 2006
price review by SunWater are not directly comparable to Seqwater’s historic costs or
forecasts for the current 2013-17 regulated price review. In particular, the published
SunWater cost information:
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() does not disaggregate operating costs for each tariff group within schemes where
relevant - that is, Pie Creek costs were incorporated into other scheme cost estimates
and not separately identified;

(b) provides aggregate operations, maintenance and administration data, with no break
down between direct and non-direct costs; and

(c) applies a productivity adjustment to proposed lower bound costs, but does not identify
the adjustment applicable to operating expenditure.

Moreover, these lower bound costs were developed more than six years ago under very
different conditions. Seqwater argues that, while comparisons with the 2006 benchmarks
may be of interest where data is disaggregated, there is little value in attempting to explain
departures from the 2006 data since Seqwater provided no input to these forecasts and did
not have the financial systems to gather and report this data due to the circumstances
surrounding its formation.

Authority’s Analysis

Although the Authority acknowledges Seqwater’s view that the lower bound cost
benchmarks developed for the 2006 price review by SunWater are not directly comparable to
Seqwater’s forecasts for the current 2013-17 regulated price review, the Authority
nevertheless considers that the relationship between the operating costs incurred by Seqwater
in its irrigation schemes in more recent years and the derivation of its 2012-13 budgets
should be explicitly analysed. In particular, the Authority noted the efficiency targets
imposed by the Minister for Energy and Water Supply for the 2012-13 Grid Service Charges.

The lower bound cost benchmarks developed for the 2006 price review by SunWater are not
directly comparable to either Seqwater’s historic costs, or its 2012-13 budget and forecasts
for the current 2013-17 regulated price review.

For information, historical forecast costs are provided in Table 5.1. Actual costs for 2006-07
and 2007-08 are provided for comparison.

Table 5.1: Actual and Forecast Total Operating Expenditure 2006-11 (Nominal $)

2006-07 2007-08 2008-09 2009-10 2010-11
Mary Valley
Forecast 503,571 630,298 602,359 621,090 623,720
Actual 890,409 868,934 n.a n.a n.a
Variance 386,838 238,636 n.a n.a n.a
Pie Creek
Forecast 102,378 128,142 122,462 126,271 126,805
Actual 245,974 181,787 n.a n.a n.a
Variance 143,596 53,645 n.a n.a n.a

Source: SunWater (2006b), Seqwater (2012s) and Seqwater (2012ba).
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5.3

Forecast Total Operating Costs

Operating Cost Characteristics

Operating activities

Seqwater (2012a) advised that its operating activities include:

(a)

(b)
(©)
(d)

scheduling and releasing bulk water from storages, surveillance of water levels and
flow rates in water courses and quarterly meter reading;

customer service and account management;

operating and maintaining recreational facilities; and

complying with:

(i)

(i)
(iii)
(iv)

requirements set out in the relevant IROLs, ROLs and ROPs;
dam safety obligations including under the Water Act 2000;
the Environmental Protection Act 1994; and

land management, workplace health and safety and other reporting
obligations.

Operating cost classifications

Seqwater defines its operating costs as either direct or non-direct. Direct costs are those
directly attributed to particular irrigation schemes. Non-direct costs are those common to all
schemes, and therefore need to be allocated to tariff groups using an appropriate cost
allocator.

Direct Costs

Direct costs are those costs that have been budgeted at the individual asset level in the
scheme and include:

(a)

(b)

operations relating to the day-to-day costs of delivering water and meeting compliance
obligations. Operations activities include:

(i)

(i)

dam operations, which relate to managing dams and weirs. It is the largest
direct cost category and activities include providing information and services to
customers, monitoring water flows, meeting regulatory requirements for
compliance, safety, and flood management, and developing system operating
plans for infrastructure; and

group support and catchment management, which include delivering catchment
maintenance services (including recreation areas) for operational assets.
Activities include implementation of asset management plans and meeting
compliance obligations (recreation services, public safety, catchment
conservation);

repairs and maintenance, which relate to maintaining assets that support irrigation
water supply including:
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(©)

(i)  scheduled maintenance generated by the corporate information system (CIS);

(i)  planned maintenance, which comprises scheduled inspections and strategic
maintenance; and

(iii)  reactive maintenance, which results from unplanned breakdowns.

Seqwater has set a target ratio of 71:29 planned to unplanned maintenance in 2012-13,
and this ratio has been applied for the forecast period. In this context, ‘planned’
includes scheduled and planned maintenance activities.

Contractors deliver most maintenance activities. Contractors are generally selected
from Seqwater’s panel of providers and supervised by Seqwater staff. Seqwater
currently employs 49 full-time contractors plus ad-hoc contractors depending on
workload; and

other (direct) costs including:

(i) local government rates payable on Seqwater’s land including storages. No rates
are identified for Central Lockyer WSS; and

(i)  detailed dam safety inspections conducted every five years, in addition to the
costs of routine (annual) dam safety inspections (included in operations
expenditure).

Seqwater also disaggregates its direct operations costs into the following cost types: labour,
contractors and materials, and other.

(a)

(b)

(©)

labour costs are the direct labour costs arising from budgeted operations activities for
2012-13 (base year). Total irrigation direct labour (for Seqwater employees) has been
submitted under the category ‘direct operations costs’; however, in practice a small
proportion of this “‘operations’ labour will be used for maintenance activities’;

contractors and materials costs are based on the quantities required in the work
instructions for 2012-13; and

other direct operations costs include plant and fleet hire, water quality monitoring and
fixed energy costs.

Non-Direct Costs

Seqwater categorises its non-direct operations costs as follows:

(a)

(b)

water delivery costs include costs associated with dam operations, infrastructure
maintenance, environmental management and recreation and catchment maintenance
SErvices;

asset delivery costs are costs associated with project planning and managing the
delivery of projects;

" Repairs and maintenance are budgeted as a separate line item and exclude labour. Seqwater has minimised the
manipulation of data from its financial system when presenting forecast costs. While there are shortcomings to
this approach, Seqwater does not believe there is a material impact on prices, given the overall proportion of
labour costs that relate to repairs and maintenance is small (on average, 3% across all schemes).
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(c) corporate costs include business services, organisational development and the office of
the Chief Executive Officer (CEO). These include costs associated with the provision
of information, communication and technology services (ICT), finance, procurement,
legal and risk, governance and compliance activities; and

(d) other costs which include the North Quay facilities and flood control centres.
Seqwater categorises its other non-direct operating costs as follows:

(@ non-infrastructure assets costs are the non-direct costs associated with the use of non-
infrastructure assets such as buildings and plant and equipment. Seqwater uses
aggregate depreciation costs as a proxy for the costs associated with the use of these
assets;

(b) insurance premium costs are associated with industrial special risks, machinery
breakdown, public liability, professional indemnity, contract works and directors and
officers insurance; and

(c) aworking capital allowance to provide for the economic cost arising from the timing
difference between accounts receivable and accounts payable.

Forecast Operating Costs

Seqwater submitted forecast total operating costs by activity in the Mary Valley (all sectors)
and Pie Creek tariff groups.

Seqwater submitted that it has adopted an approach to forecasting whereby operating
expenditure is derived for a representative base year (2012-13) and escalated forward over
each year of the regulatory period on the basis of predetermined escalation factors.

The 2012-13 year was adopted as the base year as it provides the best and most current
representation of the costs required to deliver Seqwater’s service standards and obligations
during the regulatory period. Aggregate operating costs for 2012-13 (including costs
associated with both grid and irrigation services but excluding costs associated with
unregulated activities) were derived as part of Seqwater’s 2012-13 grid service charges
submission to the QCA. Seqwater has developed its 2012-13 budget on the basis of a zero
base build-up, taking into account costs which could be reasonably anticipated at the time of
budget development. In addition, the 2012-13 operating expenditure forecasts provided in
the grid service charges submission have been previously reviewed by the QCA for prudency
and efficiency.

Seqwater applied the following escalators to 2012-13 operating costs to derive forecasts for
the regulatory period:

(@) direct labour, materials and contractors’ costs and repairs and maintenance were
escalated at 4% per annum over the regulatory period; and

(b)  ‘other’ direct costs and all non-direct costs were escalated at forecast CPl (2.5% per
annum).

Seqwater provided two versions of its Mary Valley WSS NSP that described both direct and
non-direct budgeted operating costs for 2012-13. Specifically, Seqwater provided:

(@ anoriginal version in April 2012; and
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(b) aversion in November 2012 with revised operating costs compiled in response to the
Authority’s review of Grid Service Charges, the Minister’s subsequent decision
regarding these charges and further analysis by Seqwater of bulk water costs.

Total operating costs outlined in the two NSPs have been compared (Table 5.2 and Table 5.3
refer).

59



Queensland Competition Authority Chapter 5: Operating Costs

Table 5.2: Seqwater’s Forecast Operating Costs for the 2012-13 Base Year — Mary
Valley (Nominal $)

April NSP November NSP Variance
Direct Operating Costs
Operations
Labour 404,438 227,367 (177,071)
Contractors 0 0 0
Materials 26,415 22,415 (4,000)
Electricity 33,717 23,717 (10,000)
Other 181,311 179,311 (2,000)
Sub-total 645,881 452,810 (193,071)
Repairs and Maintenance
Planned 147,982 144,431 (3,551)
Unplanned 60,443 58,993 (1,450)
Sub-total 208,425 203,424 (5,001)
Dam Safety 0 0 0
Rates 0 0 0
Total Direct Operating Costs 854,306 656,234 (198,072)
Non-Direct Operating Costs
Operations
Water Delivery 91,506 67,529 (23,977)
Asset Delivery 40,852 33,263 (7,589)
Corporate 326,934 208,520 (118,413)
Other 27,866 5,746 (22,121)
Sub-total 487,159 315,058 (172,101)
Non-Infrastructure 40,707 32,333 (8,374)
Insurance 133,101 117,798 (15,303)
Working Capital 16,483 16,483 0
Total Non-Direct Operating Costs 677,450 481,672 (195,778)
Total Operating Costs 1,531,756 1,137,906 (393,850)

Source: Seqwater (2012g) and Seqwater (2012ap).
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Table 5.3: Seqwater’s Forecast Operating Costs for the 2012-13 Base Year — Pie Creek

(Nominal $)
April NSP November NSP Variance
Direct Operating Costs
Operations
Labour 21,806 55,753 33,947
Contractors 0 0 0
Materials 7,342 11,342 4,000
Electricity 0 12,133 12,133
Other 0 2,000 2,000
Sub-total 29,148 81,228 52,080
Repairs and Maintenance
Planned 46,915 50,465 3,550
Unplanned 19,163 20,613 1,450
Sub-total 66,078 71,078 5,000
Dam Safety 0 0 0
Rates 0 0 0
Total Direct Operating Costs 95,226 152,306 57,080
Non-Direct Operating Costs
Operations
Water Delivery 10,200 15,673 5,473
Asset Delivery 4,554 7,720 3,166
Corporate 36,442 48,396 11,954
Other 3,106 1,334 (1,773)
Sub-total 54,302 73,122 18,820
Non-Infrastructure 4,537 7,504 2,967
Insurance 11,016 9,750 (1,266)
Working Capital 1,622 1,622 0
Total Non-Direct Operating Costs 71,477 91,998 20,521
Total Operating Costs 166,703 244,304 77,601

Source: Seqwater (2012g) and Seqwater (2012ap).
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Details submitted by Seqwater of the direct and non-direct operating expenditure forecasts
submitted by Seqwater for the Mary Valley and Pie Creek tariff groups by activity consistent
with the November NSPs are provided in Tables 5.4 and 5.5 respectively.

Table 5.4: Seqwater’s Operating Expenditure by Activity — Mary Valley (Nominal $)

2012-13 2013-14 2014-15 2015-16 2016-17
Direct
Operations 452,810 467,877 483,471 499,610 516,315
Repairs and Maintenance 203,424 211,561 220,023 228,824 237,977
Dam Safety 0 0 0 26,922 0
Rates 0 0 0 0 0
Non-Direct
Operations 315,058 322,935 331,008 339,283 347,765
Non-infrastructure 32,333 33,141 33,970 34,819 35,690
Insurance 117,798 120,743 123,762 126,856 130,027
Working Capital 16,483 16,895 17,317 17,750 18,194

Total 1,137,906 1,173,152 1,209,551 1,274,064 1,285,968

Source: Seqwater (2012ap).
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Table 5.5: Seqwater’s Operating Expenditure by Activity — Pie Creek (Nominal $)

2012-13 2013-14 2014-15 2015-16 2016-17

Direct
Operations 81,228 84,265 87,418 90,692 94,092
Repairs and Maintenance 71,078 73,921 76,878 79,953 83,151
Dam Safety 0 0 0 0 0
Rates 0 0 0 0 0
Non-Direct
Operations 73,122 74,950 76,824 78,745 80,713
Non-infrastructure 7,504 7,692 7,884 8,081 8,283
Insurance 9,750 9,994 10,244 10,500 10,762
Working capital 1,622 1,663 1,704 1,747 1,790

Total 244,304 252,484 260,952 269,717 278,792

Source: Seqwater (2012ap).

The total operating costs by type are detailed in Table 5.6 for Mary Valley and Table 5.7 for
Pie Creek.

Table 5.6: Seqwater’s Operating Costs by Type — Mary Valley (Nominal $)

2012-13 2013-14 2014-15 2015-16 2016-17
Labour 227,367 236,462 245,920 255,757 265,987
Contractors and Materials 22,415 23,312 24,244 25,214 26,222
Electricity 23,717 24,310 24,918 25,541 26,179
Others 179,311 183,794 188,389 193,098 197,926
Planned repairs and 144,431 150,208 156,217 162,465 168,964
maintenance
Unplanned repairs and 58,993 61,353 63,807 66,359 69,013
maintenance
Dam Safety 0 0 0 26,922 0
Rates 0 0 0 0 0
Non-direct 481,672 493,714 506,057 518,708 531,676

Total 1,137,906 1,173,152 1,209,551 1,274,064 1,285,968

Source: Seqwater (2012ap).
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5.4

Table 5.7: Seqwater’s Operating Costs by Type — Pie Creek (Nominal $)

2012-13 2013-14 2014-15 2015-16 2016-17

Labour 55,753 57,983 60,302 62,715 65,223
Contractors and Materials 11,342 11,796 12,268 12,758 13,269
Electricity 12,133 12,436 12,747 13,066 13,393
Others 2,000 2,050 2,101 2,154 2,208
Pla_nned repairs and 50,465 52,484 54,583 56,766 59,037
maintenance
Unplanned repairs and 20,613 21,438 22,295 23,187 24,114
maintenance
Dam Safety 0 0 0 0 0
Rates 0 0 0 0 0
Non-direct 91,998 94,298 96,655 99,072 101,549

Total 244,304 252,484 260,952 269,717 278,792

Source: Seqwater (2012ap).
Authority’s Analysis

In Volume 1, the Authority concluded that given the changes that have occurred in recent
years, it is reasonable for Seqwater to adopt zero-based budgeting for 2012-13 as the base
year for 2013-17 forecast costs.

The Authority recommends that Seqwater upgrade its policies, procedures, and information
systems for the budgeting, incurrence and management of operating costs in its irrigation
sector. In particular, the gathering, recording, documentation and analysis of operating cost
information relevant to Seqwater’s irrigation sector needs to be improved.

The Authority also recommended that Seqwater improve its consultation and communication
processes with irrigation customers in relation to the forecasting and incurrence of operating
costs.

For the purposes of the analysis of the prudency of operating costs, the Authority has
reviewed Seqwater’s November revised NSP data.

Prudency and Efficiency of Direct Operating Costs

Introduction

Seqwater forecast its direct operating costs for the 2013-17 regulatory period by
extrapolating 2012-13 (base year) budgeted expenditure across the 2013-17 regulatory

period.

Accordingly, the Authority focused its review on 2012-13 budgeted operating expenditure
and the method of extrapolation.
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Stakeholder Submissions
Seqwater
Seqwater’s submission provided details of the key cost components in direct operating costs.

Operations relates to the day-to-day costs of delivering water and meeting compliance
obligations. The primary activities relate to dam operations and group support.

Dam operations must meet the regulatory requirements under various Acts including those
relating to Dam Safety, Flood Management, ROPs, and providing sufficient water to meet
standards of service.

Dam operations are relatively labour intensive and expenditure is driven by:

(@ providing efficient service to irrigation customers in terms of information and
management and delivery of service;

(b)  developing robust and acceptable systems to monitor water flows to manage water
sources, floods and regulations;

(c) developing an effective and technically capable and resilient flood operations centre
utilising systems of quality standards;

(d) improving data management to ensure compliance on a wide variety of water
management areas;

(e) ensuring security and safety at our water sources is meeting regulatory and community
standards; and

(F)  developing system operating plans to ensure the efficiency and operation of dams,
weirs, bores and other water sources.

Group support has responsibility for the development and delivery of recreation and
catchment maintenance services for all operational assets. The team ensures that asset
management plans, processes, systems and practices are implemented in accordance with
relevant regulatory requirements.

Seqwater has responsibility for the ongoing management and maintenance of recreation sites
transferred from SunWater. The use of Seqwater assets for recreational purposes is
secondary to Seqwater’s main function of water supply and treatment. However, recreation
facilities must be managed in a sustainable and environmentally responsible manner to
ensure that Seqwater’s core responsibilities and accountabilities are not adversely impacted.

Seqwater presented direct operations costs for the above activities in terms of the type of cost
(that is, labour, contractors and materials and “other”). Specifically:

(@ labour costs are derived on the basis of budgeted work in the scheme for 2012-13 and
the related salary costs for routine activities. The costs represent all costs budgeted as
employee costs for the scheme. In practice, a small proportion of this labour will be
used for maintenance activities. Consistent with the current Enterprise Bargaining
Agreement for Seqwater and the recommendation of the QCA in its Draft SunWater
report, Seqwater has escalated internal labour costs at 4% per annum for the regulatory
period 2013-14 to 2016-17;
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(b) contractor and materials costs for 2012-13 are based on the quantities required in the
work instructions for the scheme. As per the QCA’s draft SunWater report, contractor
and material costs have been escalated at 4% per annum for the regulatory period; and

(c) *“other” direct operating costs incorporate a range of expenses including plant and fleet
hire, water quality monitoring expenses and fixed energy costs. These costs have been
escalated at forecast CPI for the regulatory period.

Seqwater submitted that repairs and maintenance is performed at the scheme in accordance
with Seqwater’s maintenance system. This system identifies the maintenance requirements
for each asset, and then sets out a schedule for maintenance over the year(s) for that asset. In
addition, maintenance requirements are developed through Facilities Asset Management
Plans (FAMPs) and as a result of scheduled inspections.

There is also unplanned maintenance which is required in response to asset breakdown or
failure, or where new information emerges about asset condition (e.g. via regular
inspections). Expenditure on unplanned maintenance for 2012-13 is derived based on past
experience.

Seqwater set a target ratio of 71:29 for planned maintenance to unplanned maintenance in
2012-13. This ratio has been applied for the forecast period.

Repairs and maintenance for 2012-13 has been escalated at 4% per annum over the
regulatory period.

Routine dam safety inspections are carried out to identify and plan maintenance
requirements and to provide information for management planning of water delivery assets.
These costs are included in forecast operations expenditure.

In addition, more thorough periodic dam safety inspections are carried out on a 5 yearly
basis. Costs associated with these inspections have been added to forecast direct operating
expenditure in the year in which the expenditure is expected to be incurred. For the Mary
Valley WSS, Seqwater has allowed for inspection of Borumba Dam in 2015-16.

Seqwater’s proposed direct operating costs by activity for both Mary Valley and Pie Creek,
as submitted in Seqwater’s November 2012 NSPs, are detailed below in Table 5.8 and Table
5.9.

Table 5.8: Seqwater Direct Operating Costs by Activity — Mary Valley (Nominal $)

2012-13 2013-14 2014-15 2015-16 2016-17

Operations 452,810 467,877 483,471 499,610 516,315

Repairs and Maintenance 203,424 211,561 220,023 228,824 237,977
Dam Safety 0 0 0 26,922 0
Rates 0 0 0 0 0

Total 656,234 679,438 703,494 755,356 754,292

Source: Seqwater (2012ap).
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Table 5.9: Seqwater Direct Operating Costs by Activity — Pie Creek (Nominal $)

2012-13 2013-14 2014-15 2015-16 2016-17

Operations 81,228 84,265 87,418 90,692 94,092

Repairs and Maintenance 71,078 73,921 76,878 79,953 83,151
Dam Safety 0 0 0 0
Rates 0 0 0 0

Total 152,306 158,186 164,296 170,646 177,243

Source: Seqwater (2012ap).

Direct operating costs by type are outlined in Table 5.10 and Table 5.11.

Table 5.10: Seqwater Direct Operating Costs by Type — Mary Valley (Nominal $)

2012-13 2013-14 2014-15 2015-16 2016-17
Labour 227,367 236,462 245,920 255,757 265,987
Contractors and Materials 22,415 23,312 24,244 25,214 26,222
Electricity 23,717 24,310 24,918 25,541 26,179
Other 179,311 183,794 188,389 193,098 197,926
Planned Repairs & Maintenance 144,431 150,208 156,217 162,465 168,964
Unplanned Repairs & Maintenance 58,993 61,353 63,807 66,359 69,013
Dam Safety 0 0 0 26,922 0
Rates 0 0 0 0 0
Total 656,234 679,438 703,494 755,356 754,292

Source: Seqwater (2012aj and 2012ap).
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Table 5.11: Seqwater Direct Operating Costs by Type — Pie Creek (Nominal $)

2012-13 2013-14 2014-15 2015-16 2016-17
Labour 55,753 57,983 60,302 62,715 65,223
Contractors and Materials 11,342 11,796 12,268 12,758 13,269
Electricity 12,133 12,436 12,747 13,066 13,393
Other 2,000 2,050 2,101 2,154 2,208
Planned Repairs & Maintenance 50,465 52,484 54,583 56,766 59,037
Unplanned Repairs & Maintenance 20,613 21,438 22,295 23,187 24,114
Dam Safety 0 0 0 0 0
Rates 0 0 0 0 0
Total 152,306 158,186 164,296 170,646 177,243

Source: Seqwater (2012aj) and Seqwater (2012ap).
Other Stakeholders

Stakeholder’s comments regarding individual direct operating costs are outlined below under
specific item reviews.

Authority’s Analysis

The Authority engaged consultants SKM to review the prudency and efficiency of
Seqwater’s proposed direct operating expenditure for this scheme.

SKM’s review of specific cost categories for the Mary Valley WSS and the Authority’s
conclusions are outlined below in accordance with sampled cost Item 1 and Item 2.

Although SKM did not specifically review Seqwater’s proposed electricity costs for Pie
Creek, the Authority considers these costs require specific consideration®. Accordingly, they
are included as Item 3.

® During the 2012-13 Grid Service Charges review SKM assessed Seqwater’s electricity costs as being prudent
and efficient. When reviewing proposed operating expenditure of Materials and Other for Central Brisbane
River, Lower Lockyer Valley and Warrill VValley WSSs, consideration was also given to Seqwater’s proposed
electricity costs.
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Item 1: Operations — Direct Labour (Mary Valley)

Stakeholder Submissions

Seqwater

Direct labour costs forecast for 2013-14 are typically determined by Seqwater escalating the
2012-13 budget by a factor of 4%. Given Seqwater’s 2012-13 budget for the Mary Valley
tariff group is $404,000, the 2013-14 forecast is $421,000 (April 2012 estimates).

Prior to SKM’s review being completed, Seqwater further revised its 2012-13 forecast to
$413,000.

In November 2012, Seqwater subsequently revised its estimate for 2012-13 to $227,300.
Although SKM’s analysis was primarily based on the initial estimates, SKM was requested
to further review its analysis having regard to Seqwater’s lower expected cost.

Other Stakeholders

QFF (2012) submitted that labour costs are too high and need to be analysed to determine
need and efficiency.

Authority’s Analysis
Consultant’s Review

Seqwater submitted the following associated with the 2013-14 budget for the operating
expenditure item direct labour (Table 5.12 refers).

Table 5.12: Mary Valley Tariff Group — Direct Labour (Nominal $°000)

2013-14 Forecast 2013-14 Forecast
Item 2012-13 Budget o o ) o
(Seqwater’s initial submission)  (Seqwater’s revised submission)
Direct Labour 404 421 429

Source: SKM (2012).

Seqwater’s initial 2013-14 forecast was escalated from the budgeted 2012-13 base forecast
by 4%. The 2012-13 base forecast was built up from a zero base (bottom up). This category
of costs relates to internal Seqwater staff costs only. SKM was subsequently provided a
revised Seqwater submission that increased the original 2013-14 forecast from $421,000 to
$429,000. No information was provided to support this increase in the forecast.

Operating Item Description

Labour relates to the operation of certain functions and activities such as Borumba Dam
(including catchment and associated recreation areas) and the Borumba (Recreation) WTP
(Table 5.13 refers).
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Table 5.13: Labour Costs - Initial Seqwater 2013-14 Forecast (Nominal $’000)

Function/Activity Amount
Borumba Dam Operations 223
Mary Valley Irrigation 71
Borumba Dam Catchment Services 49
Borumba Recreation WTP 78
Total 421

Source: SKM (2012).
Provided Documentation
The documents used for this review are:

(@ Seqwater, 2013-14 Irrigation Pricing, Submission to the Queensland Competition
Authority, April 2012;

(b)  Seqwater, Mary Valley Water Supply Scheme, Network Service Plan;

(c) Seqwater, Information Request Response — QCA Irrigation Price Review 2013-17,
RFI 020, Mary Valley WSS, Operations — Direct Labour, 14 Aug 2012;

(d) Seqwater, Budget 2012-13, Salaries and Wages, Dam Operations;
(e) Seqwater, Budget 2012-13, Salaries and Wages, Group Support;
()  Seqwater, Opex — Irrigation Updated YTD.xlsx;

(o) Seqwater, Opex — Irrigation Salaries Queries.xIsx; and

(h)  Seqwater Enterprise Bargaining Certified Agreement 2009 — 2012.

SKM also requested evidence of historical costs for contracted recreational area maintenance
including the cost of mowing services. While some information was provided for 2008-09 to
2011-12, SKM indicated that a change in classification in mowing services (possibly leading
to inclusion in General Maintenance Contracts) resulted in the non-identification of costs for
this aspect of operating expenditure budget for subsequent years.

Prudency

Borumba Dam is referable under the Water Supply (Safety and Reliability) Act 2008.
Accordingly, labour resources are needed to undertake:

(@) Dam Operations - to meet Market Rules requirements, water ownership and water use
legislation, water information reporting requirements, dam safety and reliability
legislation;

(b) Catchment Services — to meet environmental protection legislation, recreation
responsibilities, catchment management responsibilities and land ownership
legislation; and
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(c) Water Treatment Operations: to meet Market Rules requirements and recreation
responsibilities.

Accordingly, proposed expenditure is considered prudent.

Efficiency

Labour projections are not based on water demand (as a cost driver) but are rather based on
the 2012-13 budget. SKM considered that basing the labour forecast cost on a previous
budget is not satisfactory as actual costs may vary significantly from budget. Forecast costs
should be based on actual incurred costs taking into account trends exhibited by recent actual
expenditure, changes in working practices and changes asset operation. Accordingly, SKM
sought additional information regarding actual historical expenditure.

Seqwater provided historical and budgeted costs between 2009-10 and 2012-13. SKM noted
that the budget information provided in this instance was not consistent with other
information provided, although the difference is small. SKM understands that this
inconsistency is due to the fact that Seqwater updated their original submission and that the
2012-13 budget (as outlined in Table 5.14 below) is consistent with the revised cost forecast.

However, no further details have been provided and SKM’s detailed review below is limited
to the available information provided by Seqwater which is consistent with their original
budget forecast.

Table 5.14: Actual and Budgeted Direct Labour Costs (Nominal $)°

Item 2009-10 Actual ~ 2010-11 Actual  2011-12 Actual  2011-12 Budget 2012-13
Budget
Direct Labour 211,708 308,476 316,265 453,077 412,645

Source: SKM (2012).

SKM noted that the original proposed budget of $421,000 for 2013-14 is significantly higher
than the historic actual expenditure in 2010-11 (a $112,524, or 36.5%, increase) and 2011-12
(a2 $104,735 or 33.2% increase).

Seqwater advised that:

(@) reductions applied to the cost of Dam Operator and WTP Operations are for time spent
on other schemes/activities not associated with the Mary Valley tariff group;

(b) the Dam Operations Supervisor’s time is allocated between Mary Valley and Pie
Creek tariff groups and Cedar Pocket WSS; and

(c) about $13,500 of a Dam Operator’s costs has been transferred to Pie Creek tariff
group.

Dam operations are the largest contributor to direct operating costs and comprise the
operating, maintaining and monitoring associated with water source infrastructure.

Dam operations are relatively labour intensive with expenditure required to:

% SKM noted that this information differs from that supplied to SKM from Seqwater in an earlier information
request.
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(@) deliver services to irrigation customers in terms of information and management;

(b) develop systems to monitor water flows to manage water sources, floods and
regulations;

(c) develop flood operations centre;

(d) ensure security and safety associated with water infrastructure to meet regulatory and
community standards; and

(e) develop system operating plans for dams, weirs, bores and other water sources.

Group support (and catchment management) is responsible for the development and delivery
of recreation and catchment maintenance services for all operational assets. The team of
rangers and bio security officers ensures that asset management plans, processes, systems
and practices are implemented in accordance with relevant regulatory requirements.
Seqwater also has responsibility for the ongoing management and maintenance of any
associated recreation sites.

While the use of Seqwater assets for recreational purposes is not a core function, these
facilities, which are an operating licence condition, must be managed in a responsible
manner to ensure that Seqwater’s core responsibilities are not adversely impacted. When
SunWater managed these recreation facilities prior to transfer to Seqwater, dam operators
were also responsible for daily maintenance like mowing and minor repairs.

Under Seqwater’s operating model, these maintenance activities have been transferred from
Dam Operations to Group Support. Seqwater has informed SKM that ground’s maintenance
such as slashing and mowing are now managed by the rangers and much of this activity is
contracted out to third parties. In addition, Seqwater has endeavoured to separate operations
and maintenance activities between the operations and maintenance teams such that the
minor asset maintenance previously undertaken by the operators is now only undertaken by
the maintenance teams or contractors.

SKM found anecdotal evidence that there is systemic underutilisation of operational staff,
due to these changes in working practices. Seqwater advised that with the change in duties
between SunWater’s and Seqwater’s operations, the dam operators had picked up other
duties, including increased monitoring and inspections. With the transfer of the assets to
Seqwater, dam operators have had their work load reduced.

However, rangers’ workloads have increased to now manage the maintenance of recreational
facilities. These discussions have indicated that dam operators have a potential capacity to
undertake at least 20% to 30% more work while the rangers responsible for the maintenance
of the recreational facility are fully (perhaps even over) utilised. As a result, these rangers
are often not able to undertaken the maintenance work themselves but rather have to contract
for third party contractors to undertake the grounds maintenance work (mainly mowing of
the lawn associated with the recreational facilities and slashing of verges and access routes).

Information provided by Seqwater regarding the cost of mowing and slashing services
allocated to the Mary Valley tariff group indicates that about $10,000 was paid to the
mowing contractor in 2008-09. If this service is reclassified as part of dam operations and
brought (back) under the responsibility of the dam operator, this will more fully utilise the
dam operators, reduce the work load of the rangers in managing the mowing contractor and
save on the contract cost.
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About 0.6 FTE rangers have been allocated. Discussions indicate that rangers are fully
utilised and they are also trained to supplement dam operators during peak events as would
occur during a flood.

For dam operators, Seqwater has allowed 0.8 FTE to Borumba Dam although the Operations
Supervisor also allocates a significant amount of time to this dam. Although Segwater has
indicated that 100% of this supervisor’s time is allocated to Borumba Dam, the reduction
applied suggests that only about 70% of the full cost is applied.

The overall number of dam operators is appropriate given some excess capacity may be
necessary during normal operations to address peak requirements. As mentioned, outside
peak requirements, this excess may be utilised in non-core activities like mowing and minor
maintenance work. However, the current operating model does not take advantage of this
capacity but rather incurs extra maintenance contracting costs that are inefficient.

An overtime allocation of $19,000 for dam operations has been provided. This is equivalent
to 15% of the normal dam operations labour cost allocated. Allowances account for a further
$21,000. In SKM’s view these allocations were reasonable.

SKM also notes that the dam operators are also responsible for operating infrastructure
downstream (e.g. Imbil Weir) and operating the Cedar Pocket Dam WSS. Analysing the
proportion of time spent by these operators indicates that dam operators’ costs has been
over-allocated across the three asset groups after taking into account the reduction applied
(that is, their total labour costs allocation is greater than 100%) . This assessment does not
include the overtime allowance that is separately provided for.

Seqwater has advised that employee costs will be re-cast based on an updated allocation of
time. This however has not yet been received by SKM.

The Mary Valley tariff group has a larger number of WTP operators compared to other
WSSs although each operator only allocates 7.5% of their time. In total, the scheme
accounts for just less than one WTP FTE. The pay rates are consistent with other operators
and rangers employed by Seqwater and are considered to be reasonable.

In contrast to the high overtime allocated for dam operators, overtime of $2,400 budgeted for
the WTP operator at Borumba Dam is reasonable. The 0.8 FTE WTP operators incur a
normal time cost of about $80,000. Overtime is thus expected to account for another $2,400
or about 3% of normal time cost.

Of concern is the large increase in the 2012-13 budget of labour cost from costs incurred in
2010-11 and 2011-12 (Table 5.15 refers).

No reasons have been provided in any of the documents from Seqwater to explain the circa
29% increase. While there may be an argument that as Seqwater set labour budgets in an
integrated manner for all WSSs, the annual allocation of individual schemes may change.
However, SKM did not expect an increase in labour expenditure from less than $320,000 in
2011-12 to over $405,000 in 2012-13 (or $412,000 in other sources of information provided
to SKM). Also the unsuitability of using the 2012-13 budget as the base to forecast the
2013-14 budget is highlighted by the large (i.e. $136,812) under spend in 2011-12
(comparing actual to budget).
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Table 5.15: Labour Costs Compared (Nominal $)

Increase 2011-12

2009-10 2010-11 2011-12 2011-12 2012-13 (actual) to 2012-

Actual Actual Actual Budget Budget 13 (budget)
Mary Valley 211,709 308,476 316,265 453,077 404,438 28%
Seqwater 1,802,969 3,780,608 4,185,252 3,968,741 4,784,302 14%

Source: SKM (2012).

Accordingly, SKM initially recommended that the 2012-13 budget be adjusted to reflect the
percentage increase in cost between 2010-11 and 2011-12 — that is, an estimate of $348,270.
This recommendation was developed by adjusting the percentage of time allocated by each
of the staff to the relevant assets. Also, an adjustment to the percentage of time allocated to
Borumba Dam and the irrigation scheme has been made to account for the over allocation of
the dam operators’ time.

However, subsequent to SKM’s recommendation being made available to Seqwater,
Seqwater subsequently revised their budget allocation for 2012-13. As a result of this further
information being made available by Seqwater, the Authority commissioned SKM to
undertake further analysis to establish whether this expenditure was prudent and efficient.

The re-allocation of budgeted resources resulted in Seqwater’s estimate of the labour cost
budget being reduced from an initial forecast of $421,000 (revised to $429,000) to $227,400
(an alternative estimate of $224,500 was provided to SKM). The reduced budget is therefore
below SKM’s initial estimate of $348,270.

The main reasons for this reduction were the lower allocation of Catchment Services to
levels similar to that seen in the last two years and significant reduction in the time allocated
by the dam operators. The allocation of costs by the WTP operators remains the same.
SKM has reviewed these new costs and their allocation and concluded that this is a more
appropriate estimate of the likely resources required to operate the Mary Valley WSS.

Accordingly, SKM considers the revised budget for 2012-13 of $224,494 to be efficient
(Table 5.16 refers).
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Table 5.16: Seqwater’s Revised Labour Cost Budget — 2012-13 (Nominal $)

Activity/Cost Item Salaries and Wages Applied
Catchment Services 29,055
Dam Operations 112,683
WTP Ops 72,150
Overtime 2,400
Infrastructure Maintenance 8,206
Total Labour Costs for 2012-13 224,494

Source: SKM (2012).

SKM’s revised labour cost budget for 2012-13 is outlined below (Table 5.17 refers). For the
purpose of comparison, Seqwater’s labour cost budgets for 2012-13 is also included.

Table 5.17: SKM’s Revised Direct Labour Cost Budget (2012-13) Nominal $)

Item Seqwater’s Initial Proposed Seqwater’s Revised SKM Recommended
Budget 2012-13 Budget 2012-13 Budget 2012-13
Direct Labour 404,438 227,400 224,494

Source: SKM (2012).
Authority’s Analysis

The Authority notes that SKM, consistent with QFF’s concerns, have confirmed that the
direct labour costs initially proposed by Segwater, were excessive. Specifically, SKM
recommended that Seqwater’s revised direct labour costs budget for 2012-13 (that is,
$224,494 down from $404,438) is prudent and efficient. This represents a 45% reduction on
the original submission.

The Authority notes that SKM’s analysis uses a revised estimate slightly different from that
noted in Seqwater’s November 2012 revised NSP (that is, $224,500 rather than $227,400 for
2012-13).

The Authority therefore accepts the 2012-13 revised budget estimate of $224,500
recommended by SKM as prudent and efficient. The escalation of these amounts is
discussed below.

75



Queensland Competition Authority Chapter 5: Operating Costs

Item 2: Planned Repairs and Maintenance (Pie Creek)
Stakeholder Submissions
Seqwater

The forecast of maintenance costs for 2013-14 are typically determined by Seqwater
escalating the 2012-13 budget by a factor of 4%. Given Seqwater’s 2012-13 budget for the
Pie Creek tariff group for this operating expenditure is $47,000, the 2013-14 forecast is
$49,000.

Seqwater subsequently updated the 2012-13 budget to $50,400. This amount remained
unchanged for the November 2012 submission of revised NSPs.

Other Stakeholders

QFF (2012) and irrigators during Round 1 consultation (IA Mary Valley, 2012) submitted
that proposed planned maintenance costs appear excessive. Accordingly, the Authority
should review proposed costs to establish prudent and efficient expenditure.

Authority Analysis
Consultant’s Review
Proposed Operating Expenditure

For the Pie Creek tariff group, Seqwater submit the following associated with the 2013-14
budget for the operating expenditure item planned repairs and maintenance (Table 5.18
refers).

Table 5.18: Pie Creek Tariff Group, Planned Repairs and Maintenance (Nominal

$’000)
Item 2012-13 Budget ~ 2013-14 Forecast 2012-13 Budget 2013-14 Forecast
(April NSP) (April NSP) (November NSP) (November)
Repairs and 47 49 50.5 52.5

Maintenance — Planned

Source: SKM (2012).

Forecast costs for 2013-14 were determined by Seqwater by escalating the 2012-13 budget
by a factor of 4%. The 2012-13 costs were zero based (that is, using a bottom up method).

SKM noted that when compared to the actual historical expenditure, the 2012-13 budget is
approximately 200% and 350% higher than historic actual spends for 2010-11 and 2011-12
respectively.

Operating Item Description

Seqwater’s asset maintenance program refers to scheduled or planned maintenance.
Scheduled maintenance refers to periodic maintenance scheduled in advance and designed to
minimise deterioration of an asset’s condition and/or performance. Planned maintenance is
undertaken to improve asset condition to a required level and is operational in the immediate
term or is in response to work arising from safety audits, environmental audits or process
improvements.
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Provided Documentation
The documents used for this review were:

(@ Information Request Response, RF1022, Pie Creek WSS, Repairs & Maintenance —
Planned, Seqwater, 14/08/201,;

(b)  Operational Cost Report for 2012-13, Seqwater;
(c) Opex - Irrigation Updated YTD.xIs, Seqwater; and
(d MMW Panel User Manual.

Initial information provided by Segwater outlined the location of planned maintenance,
method for budget calculation and workforce. Discussions with Seqwater staff during
interviews provided further information, and resulted in the identification of a number of
additional information sources that were subsequently requested.

Additional information requested (and provided) from Seqwater includes rates for the old
contractor panel and the MMW Panel User Guide.

Prudency

Operating the tariff group and achieving compliance with legislation (such as dam safety
obligations), requires Seqwater to properly repair and maintain the assets that it owns and
operates.

The repairs and maintenance required to operate Pie Creek Distribution System
predominantly relate to ensuring the ongoing operation and reliability of the Pie Creek Pump
Station.

Consequently the operating expenditure item has been assessed as prudent.

Efficiency

The budget was developed utilising baseline data contained in the Operational Cost Report
for 2012-13 submitted during the Authority’s review of Seqwater’s Grid Service Charges for
2012-13. The application of a 4% escalation factor to previous budgets was considered by
SKM to be potentially on the high side, considering the Reserve Bank of Australia’s inflation
target of 2-3%. However, this method for budget determination relies on the accuracy of
previously conducted budget calculation exercises, and does not consider the actual costs
that have been incurred.

For 2012-13, the repairs and maintenance budget for the Pie Creek Distribution System is
$71,078, while the actual spend for 2010-11 was $36,046 and for 2011-12 was $20,024.
Using Seqwater’s allocation of 71% of maintenance as planned maintenance, the actual
planned maintenance spends can be calculated as $25,593 in 2010-11 and $14,299 in 2011-
12. Applying an escalation factor of 4% to the average planned maintenance expenditure
between 2010-11 and 2011-12 of $19,911 provides forecasts of $20,707 for 2012-13 and
$21,536 for 2013-14. These values are significantly lower than the originally forecast
$47,000 and $49,000 listed in Seqwater’s initial submission (Table 5.19 refers).
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Table 5.19: Actual Expenditure/Seqwater’s Initial Budget, Compared (Real $)

Average actual Revised forecast ~ Seqwater  Revised forecast  Seqwater Difference between

expenditure — escalated initial - escalated initial revised forecasts &

2010-11to previous actual to budget previous actual budget Seqwater’s initial
2011-12 2012-13 2012-13 to 2013-14 2013-14 budget
19,911 20,707 47,000 21,536 49,000 +227%

Source: SKM (2012).

Seqwater’s budgeting methodology for planned maintenance is not appropriate, as it does not
consider actual historic spend. SKM, therefore, concluded that the 2012-13 and 2013-14
budgeted costs are not efficient.

Planned maintenance is delivered through a panel of providers (that is, contractors). Each of
Seqwater’s operational regions has a panel of four contractors, who have been selected
through expression of interest for each classification including electrical, mechanical,
instrumentation, control system pipeline and civil. Seqwater indicated that contractors were
appointed in accordance with the State Procurement Policy. The previous panel agreement
ran from 2009 until 2012, whilst the new panel runs from 2012 for a period of two years,
with an option for extending the panel for a further one or two year period. The new panel
contains efficiencies over the previous panels including removing the allowance for a
contractor to charge for travel time and providing short term and long term rates.

Panel contractors are audited to determine work performance. The audit, performed by
Seqwater, details performance in terms of work order completion and supply of
documentation, contractor timesheet entry and other categories as appropriate.

The use of panel contractors to complete maintenance (including, panel contractor rates and
the new panel agreement) is considered efficient.

In the previous panel, projects under $50,000 required one written quote from a panel
member, projects from $50,000 to $250,000 required a minimum of three panel member
quotes and projects greater than $250,000 required an invitation to tender. More stringent
procedures have been included in the new panel agreement, providing further governance for
the engagement of contractors (Table 5.20 refers).

Table 5.20: Minimum Quote Requirements — Engaging Panel Contractors

Minimum Number and Type of Quote

Work Type Value of Work < Value of Work >
$100,000 $100,000
Emergency Nil Nil
Non-emergency (relatively urgent, or difficult to scope 1 x QCWO (or WCQ 3xXWCQ
upfront, or is planned maintenance, or is very low in value - if deemed
for which seeking WCQ is not feasible. appropriate)
Other non-emergency 1xWCQ 3xWCQ

Source: SKM (2012). Note: QCWQ — Quotation Compliant Work Order; WCQ — Written Contractor Quote.
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SKM Summary

SKM initially assessed this operating expenditure item as prudent. SKM also initially
assessed this operating expenditure as not efficient as the operating expenditure is not
consistent with historical costs. Accordingly, SKM estimated down Seqwater’s proposed
budget for 2012-13 from $50,500 to 20,700 (a decrease of approximately 60%).

However, subsequent to SKM’s recommendation being made available to Seqwater,
Seqwater provided further information and evidence that the 2011-12 budget for Pie Creek
repairs and maintenance of $106,000 (plan and unplanned) included an amount of $60,000
expected to be undertaken by the Infrastructure Maintenance group. Instead, the work was
carried out by the Asset Development group. However, these costs were not captured in the
earlier information provided to SKM. This occurred due to the Asset Development group,
which undertakes capital works, being excluded from the report in the erroneous
understanding they had no operating expenditure.

The total expenditure for 2011-12 for Repairs and Maintenance is revised to $80,000 instead
of $20,000 which was initially reported to SKM. This accords with the 2012-13 budget of
$71,000 for Repairs and Maintenance (planned and unplanned).  Applying the
planned/unplanned split (71%/29%) results in a genuine $50,500 budget for planned repairs
and maintenance for the Pie Creek tariff group.

Accordingly, revised expenditure considered by SKM to be prudent and efficient is outlined
below (Table 5.21 refers).

Table 5.21: SKM’s Revised Planned Repairs & Maintenance Budget (2012-13) &
Forecast (2013-14) (Real $7000)

Seqwater’s . Seqwater’s .
Item Proposed Budget Biﬁ“@&%ﬁfg Proposed Initial Ffri(l;\gsieg\(l)llsg(-jl 4
2012-13 g Forecast 2013-14
Planned Repairs & 50.5 50.5 525 525
Maintenance

Source: SKM (2012).
Authority’s Analysis

The Authority notes submissions from stakeholders (that is, QFF and irrigators during Round
1 consultation) that Seqwater’s Pie Creek planned repairs and maintenance costs appear
excessive and require further analysis to determine their prudency and efficiency.

The Authority notes the outcome of the SKM review that Seqwater’s proposed repairs and
maintenance (planned) costs are not excessive and are prudent and efficient (Table 5.22
refers).

The Authority accepts SKM’s recommendation in relation to the 2012-13 amount.
Item 3: Electricity (Mary Valley and Pie Creek)

Stakeholder Submissions

Seqwater

Given the difficulties associated with forecasting electricity costs, Seqwater proposed that
electricity costs be escalated by CPI (2.5%) for the regulatory period (from 2013-14) with
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adjustment required to account for actual costs at the end of the regulatory period. To
manage this risk, Seqwater propose to maintain a running balance across the regulatory
period and apply revenue neutral ‘unders and overs’ adjustments for the next regulatory
period to account for the difference between forecast and actual costs.

Seqwater (2012ap) proposed the following fixed electricity costs (Table 5.22 refers):

Table 5.22: Seqwater’s Proposed Fixed Electricity Costs - 2012-13

Tarrif Group April NSP November NSP Variance
Mary Valley $33,717 $23,717 $10,000 (-70%)
Pie Creek 0 $392 $392 (+100%)

Total $33,717 $24,109 $9,608 (-28.5%0)

Source: Seqwater (2012g) and Seqwater (2012ap).

Seqwater (2012ap) has also proposed a variable charge specific to Pie Creek to recover the
cost of electricity that is incremental to water use — that is, the additional electricity cost
incurred when a customer takes an additional ML of water.

Seqwater propose to levy a variable electricity charge on each ML of metered water used by
customers of the Pie Creek tariff group, on the following basis:

(@ calculate the per ML electricity charge by dividing the total kilowatt hours (kWh)
(based on historic use), by a forecast of the volumes to be pumped. Accordingly,
Seqwater consider the assumed energy requirement to pump 1 ML is 329kWh; and

(b)  adopt 2012-13 electricity rates™ (which include carbon tax impacts) as the baseline for
cost calculation, which are then indexed by 2.5% for each year of the regulatory
period. Tariffs are for peak and off-peak energy use with the split being 67% and 33%
respectively.

Following the approach outlined above, the unit cost of variable energy per ML pumped is
$45.47 (in 2012-13)11.

However, Seqwater submitted that distribution efficiency (that is, avoiding losses) changes
year-to-year depending on factors such as rainfall, the physical condition of
channels/supplemented streams and the timing and pattern of customer demand. As an
example, in times of high rainfall (such as in recent years) there is little need to pump to
provide for losses. Seqwater submitted that while records are incomplete, information
available suggests efficiency can be close to (or at) 100%, or as low as 49%.

Accordingly, Seqwater submitted that a distribution efficiency factor is to be applied when
setting the variable electricity charge to account for the variability of pumping costs
associated with providing loss WAE. Seqwater submitted that 82% is appropriate as it

10 seqwater has a small contestable contract with TruEnergy procured in 2010 as part of a broader energy
procurement process across a range of Seqwater sites and receives a discount for small sites.

1 seqwater’s NSP describes the $45.47 in 2013-14 dollars. In contrast, Seqwater’s pricing model describes the
$45.47 as being in 2012-13 dollars. The Authority considers that the pricing model is the authoritative source.

80



Queensland Competition Authority Chapter 5: Operating Costs

represents the mid-point between the implied Mary Basin ROP distribution efficiency of
63%" and the scenario when no losses occur (that is, 100% efficiency).

Following this approach, Seqwater’s proposed unit cost of variable energy charge per ML
pumped is $55.72 which equates to a total cost of $16,381 for 2012-13.

Other Stakeholders
No other stakeholders have made submissions regarding this item.
Authority’s Analysis

SKM has not directly reviewed electricity costs in the Mary Valley WSS. However, SKM
reviewed electricity costs as part of a review of ‘materials and other’ operating cost items in
Central Brisbane River WSS (Wivenhoe Dam operations) and Lower Lockyer Valley WSS
(Atkinson Dam operations).

In these scheme reviews, SKM noted that electricity is supplied externally. The budget for
2013-14 was determined by escalating the 2010-11 historical spend. During the 2012-13
Grid Service Charges review SKM assessed electricity costs as prudent and efficient.
Providing that the method of obtaining electricity has not changed since the 2012-13 Grid
Service Charges review, SKM considered electricity costs were efficient (SKM 2012).

SKM noted that the electricity prices may be underestimated in the 2013-14 budget given the
approximately 10% increase in energy costs arising from the implementation of the Carbon
Tax. In the Authority’s review of Grid Service Charges, the amount for the carbon tax was
to be included as a cost pass-through or an end-of period adjustment.

Seqwater received advice from the Queensland Government to discontinue all existing state-
based carbon reduction schemes to ensure agencies were not subject to overlapping of State
and Federal obligations when the carbon tax was introduced on 1 July 2012. Seqwater
removed the costs associated with the purchase of green energy from forecast operating
expenditure.

The Authority notes that Seqwater estimated down fixed electricity costs between the
submission of their April NSP and their November NSP by $9,608 (or 28.5%).

Accordingly, the Authority accepts Seqwater’s revised fixed electricity costs for the Mary
Valley and Pie Creek tariff groups for 2012-13 of $24,1009.

The Authority also notes Seqwater’s approach to establishing the variable electricity charge
per ML is $45.47 which translates into $55.72 after a distribution efficiency factor is applied.

Atissue is:

(@) the appropriateness of the proposed methodology to establish the variable energy per
ML charge;

(b) the appropriateness of applying distribution efficiency factor which accommodates the
costs of pumping loss WAE; and

(c) ifapplying a distribution efficiency factor is accepted, the appropriate methodology to
be applied.

12 seqwater’s calculation: distribution efficiency = irrigation WAE (835) / total WAE (1321) * 100 = 63%
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In response to (a) above, the Authority has considered Seqwater’s pricing model which
refers to the calculation of the electricity charge. Although the Authority has not reviewed in
detail Seqwater’s methodology, the Authority considers the approach to be reasonable and
comparable to the methodology recommended in the recent SunWater review.

In response to (b), the Authority notes Chapter 3: Pricing Framework which identifies
distribution loss WAE associated with Pie Creek represents 37% of total WAE (Table 5.23,
replicated below, refers).

Table 5.23: Pie Creek Distribution Losses

Loss WAE as % of

MP Loss WAE HP Loss WAE Status MP Customer WAE Total WAE

Distribution loss o
426 60 WAE 835 37%

Source: Seqwater (2012ap). Note: Total WAE = MP & HP loss WAE +MP customer WAE.

The Authority, therefore, acknowledges that pumping costs associated with loss WAE has a
material consequence on tariffs.

The Authority’s recent SunWater review established a relationship between irrigator demand
and losses incurred. In other words, an announced allocation of, say, 70% applies to medium
priority WAEs as well as distribution loss WAE. In addition, as noted earlier, some loss
WAE (including high priority loss WAE) are required to ensure the integrity of distribution
system regardless of the level of demand. In this context, the Authority considers that it is
appropriate for Seqwater to apply a distribution efficiency factor.

In response to (c), the Authority considers that, although the proposed approach represents a
mid-point between the implied ROP distribution system efficiency of 63% and the no-loss
scenario of 100%, no weighting has been given to events of less than 100% efficiency. If
weighting were to be applied, this would reduce Seqwater’s proposed distribution efficiency
to less than 82% and increase the variable energy per ML charge. However, in the absence
of Seqwater providing historical data regarding losses, the Authority considers Seqwater’s
proposed methodology to be appropriate.

Conclusion
Sampled Operating Cost Items

In the Mary Valley, Seqwater’s initial direct labour cost provided in April was $404,000
(Seqwater initially reduced this to $337,000). Seqwater’s revised labour cost forecast for
this tariff group was $224,000, 45% lower than its initial submission. SKM reviewed and
accepted the corrected cost of $224,000.

However, Seqwater’s actual final estimate was $227,400 for 2012-13. As the estimate
assessed by SKM is not materially different, the Authority recommends that Seqwater’s final
(reduced) estimate be accepted.

In Pie Creek, Seqwater provided an initial planned repairs and maintenance cost estimate in
April 2012 of $47,000. SKM initially reduced this to $21,000, primarily on the basis of past
expenditure. However, it was noted that the available data was insufficient to make a
detailed determination. Seqwater’s subsequent revised repairs and maintenance forecast for
repairs and maintenance for this tariff group was $50,500. SKM reviewed the detailed
justification for this revised cost and accepted it as prudent and efficient.
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For sampled items therefore, the Authority accepts SKM’s recommendations and proposes to
adopt:

(@ a revised direct labour costs budget for 2012-13 of $224,494 (representing a 45%
reduction compared to Seqwater’s proposal); and

(b) Seqwater’s proposed Planned Repairs and Maintenance budget for 2012-13 of
$50,500.

The Authority also accepts Seqwater’s revised fixed electricity costs for the Mary Valley and
Pie Creek tariff groups for 2012-13 of $24,109 and Seqwater’s proposed approach to
establishing the variable energy charge per ML of $55.72. However, the Authority’s
recommended total variable cost of $16,381 differs from Seqwater’s proposed total cost of
$11,741 due to varying water use assumptions (Chapter 6: Draft Report Prices refers).

Unsampled Operating Costs

For unsampled items, as outlined in Volume 1 the Authority reviewed in detail
approximately 55% of proposed direct operating expenditure for prudency and efficiency.
At issue is how to address scheme specific direct operating expenditure not reviewed in
detail. Accordingly, the Authority drew upon the results of the SKM review which
identified an average saving across all sampled operating cost items.

As outlined in Volume 1, the Authority considered there was merit in applying an average,
uniform saving to unsampled direct operating expenditure (excluding electricity and rates) of
4.9%* (or 5% rounded).

Based on this methodology, the Authority’s recommended direct operating expenditure is
outlined below (Table 5.24 refers).

3 Although the average saving indentified from sampled items was 15.53%, the Authority chose not to include a
large reduction in Repairs & Maintenance costs in the Central Lockyer WSS that were included in the original
sample in error.
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Table 5.24: Review of Budgeted 2012-13 Direct Operating Expenditure (Real $°000)

Seqwater (April Seqwater Authority’s
NSP) (November NSP) Recommended
Sampled Item
Item 1: Direct Labour - Mary Valley 404 224 224
Item 2: Planned Repairs & Maintenance - Pie 47 51 51
Creek
Item 3: Electricity — Fixed (Mary Valley & 34 24 24
Pie Creek)
Item 3: Electricity — Variable (Pie Creek) - 11 16

Unsampled Items

0 .
Other Direct Operating Costs - Mary Valley - - 5% ;g\é:;g to
5% saving to

Other Direct Operating Costs - Pie Creek
apply

Source: SKM (2012), Seqwater (2012g), and QCA (2012ap).

In addition to the efficiency adjustments for the 2012-13 year, the Authority also considers it
appropriate to reduce forecast direct operating costs by a further 1.5% per annum in real
terms as a general productivity gain, applied cumulatively for each of the 4 years of the
regulatory period (2013-14 to 2016-17). Details are provided in Volume 1.

Cost Information Issues

Seqwater (2012aj) submitted that Seqwater’s April NSPs did not properly allocate direct
operating costs between related tariff groups due to overlaps in certain operational areas.
That is, for the Mary Valley operational area, Mary Valley WSS is linked operationally to
Pie Creek tariff group and Cedar Pocket Dam WSS (the latter was previously a bulk tariff
group within the Mary Valley WSS, but is now a WSS in its own right).

In each of these operational areas, Seqwater did not initially accurately allocate costs to each
tariff group. In the absence of economic regulation (and therefore the apparent need to
allocate costs carefully for irrigation pricing purposes) Seqwater’s budgets had previously
been developed more generally for an operational area.

In response to the Authority’s review, Seqwater has substantially revised its forecast
operating costs in these tariff groups.

Seqwater’s revised direct labour costs are shown in Table 5.25, together with the Authority’s
decision as reviewed above.
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Table 5.25: Direct Labour Costs — Mary Valley Operational Area ($2012-13)

April Revised Change in SKM QCA QCA
Tariff Group Seqwater ~ Seqwater  Seqwater Final Decision Variation
Forecast Forecast Forecast Estimate to April
Mary Valley (Sampled) 404,000 224,000 (180,000) 224,000 224,000 (45%)
Pie Creek (Unsampled) 22,000 56,000 34,000 n.a. 53,200 142%
Cedar Pocket Dam (Sampled) 44,000 57,000 13,000 44,000 44,000 0%
Sub-Total 470,000 337,000 (133,000) na. 321,200 (329%0)

Source: QCA (2012).

Table 5.25 shows that Seqwater reduced the overall (revised) costs in the Mary Valley
operational area by $133,000. Of these, the Authority will reduce Pie Creek’s 2012-13
revised labour cost forecast of $56,000 by 13% as it is was not sampled by SKM. (The
Authority has adopted SKM’s final estimate for Mary Valley and Cedar Pocket Dam WSSs
— these revised costs were sampled / reviewed by SKM.)

Seqwater (2012aj) submitted that similar cost allocation issues had arisen for repairs and
maintenance costs submitted in April 2012 for the Mary Valley operational area. Table 5.26
refers.

Table 5.26: Repairs and Maintenance — Mary Valley Operational Area ($2012-13)

April Revised Ch_ange SKM QCA
. in . QCA g
Tariff Group Seqwater  Seqwater Final o Variation
Seqwater - Decision -
Forecast Forecast Estimate to April
Forecast
Mary Valley (Unsampled) 208,000 203,000 (5,000) n.a. 192,850 (7%)
Pie Creek (Sampled) 66,000 71,000 5,000 71,000 71,000 8%
Cedar Pocket Dam (Unsampled) 14,000 14,000 0 n.a. 13,300 (5%)
Sub-Total 288,000 288,000 0 n.a. 277,150 (3.5%)

Source: QCA (2012).

Table 5.25 shows that Seqwater did not reduce the total revised repairs and maintenance
costs in the Mary Valley operational area, but did reallocate $5,000 from the Mary Valley
bulk tariff group to the Pie Creek distribution tariff group. On the basis of Seqwater’s new
data and SKM’s finding, the Authority increased Pie Creek’s cost forecast to $71,000. The
Authority reduced the forecast cost for Mary Valley tariff group by a corresponding $5,000
(to $203,000) and applied a further 5% generic cost reduction to this item as it was not
sampled / reviewed by SKM.

Cost Escalation
Seqwater
Seqwater proposed that where its costs rise in line with inflation, it has adopted the mid-

point of the Reserve Bank of Australia’s (RBA’s) target range for consumer price inflation at
the time of its submission, being 2.5% per annum.
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For direct labour costs, Seqwater proposed an annual increase of 4% over the 2013-17
period. This aligned with the Authority’s SunWater recommendations and was in line with
historic growth in labour cost indices over the past 5 to 10 years.

Similarly, Segwater proposed a 4% escalation for materials and contractors costs, also
consistent with the SunWater report and growth in relevant ABS construction cost indices
over the last 10 years.

Seqwater submitted that electricity costs comprise only a small proportion of total operating
costs of the irrigation water supply schemes and are difficult to forecast.

Seqwater proposed that electricity costs associated with the assumed pumping in the 2012-13
budget be escalated by inflation (2.5%) for the regulatory period (from 2013-14) with a

proposed settlement at the end of the regulatory period to reflect the actual electricity costs
incurred.

Seqwater has proposed that other direct operating cost categories (that is, other than direct
labour and contractors & materials) and all non-direct costs, be escalated from the 2012-13
base year in line with inflation.

Authority’s Analysis

The Authority’s analysis of cost escalation is detailed in Volume 1.

The Authority recommends that for the regulatory period 2013-17:

(@ the costs of direct and non-direct labour and contractors should be escalated by 3.6%
per annum, rather than 4% as proposed by Seqwater;

(b)  the costs of direct materials should be escalated by 4% per annum;

(c) other direct and non-direct costs should be escalated by 2.5% per annum; and

(d) electricity should be escalated by 2.5% per annum in nominal terms. However, should
Seqwater sustain material electricity cost changes above the escalated level,
consideration should be given to an application by Seqwater to the Authority for an
end-of-period adjustment.

Summary of Direct Operating Costs

A comparison of Seqwater’s and the Authority’s direct operating costs for the Mary Valley
WSS is set out in 5.27.
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5.5

The Authority’s proposed costs include all specific adjustments and the Authority’s proposed
cost escalations as noted above.

Table 5.27: Direct Operating Costs (Nominal $)

Seqwater Authority
2013-14 2014-15 2015-16 2016-17 2013-14 2014-15 2015-16 2016-17

Mary Valley
Operations 467,877 483,471 499,610 516,315 | 453,008 460,503 468,031 475,587
Repairs and 211,561 220,023 228,824 237,977 197,969 202,752 207,601 212,514
Maintenance
Dam Safety 0 0 26,922 0 0 0 24,425 0
Rates 0 0 0 0 0 0 0 0

Total 679,438 703,494 755356 754,292 | 650,977 663,255 700,058 688,102
Pie Creek
Operations 84,265 87,418 90,692 94,092 84,223 86,059 87,919 89,803
Repairs and 73,921 76,878 79,953 83,151 72,732 74,490 76,271 78,076
Maintenance
Dam Safety 0 0 0 0 0 0 0 0
Rates 0 0 0 0 0 0 0 0

Total 158,186 164,296 170,646 177,243 156,955 160,549 164,191 167,879

Source: Seqwater (2012ap) and QCA( 2012).
Prudency and Efficiency of Non-Direct Operating Costs
Introduction

Seqwater (2012a) advised that all non-direct costs were assigned to operating expenditure as
it does not have sufficiently disaggregated data at the renewals project level to allocate non-
direct costs to individual renewals projects.

The prudency and efficiency of Seqwater’s overall non-direct costs were reviewed for the
Authority previously by SKM as part of the 2012-13 grid services charges (GSC) review.

For this investigation, Seqwater made adjustments to the aggregate non-direct cost estimates
submitted to the Authority’s GSC investigation to exclude costs not relevant to the provision
of irrigation services. The costs remaining after these adjustments were made were then
allocated to irrigation tariff groups using the total direct costs as the cost allocator (Volume
1).

Previous Review

As noted above, in the previous review, Indec reviewed SunWater’s non-direct costs for
2006-11. Non-direct costs were allocated to schemes on the basis of total direct costs.
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Stakeholders
Seqwater

Seqwater submitted that non-direct costs for 2012-13 were derived at the aggregate level for
all schemes and allocated to individual schemes based on the proportion of direct costs
attributable to the individual scheme. These costs were then escalated forward to derive
forecast non-direct costs for the regulatory period.

Total non-direct costs and those allocated to the Mary Valley and Pie Creek tariff groups are
outlined in Table 5.28.

Table 5.28: Seqwater’s Actual and Proposed Non-Direct Costs (Nominal $’000)

2012-13 2013-14 2014-15 2015-16 2016-17
Seqwater 9,479 9,716 9,959 10,208 10,463
Mary River Tariff Group 482 494 506 519 532
Pie Creek Tariff Group 92 94 97 99 102

Source: Seqwater (2012aj) and Seqwater (2012ap).

As noted in Volume 1, Segwater initially submitted non-direct forecasts in April 2012.
Seqwater subsequently revised these forecasts in November 2012 following the Authority’s
review of Grid Service Charges, the Minister’s subsequent decision regarding this review
and further analysis by Seqwater of bulk water costs.

As comparison of the alternative estimates for the Mary Valley WSS and Pie Creek is
provided below for non-direct operations costs (Table 5.29 and Table 5.30 refer).

Table 5.29: Non-Direct Operations Costs — Mary Valley, 2012-13 Forecasts (Nominal
$)

April NSP November NSP Variance ($) Variance (%)

Water Delivery 91,506 67,529 (23,977) (26)
Asset Delivery 40,852 33,263 (7,589) (19)
Business Services 225841 134,969 (90,872) (40)
Organisational Development 92,031 63,542 (28,488) (31)
Executive 9,062 10,009 947 10
Other 27,866 5,746 (22,121) (79)

Total Operations Non-Direct 487,159 315,058 (172,101) (35)

Source: Seqwater (2012ap).
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Table 5.30: Non-Direct Operations Costs — Pie Creek, 2012-13 Forecasts (Nominal $)

April NSP November NSP Variance ($) Variance (%)

Water Delivery 10,200 15,673 5,473 54
Asset Delivery 4,554 7,720 3,166 70
Business Services 25,174 31,325 6,151 24
Organisational Development 10,258 14,748 4,489 44
Executive 1,010 2,323 1,313 130
Other 3,106 1,334 (1,773) (57)

Total Operations Non-Direct 54,302 73,122 18,820 35

Source: Seqwater (2012ap).

Corporate functions have been defined as comprising the office of the CEO and the
Organisational Development and Business Services group. Corporate costs represent almost
half the non-direct operating costs allocated to irrigation schemes in 2012-13.

The major component of corporate costs relates to Information, Communication and
Technology (ICT). The major functions involved ICT relate to services support, database
administration, monitoring and maintenance of various servers and network infrastructure,
demand management, application management, strategy maintenance and development,
business analysis and subject matter expert advice.

Seqwater’s submitted non-direct operating costs for the Mary Valley WSS are detailed in
Table 5.31 and Table 5.32 below (November 2012 NSP).
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Table 5.31: Seqwater’s Forecast Non-Direct Costs - Mary Valley (Nominal $)

2012-13 2013-14 2014-15 2015-16 2016-17

Operations
Water Delivery 67,529 69,217 70,947 72,721 74,539
Asset Delivery 33,263 34,095 34,947 35,821 36,716
Business Services 134,969 138,343 141,802 145,347 148,980
Organisational 63,542 65,131 66,759 68,428 70,139
Development
Executive 10,009 10,259 10,516 10,779 11,048
Other 5,746 5,889 6,037 6,188 6,342
Sub-Total 315,058 322,935 331,008 339,283 347,765
Non -Infrastructure Assets 32,333 33,141 33,970 34,819 35,690
Insurance 117,798 120,743 123,762 126,856 130,027
Working Capital 16,483 16,895 17,317 17,750 18,194

Total 481,672 493,714 506,057 518,708 531,676

Source: Seqwater (2012a) and Seqwater (2012ap).

Table 5.32: Seqwater’s Forecast Non-Direct Costs — Pie Creek (Nominal $)

2012-13 2013-14 2014-15 2015-16 2016-17

Operations
Water Delivery 15,673 16,065 16,466 16,878 17,300
Asset Delivery 7,720 7,913 8,111 8,314 8,522
Business Services 31,325 32,108 32,911 33,734 34,577
Organisational 14,748 15,116 15,494 15,882 16,279
Development
Executive 2,323 2,381 2,441 2,502 2,564
Other 1,334 1,367 1,401 1,436 1,472
Sub - Total 73,122 74,950 76,824 78,745 80,713
Non-Infrastructure Assets 7,504 7,692 7,884 8,081 8,283
Insurance 9,750 9,994 10,244 10,500 10,762
Working Capital 1,622 1,663 1,704 1,747 1,790

Total 91,998 94,298 96,656 99,072 101,549

Source: Seqwater (2012a) and Seqwater (2012ap).
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In addition to operations related non-direct costs, Seqwater identified costs associated with
the use of non-infrastructure assets, insurance and working capital.

Mary Valley and Pie Creek utilise a range of non-infrastructure assets (buildings and plant
and equipment). Although these assets are not included in the renewals expenditure
forecasts, it is necessary for costs associated with the use of these assets to be attributed to
the WSS. Seqwater has used depreciation costs as a proxy for the cost associated with use
of these assets. However, these depreciation costs are not captured for the WSS.
Accordingly, aggregate non-infrastructure depreciation for 2012-13 has been allocated to
facilities on the basis of direct costs and escalated forward over the forecast period.

Seqwater’s annual insurance premium cost for 2012-13 is forecast at $6.2 million. The
major components to the premium include industrial special risks, machinery breakdown,
public liability, professional indemnity, contract works and directors and officers insurance.

Seqwater is in the process of replacing insurances, and propose to update this forecast once
new premiums are set.

Seqwater has allocated its 2012-13 premium to Mary Valley and Pie Creek using the
replacement value of scheme assets. These values have been escalated by CPI to determine
a premium for each year of the forecast period.

In regard to working capital, Seqwater indicated that the QCA has already adopted a
methodology for calculating Seqwater’s working capital in Grid Service Charges. Seqwater
has calculated the working capital allowance using this methodology and the values
submitted to the QCA for 2012-13, at $5.538 million.

Seqwater has allocated a portion of this working capital allowance to Mary Valley and Pie
Creek on the basis of revenue attributable to the scheme. The 2012-13 working capital
allowance has then been escalated by CPI to provide a forecast for each year of the
regulatory period.

Seqwater proposed that all non-direct costs be escalated from the 2012-13 base year in line
with its estimate of inflation, based on the mid-point of the Reserve Bank of Australia’s
(RBA'’s) target range for consumer price inflation at the time of its submission, being 2.5%
per annum.

Other Stakeholders

Stakeholders (Round 1 consultation 2012, and QFF 2012) submitted that costs associated
with the proposed Traveston Crossing Dam should be quarantined with WAESs associated
with properties purchased by Government to be allocated appropriate costs.

Authority’s Analysis

The Authority (QCA 2012b) assessed Seqwater’s non-direct operating costs as part of its
2012-13 GSC Review. That review concluded that Seqwater’s operating costs (including
non-direct costs) should be reduced by 2.5% to reflect a general efficiency gain.

The Government subsequently increased the general efficiency gain to 3.0% and removed
Seqwater’s proposed recruitment of 62.5 Full Time Equivalents (FTEs) for vacant and new
positions, both to apply to the 2012-13 year.

Seqwater (2012aj) has taken these adjustments into account in its revised submission to the
Authority. As these costs have been approved by Government, the Authority does not
propose a further reduction for 2012-13. However, as the implications of the merger are
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currently being considered by Government, further adjustments to the Authority’s estimates
of non-direct costs may be necessary for the Final Report.

The Authority notes that Seqwater adjusted its aggregate non-direct costs to exclude those
costs not relevant to the provision of irrigation services, including costs associated with
technical warranty and development, water treatment operations including catchment and
water quality management, and costs associated with planning and policy for major non-
irrigation capital projects. The Authority accepts these adjustments, noting that specific cost
attribution may remain problematic in some cases.

In addition to the above adjustments for the 2012-13 year, the Authority also considers it
appropriate to apply a productivity adjustment to the established efficient cost base for 2012-
13 for anticipated future efficiency gains brought about by technological, organisational, and
operational improvements in service delivery. The Authority recommends a reduction in
forecast non-direct operating costs by a further 1.5% per annum in real terms as a general
productivity gain, applied cumulatively for each of the 4 years of the regulatory period
(2013-14 to 2016-17).

In regard to working capital, the largest portion of irrigators’ payments to Seqwater arises
from fixed Part A and C charges paid in advance, whereas GSC charges are paid in arrears.
This means that, for irrigation activities, Seqwater would not suffer an economic cost
resulting from the timing difference between receivables and payables. Seqwater was
requested to provide further substantiation of its proposal. However, as further evidence was
not forthcoming, the Authority has not incorporated a working capital allowance is justified
in this instance.

The Authority accepts Seqwater’s proposed escalation of 2.5% per year for 2013-17 for non-
direct costs.

In response to costs associated with the proposed Traveston Dam, the Authority notes
Seqwater’s submission which:

(@ confirms that the Mary Basin ROP (Attachment 5, Table 4) lists a series of WAE held
by The Coordinator-General as a result of land acquired for the proposed Traveston
Dam; and

(b)  confirms that costs will be allocated to all WAE regardless of their ownership. As an
example, costs are allocated to the medium priority WAE owned by Seqwater in the
same manner as irrigators or other medium priority WAE holders. The same is true
for WAE owned by The Coordinator-General.

The Authority’s recommended level of non-direct costs to be recovered from the Mary
Valley WSS (from all customers) is set out in Table 5.33. The allocation of these costs
between high and medium priority customers is discussed below.
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5.6

Table 5.33: Recommended Non-Direct Costs (Nominal $)

Seqwater Authority

2013-14 2014-15 2015-16 2016-17 2013-14 2014-15 2015-16 2016-17

Mary Valley

Non-Direct 322,934 331,008 339,283 347,765 | 313,160 317,797 322,426 327,041
Operations

Non-Infrastructure 33,141 33,970 34,819 35,690 31,916 32,215 32,510 32,800

Insurance 120,743 123,762 126,856 130,027 | 118,931 120,048 121,147 122,225

Working Capital 16,895 17,317 17,750 18,194 0 0 0 0
Total 493,714 506,057 518,708 531,676 | 464,007 470,061 476,082 482,065

Pie Creek

Non-Direct 74,950 76,824 78,744 80,713 75,201 76,315 77,426 78,534

Operations

Non-Infrastructure 7,692 7,884 8,081 8,283 7,664 7,736 7,807 7,877

Insurance 9,994 10,244 10,500 10,762 9,844 9,936 10,027 10,116
Working Capital 1,663 1,704 1,747 1,790 0 0 0 0
Total 94,298 96,655 99,072 101,549 92,709 93,987 95,260 96,527

Source: Seqwater (2012ap) and QCA (2012).
Allocation of Non-Direct Operating Costs

It is necessary to determine the method to allocate non-direct costs across Seqwater’s
business, including irrigation tariff groups. By definition, non-direct costs do not directly
apply to specific activities within schemes, and thereby cannot be allocated according to
their relevance to individual service contract activities.

Seqwater’s submissions describe a two stage process for cost assignment:

(@) Stage 1 — Seqwater attributes its directs costs to the tariff groups in which they are
incurred, and allocates its non-direct costs to tariff groups using the preferred cost
allocation methodology for this stage; and

(b)  Stage 2 — Seqwater allocates all of the fixed costs assigned to tariff groups in Stage 1
above (which at this point include direct and non-direct costs), between medium and
high priority WAE within each tariff groups using the preferred cost allocation
methodology for this stage.
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Stage 1 - Allocation of Costs to Tariff Groups
Stakeholder Submissions
Seqwater

Seqwater (2012aj) proposed to allocate non-direct costs to tariff groups using total direct
costs (TDC) (with the exception of insurance premium costs and working capital) because:

(@ TDC represents a reasonable driver of the non-direct operating costs of Seqwater’s
irrigation activities;

(b) itis relatively simple to administer, identify and extract from the reporting system;

(c) it allows regular comparison between forecast and actual outcomes, and to update
allocations where appropriate; and

(d) it results in cost allocations consistent with expectations about non-direct cost
incurrence.

Seqwater noted that the Authority used direct labour costs (DLC) as the cost allocator in the
recent SunWater review. Seqwater’s comparisons of cost allocations using both DLC and
TDC showed use of DLC resulted in significantly more costs being allocated to schemes
than considered reasonable.

For those components of its non-direct costs which are not allocated using TDC, Seqwater
proposes to allocate:

(@ insurance premium costs to tariff groups on the basis of the replacement value of
insured assets; and

(b)  working capital allowance to tariff groups according to forecast revenue.

Authority’s Analysis

In the Authority’s SunWater review, analysis by Deloitte was largely ambivalent on which
of these two measures DLC or TDC (out of the several considered and rejected) would be
most suitable to allocate non-direct costs. Both were relatively highly ranked.

Although the DLC approach was adopted for SunWater, the Authority concluded that this
did not necessarily apply for other entities. The Authority considered the approach proposed
by Seqwater was fair and reasonable, having regard to Seqwater’s particular cost accounting
systems and procedures.

Stage 2 - Allocation of Costs Between Priority Groups

Previous Review

For the 2006-11 price paths, all costs were apportioned between medium and high priority
customers according to WPCFs in both bulk and distribution systems.
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Stakeholder Submissions
Seqwater

Seqwater proposes that renewals, insurance and maintenance costs are allocated to medium
priority using the Headworks Utilisation Factor (HUF).

Seqwater commissioned Parsons Brinckerhoff (PB) to calculate the HUF percentage for the
scheme, using the methodology endorsed by the QCA for irrigation pricing in SunWater
schemes.

PB calculated a HUF for Mary Valley medium priority customers of 26%.

Seqwater has assigned working capital costs between medium and high priority customers
proportional to lower bound revenue.

The balance of costs for the Mary Valley part of the scheme have been allocated to medium
priority based on a 50:50 split between the HUF (26%) and the nominal ML entitlements
attributable to medium priority customers (68%).

There is only medium priority WAE in the Pie Creek tariff group, and hence no need to
assign costs between priority groups in this segment. All costs are allocated on a nominal
WAE basis.

Authority’s Analysis

The Authority agrees with Seqwater’s proposal to use the stage 2 cost allocation approach
that it recommended for the SunWater investigation (QCA 2012a).

For the Mary Valley WSS:

(@) fixed repairs and maintenance costs are to be allocated to medium and high priority
customers using HUFs (as for renewals expenditure) as repairs and maintenance
expenditures have a similar purpose to renewals expenditures. As these activities are
more related to headworks assets, they are more likely to deliver a higher standard of
service per ML to high priority users; and

(b) in principle, those components of fixed operations costs that are asset-related (for
example, dam safety, water, facilities and environmental management) are to be
allocated to medium and high priority customers using HUFs, while those components
of fixed operations costs that are more related to service provision (scheduling, water
delivery, customer service, account management) be allocated using current WAE.
The asset-related components of fixed operations costs are more closely linked to the
provision of higher service standards (reliability) that the non-asset components,
which tend to provide similar service standards to all users. However, as Seqwater
does not disaggregate operations costs into those which are asset and non-asset
related, it is proposed that 50% of these costs be allocated using HUFs and 50% using
current nominal WAEs.

The effect for the Mary Valley WSS is detailed in the following chapter (as it takes into
account other factors relevant to establishing total costs).
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5.7

Summary of Operating Costs

Seqwater’s proposed operating costs by activity and type are set out in Table 5.34 for Mary
Valley WSS. The Authority’s recommended operating costs are set out in Table 5.35. Non-
direct costs allocated to renewals are not included in these tables.

Table 5.34: Seqwater’s Proposed Operating Costs — Mary Valley WSS (Nominal $)

2013-14 2014-15 2015-16 2016-17
Direct Operations
Labour 236,462 245,920 255,757 265,987
Contractors and Materials 23,312 24,244 25,214 26,222
Electricity 24,310 24,918 25,541 26,179
Other 183,794 188,389 193,098 197,926
Repairs and Maintenance 211,561 220,023 228,824 237,977
Planned 150,208 156,217 162,465 168,964
Unplanned 61,353 63,807 66,359 69,013
Dam Safety 0 0 26,922 0
Rates 0 0 0 0
Non-Direct Costs
Non-Direct Operations 322,934 331,008 339,283 347,765
Non-Infrastructure 33,141 33,970 34,819 35,690
Insurance 120,743 123,762 126,856 130,027
Working Capital 16,895 17,317 17,750 18,194
Total 1,173,152 1,209,551 1,274,064 1,285,968

Source: Seqwater (2012ap).
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Table 5.35: Authority’s Recommended Operating Costs — Mary Valley (Nominal $)

2013-14 2014-15 2015-16 2016-17
Direct Operations
Labour 229,088 233,721 238,390 243,093
Contractors and Materials 25,707 26,328 26,958 27,596
Electricity 24,310 24,918 25,541 26,179
Other 173,903 175,536 177,142 178,719
Repairs and Maintenance
Planned 156,395 160,174 164,005 167,886
Unplanned 41,573 42,578 43,596 44,628
Dam Safety 0 0 24,425 0
Rates 0 0 0 0
Non-Direct Costs
Non-Direct Operations 313,160 317,797 322,426 327,041
Non-Infrastructure 31,916 32,215 32,510 32,800
Insurance 118,931 120,048 121,147 122,225
Working Capital 0 0 0 0
Total 1,114,984 1,133,316 1,176,140 1,170,167

Source: QCA (2012).

The Authority’s recommended operating costs for 2012-13 are 5% lower than Seqwater’s
proposed amount, as defined in its November NSP.

Seqwater’s proposed operating costs by activity and type are set out in Table 5.36 for Pie
Creek. The Authority’s recommended operating costs are set out in Table 5.37.
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Table 5.36: Seqwater’s Proposed Operating Costs — Pie Creek WSS (Nominal $)

2013-14 2014-15 2015-16 2016-17
Direct Operations
Labour 57,983 60,302 62,715 65,223
Contractors, Materials 11,796 12,268 12,758 13,269
Electricity 12,436 12,747 13,066 13,393
Other 2,050 2,101 2,154 2,208
Repairs and Maintenance
Planned 52,484 54,583 56,766 59,037
Unplanned 21,438 22,295 23,187 24,114
Dam Safety 0 0 0 0
Rates 0 0 0 0
Non-Direct Costs
Non-Direct Operations 74,950 76,824 78,744 80,713
Non-Infrastructure 7,692 7,884 8,081 8,283
Insurance 9,994 10,244 10,500 10,762
Working Capital 1,663 1,704 1,747 1,790
Total 252,484 260,952 269,717 278,792

Source: Seqwater (2012ap).
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Table 5.37: Authority’s Recommended Operating Costs — Pie Creek (Nominal $)

2013-14 2014-15 2015-16 2016-17
Direct Operations
Labour 54,049 55,142 56,244 57,354
Contractors, Materials 12,984 13,298 13,616 13,938
Electricity 17,189 17,619 18,059 18,511
Other 0 0 0 0
Repairs and Maintenance
Planned 57,459 58,847 60,254 61,680
Unplanned 15,274 15,643 16,017 16,396
Dam Safety 0 0 0 0
Rates 0 0 0 0
Non-Direct Costs
Non-Direct Operations 75,201 76,315 77,426 78,534
Non-Infrastructure 7,664 7,736 7,807 7,877
Insurance 9,844 9,936 10,027 10,116
Working Capital 0 0 0 0
Total 249,664 254,536 259,451 264,406

Source: QCA (2012).

The Authority’s recommended operating costs for 2012-13 are 1% lower than Seqwater’s
proposed amount, as defined in its November NSP. However, if direct electricity costs are
excluded, the Authority’s estimate is 3% lower.
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6.1

DRAFT PRICES
Background
Ministerial Direction

The Ministerial Direction requires the Authority to recommend irrigation prices to apply to
Seqwater water supply schemes and termination fess to apply to relevant tariff groups.

Prices are to apply for the four year regulatory period from 1 July 2013 to 30 June 2017.

Recommended prices and tariff structures are to provide a revenue stream that allows
Seqwater to recover:

(@) prudent and efficient expenditure on renewing and rehabilitating existing assets
through a renewals annuity; and

(b) efficient operational, maintenance and administrative costs to ensure the continuing
delivery of water services.

In considering the structures, the Authority is to have regard to the fixed and variable nature
of underlying costs. The Authority is to adopt tariff groups as proposed in Segwater's
network service plans and not to investigate additional nodal pricing arrangements.

The Ministerial Direction also requires that:

(@) where current prices are above the level required to recover prudent and efficient
costs, current prices are to be maintained in real terms;

(b) where cost-reflective prices are above current prices, the Authority must consider
recommending price paths to moderate price impacts on irrigators, whilst having
regard to Seqwater’s commercial interests; and

(c) for certain schemes, or segments of schemes [hardship schemes], prices should
increase in real terms at a pace consistent with 2006-11 price paths, until such time as
the scheme reaches the level required to recover prudent and efficient costs.

Price paths may extend beyond 2013-17, provided the Authority gives its reasons. The
Authority must also give its reasons if it does not recommend a price path, where real price
increases are recommended by the Authority.

Previous Review

In the 2006-11 price paths, real price increases over the five years were capped at $10/ML
for relevant schemes (including the Mary Valley WSS). The cap applied to the sum of Part
A and Part B real prices. In each year of the price path, the prices were indexed by CPI.

For the Mary Valley tariff group, prices over 2006-11 increased by an average of
approximately $2/ML per annum in real terms (plus CPI), to achieve lower bound costs in
2010-11.
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6.3

For the Pie Creek tariff group, prices over 2006-11 increased by an average of $2/ML per
annum (on average) in real terms (plus CPI), without reaching lower bound costs.**

Approach to Calculating Prices

In order to calculate Seqwater’s irrigation prices in accordance with the Ministerial
Direction, the Authority has:

(a) identified the total prudent and efficient costs associated with each tariff group;

(b) identified the fixed and variable components of total costs;

(c) allocated the fixed and variable costs to each priority group (where appropriate);

(d) calculated cost-reflective irrigation prices;

(e) compared the cost-reflective irrigation prices with current irrigation prices; and

(f)  implemented the Government’s pricing policies in recommended irrigation prices.
Total Costs

Based on the methodology outlined in previous chapters, the Authority has determined total
efficient costs for all sectors for each tariff group. This is comprised of prudent and efficient
renewals costs used as a basis for estimating the renewals annuity, and efficient direct and
non-direct operating costs. In many schemes, external revenue sources can offset some of
these costs.

Revenue Offsets

Seqwater receives revenue from property leases, recreation fees and the provision of town
water supplies. To ensure that Seqwater is not overcompensated for the provision of
services, this revenue needs to reduce the estimate of efficient costs.

For the Mary Valley tariff group, examples of revenue offsets include the leasing of land
and buildings. There is one revenue offset associated with Pie Creek tariff group; namely,

the lower bound costs associated with a temporary trade of 1 ML from irrigation.

Seqwater’s previously incurred and forecast revenue off-sets are outlined below (Table 6.1
refers).

 The average annual increase of $2/ML in real terms was comprised of a $0.25 increase in the first year, a
$2.50 increase in each of the next three years, and a $2.25 increase in the last year.
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Table 6.1: Actual and Forecast Revenue Offsets (Nominal $°000)

Variance between Average and

Tariff Grou 228213112;0 2012-13 ég:ﬁéiﬁt Forecast (November)
P Forecast (April)
Average (November)
$ %
Mary Valley 9.3 135 135 4.2 31
Pie Creek 0.0 0.0 0.4 0.4 100

Source: Seqwater (2012aj).
Authority’s Analysis

The Authority has compared Seqwater’s November forecasts against actual revenue
received for the past three concluded financial years. Across all WSSs, Seqwater submitted
total revenue offsets 13% higher than the historical average.

However, for the Mary Valley tariff group, total revenue off-sets are 46% higher than the
historical average. For the Pie Creek tariff group total revenue off-sets are $4,000 higher
than the historical average.

Accordingly, the revenue offsets submitted by Seqwater in November have been accepted.
Summary of Total Costs

The Authority’s estimate of prudent and efficient total costs for the Mary Valley WSS for
the 2013-17 regulatory period are outlined in Table 6.2 and table 6.3. Total costs in 2012-13

are also provided. Total costs reflect the costs for the specific tariff group (all sectors) and
do not include any adjustments for Queensland Government’s pricing policies.
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Table 6.2: Comparison of Total Costs — Mary Valley (Nominal $)

2012-13 2013-14 2014-15 2015-16 2016-17

Seqwater (April NSP)
Renewals Annuity 634,631 650,496 654,449 662,463 669,062
Direct Operating 854,306 885,253 917,357 977,584 985,215
Non-Direct Operating 660,967 677,491 694,428 711,789 729,584
Less Revenue Offsets (13,520) (13,858) (14,204) (14,560) (14,924)
Return on Working Capital 16,483 16,895 17,317 17,750 18,194

Total 2,152,866 2,216,277 2,269,346 2,355,027 2,387,131
Seqwater (November NSP)
Renewals Annuity 479,959 491,958 492,729 496,529 499,109
Direct Operating 656,234 679,4380 703,494 755,356 754,292
Non-Direct Operating 465,189 476,819 488,739 500,958 513,482
Less Revenue Offsets (13,520) (13,858) (14,204) (14,560) (14,924)
Return on Working Capital 16,483 16,895 17,317 17,750 18,194

Total 1,604,345 1,651,252 1,688,075 1,756,033 1,770,153
Authority
Renewals Annuity - 342,990 339,556 340,186 339,255
Direct Operating - 650,977 663,255 700,058 688,102
Non-Direct Operating - 464,007 470,061 476,082 482,065
Less Revenue Offsets - (13,858) (14,204) (14,560) (14,924)
Return on Working Capital - 0 0 0 0

Total - 1,444,116 1,458,668 1,501,767 1,494,498
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Table 6.3: Comparison of Total Costs — Pie Creek (Nominal $’000)

2012-13 2013-14 2014-15 2015-16 2016-17

Seqwater (April NSP)
Renewals Annuity 44,234 45,340 46,181 46,350 46,525
Direct Operating 106,967 111,070 115,332 119,760 124,361
Non-Direct Operating 69,855 71,602 73,392 75,226 77,107
Less Revenue Offsets 0 0 0 0 0
Return on Working Capital 1,622 1,663 1,704 1,747 1,790

Total 222,678 229,674 236,609 243,083 249,783
Seqwater (November NSP)
Renewals Annuity 62,609 64,174 64,822 64,943 65,065
Direct Operating 152,306 158,186 164,296 170,646 177,243
Non-Direct Operating 90,376 92,635 94,951 97,325 99,758
Less Revenue Offsets (360) (369) (378) (388) (397)
Return on Working Capital 1,622 1,663 1,704 1,747 1,790

Total 306,553 316,290 325,396 334,272 343,459
Authority
Renewals Annuity - 65,769 65,805 65,142 64,490
Direct Operating - 156,955 160,549 164,191 167,879
Non-Direct Operating - 92,709 93,987 95,260 96,527
Less Revenue Offsets - (369) (378) (388) (397)
Return on Working Capital - 0 0 0 0

Total - 315,064 319,962 324,205 328,499

Source: Seqwater (2012g), Seqwater (2012ap) and QCA (2012).
Fixed and Variable Costs

The Ministerial Direction requires the Authority to have regard to the fixed and variable
nature of Seqwater’s costs in recommending tariff structures for each WSS.

Stakeholder Submissions
Seqwater

Seqwater (2012s) submitted that all operations, maintenance and renewal costs for both the
Mary Valley and Pie Creek tariff groups do not vary with water use.
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Seqwater subsequently submitted that the only variable costs are electricity pumping costs
associated with the Pie Creek tariff group. Accordingly, for Pie Creek, Seqwater propose a
separate tariff apply to recover the variable electricity costs associated with pumping.

Other Stakeholders

QFF (2012) submitted that, in contrast to Seqwater’s initial submission, variable costs are
incurred as Pie Creek distributes water supplied by a bulk scheme.

Authority’s Analysis

The Authority’s review of SunWater irrigation pricing considered the issue of tariff
structures, with a detailed review by Indec Consulting of the proportion of costs that could
reduce when water demand is low. Details are in Volume 1.

The Authority noted that SunWater and Seqwater schemes share similar characteristics.
Most of the costs associated with operating a bulk WSS are fixed and do not vary with water
use. The Authority, therefore, sought to, where appropriate, apply the Indec findings to
Seqwater schemes.

In summary, the Authority considers that some costs in both bulk schemes and distribution
systems will vary with water use. Accordingly, the Authority will apply the average
findings determined for the SunWater Review to Seqwater schemes (Table 6.4 refers).

Table 6.4: Recommended Variable Costs

Activity Variable in Bulk Variable in Distribution System
Labour 20% 25%
Contractors 20% 25%
Repairs and Maintenance 20% 25%
Materials and Other 20% 25%
Dam Safety 0% na
Rates 0% na
Electricity (pumping) 0% 100%
Non-Directs 0% 0%
Renewal Annuity 0% 0%

Source: Indec (2011). Note: For labour, contractors, repair and maintenance and materials and other
distribution costs, the Authority has adopted 25% variable based on Indec’s findings for SunWater which ranged
from 24-28%.

In the Pie Creek distribution system, consistent with Seqwater’s submission, the electricity
costs associated with pumping are considered to be 100% variable.

Allocation of Costs According to WAE Priority
To establish the irrigation share of fixed costs, total fixed costs must be allocated between

medium and high priority WAE in each relevant tariff group. Variable costs are allocated
according to usage of water.
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The Authority has identified in earlier chapters its preferred approach to allocating costs
between medium and high priority WAE. This approach is summarised in Table 6.5.

Table 6.5: Authority’s Recommended Fixed Cost Allocation Between High and
Medium Priority WAE

Fixed Cost Allocation Methodology

Cost Component

Bulk WSSs Distribution Systems
Renewals Annuity HUF WAE
Operations 50% by HUF, and 50% by WAE WAE
Repairs and Maintenance HUF WAE

Source: QCA (2012). Note: Where the HUF does not apply the Authority has developed an alternative
approach. Refer Vol 1 - Chapter 5: Renewals Annuity. Variable costs are allocated between medium and high
priority WAE according to water use by way of the Authority’s recommended volumetric tariffs.

Given there are several holders of high-priority WAE associated with the Mary Valley tariff
group (approximately 33% of total nominal WAE is high-priority), applying the HUF
methodology is appropriate in this tariff group.

Accordingly, the resulting total fixed revenue requirements for high and medium priority
WAE are as shown in Table 6.6. The irrigation share of the total fixed revenue requirement
is also shown in Table 6.6.

Table 6.6: Authority’s Recommended Allocation of Fixed Revenue Requirement
between High and Medium Priority WAE 2013-14 Nominal ($°000)

High Priority Medium Priority
. T Medium Priority gt Irrigation Share
. High Priority Fixed : Irrigation Share of -
Tariff Group . Fixed Revenue : of Fixed
Revenue Requirement . Fixed Revenue
Requirement . Revenue
Requirement ReqUi
equirement
Mary Valley 818 626 5 542
Pie Creek 0 315 0 315
Total 818 941 5 857

Source: QCA (2012).
Variable Charges

On the basis of its analysis of the share of total costs, the Authority has estimated total
variable costs for each tariff group. To convert this estimate of total variable costs to a
volumetric tariff requires the Authority to consider how such costs vary with each ML of
usage.

The Authority notes that Seqwater’s forecast total costs were developed using a zero-based
budgeting approach that assumed a typical year but also assumed that all costs (except some
electricity) were fixed.

Moreover, the Authority notes that usage associated with the Mary Valley and Pie Creek
tariff groups is highly variable between each year with no discernible year to year
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consistency (other than when there is no supply in which case variable costs and volumetric
charges would be zero). It is more variable than for SunWater where the Authority adopted
the highest five of the eight years of usage as a basis for establishing the per ML volumetric
charge. A simple ten year average would also be misleading given the large number of
recent low use years due to drought and floods.

As the notion of typical costs relates to management practices which seek to ensure services
are made available when required, the Authority has adopted a water use estimate based on
the average of those years that exceed the ten year average for each tariff group. A longer
term estimate (say the past 15 years) would fail to recognise structural changes occurring in
water use, while a shorter period (say the most recent five years) would reflect the most
recent years of flood and drought..

Table 6.7 shows total variable costs (all sectors), the adjusted average water use and the
resulting volumetric charge for each tariff group.

Table 6.7: Derivation of Cost Reflective Volumetric Tariffs (2013-14 Nominal)

Tariff Total Variable Costs Authority Estimate of . .

Group ($°000) Typical Water Use (ML) Volumetric Tariff ($/ML)
Mary Valley 125 14,752 8.42
Pie Creek 52 294 180.45

Source: QCA (2012). Note: The volumetric charge is derived by taking the NPV of total variable costs divided by
the estimate of typical water use.

Cost Reflective Fixed and Volumetric Tariffs

The Authority derived cost-reflective fixed and volumetric tariffs for each tariff group on
the basis of assessed efficient costs identified above, and the recommended tariff structures.

These prices are cost reflective only and do not take account of the Government’s pricing
policies. This is discussed in the next section.

Table 6.8 presents current tariffs, Seqwater’s (April and November) proposed tariffs and the
Authority’s cost reflective tariffs.
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Table 6.8: Cost-Reflective Tariffs by Tariff Group (Nominal $/ML)

Actual Seqwater (April) Seqwater Cost Reflective
. (November)
Tariff Group

2012-13 2013-14 2013-14 2013-14
Mary Valley
Fixed (Part A) 17.90 39.76 27.77 24.91
Volumetric (Part B) 11.19 0.0 0.0 8.42
Pie Creek (Unbundled)
Fixed (Part C) 22.73 311.34 387.49 326.86
Volumetric (Part D) 46.84 0.0 55.72 180.45
Pie Creek (Bundled)
Fixed (Part A + C) 40.63 351.10 415.26 351.77
Volumetric (Part B + D) 58.03 0.0 55.72 188.87

Source: Seqwater (2012), Seqwater (2012g,), Seqwater (2012ap) and QCA (2012).
Queensland Government Pricing Policies and Draft Prices

Under the Ministerial Direction, where current prices are already above the level required to
recover efficient allowable costs, prices are to be maintained in real terms using an
appropriate measure of inflation (as recommended by the Authority).

Where prices are below efficient cost recovery, prices are to be set to increase in real terms
at a pace consistent with the 2006-11 prices until such time as the WSS reaches efficient
costs, whereupon prices are maintained in real terms. This applies to both Mary Valley
tariff group and Pie Creek tariff group.

In addition, for tariff groups where the Authority’s calculated tariffs that would otherwise
result in a price increase for irrigators higher than the Authority’s measure of inflation:

(&) the Authority must consider phasing in the price increase in order to moderate price
impacts on irrigators but at the same time have regard for Seqwater’s legitimate
commercial interests;

(b)  the price path may be longer than one price path period provided the Authority gives
its reason for the longer timeframe; and

(c) the Authority must give its reasons if the recommendation is not to phase in the new
prices.

Authority’s Analysis
The Authority has estimated a current revenue level in each scheme to be used as a

benchmark for establishing revenue targets over the 2013-17 period. Current revenue is
calculated as:
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(current fixed charges X WAE) + (current variable charges
X average water use over the 2006/12 period)

Table 6.9 below compares the current revenue with the revenue that would be required to
achieve efficient cost recovery.

Table 6.9: 2013-14 Irrigation Revenues (Nominal $’000)

Tariff Grou Current Revenue Revenue Based on QCA Revenue Current Cost

P Cost Reflective Prices Difference Recovery %
Mary Valley 375.2 476.0 100.8 79%
Pie Creek 433 320.7 2775 13%

Source: QCA (2012).

Current revenue is calculated using variable charge revenues based on average water use
during 2006-11.

Table 6.10 below summarises the total current revenue maintenance consistent with the
Government’s requirements. The split between variable revenues, based on a 10 year
average irrigation water use, and the balance to be recouped through fixed charges is also
shown.

Table 6.10: Revenue Maintenance Requirement (Nominal $°000)

Tariff Group Total Revenue Fixed Revenue Variable Revenue
Requirement

Mary Valley 411.9 366.3 45.7

Pie Creek 449 7.0 38.0

Source: QCA (2012). Note: Given hoth tariff groups are currently below recovery of the revenue requirement,
the total revenue requirement takes into account additional revenues from usage charges based on the 10 year
average. This means that the required revenue from the variable charge is higher than indicated based on the 5
year average water use.

Given current revenues for both Mary Valley and Pie Creek are below the assessed level of
efficient costs (that is, charges are below lower bound), the Authority is required to
recommend a price path for the four-year regulatory period (from 1 July 2013 to 30 June
2017).

The Authority proposes a price path set at an average pace similar to that applied over 2006-
11, that is, an average of $2/ML per year. This level of increase was previously considered
as being reasonable.

It is also proposed to escalate all such charges at CPI (2.5% per annum from July 2013) in
accordance with past practice.

The $2/ML increase will be applied to the fixed charges (Part A).

As noted above, the Authority generally recommends that the cost-reflective volumetric
tariffs apply from 1 July 2013 and that current revenues be maintained by adjusting the fixed
charge.
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Water Prices

On the basis of the previously described analysis and principles, and the Minister’s
Direction to at least maintain real (2006-11) revenues, the Authority recommends prices as
outlined below (Table 6.11 refers).

The Authority’s recommended prices are presented in nominal terms for 2013-17.
However, it is anticipated that actual prices will be established each year (March quarter) by
Seqwater on the basis of changes in the Brisbane All Groups CPI.

Table 6.11: Past and Recommended Water Prices 2006-17 (Nominal $/ML)

Actual Prices Recommended Prices

2006-07  2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16 2016-17

Mary Valley

Fixed
(Part A)

Volumetric
(Part B)

10.44 10.76 12.68 14.84 17.06 17.67 17.90 19.95 22.49 25.16 26.83

6.53 6.72 7.92 9.27 10.66 11.04 11.19 8.42 8.63 8.84 9.06

Pie Creek
Fixed
(Part C)

Volumetric
(Part D)

Pie Creek (Bundled)

Fixed (Part
A+C)

Volumetric
(Part B + D)

(Unbundled)
- - - - - - - 0.00 0.00 0.00 0.00

- - - - - - - 180.45 184.96 189.58 194.32

29.64 31.60 34.28 36.52 38.71 40.10 40.63 8.37 10.63 12.99 15.47

42.36 45.15 48.96 52.18 55.30 57.29 58.03 188.87 19359  198.43  203.39

Source: Actual Prices (Seqwater 2012) and Recommended Prices (QCA 2012). Note: Pie Creek Fixed Part C charge is
zero due to revenue maintenance requirements.

For the Mary Valley WSS tariff group, current revenues are 79% of cost reflective revenues.
With the adoption of cost reflective volumetric charges and an annual $2/ML real increase
applied to the fixed charge, this tariff group reaches cost reflective levels in 2016-17.

Pie Creek will not reach cost-reflective volumetric (or fixed) levels during 2013-17. The
volumetric tariff for the Pie Creek tariff group is increased by forecast CPI (2.5%), while the
fixed charge is increased at $2/ML per year plus CPI.

Termination Fees

The Authority considers that a termination fee should apply to Pie Creek.

The Authority recommends termination fees for 2013-17 be based on the cost-reflective
fixed tariff and not the recommended fixed tariff. The recommended price is not used
because the published recommended price may not be cost reflective for a number of years.
However termination fees need recover fixed costs from 1 July 2013 and avoid any perverse
incentive for customers to exit tariff groups early in the 2013-17 regulatory period.

The termination fees for the 2013-17 regulatory period are shown below in Table 6.12.
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Table 6.12: Termination Fees (Nominal $)

Termination Fee $/ML

Tariff Group
2013-14 2014-15 2015-16 2016-17

Pie Creek 3,595.46 3,685.33 3,777.51 3,871.89

Source: QCA (2012).
Impact of Recommended Prices

The impact of any change in prices on the total cost of water to a particular irrigator, can
only be accurately assessed by taking into account the individual irrigator’s water usage and
nominal WAE (see Volume 1).

Stakeholder Submissions

D. Burnett (2012) submitted that the dairy industry is a significant customer of this scheme
and any large increase will make some of these businesses unviable.

Authority’s Analysis

In response to stakeholders concerns regarding the impact of recommended prices, the
Authority notes that the Ministerial Direction requires prices to increase in real terms at a
pace consistent with 2006-11 prices until such time as the Mary Valley WSS reaches
efficient costs. As a consequence, Seqwater’s proposed lower bound reference tariffs (as
outlined in Seqwater’s NSPs) and the Authority’s cost-reflective tariffs (at least in the short-
term) are avoided.

The Authority is also required to consider (if appropriate) arrangements that moderate price
impacts on irrigators while having regard to the legitimate commercial interests of Seqwater.
The Authority considers the $2/ML per year increase achieves this requirement to moderate
prices.

The Authority also notes that the capacity of irrigators to pay cost-reflective charges is
beyond the scope of the Ministerial Direction. In the Authority’s SunWater review, the
original Ministerial Direction was amended to exclude consideration of capacity to pay from
the Authority’s brief. The same approach is considered to apply to the Seqwater irrigation
review.
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APPENDIX A: FUTURE RENEWALS LIST

Below are listed Seqwater's forecast renewal expenditure items submitted by Seqwater in June 2012
and formed the basis of the April NSPs, for the years 2013-14 to 2035-36 in 2012-13 dollar terms.

Mary Valley WSS

Total
Asset Year Description ($,000)

Borumba Dam 2013/14 Refurbish Embankment 230

2014/15 Refurbish Control Structure 60

Refurbish Discharge Channel 50

Refurbish Spillway 100

Refurbish Telemetry 50

Refurbish Water Level Recorder 10

2015/16 Refurbish Valve House 30

2016/17 Refurbish Outlet VValve 100

2034/35 Replace Trashracks 111

2035/36 Replace Cables & Cableways 40

Replace Control 14

Replace Switchboard 10

Gauging Stations 2022/23 Replace Gauging Stations-Mary River 70
2032/33 Replace Gauging Stations-Mary River

Water Flowmeters 2025/26 Replace Water Meter 28

2026/27 Replace Water Meter 28

2027/28 Replace Water Meter 28

2028/29 Replace Water Meter 28

2029/30 Replace Water Meter 28

2030/31 Replace Water Meter 28

2031/32 Replace Water Meter 28

2032/33 Replace Water Meter 28

2033/34 Replace Water Meter 28

2034/35 Replace Water Meter 28

2035/36 Replace Water Meter 28

Total 1,253

Pie Creek

Asset Year Description Total ($,000)

Calico Creek Channel 2022/23 Replace Air Valve 1036.32M 12

Replace Air Valve 1310.64M 12

Replace Air Valve 1383.79M 12

Replace Air Valve 152.40M 12

Replace Air Valve 2133.60M 12

Replace Air Valve 2196.39M
Replace Air Valve 2338.43M
Replace Air Valve 2436.57M
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Asset Year Description Total ($,000)
Replace Air Valve 518.25M 12
Replace Air Valve 60.96M 12
Replace Isolating Valve 0.00M
Replace Isolating Valve 2459.74M 9
Replace Scour Outlet 1327.71M 14
Replace Scour Outlet 1396.59M 14
Replace Scour Outlet 185.62M 14
Replace Scour Outlet 2289.05M 14
Replace Scour Outlet 2364.03M 14
Replace Scour Outlet 577.90M 14

Mcintosh Channel 2022/23 Replace Air Valve 304.80M

Replace Air Valves
Replace Air Vent 12.80M
Replace Air Vent 158.28M

Replace Isolating Valve At 0.00M 27

Replace Isolating Valve At 420.62M 9

Replace Scour 217.93M 12

Pie Ck Main Channel 2013/14 Refurbish Boundary Fence 53
2013/14 Replace Earth Channel 20
2023/24 Replace Earth Channel 20
2033/34 Replace Earth Channel 20
2022/23 Replace Air Valve 10021.82M 12
Replace Air Valve 1006.45M 9

Replace Air Valve 10203.18 12

Replace Air Valve 10407.07M 12

Replace Air Valve 10591.80M 12

Replace Air Valve 10812.78M 12

Replace Air Valve 11606.78 12

Replace Air Valve 1178.05M 9

Replace Air Valve 11911.58 12

Replace Air Valve 12094.46M 12

Replace Air Valve 12825.98 12

Replace Air Valve 2743.20M 12

Replace Air Valve 307.67M
Replace Air Valve 441.02M
Replace Air Vent 6683.65M

Replace Scour Outlet 10099.24M 14
Replace Scour Outlet 10311.69M 14
Replace Scour Outlet 10539.07 14
Replace Scour Outlet 1064.15M 27
Replace Scour Outlet 10660.99M 14
Replace Scour Outlet 11077.35M 14
Replace Scour Outlet 11668.05M 14
Replace Scour Outlet 11978.34M 14

Replace Scour Outlet 1229.87M 27
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Replace Scour Outlet 2584.09M 27

Replace Scour Outlet 3135.78M 27

Replace Scour Outlet 352.31M 27

Replace Scour Outlet 4817.06M 27

Replace Scour Outlet 6533.08M 27

Replace Scour Outlet 9818.52M 14

Pie Creek Pump Station 2013/14 Replace Cable 63
Replace Control Equipment 123

2032/33 Replace Access Road 81

Replace Control Building 68

Water Flowmeters 2025/26 Replace Water Meters 70
Total 1,245
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