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The price path period

The period 1 July 2020 to 30 June 2024

The referral

the referral for the review issued by the Queensland Government to
the QCA under section 23 of the QCA Act

The review

the QCA's review of irrigation prices for the period 1 July 2020 to 30
June 2024

The historical transitional period

The period 1 July 2018 to 30 June 2020

ToR

Terms of Reference

TOTEX Total Expenditure
WAE Water Access Entitlements
WMS Work Management System
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Executive Summary

Sunwater is a government owned corporation that owns and manages a regional network of bulk
water supply infrastructure throughout Queensland that supports irrigated agriculture, mining, power
generation, industrial and local government. Sunwater's water storage and distribution infrastructure
includes 19 major dams, 64 weirs and barrages, 79 pumping stations, and more than 2500 kilometres
of pipelines and water channels.

The Queensland Government has directed the QCA to conduct an investigation into pricing practices
relating to the monopoly business activities of Sunwater (bulk water storage and water distribution). A
key objective of the investigation is to recommend prices to be charged by Sunwater to irrigation
customers in specified 22 water supply schemes (WSSs) and seven distribution systems for the price
path period from 1 July 2020 to 30 June 2024.

AECOM was engaged by the QCA to provide advice and guidance to assist the QCA to determine the
prudency and efficiency of the Sunwater’s historic and forecast renewals expenditure in specific WSSs
and distribution systems, as well as forecast capital expenditure on dam safety upgrades.

The scope of our review of Sunwater’s renewals expenditure related to 22 WSSs and five of the seven
distribution systems and covered:

1 Review of Sunwater’s submissions on proposed renewals and dam safety upgrade capital
expenditure

Review of Sunwater's policies and procedures for renewals expenditure

Assessment of the prudency and efficiency of proposed renewals and dam safety upgrade capital
expenditure including:

- Forecast renewals expenditure proposed over Sunwater’s proposed planning period from 1
July 2020 to 30 June 2053, which in this report is expressed as price path period starting
from 1 July 2020 (FY21) to 30 June 2024 (FY24) and beyond price path period starting from
1 July 2024 (FY25) to 30 June 2053 (FY53)

- Renewals expenditure in previous price path periods until 30 June 2020, which in this report
is expressed as historical actuals from 1 July 2012 (FY13) to 30 June 2018 (FY18) and
historical transitional period from 1 July 2019 (FY19) to 30 June 2020 (FY20)

- forecast capital expenditure by Sunwater on dam safety upgrades over the price path period
from FY21 to FY24

AECOM has applied a team of specialist staff for this review, including engineers of various
disciplines, cost management specialists and analysts coordinated by its Advisory group.

This review has primarily been a desktop review based on the documentation requested through an
initial round of requests for information, with several rounds of requests for additional documentation to
clarify particular issues. Where the documentation did not provide sufficient clarity, AECOM conducted
a number of in-person interviews with key Sunwater staff to understand the practical applicability of
policy and procedures and obtain evidence that would further support a recommendation. To ensure
consistency of approach, each technical reviewer used a standard template for the review, which was
designed to address all items required by the terms of reference for the review and constructed to
ensure that all issues that could influence a decision on prudency or efficiency were included.

In general, the assessment of renewals project expenditure was undertaken by reviewing a
representative sample (in consultation with the QCA) with focus on material renewal items while
seeking to ensure that any inferences drawn from the sample assessment are applicable across un-
sampled renewals expenditure for example any adjustments due to observed systemic issues could
be applied to the wider renewals program.

While there are a number of conclusions and recommendations made as result of the tasks under the
scope of this review, this executive summary summarises the material conclusions made in relation to
deductions to the submission values.

Revision 1 — 30-Aug-2019
Prepared for — Queensland Competition Authority — ABN: 43812633965



AECOM Rural Irrigation Price Review 2020-24 iii
Rural Irrigation Capital Expenditure Review — Sunwater

Historical Renewals (FY12-FY18)

Sunwater’s submission included more than 2,200 individual projects for the schemes under review, for
the historical FY12-FY18 period. We observed significant variation between Sunwater’s actual
expenditure ($158.1 million) to both Sunwater’s proposed capital expenditure for the period and the
QCA'’s accepted values. The primary driver of these exceedances appears to be flood damage repair
costs associated with major weather events across the period. This, along with flood damage works
representing a different nature of project, led us to separately identify flood damage projects from
other historical renewal projects for sampling purposes.

Out of the 11 projects related to flood damage originally selected for review, four are finally reported
on, because the information for one of the projects was later termed to be legally privileged, hence not
accessible and six others were subject to ongoing insurance claim and therefore the net expenditure
was not yet known at the end of June 2019.

A deduction of 6.3% is recommended as an adjustment related to observed systemic issues and could
potentially be extrapolated to the full flood damage repair costs related to historical projects after
excluding the outlier cost deduction for Boondooma Legal Insurance costs.

Of the non-flood damage related historical projects, 17 projects were reviewed representing ~10.6% of
the value. For these projects, a deduction of 4.2% is recommended as an adjustment related to
observed systemic issues and could potentially be extrapolated to the full historical projects portfolio.

Transitional (FY19-FY20) and Future Renewals (FY21-FY53)

Over 14,000 projects in Sunwater’s original submission had expenditure occurring in the transitional
(FY19-FY20), price path (FY21-FY24) and beyond price path (FY25-FY53) periods. 65 projects
representing 4.8% of NPV (FY19$) were reviewed. It is to be noted that a number of these projects
have expenditure occurring over several years and therefore can fall under one or more of the three
periods.

Over 2000 projects of those over 14,000 projects had expenditure occurring in the transitional and
price path periods. Of this subset, 32 were included in the final review sample, representing 10.7% of
the total present value (FY19$) of projects over period (21.0% of Irrigation/Bulk scheme projects and
1.4% of distribution schemes projects). A number of these projects have expenditure occurring over a
number of years and therefore can fall under one or more of the three periods

The total recommended deduction for systemic issues identified in the transitional years (FY19-FY20)
that are not captured by annuities assessment is 5.1%. Additionally, the total project-specific
adjustment is $108,000 and reflects adjustments to two projects.

The total recommended deduction for systemic issues identified in the price path period (FY21-FY24)
that are not captured by annuities assessment is 1.6%. This particular systemic adjustment is based
on one project in this particular period, however this deduction has been recommended as a systemic
adjustment due to similar systemic cost estimation issues which have been observed in two other
projects in the transitional period and four other projects in the beyond price path period. Additionally,
the total project-specific adjustment is $405,000 and reflects adjustments to three projects.

The total recommended deduction for systemic issues identified in the beyond price path period
(FY25-FY53) that are not captured by annuities assessment is 6.4%. Additionally, the total project-
specific adjustment is $959,000 and reflects an adjustment to one project.

Dam Safety Upgrade Projects

Two sample projects were selected for review based on materiality, which amount to 73% of the
$540.8 million expenditure for dam safety upgrade works over the FY20 to FY28 period. The review of
the dam safety upgrade projects in sample generally show project prudency and efficiency has been
appropriately justified and no adjustments have been proposed.
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Annuities

Sunwater’s original submission of November 2018 ($1092.9 million in $FY19) for transitional and
future renewals expenditure i.e. for FY19-FY53 period, was revised through an updated submission in
June 2019 ($1043.3 million in $FY19). This had a major effect on the analysis of annuities which now
had to compare the original submission with updated submission and redo all previously undertaken
analysis with the information in updated submission.

Sunwater’s revised submission presented to the QCA in June 2019 includes more than 11,000
individual projects for the schemes under review, for the period from FY21 to FY53. The updated value
of annuities in Sunwater’s June 2019 submission in FY19 dollars is $65.9 million and $932.0 million for
the price path period and beyond price path period respectively.

We sought to undertake the prudency and efficiency review of annuities by investigating several
guestions related to, in summary, Sunwater’s renewal planning practices, accuracy of provided data
and by testing the hypothesis that Sunwater is planning for inefficiently renewing assets, the later, by
using an investment planning tool.

Due to several issues observed in the provided data, the annuity review is primarily a prudency
assessment of renewal activities with regards to project timing.

In consideration of the analysis conducted, we propose a 10% increase in life expectancy, to indicate
the potential impact of applying a higher tolerance for risk of failure. In practice, a prudent and efficient
infrastructure operator would have developed failure curves based on history for each asset class. The
increase in life expectancy is only applicable to replacement activities rather than the identified
refurbishment or inspection activities.

Noting that a greater degree of planning is expected to occur in the price path period (as opposed to
the beyond price path period), delays to renewals within the price path period have only been allowed
to occur where renewal activities are not supported by projected asset condition using Sunwater's
investment planning strategies.

As a result of the applied adjustment to asset lives and hence a delay to renewal activities, the value
of the annuity reduces to $59.7 million and $755.6 million for the price path period and beyond price
path period respectively.
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1.0 Introduction

Sunwater is a government owned corporation that owns and manages a regional network of bulk
water supply infrastructure throughout Queensland that supports irrigated agriculture, mining, power
generation, industrial and local government.

Sunwater's water storage and distribution infrastructure includes 19 major dams, 64 weirs and
barrages, 79 pumping stations, and more than 2500 kilometres of pipelines and water channels.

The Queensland Government has directed the QCA to recommend prices to be charged by Sunwater
and Seqgwater (the businesses) to irrigation customers in specific water supply schemes (WSSs) and
distribution systems! for the period 1 July 2020 to 30 June 2024. A copy of the Minister's referral
notice (the referral) is available on the QCA's website.?

The referral requires that prices allow the recovery of prudent and efficient costs associated with
operational, maintenance and administrative activities and renewing existing assets. The allowance for
renewals should also account for prudent and efficient expenditure incurred in the previous price path
periods. Both businesses are intending to recover renewals expenditure using a rolling renewals
annuity calculated with either a 20-year or 30-year planning period.

Costs recovered should include those required to meet regulatory obligations and deliver agreed
service levels, where costs to deliver agreed service levels are not materially higher than the costs of
like-for-like replacement or modern equivalent replacement.

In relation to dam safety upgrade capital expenditure, the referral requires the QCA to provide two sets
of prices: one set that excludes dam safety upgrade capital expenditure, and an additional set that
includes an appropriate allowance for dam safety upgrade capital expenditure that is forecast to be
incurred from 1 July 2020 onwards.

The QCA engaged AECOM to undertake a desktop review to assist the QCA in determining the
prudency and efficiency of Sunwater's historic and forecast renewals expenditure in specified water
supply schemes (WSSs), and of forecast capital expenditure on dam safety upgrades.

Numerous information related challenges were experienced during the review including the delay in
timely receipt of information, wide-ranging changes to data over the course of the project, significant
information gaps in some aspects and generally poor quality of provided information. Interpretation,
manual data manipulation and professional judgement were required to make an assessment of
prudency and efficiency. To ensure that AECOM was able to support the QCA in meeting the
requirements of the ministerial direction, a substantial increase in time and effort was required to
overcome these challenges.

1.1 Scope of the Review

The scope of review is defined in the Terms of Reference (ToR), which is available on the QCA'’s
website. 3 The following is a summary of the tasks required by the ToR.

The consultant is required to identify the data, information and access requirements to the businesses'
personnel required to undertake the specified tasks, as well as any other tasks the consultant
considers may be of benefit.

The tasks required include:
a. A Review of Policies and Procedures

The businesses’ policies and procedures as relevant to renewals expenditure, including unit rates
adopted and the determination of renewals timing, will be reviewed to determine whether they are
likely to ensure a prudent and efficient outcome.

1 These are set out in Schedule 1 of the referral.
2 http://www.qca.org.au/W ater/Rural/Irrigation-price-investigations
3 http://www.qca.org.au/W ater/Rural/Irrigation-price-investigations
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The way in which the businesses addressed the policy and procedures recommendations of
QCA’s previous irrigation reviews in 2012 (Sunwater) and 2013 (Seqwater) will be reviewed.

Opportunities for improvement will be identified and expected cost savings quantified.
b. Prudency and Efficiency Assessment

The prudency and efficiency of the businesses’ historic and forecast renewals expenditure will be
reviewed at the scheme / system level and be applicable to each of the schemes / systems. The
approach taken should:

- Consider uncertainty around projects at an early stage of development, and propose suitable
methods for dealing with risk and uncertainty (recognising that such projects will have
relatively lower levels of documentation than projects at a later stage of development)

- Assess the appropriateness of cost escalation methods proposed by the businesses
- Assess the potential for efficiency gains and provide appropriate justification

- Clearly identify the nature and value of any proposed renewals expenditure considered not
prudent or efficient and recommend an alternative timing or cost estimate where necessary.

On-site assessment of sampled assets is expected and written reasoning, justification and
conclusions from the findings are required.

c. Assessment of Renewals Expenditure
For the schemes / systems, assess the prudency and efficiency of:

- Historical renewals expenditure from previous price path periods up until 30 June 2020, to
ensure the opening renewals annuity balances as at 1 July 2020 are based on prudent and
efficient expenditure

- Forecast renewal expenditure over the proposed planning period.

This will be done using a representative sample of the renewals expenditure, where the sample
will focus on material renewal items and seek to ensure that any inferences drawn from the
sample assessment are applicable across un-sampled renewals expenditure.

For each item in the sample, an assessment will be made to:
i.  Conclude whether the proposed expenditure is prudent by reviewing:

A The timing of asset replacement or refurbishment, commenting on the standard run-to-
failure asset life and risk-adjusted asset life determined or proposed by the business,
explaining any material variations in expected asset lives.

A The condition assessments carried out, including the frequency of assessments and
results of most recent assessments, and noting any reason to revise condition
assessments (with reference to photographic evidence where available).

ii. Assess whether the proposed expenditure is efficient by reviewing:

A The proposed refurbishment / replacement cost, commenting on the Bill of Materials,
specifically details of item specification (scope and scale), volumes / quantities of key
inputs (materials etc.), unit rates for inputs, and the level of indirect cost allowances.
Technological change and process redundancy should be taken into account, as well as
costs associated with improving general business performance.

A Options proposed, and procedures used by the business for determining the least cost
or preferred option and commenting on whether the business’ approach is appropriate
that delivers efficient and least cost outcomes.

The nature and value of any proposed renewals expenditures considered not prudent or efficient
must be identified, and recommendations made to generalise findings across a particular asset
class (in all schemes / systems) or to other asset classes.
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d. Forecast Dam Safety Upgrade Capital Expenditure during the 2020-24 period

The assessment of the prudency and efficiency of Sunwater’s forecast dam safety upgrade capex
should consider whether:

- There is a demonstrated need for the expenditure (prudency), including meeting compliance
and regulatory requirements

- The proposed design meets technical and regulatory standards and requirements in relation
to timing

- Sunwater’s proposed designs and costings meet the efficiency criteria outlined above.

1.2 Report Structure

The structure of this report is outlined in Table 1.

Table 1 Report Structure

‘ Main Report

Section 1 Introduction

Section 2 Summary of Capital Submission

Section 3 Assessment Methodology

Section 4 Policies and Procedures Review

Section 5 Historical Renewal Assessments (2012-2018)

Section 6 Transitional and Forward Renewal Assessments
Section 7 Annuities Assessment

Section 8 Dam Safety Upgrade Project Assessments

Section 9 Summary of Conclusions and Recommendations
Appendices

Appendix A Project Reviews for Historical Renewals

Appendix B Project Reviews for Transitional and Forward Renewals
Appendix C Impact on Annuity by Scheme

Appendix D Project Reviews for Dam Safety Upgrades

Appendix E Assessment Forms for Historical Renewals

Appendix F Assessment Forms for Transitional and Forward Renewals
Appendix G Assessment Forms for Dam Safety Upgrades
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2.0 Summary of the Capital Submission

2.1 Renewals
This section summarises Sunwater’s historic and forward renewals expenditure.
211 Historical Actuals (FY12-FY18)

Sunwater’s submission includes more than 2,200 individual projects for the schemes under review, for
the historical FY12-FY18 period. Sunwater’s historic renewals expenditure over the FY12-FY18
period, amounting to $158.1 million, is summarised in Figure 1.
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$40.0 -
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Figure 1 FY12-FY18 Historical Actuals ($ million)

2.1.2 Transitional and Forward Renewals (FY19-FY53)

Sunwater first presented its transitional and forward renewals submission to the QCA in November
2018. That submission was analysed until June 2019, when Sunwater submitted its revised
submission for transitional and forward renewals.

Sunwater’s submission presented to the QCA in June 2019 includes more than 12,000 individual
projects for the schemes under review, for the FY19-FY53 period. Sunwater’s forward renewals
expenditure over the price path period is presented in Figure 2. The value of works is presented
separately for the historical transitional (FY19-FY20), price path (FY21-FY24) and beyond price path
(FY25-FY53) periods in $FY19.
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$ million, FY19
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Figure 2 Sunwater's Revised Transitional and Forward Renewals Submission ($ million, FY19)

There is a significant upward trend observed in forward renewals value, driven by renewal activity of
long-lived assets. A comparison of Sunwater’s revised June forward renewals submission to the
original November submission is presented in Figure 3.
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Figure 3 Comparison to Sunwater's Original Transitional and Forward Renewals Submission ($ million, FY19)
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