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YOLIR REFFRENCE

2 July 2004

Chief Executive

Queensland Competition Authority
GPQO Box 2257 .
BRISBANE QLD 4001

Dear Sii’/Madam

RE: SUBMISSION TO ISSUES PAPER GLADSTONE AREA WATER
BOARD 2004 INVESTIGATION OF WATER PRICING PRACTICES

Thank you for the opportunity to provide comments to the above
mentioned issues paper. Water is an essential commodity which must
be protected and conserved. For too long, Australians have neither
respected the scarcity of water nor its true cost. The result of this
neglect is the massive over-consumption of this scarce resource in
many parts of Australia with the resulting negative environmental and
economic impacts. Calliope Shire recognises the need for charging the
~true cost of this scarce resource and supports the principles of the

- COAG water reforms.

To this end Councit was one of the first Councils in Queensland to
implement NCP and is considered a leader within mid sized Councils in
both implementing this change as well as advocating the benefits of this
reform within our industry, |

' Calliope Shire Council however also wishes to expresses its concerms

with the simplistic way that the Queensland Competition Authority has
.appeared to have undertaken its investigation into the pricing
methodology for the Gladstone Area Water Board. Council's principle

o argument is not with the calculation of the water price but with the very

FaCsIMILE

(O7) 4975 7106 -

EnMal,

cse@calliope.qld.govau

PLEASE ADDRESS ALL
CORRESPQONRENCE TO THE

CHIEF EXECUTIVE OFIMCER

basis of the pricing methodolagy.

- The Authority -appears to have given very little thought to the
fundamental issues that form the basis on which water prices are then
calculated. Equity is often used as one of the critical reasons for the
‘pricing review process and yet no thought has appeared to have been
given to-the price implications of the pre-existing network configuration
and the consequential winners and losers created by this configuration,
No thought has appeared to have been given to the fact that the
network was designed and built long before NCP emerged. The
Auithority has not considered the fact that some customers accept an
increased risk profile than others through more severe water restrictions
and do not need 100% surety. Customers should pay a water price that
reflects their individual risk profiles, rather than a generic ‘postage
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stamp’ price for all customers that use each defined component of the
network.

This response will cover the following issues:-
» Network configuration,
« Different levels of service and risk profiles,
» Method for calculating depreciation,
+ Demand and supply issues,
« Demand Issues particularly relating to new industries and their
impacts on capacity,
* Long Run Marginal Cost,
s Revenue requirement issues,

« Environmental releases and their impact on the dam'’s yield and
therefore price,

s Existing contracts verse expired contracts,
e Third party access,

» Cerainty of investment decisions, and

+ Submissions.

Council's comments relate in part to the issues raised in your paper for
which the authority is seeking comment, however some of Council's
issues are broader than those raised in your paper because they deal
with the fundamental characteristic of the business. These
characteristics form the essential basis for the calculation of the water
price.

Council recognises the work of Gavin O'Donovan from AEC in providing
some input into this response,

Network confiquration

The QCA’s final report for the ‘GAWB Investigation of Pricing Practices’
released in September 2002 stated that “Identical prices (often referred
to as ‘postage stamp’ prices) do not accurately reflect the cost of
service provision nor provide incentives to either users or service
providers to use resources and services in a cost-effective manner
(unless LRMC pricing results in identical prices)”.

Calliope Shire Council does not argue with the intent of the above
statement. However to use the postage stamp analogy; if the mail
service was priced according to the current QCA recommendations, it
would be cheaper to post a letter from Calliope to Rockhampton than
from one part of Calliope to another, Why? Mail currently travels from
Calliope to Rockhampton, where it is sorted, before being returned to
Calliope for delivery. It is assumed that this system or network has been
established for overall efficiency reasons, however it also creates
individual inefficiencies, which luckily because there is a single price,
does not create network configuration losers, as is the case with the
current QCA pricing model. Calliope Shire Council is not arguing for a
single price and it agrees with NCP principles of recognising and
charging the true cost of the service. However it also believes that
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pricing should not adversely impact on customers, simply because of
the network configuration that exists for overall efficiency and historical
reasons.

The network configuration of any bulk water business has a significant
impact on both the overall cost of water and the cost to individual
customers. Should there be winners and losers resulting simply from an
existing network configuration, or should prices reflect the fact that the
existing network does create inequities?

The GAWB came into existence in 1973, taking over the distribution
system which existed at the time. Boyne Island was connected to the
water system supplied by Gladstone in 1970 and Calliope Township
was connected in 1983, replacing the Council provided water system
utilising a local bore. Decisions were made at the time based on the fact
that the proposed configuration would not adversely impact on Calliope
Shire's water consumers, Different decisions would probably have been
made at that time if it was known that these residents would now be
forced to contribute towards the transportation of water around the
region, resulting in a price that is almost twice the price charged to
Gladstone residents.

The GAWB distribution network was constructed long before NCP, Full
Cost Pricing and COAG water reform were anything more than
economic theory. Therefore the network was constructed in the current
configuration because of both historical and overall network efficiency
reasons. Attached is a basic map of the region containing the GAWB's
water network which identifies the dam, the route of the raw water main
into Gladstone, where water is treated before being pumped back to
Calliope, Boyne Island, Tannum Sands, Wurdong and Benaraby, This
water travels along:-

¥ 42 kilometres of main to get from Awoonga Dam to the Boyne
Istand reservoir, and

¥ 44 kilometres of main to get from the dam to the Calliope
reservoir.

Compare the above facts with the reality that:-

> Calliope is 13 kilometres from the dam, and
> Boyne reservoir is approximately 14 kilometres from the dam.

The above facts demonstrate that Calliope Shire as a customer, and in
turn its ratepayers as water consumers, are paying for three times the
length of main that would be required if the treatment and delivery
system was optimal for Calliope Shire residents. This is comparable to
the communities that bound Wivenhoe dam being forced to pay for the
water to be piped to Brisbane and Caboolture hefore being returmned to
Esk Shire.

It would seem from the issues papers produced by the QCA to date,
that there is an assumption that the network is efficient and equitable
and somehow set in stone. If this network was instead viewed as a
Greenfield site, the network configuration would likely be significantly
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different, impacting on the water price for nearly all of the Board's
customers. The presumption that pricing must be based on a
Brownfield's approach is a simplistic pricing methodology which fails to
truly examine this compiex issue. Complex infrastructure like water
distribution networks are traditionally older assets which have generally
been sited in the existing configuration for valid practical and financial
reasons at the time.

In the GAWB's case, Gladstone was originally the only community
receiving water from the Boyne River. As each community or major
industry was added, augmentation decisions were made on the basis of
overall network efficiency or other reasons. At the time of the
connection of Calliope Township to the network, Board discussions took
place on the merits of a second treatment plant at Lake Awoonga
compared to augmenting the existing treatment plant, The decision was
made to augment the existing plant on the basis that the same price
would be charged to all of the domestic water consumers, This
arrangement has continued to this day. These decisions were made on
the basis of overall network efficiencies and therefore ignored individual
inefficiencies, because it delivered the lowest overall cost, Should one
customer pay a significantly higher price so that the other customers
can enjoy the efficiencies created by the existing (sub-optimal)
configuration?

The QCA report of September 2002 did look at both the dam structure
and its location from a Greenfield perspective to gauge the “appropriate
scale and location of storage infrastructure”(Page 47). This assessment
from a Greenfield's perspective however was not extended to the rest of
the business. According to the GAWB's letter of 19 December 2003 to
Council, the commercial cost of delivering water to Calliope Township
was $1,478.14 as at July 2002, of which $187.17 or 12.7% related to
Awoonga Dam. Council would question why a Greenfield's assessment
has not been applied to the other 87.3% of Council's water price.

Issue 12 discusses the appropriateness of treating the two Councils as
one customer. Calliope Shire would argue that a number of optimisation
scenarios could be run that use a more direct route to assess the
potential optimal cost of supply to Calliope Shire Council, including:

1. Relocation of the Existing Water Treatment Plant:

The relocation of the water treatment plant to Benaraby would see raw
water travel to Benaraby for treatment before being distributed to both
Gladstone City Council and Calliope Shire Council. Raw water
consumed by industrial custorners would be distributed separately from
Benaraby towards Gladstone. In this scenario, it is likely that Calliope
Shire Council’s bulk water charge would be significantly lower than that
calculated under the existing Brownfield's approach, while the bulk
treated water charges of Gladstone City Council and industrial
customers would likely be higher.

2. Establishment of a New Water Treatment Plant:

An alternative option is the establishment of a new water treatment
plant at Benaraby to supply Calliope Shire Council and the maintenance
of the existing plant to supply Gladstone City Council. Under this
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scenario, Calliope Shire Council would take raw water at Benaraby for
treatment and distribution to Shire customers through its own
infrastructure or by third party access to existing pipelines where
appropriate. This would significantly reduce the raw water and treated
water distribution costs associated with Calliope’s bulk water
purchases, but would be offset to some extent by treatment expenses.
The cost of treated water to other customers could well be higher, and
there would be an impact on the raw water price as less water would be
delivered from this takeoff point along the raw water main.

It is evident from the above two options that historic infrastructure
location decisions have an impact on the end prices for all customers. It
is Calliope's submission that the current Brownfield's approach to asset
valuation and pricing may be overstating the bulk water price for
Calliope Shire Council.

Under the present system, Calliope Shire residents are being harshly
and unfairly treated when they are being potentially asked to pay over
70% more for their water in 05/06 ($1,186 compared to $686) than
Gladstone residents, who live over twice the distance from the source of
the water, which is sited in Calliope Shire. This inequitable treatment
can best be illustrated by the fact that the raw water travels past the
doors of Calliope Shire residents in Benaraby, before travelling a further
30 kilometres and adding over $1,000/ML to the cost before returning
as treated water (Water Board letter 19/12/2003 - Commercial Price as
at | July 2002, which is attached). This price is almost twice the price
that Gladstone residents are expected to pay for the same water. As the
network currently stands, Calliope Shire residents, particularly those
near the dam, are being asked to subsidise the other customers in the
network. Is this the intention of the principles on which the reform of the
water industry was based? Council would argue that it is not. The QCA
must meaningfully address this issue if all customers are to be treated
equally and the principles of NCP and the COAG water reforms are to
be achieved.

With a treated water price of $686/ML for 60% of the region's domestic
customers and $1,186/ML for the other 40%, Council would ask how
does this water pricing methodology provide real incentives to users of
the service to use water in a cost effective manner? Certainly 40% of
the customers will be too afraid to turn on the water tap, however for
Gladstone residents who are receiving water which is $500/ML
cheaper, those incentives may not be as strong. If these inequities were
remedied, the QCA issue of the equalisation of the two Councils’ water
price would be irrelevant.

Due to the extent of water consumption in Gladstone City compared
with Calliope Shire, there is the potential for bulk water to be cheaper
on the premise of economies of scale for infrastructure utilised.
However, when differential prices are assessed, historic investment and
location decisions must be evaluated (possibly via a Greenfield's
approach) to determine the optimal supply scenarios for each customer
to determine whether prices differ due to such investment decisions or
distance from the source. If a certain supply structure is the cheapest
method of supply for GAWB given all current customer demands, the
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decision to structure supply in that manner should not then feed through
to disadvantage certain customers.

Should the current pricing practices recommended by QCA be
continued, Calliope Shire Council will have no option but to pursue an
alternate (and more optimal) means of treating and delivering potable
water to its residents. Counctl is currently conducting a feasibility study
into such an alternative. A decision by Calliope Shire Council to pursue
this course would obviously have an impact on the price of water for all
of the Board's other customers, particularly Gladstone who would be
required to pay 100% of the costs associated with the existing treatment
plant in Gladstone. It could also result in the Board needing to write-off
obsolete infrastructure no longer required to deliver water to Calliope,
Boyne/Tannum and Benaraby, some of which is currently being
installed.

The exiting methodology is politically unacceptable to Calliope Shire
Council. QCA must investigate all possible options to arrive at a more
equitable outcome for the residents of the Shire if Council is to continue
to accept the present network configuration.

Different Levels of Service & Risk Profiles

A significant component of GAWB's Drought Management Plan is that
domestic consumers face earlier, and more severe restrictions, than
applies to their industrial customers, Council has no argument with the
logic of this policy because domestic consumers are better able to deal
with restrictions than industry, due to the fact that a significant
percentage of domestic consumption goes straight on the garden. As
was often stated during the last drought, it is better to have a brown
lawn and a job then a green lawn and no job.

In the QCA's report of September 2002 it states that “QAL submitted
that the cost allocation should be based on the demand measures
approach, 1t was suggested that residential or urban water users’
demand for water is more inelastic than water demand from other
sectors and, as such, should be allocated a higher level of costs” (page
103). It is interesting how time has shown this statement to be factually
incorrect. During the recent drought, Council was told that if QAL and
other industries were forced to suffer restrictions greater than the 25%
which was in place at the time, than they may have had to close down,
Residential consumers however accepted and met the 50% restrictions
required under the Board’'s Drought Management Plan. Council would
agree with QAL’s sentiments; the reality is however that they simply
identified the wrong customers who have inelastic water demand.

What work has been undertaken by the QCA from a pricing perspective
to recognise the lower level of service that both Councils receive? Iif
Council's supply is being restricted earlier and more severely than other
customers as part of the Board's Drought Management Plan, then
Council would argue that its acceptance of the earlier restrictions
(assuming a greater risk), should be reflected in the pricing
methodology.
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The fact is that by accepting this lower level of service or supply,
Council ensures that the Board’s industrial consumers are able to
consume more water and for longer periods during times of drought. A
relevant pricing model must reflect the differing levels of certainty and

consistency of supply levels.

Issues 13 and 14 deal with the GAWRB's Draft Drought Management
Plan. Unfortunately to this point in time, the QCA has used ‘postage
stamp’ pricing to calculate water prices, because it assumes that every
customer's impact on or requirements of the network are the same. The
paper appears only o be asking questions from an overall network
perspective rather than looking at the details of each individual
customer, If each customer or class of customers have different
thresholds for restrictions, then it must have an impact on price
differences between customers. While the QCA report recognises that
there may be a need to modify the previously recommended pricing
procedures, the paper does not address different levels of service. This
is a fundamental issue which must be addressed in this review,

The demands of Calliope Shire (and Gladstone) on GAWB differ
markedly from the demands of industrial customers. A distribution
network that has infrastructure incorporated to meet a worst case
scenario for a particular industrial customer or customers is not an
optimal system for those customers who themselves provide their own
means of meeting a worst case scenario. For instance, Calliope Shire
Council has reservoir capacity to meet the demands of its potable water
customers for 3 days. In recent times GAWB augmented the raw water
delivery system by installing a large main from the dam to Gladstone
which duplicated capacity. GAWB also replaced the then pumps with
two very high capacity pumps and reinstalled an old pump to ensure
that there would be no failure of its capacity to delivery. It is understood
that these works were undertaken to ensure sufficient capacity to
supply water to new industry at Yarwun, and to ensure that those
existing industrial customers who have no or inadequate onsite storage
have an increased level of surety of supply. This infrastructure
augmentation benefited specific industrial customers but was of no
benefit to local government. The present QCA methodology does not
differentiate between the demands placed on the system by individual
customers. The GAWB water system infrastructure is primarily based
on industrial needs with local government needs being a secondary
consideration. The pricing methodology does not reflect these deferring
demands. Calliope Shire Council suggests that there are disincentives
of scale for the local governments given the nature of the mix of
customers.

Every other commodity that is supplied around the world, including
postage, has a premium price for those customers that need 100%
surety of supply. Water in the Gladstone region should be no different,

Water pricing can not assume that all customers are the same and
thereby charge a generic ‘postage stamp' price. The QCA argues very
strongly that individual pricing, based on the use of the resource or
service, is an essential comerstone of the pricing model, However the
QCA has not look at the impact that individual customers have on the
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network configuration and access to supply during drought, Council
believes that these are essential ingredients on which the pricing mode!
should be based. To be equitable, those customers who demand higher
reliability should pay a premium which reflects the additional
infrastructure costs to deliver that surety. Each customer then has an
option to assess their high surety demands against onsite storage or
such other changes of practice that ameliorate the requirement.

Depreciation

{ssues 17, 18 and 20 deal with the topic of renewals annuity. Council
strongly supports the need to move to a Renewals Annuity basis for the
calculation of depreciation, If QCA considers that the Renewals Annuity
is the appropriate methodology for the calculation of depreciation, it
should make a determination accordingly. If GAWB cannot move in that
direction because of a failure to finalise an asset management plan
suitable for this purpose, it should not be at the expense of customers.
GAWE should be given a direction to use the methodology considered
appropriate, and a suitable transition path for its implementation,

Demand and Supply Issues

- Reductions in the Dam Yield

The previous yield of the dam with existing infrastructure was estimated
at 87,900ML per annum, but that was subsequently reduced to
78,000ML per annum by DNRME in July 2003 following the drought,
and then to 67,000ML per annum by DNRME until the Awoonga Dam
has filled to its new full supply level of 40 metres.

The lower the yield of the dam, the higher the unit cost of bulk water
(should sufficient demand exist to take up the yield). As such, the
implications for Councils of recent reductions in the dam vyield and
potential further reductions in the future may include:

e Lower availability of bulk water for purchase via existing
infrastructure; and/or

* A higher price for bulk water through the medium to long term due
to higher unit costs or the need for alternative supply sources.

Alterations to the dam yield obviously impact upon GAWRE'’s financial
and planning decisions, and therefore to bulk water prices. As such, it is
vital that the following impacts also be considered:

* The community impacts of frequent adjustments to the dam vyield
(e.g. reliability of supply and the management of supply during drought
with respect to minimum requirernents for public health); and

» The financial and environmental costs associated with decisions
regarding alternative supply options to meet projected long-term
demand under different yield scenarios.

Continually changing the goal posts may significantly impact on
decisions regarding supply options and associated capital expenditure,
and therefore on the commercial viability of GAWE and its customers.
As such, recent adjustments to the dam yield should be considered and
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incorporated into the optimisation assessment of the asset base and the
structure of supply to the region.

Any further reductions in the yield should be incorporated into the
pricing model as part of the regular five yearly pricing reviews. Pricing
must always be based on known information, rather than the possibility
of future falls.

- Impact of Drought on Demand Patterns

There is little doubt that there will likely be a permanent or semi-
permanent impact on demand from all customers in response to the
recent drought. Industrial customers may have investigated or
introduced more efficient processes or alternative processes to reduce
their reliance on water availability. Council customers may have also
altered their demand patterns due to water saving devices, shifts in
household irrigation patterns, etc.

It is essential that realistic demand projections are used for pricing and
investment decisions.

New Customers

The QCA notes that the extent of industrial demand, lumpy growth in
supply to industrial customers, uncertainty relating to the establishment
of new industrial projects and ongoing demand from industrial projects
(e.g. due to possible process changes or business closure/relocation)
all contribute to an uncertain planning capacity for GAWB when
undertaking financial and pricing assessments. As such, it may be
argued that industrial customers are a higher risk customer group
relative to Councils and should be priced accordingly. Council
customers, outside of drought periods where restrictions are enforced,
provide a much more stable and predictable revenue stream for GAWB.
Large lumps of surplus capacity are not required to address the future
demand needs of local government.

A higher risk customer or group of customers (e.g. industrial) should
bear the appropriate costs of their risk profile and their demand
requirements. A lower risk customer or group of customers (e.g.
Council) should expect lower charges, in line with the lesser risk of
investing funds to supply that customer or group of customers. It is
proposed that the higher financial/investment risk to GAWB from
industrial customers be considered when prices are formulated,
possibly through a higher rate of return on capital (via specific customer
group betas in the WACC equation),

The QCA’'s report of September 2002 states that “The Authority
considers that there is an economic case for, and the public interest is
better served by, charging similar prices to all users who place similar
demands on the common infrastructure of the nelwork system. Any
differences between individuals’ prices should only reflect differences in
their use of the monopoly infrastructure and any commercial
differences.” (Page 2) In that same report QCA stated that “GAWB has
responded fo Callide Power Management's increase in demand and
potential future demand by lifting the capacity of Awoonga Dam by
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about 80%.” (Page 35) If one customer can cause a major
augmentation of the Board’s infrastructure it would seem unrealistic that
they should not be called upon to pay some form of premium for the
impact they have had on the Board's other customers. In that report
Brisbane Water states that a different price for new customers would
give existing customers an unfair advantage. Brisbane Water's
consumption figures are very stable over a long period of time, They
may well have argued a different case if they were affected by the same
volatility that GAWB experiences in water demand, Clearly if GAWB
had predominantly domestic consumers like South East Queensland
Water Corporation, it could accurately calculate water demand well into
the future and therefore plan future supply augmentation with some
large degree of accuracy and confidence. For GAWB, a crystal ball may
well be a more useful tool then a calculator, for planning future supply
augmentation and water demand. This uncertainty has a cost which
under the QCA’'s recommendations is unfairly borne by the current
consumers.

The QCA also states in their report of September 2002 that “Such an
approach (differentiated prices charged to existing and new users)
would, over the longer term, result in higher prices being imposed on
new projects and thus reduce the aftractiveness of the Gladstone region
to new investment.” (Page 116) Council would guestion whether
regional development advocacy appropriately reflects the QCA’s role in
this matter? QCA's role is the establishment of pricing models and
practices not developing new industry. As a consequence of QCA's
approach, existing customers of GAWB are required to pay a higher
price for water to attract new investment into this region. This is a novel
interpretation of NCP and COAG Water reform principles. What other
extraneous items could also be included in the water price? This is a
dilemma more appropriately dealt with by Government, which is trying
to attract new industry into our region. Government could subsidise the
water costs of new industry, thereby not impacting on the water price for
existing customers.

The cost per mega litre of each subsequent augmentation is likely to be
higher than the previous augmentation, which means that the LRMC of
water will increase as a result of each augmentation. Therefore each
new business can potentially obtain a benefit from the existing
customers because the new water is more expensive than existing
water. There is a strong argument that these new customers should pay
some form of premiurn or headworks to offset the negative impacts on
existing customers.

Despite the fact that the majority of the current consumption is for
industrial needs, GAWB could reasonably accurately chart future
demand if there were no new customers or large expansions of current
consumer demand (in relation to plant expansions). However each new
industry will, depending on its water needs, have a significant impact on
future demand, supply augmentation and therefore price. Council
believes that QCA must recognise that the water business in the Port
Curtis region is unlike any other water business in the world. Therefore
the pricing and planning decisions for GAWB must also be unique,
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reflecting the realities of this business, if all consumers are to be treated
equitably.

Long-Run Marginal Cost

In regulatory pricing, the Turvey Method and the Average Incremental
Cost Approach are generally employed to derive the long-run marginal
cost of water supply. Given that the estimation of long-run marginal cost
can often differ markedly depending on the methodology employed, it is
proposed that the financial and pricing assessment review a number of
different methods of deriving marginal cost and average cost prior to
making a final decision on the level of the volumetric charge. As such,
both the Turvey method and the AIC approach should at least be
considered when setting prices, and perhaps an average taken of the
two methods when setting actual pricing levels to prevent significant
changes between regulatory reviews,

Revenue Reguirement Issues

- Asset Valuation and Optimisation

The approach to asset valuation is extremely important in the GAWB
pricing review as the size of the asset base can significantly impact on
the overall revenue reguirement. Due to recent shifts in both demand
and supply, it is proposed that the QCA undertake a new optimisation
assessment of the asset base rather than simply roll forward the asset
valuation from the previous assessment using indexation,

Consideration should be given to valuing the assets using a
Greenfield's approach, particularly given the reduced yield from the
dam and the demand implications from the recent drought. The
assessment should take into account at least the following:

+ Based on current demand and supply information, would an
alternative supply network provide for greater supply efficiency and
reliability in sourcing water for a similar or cheaper price? For example,
under a Greenfield’s scenario, would the money spent on the previous
dam raising have been better spent funding an alternative supply with
greater reliability frorm Rockhampton or another source?

e As outlined in an earlier response, the allocation of costs and setting
of prices for each customer should take into account the impact of
historical investment/location decisions (e.g. location of water treatment
plant) on the actual distance travelled and supply costs associated with
the current infrastructure layout versus a Greenfield’s approach.

» Impact on capacity utilisation in the treatment and distribution
network from the permanent demand management impacts following
the recent drought, and optimising out any excess capacity due to such
a shock to the market.

- Excess Capacity Held for Potential Industrial Demand

Of concern to Calliope Shire Council (as a bulk water customer) is the
need for GAWB to ensure sufficient capacity in infrastructure for
anticipated or potential new industrial projects. There is a real cost from
holding sufficient capacity to cater for significant lumpy jumps in
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demand from either expansions by industrial customers or new
industrial customers that possibly should not be passed on to existing
customers,

It is proposed that the pricing assessment be undertaken on the
following basis:

1. Undertake a financial and pricing evaluation with infrastructure
requirements relating to demand from existing customers only (i.e.
remove any excess capacity in the system via optimisation and ignore
any new projects).

2. Undertake a financial and pricing evaluation with infrastructure
requirements relating to demand from both new and existing customers.

3. Compare 1 with 2 {0 determine whether existing customers are
better off with or without the new customers. If so, then the same price
may be charged on the new customers versus the existing customers. If
not, a number of options could be considered, including:
a. Levy prices derived in 1 (i.e. optimise out excess capacity) on
existing customers until the new customers are established, and
then alter prices thereafter; or
b. Levy prices derived in 1 (i.e. optimise out excess capacity) on
existing customers and new customers, with any difference between
1 and 2 (i.e. marginal cost of supplying the new customers) paid by
the new customers via once-off headworks charges to GAWB when
operations are established.

- Treatment of Capital Gains Through Asset Revaluations

It is understood that the QCA develops pricing estimates based on the
incorporation of a net return on capital component as part of the
revenue requirement. Net return on capital is equal to gross return on
capital (the nominal WACC times the regulatory asset base), less any
capital gains made on assets due to indexation/revaluation in each
year. Given the sharp increases in unit costs for water assets in recent
years, it may be more appropriate to revalue the assets by a level of
indexation more reflective of reality in the industry (e.g. the average
increase in the unit cost of water assets over the past five to ten years)
rather than by a more general measure of inflation.

= Allocation of Administration Costs

While the existing allocation method seems reasonable, some
consideration should be given to the administrative effort provided to
certain customers in areas such as financial evaluations, planning and
the collection of bulk water charges. For example, it may be argued that
industrial customers place a greater burden on planning than Council
customers due to the issues outlined in a previous comment. A simple
list of cost drivers should be established to allocate selected costs to
customers, as well as identified system components.

- Operating Cost Efficiency

It is important that the performance of GAWB in meeting previous
efficiency estimates be carried forward to any new regulatory decision,
f GAWB is unable to meet the specified operating efficiency targets,
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then the new assessment should assess whether there were valid
reasons for GAWB failing to meet the efficiency targets. If valid reasons
are not evident, then the operating cost base for the new assessment
should begin at a lower level than actual operating costs. Otherwise,
there is no incentive for GAWB to achieve efficiency gains during the

regulatory period.

Conversely, if GAWB is able to achieve greater efficiency gains than
originally anticipated, then it may be appropriate for a mechanism to be
introduced that allows such efficiency gains to be shared between
GAWB and customers over a certain timeframe.

Environmental Releases

The government's approval for the raising of the Awoonga Dam wall
brought with it the requirement to make environmental releases. During
the last year there were two significant environmental releases from
L ake Awoonga. This response does not seek to debate the pros and
cons of environmental releases, because it is outside the scope of your
current review. The issue of environmental releases and their impact on
the water pricing is however within the scope of this review and is
therefore worthy of discussion.

Environmental releases impact on the yield of the dam. The quantity of
this reduction in yield has not been quantified in any reports supplied to
Council, however the calculation was obviously done when the current
HNFY was determined. The fact is that these releases do not benefit
either the Board, as it has less water available to sell, or consumers
who are required to pay for water they can not use. Council’s argument
is that these releases benefit the environment and thereby the
community at large,

If the whole community benefits from environmental releases from the
Awoonga Dam, Council would argue that a CSO should be recognised
for the return on capital at a percentage of total dam assets which
reflects the loss in yield resulting from these environmental releases. If
GAWB recognises just the return on capital forgone as a CSO, it would
be still recovering the full cost of the dam (excluding a rate of return)
and would be recovering a return on equity based on the yield of dam
net of the environmental releases.

The counter argument is that private enterprise would also be required
to do the same and therefore environmental releases are just part of
doing business. The reality is that private enterprise would purchase
infrastructure, such as dams, based on the useable vield of the dam
because that is what generates income for the business. They would
make any capital investment decisions based on the net yield of the
structure, not the yield before environmental releases.

Who loses if a percentage of the return on capital is recognised as a
CS07? The answer is the owners of the asset, which in the case of
GAWB, is the state government and in turn local government who
would suffer a fall in dividends and tax equivalents. However, is it not
the community, who is represented by government, that is benefiting
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from these environmental releases? Clearly this would achieve a far
more equitable solution for all of the board’s customers and the general

community.

Contracted and Uncontracted Customers

The Board did not come into existence in the last couple of years to
coincide with the implementation of the COAG water reforms and the
commercialisation of water businesses. The board has in fact existed
since 1973. Currently there is a mix of customers who are either on
long-term contracts or have come off contracts and are awatting the
outcomes of these pricing deliberations,

In order to ensure the ongoing viability of GAWB and equity between
bulk water customers, it is important that contractual arrangements are
based on full cost pricing principles. Given that contract terms can often
tie a supplier to a certain price for a reasonably long period, it is
important that some formal review process occur for each of GAWR's
contracts, whether they are renewals of existing contracts or the
establishment of new contracts, prior to them being entered into.

At the end of the day, such monitoring would ensure that pricing for
Council customers is on the same basis as pricing for industrial
customers, with the exceptions of the issues outlined in previous
comments. Council customers wish to ensure that they do not pay more
than their fair share of total system costs by covering any pricing
shortfalls resulting from poor contract negotiation or subsidised
industries (if relevant).

Third Party Access

Calliope Shire recognises that there is a need to rationalise the
ownership of assets between Calliope Shire and GAWB, particularly
where there is existing third party access to the infrastructure. Calliope
has been seeking to resolve these issues with GAWB but no resolution
has been reached although discussions are set to continue. Calliope
notes that QCA in its last report set a “third party access” charge for the
use of the Shire's assets for GAWB to provide water to its own
customers. The source of QCA's power to set this fee is questioned. It
is submitted that any access fee should be negotiated between the
owner of the infrastructure and those seeking access. QCA’s role would
be to adjudicate on disputes relating to abuse of monopoly power only,

Certainty of Investment Decisions

Council is aware of concerns of Directors of GAWB about the position
they are placed in when QCA reviews GAWB's investments decisions
and particularly when QCA draws a different conclusion. It is submitted
that a procedure should be put in place that ensures investment
certainty before the project commences.

Submissions

Calliope contends that there are great benefits from all interested
parties co-operating with QCA in developing the most desirable pricing
methodology to give effect to the national and state government policies
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on water. To this end, Calliope supports the principle of all submissions
being made public, and gives consent for this submission to be made
public. We would also ask that QCA meet with GAWB and its
customers, particularly those who took the time to make submissions, in
order to progress the investigation in a forum setting. It is only by
understanding each other's position and working together that the
optimal pricing methodology will be developed.

Summary

This response has addressed a number of issues which relate to the
pricing of water in this region. As the QCA rightly states, water is a
scarce resource with few, if any substitutes. Calliope Shire Council
recognises this fact only too well, particutardly with its water price
potentially increasing from $300/ML to approximately $1,200ML in little
over 5 years. Council believes that to date the QCA has failed to look at
either the characteristics and requirements of individual customers or
the inequities caused by the existing network configuration. The QCA
has argued against ‘postage stamp’ pricing as it does not accurately
reflect the cost of the service to individual customers. In many ways, the
QCA has in fact used the same ‘postage stamp’ pricing methodelogy in
areas of risk profiles and surety of supply.

Calliope Shire Council is not seeking to be treated differently from other
customers. Council asks QCA to recognise the fact that the current
network configuration over which Council had no control, results in a
water price that is significantly higher than all other customers, and is
almost twice that of Gladstone City Council, even though the majority of
Calliope Shire Council's water consumers live in close proximity to the
dam. Council believes that most people wouid agree that Calliope Shire
is being treated inequitably as a result of the existing network
configuration. A key principle of NCP and water reform is the elimination
of cross-subsidies. To look for cross-subsidies, QCA must look deeper
than simply calculating prices based on the existing network and
instead must examine the current network configuration and ask “does
this network create cross-subsidies by vitue of its existing
configuration?” The current QCA definition of cross-subsidies appears
to be too narrowly defined, which has resulted in it simply allocating a
cost based on the existing network and concluding that there are cross
subsidies. The reality is that a network configuration can in itself create
cross-subsidies.

The QCA used a Greenfield's approach to review the appropriateness
of the dam. Council believes that this approach should be extended to
its distribution network and treatment facilities. Only than can ali
customers consider that their individual water price reflects the optimal
cost of providing that service and encourages customers to make
consumption decisions based on the true cost of the service.

Council has been continually told that dividends and tax equivalents will
fiow to Council to offset these massive price increases. The reality to
date is that no dividends have yet been declared and none are likely in
the foreseeable future. Council argues that pricing and dividends are
two completely separate subjects, and therefore must be treated
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separately. Council does not believe that it should accept an inequitable
pricing model simply because it may receive dividends and tax
equivalents some time in the future.

These prices would make Calliope Shire water some of the most
expensive water in the country. Calliope Shire Council is being left with
no alternative but to identify an alternative that will ensure that the price
of water to the domestic market is able to be provided at an acceptable
and sustainable rate. Calliope Shire i1s addressing the issue by
investigating options that would achieve an optimal source of supply
and distribution. Competition would be introduced at the expense of
unused existing infrastructure.

Council hopes that these points will provide the impetus for QCA a
pricing recommendation which treats all of the Board’'s customers
equitably. If you have any questions please do not hesitate to contact
Mr Mark Larney Council's Director of Corporate and Community
services aor myseif.

Yours Tajthf

GI KANOFSKI
CHIEF EXEGUTIVE OFFICER
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Annexzurc A
Calliope Shire Council
Commercial Prices as at 1 July 2002

5

| Recreation Arca 1511

Hatchery 131
| Awoonga Dam 187.17 |

Awoonga Dum Pump Station to Teolopa Reservoir 12145
| Toolooa Reservair to Mt Miller Pipeline Junetion 19.87 |

Mt Miller Pipeline Junction to Hanson Rosd Connpetion 12.62

Ciladsione Water Treatment Plant (GWTP) & Sth Gladstone Res 181.16
Weightzd Average Tewnship 465.14 |

| Allocated Overhead 67.57

1,072.00

Capital Centribution -57.04

1,014,296

Capital Contributions

Calliope | Benarshy Boyne | Imdustrial | Mt
/ Wurdong ; Island / Morth Larcom
Heighis Tanhum
Sands ‘ ) R
3 & b b _ ¥
Recrealion Ared 1571 1571 1571 1571 15.71
| Hatchery 1.31 1.31 131 1,31 131
Awoonpa Dam 187.17 187.17 187.17 187.17 187.17
| Awoanpa Dam Pamp Sttion to Toolooa Reservoir 121.45 12145 i21.45 121.45 12145
Toolona Reservair (o Mt Miller Pipeline tunction ] 19.87 19.87 14.87 19.87 19.87
Mt Miller Fipeline Junction (0 Hanson Road {onnechion 12.62 12.62 12.62 (.00 0.00
| Gladstone Water Treatment Plant & Sth Gladstone Res 181.16 181.16 181.16 ¢ .00 0.00
South Gladstone Reservoir to Toplood (.00 105.96 105.96 .00 0.00
Calliope Township B71.28 0.00 0.00 (.00 0.00 |
| Toolooa o Golepurima 0.00 617,93 0.00 0.00 (.00
Toolooa to Boyne Island Reservoir .00 0.00 213.12 0.00 (.00
Mt Miller Fipeline 0.00 0.00 0.00 145.49 145.49
[ Yarwun 0.00 0,00 0.00 1181 1181
| Yarwun Watcr Treatrnent Plant (CWTT) 0.00 0.00 0,00 363,62 363.62
Council charge for vse of tts Yareun infrastructure 0.00 .00 0.00 0.00 69.61
Boat Creek 0.00 0.00 0.00 0.00 31.90 ¢
Baat Creelt to Bust End Reservoir (.00 .00 0.00 0.00 3.903.49
Allpcated Overhead 67.37 67.57 a1.57 67.57 67.57
L 1.478.14 133075 | 92594 034.00 | 4,539.00
Townships

Wouwhie\Public\Warwick\Contracts\Contract Arrangements\Price Transition Latters\CSC Price Trangition dor

While ideally GAWB would render a price for each township it appears that we will
tequire meter readings for the Benaraby / Wurdong Heights supply
implemented. Accordingly GAWB bas calculated the following weighted average

price for all townships serviced by the Gladstone Water Treatment Plant. This price is
consistent with the three segment prices set out above.

before this can be

The Cement Australia capital contribution to the East End Mine pipeline reduces the
Mt Larcom price of $4,939ML by $2,573ML to $2,366ML.




From: 0749757106 Page: 20/23 Date: 2/07/2004 9:44:01 AM

Il e LT R e R L e P L L L e

W I )

e 23] I B

7T e

2

of 380 I0p"100F Ainy +ado g HOISSISICE DL MBROINSUDI GALYON
WY (I 13 A0 [2A2T IRIEAL UaYAY SISEIDY [BIUSWLOMAUT] ON SISDIITH FOIUFHUONIGUT]
PIEL] Addng saspaay uoupfiy
%05 %G1 %06 comspo [P0 Hddns peiing,
pael 4jddog SUOT2IISIT AKEPUER] Loy |HIS PEOd - ASION PaipaLi)
L1}
%08 %06 o462 %006 56 e &jddng okum),
paiey 41ddng SUCTIIISeT AX0JEpURRY Aruniopy  FOIM PHDAN]) [oLSHpUT
- o
fo %05 %05 %4SL %06 86 o Gddng 1Sy,
§38[] [EHURESH SUONIIEA ATOJEPUR Axeyuniop AT PP S &2 (PSP
2508 > LIS Tl %056 Bl ____...wﬁ,-uaﬂh. nwﬁaﬁrﬁ
) d STONIIS3T udredures
PUUEQ SIST [ERUISEI-UOU |y SUBG 25T IQE10d UG AT 5T uEﬂc& BON | Ss3uaseme ajqng AFIOM PAPT mwgﬁ.w
WO U] FLOISIE] URITLIIN
pEncony titodf s
0 SIJUCAW SO G SIUOUE ¢7 stuow g SO ¢ mﬂﬂwh ﬂ&uﬂ.ﬂ»ﬁuﬂhﬂ”ﬂ“a Y
(38v015 pEagy WOHH] THOISTE]
SUOK 21 — ) SUIGO S— S sy puv Ajddng papuiszy
N U e pueEs oo oL PP lyases goasy 4S9 g, 1oy 03 posag
%401 2%0e olIG 3504 %88 %56 (ososn prususon
; 0 ° %) 21yl 8jddng parmasay 1aSin g,
DEHOOM Y W] SIqUlIDaY
N SIPUO £ SPUoON 9 SYIUOIY T SPUCH 8i SIPUCHY $2 Gddng poprasatsry fo posad
Axuadrowyg eonuDy 1235 wWNIpapg UONEIBDI(] Supure g 1207 Jyfnou
SNOLLOTHISTY ATddNS QASOI0ud 15
SNOLLOY LNIWHIOVNVYIN LHONOA(J G3s0od0d 5
SBUUOIENT) PADOY 20f J2d0d HOISSHISICY
Uy rauaSouspy iy BRosg PAVOE 43i 8] DALY SUOISPOID

I i j [ } | ! i { I




: : : 44:01 AM
Bl L LEETT B e AL ] I e l-\_pl_lI_FI_rJ(E)Ir_ITI]IE]7ﬂI9IZ.I5‘\\.7I_‘I OEI_H_II 1'«_pPaLgle_rg‘II'2:ISJ.UU Date 2"07/2004;8-4ﬁ|01-\_ﬂ_|_|_ [ DN e L B

Chueensiand Competition Autharity Chapter 8— Return of Capitol

The Authority’s approach uses SMEC’s depreciated asset values as the starting values for DORC
for each asset, with straight line depreciation applied over the remamming lives. In future reviews,
regardless of the measure of asset consurnplion chosen, starting asset values should be consistent
with the straight line method so that the potential for windfall grins or losses to GAWB is

averted.
Table 8.2: Design lives for GAWB ssscts
. Asyet Type Design Life (Years)
3
,!j Dam earthworks and spillways® 50
§I3 Dam outlets 100
E Bridges ' 104
Jg Reads and pavemnenis 30
| Electrical/power 35
Switchboards . 20
Flow meiers 15
Pumps, cleetrie motors, crancs and mechanica) 25
Pipelines (asbestos cement, reinforced concrete, fibre resin cement) 50
Pipelines (ductile iron, mild steel, poly vinyl chleride) 70
Valves ) . 30
Concrete rescrvoirs, buildings and other concrete strusturcs a0
Steelwork 35

".l:hc Authorily considers that the use of renewals amnuities should be reviewed if and when
GAWB develops an appropriate Asset Management Plan

Recommendation:

That straight line depreciation be used for all GAWR's assets,

|
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Interest cover below also reflects the possibility of cash flow shortfalls and the 1mpact

of retaining profits.

Interest Cover

900 4 n——————
8.00 e e
7.00 o ——————
&.00 — e e
5.00 _
o~
4.32 ] T o \\_,_.«--'"
3. Y e _u_'_‘_.,-u‘" _‘_H_._._.-"’"-“\
Pﬂ"ﬂ.dd -"'lh-_.-l!-'-’_‘

200 A \W—— N
1.00

S LD S B P I SR 1

SEFFTTFS S S &
20 Yaor Bee Mokl —— Torget Rahy ——- B e @ ook wih Reloinad Eamings

6. Pricing Analysis

Prices 10 cover the long-term average cost of supplying water for each ¢lass of
customer over a Jong period of time-(30 years) are set out below.

Price

per ml’
Raw Water takep directly from the Dam $197
Raw Water Delivered to the Customer $325
Treated Water Delivered to the Customer $422

These prices serve inter-generation equity by spreading the financial burden of

operating the system overal
On current customers.

ong period of time and imposing no financial risk burden

They do not however take into account financial and business

risk, in particular, that revenue streams are not assured beyond thirty years and that

cash deficits in the early year

s place GAWB’s financial viability at risk.

® Price adjusted for movements in the Consumer Price Index.

Page 5 of 20
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The Gladstone Area Water Board's mission is to meet the Gladstone region’s
long and short term water needs in a way that is environmentally, commercially
and socially sustainable for GAWR, its customers and the community.

The recent drought has highlighted to GAWB that it faces, together with its
customers, three priority issues;

Capacity: Does the Gladstone region have enough water, and is best ut:hsatmn of the
available water being achieved?

* In light of the 1992.2003 ]

Water Supply from Awoonga Dem vs Forecasl Demand

drought (the worst on
record), the Historic Ne o
Failure Yield of GAWE's

current  water  supply
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source, Lake Awoonga,

has been revised down
by 119 to 78,000MI per

year. /!
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* The rainfall events of early
2003, while significant, J
filled lLake Awoonga to * 06 aame o1z e s it

only 62% of its 777,000 [ romomiemnd - ey oo an Yt = =i b i

megalitre capacity.

Bemand forecasts accepted in 2002 by the Queensland Competition Authority suggest,
when compared with the reduced yield of Lake Awoonga, that unutilised supply from this
“source will become marginal by 2009

Continued over.




