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The Authority is pleased to present its recommendations on the tariffs for the Water
Corporation, Agwest and Busselton Water.

The inquiry was undertaken in response to a request by the Treasurer in July 2008. It is
the second such inquiry that the Authority has undertaken. The previous inquiry was
completed in 2005.

The recommendations take into account the views expressed by interested parties in
written submissions and in a roundtable. Two opportunities for written submissions were
provided: one in response to an issues paper and the other in response to a draft report.
In total, 14 submissions were received from interested parties. The Authority wishes to
thank those who provided the submissions and those who participated in the roundtable.

If the recommendations were implemented, the difference between what customers
currently pay and what they would pay in 2012/13 is shown in Table 1.1 (the average
annual dollar increase or decrease is shown in the second to last column of the table).

The impacts shown in Table 1.1 largely reflect the increase or decrease in the cost of
providing the service to each class of customer. However, some of the impacts can also
be explained by changes that more accurately allocate costs between residential and
commercial customers (for example, the payment variations to commercial water
customers in the country).

The Authority’s recommendation is for a 10 per cent increase in the average Perth
household water bill for each of the next three years (between 2009/10 and 2012/13) and
a 2 per cent increase in the average Perth household wastewater bill (for each of the next
three years). The total impact on an average Perth household would be a 5 per cent
increase in the combined water and wastewater bill for each of the next three years.

Although not shown in Table 1.1, the average Water Corporation residential drainage
customer would also pay an additional $17 in 2010/11 under the recommendations
(increasing their annual payments from $70 to $87 per year in real dollars of June 2009).
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Table 1.1 Impacts of Recommendations on Average Annual Payments for Water
Corporation, Aqwest and Busselton Water Customers (Real Dollars of June
2009)

Average Annual Payment  Average Annual Variation
(2019/10 to 2012/13)

2009/10 2012/13\ $

Household Water Bills

Water Corporation, Perth 416 553 45 10%
Water Corporation, Country 500 598 33 6%
Agwest, Bunbury 273 306 11 4%
Busselton Water 338 376 13 4%
Household Wastewater Bills
Water Corporation, Perth 548 579 10 2%
Water Corporation, Country 553 632 26 5%
Total Household Water and Wastewater Bills
Water Corporation, Perth 965 1,132 56 5%
Water Corporation, Country 1,053 1,230 59 5%
Commercial Water Bills
Water Corporation, Perth 1,341 1,522 61 4%
Water Corporation, Country 8,678 7,775 -301 -4%
Aqwest, Bunbury 1,587 1,429 -53 -3%
Busselton Water 655 457 -66 -11%

Commercial Wastewater Bills

Water Corporation, Perth 1,473 1,554 27 2%

Water Corporation, Country 1,105 1,153 16 1%
Total Commercial Water and Wastewater Bills

Water Corporation, Perth 2,813 3,077 88 3%

Water Corporation, Country 9,783 8,928 -285 -3%

Water Tariffs in Perth

A water bill consists of a water usage charge and an annual fixed charge. A considerable
part of the inquiry has involved establishing the value of water in Perth. This value is used
to guide the setting of water usage charges. In total, the fixed charge and the water
usage charge is set to ensure the water businesses recover the costs that have been
efficiently incurred in providing the water service.

Water Corporation proposed that usage charges for Perth residential customers be set at
$1.28 per kL up to 150 kL, $1.70 per KL from 151 kL to 500 kL and $2.03 per kL above
500 KL (in real dollar values of 2009). Perth commercial customers would be charged
$1.70 per kL.

The Authority’s recommendation is that usage charges for Perth residential customers be
transitioned by 2012/13 to $1.40 per kL up to 150 kL, $1.83 per kL from 151 kL to 500 kL
and $2.15 per kL above 500 kL (in real dollars of June 2009). Perth commercial
customers would be transitioned by 2012/13 to $1.83 per kL. All values are in real dollars
of June 2009.
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The range of usage charges in the Authority’s recommendation reflects the values of
water as proposed by the Water Corporation (adjusted for inflation). However, the
Authority has added an additional amount ($0.12 per kL) to reflect the cost of pumping
water to customers.

Given that the recommended usage charges are significantly higher than current usage
charges, the Authority recommends a substantial reduction in the annual fixed charge (the
fixed charge is gradually reduced from $195.74 in 2009/10 to $79.59 in 2012/13, in real
dollar values of 2009).

The Authority has made its recommendations after considering a range of options and
concluding that the impacts of the recommendations are preferable to the impacts
associated with other options (for example, after considering the impacts that each option
would have on low water users, large households, tenants and pensioners).

The Authority’s recommendation is that usage charges for Bunbury residential customers
be transitioned by 2012/13 to $0.56 per kL up to 150 kL, $1.05 per kL from 151 kL to
350 KL, $1.49 per kL from 351 KL to 500 kL, $1.98 per kL from 501 kL to 700 kL and
$2.15 per kL above 700 kL. The annual residential fixed charge would be reduced from
$101.58 in 2009/10 to $79.59 in 2012/13. Commercial customers in Bunbury would be
charged $1.49 per kL. All values are in real dollars of June 2009.

For Busselton, the Authority’'s recommendation is that usage charges for residential
customers be transitioned by 2012/13 to $0.86 per kL up to 150 kL, $1.20 per kL from
151 KL to 350 kL, $1.32 per kL from 351 KL to 550 KL, $1.59 per kL from 551 kL to 750 kL
and $2.15 per kL above 750 kL. The annual fixed charge for Busselton residential
customers would be reduced from $134.28 in 2009/10 to $79.59 in 2012/13. Commercial
customers in Busselton would be transitioned to $1.32 per kL by 2012/13 (all values are in
real dollars of June 2009).

The recommended residential tariffs for Aqwest and Busselton Water are based on the
existing tariff structures with the following modifications:

e The number of tariff tiers is reduced to five (from the current six for Agwest and
eight for Busselton Water) by capping the usage charges at the highest
recommended charge for Perth.

e The residential fixed charge is transitioned by 2012/13 to the Perth residential
fixed charge.

The Water Corporation has proposed that the current wastewater pricing approach, which
is based on gross rental values, be replaced with an average fixed charge. Under the
gross rental value method, there is little if any relationship between the price charged and
the cost of the service and the correlation between property values and income is not
strong (25 per cent of lower-income households are in above-average valued properties).

The Authority supports this approach, which is more cost-reflective than property-based
prices and would be simple to implement. A transition period of three years is likely to be
required to minimise financial impacts on customers (particularly for customers currently in
relatively low valued properties).



The Authority is conscious that the Water Corporation is currently implementing a set of
complex reforms to country water pricing. However, the Authority considers that the
current reforms should be amended to change the uniform pricing policy to a tariff cap
policy. Since the Authority last provided advice on country water pricing, the cost of water
in Perth has significantly increased. If the uniform pricing policy were to be continued,
many residential customers in low cost country towns would pay charges significantly
higher than the costs of providing the water service.

The Authority also considers that the current threshold for applying fully cost reflective
usage charges in the country is too high and that the threshold should be lowered (from
950 KL to 550 kL in the South of the State and from 1150 to 750 KL in the North of the
State). The recommended thresholds are higher than the volume of water that would
typically be used by households with six members. Customers could avoid higher usage
charges by lowering their water usage.

The Authority does not consider that the current drainage charging approach is fair or
cost-reflective. Charges to the Water Corporation’s customers are based on property
values, with non-residential customers paying an amount that is disproportionate to their
benefit. While two thirds of residential customers pay the same minimum fixed charge,
the other one third pay much higher amounts based on their property value.

The Authority considers that a fairer and more cost-reflective approach is to charge
developers the costs of expanding the drainage network and recover the remaining costs
from the Water Corporation’s drainage customers on the basis of land area. Residential
customers would be charged a flat charge while non-residential customers would be
charged on the basis of land area, in three tiers.

In future regulatory periods, it may be fairer if all Perth customers (including both Water
Corporation and local government drainage customers) were to share the costs of the
drainage systems that provide public benefits, such as expenditure on improving drainage
quality. One approach for recovering the public benefits associated with drainage could
be to have a drainage levy (itemised separately on the water bill) that applies to all Water
Corporation water customers in Perth. The proceeds from this levy could be used to fund
all public benefit-related drainage expenditure by service providers. However, as the
Water Corporation has not proposed expenditure on improving drainage quality, this
change has not been recommended by the Authority.

In determining the recommended tariffs outlined above, the Authority has reviewed a
number of technical aspects of the three water service providers’ current operations and
charging approaches. These issues are covered in detail in the report. The major
recommendations are:

e The tariffs of the Water Corporation, Agqwest and Busselton Water should be set
for a three-year regulatory period, and no longer be revised on an annual basis
(other than to adjust for inflation).

e The Water Corporation should continue to endeavour to achieve reductions in its
real operating costs per connection (for its base operations) of 1.88 per cent per
year, which is the same efficiency target as has been applied for the last three



years and which has been achieved by the Water Corporation. The operating
efficiencies being targeted by the Water Boards are considered appropriate.

The Water Corporation’s proposed operating expenditure to improve levels of
service to customers and proposed capital expenditure should be used to set
tariffs for the regulatory period.

For Water Corporation, the rate of return (pre-tax real) should be increased from
5.63 per cent to 6.62 per cent. For Agwest and Busselton Water, the rate of return
should be increased from 5.87 per cent to 7.14 per cent.

The initial regulatory asset values for Agwest and Busselton Water be set at
$30.4 million and $20.5 million respectively (as at 30 June 2008, in real dollar
values of 2009). The initial regulatory asset value for Water Corporation was set
following the previous review and should not be revised.

The annual fixed charge should be the same for all small-use water customers,
whether they are residential or small business customers. Wherever a 20mm
meter is used to provide water, the fixed charges should be the same for all
customers. The fixed charge should then increase as meter capacity increases.

The current subsidies to public and charitable institutions for water and wastewater
services should be either funded by a Community Service Obligation (CSO)
payment or discontinued, rather than be paid for by other customers. For the
purpose of this report, it has been assumed that these subsidies are funded by a
CSO.



Water Charges for Perth, Bunbury and Busselton

1)

2)

3)

Following consideration of a number of options, the Authority recommends that water
tariffs for Perth residential customers be set as follows:

a) the first tier usage charge (up to 150 kL) for 2012/13 be set at the lower
estimate of the expected value of long run marginal cost (LRMC) at 2012/13
plus the marginal cost of distributing water;

b) the second tier usage charge (between 150 kL and 500 kL) for 2012/13 be set
at the upper estimate of the expected value of LRMC at 2012/13 plus the
marginal cost of distributing water;

C) the third tier usage charge (above 500 kL) for 2012/13 be set at the price that
is likely to achieve the amount of water savings from two day per week
sprinkler restrictions (estimated at $2 per kL) plus the marginal cost of
distributing water;

d) the annual fixed charge for 2012/13 be set at the value that causes an
(approximately) equal average annual per cent change in water payments
over the next ten years in order to balance revenue with costs; and

e) the tariffs for 2010/11 and 2011/12 be set to transition smoothly to the
recommended tariffs in 2012/13.

Water tariffs for Perth commercial customers be set as follows:

a) the usage charge for 2012/13 be set at the second tier usage charge for
residential customers;

b) the usage charges for 2010/11 be aligned to a single usage charge for all
commercial customers;

C) the annual fixed charge for small-use commercial water customers (those
using a 20mm meter) for 2012/13 be set at the annual fixed charge for
residential customers;

d) meter-based fixed charges increase with (the square of the) meter size; and

e) the tariffs for 2010/11 and 2011/12 be set to transition smoothly to the
recommended tariffs in 2012/13.

Tariffs for Agwest and Busselton Water customers be set as follows:

a) current residential usage charges be increased on an annual basis in
proportion to the average annual increase in costs, subject to a cap set at the
highest usage charge in Perth;

b) the annual fixed charge for residential customers for 2012/13 be set at the
level of the annual fixed charge in Perth for 2012/13;



C) usage charges for commercial water customers for 2012/13 be set at the third
tier usage charge for residential customers;

d) the annual fixed charge for small-use commercial water customers (those
using a 20mm meter) for 2012/13 be set at the annual fixed charge for
residential customers;

e) meter-based fixed charges be set to increase with the square of the meter
size;

f) the tariffs for 2010/11 and 2011/12 be set to transition smoothly to the
recommended tariffs in 2012/13.

Water Corporation’s Country Water Charges

4)

5)

The uniform pricing policy be changed to a tariff cap policy to avoid customers in low
cost country towns paying charges higher than the cost of providing the water
service.

The threshold above which fully cost-reflective usage charges apply to country
residential customers be lowered from 950 kL to 550 kL in the South and from 1,150
to 750 kL in the North.

Water Corporation’'s Wastewater Charges

6)

7

8)

Residential wastewater charges be no longer based on property values but instead
be based on an annual average fixed charge.

The transition away from property valuation-based residential wastewater charges be
over a period of three years.

The current fixture-based method of charging non-residential customers for
wastewater services is appropriate.

Water Corporation’s Drainage Charges

9)

10)

11)

Developers be charged the costs of any drainage infrastructure that is required to
service developments (with the developer charge based on the average costs to the
Water Corporation of expanding the drainage network over the last 10 years).

Residential and commercial customers (within the main drainage system provided by
the Water Corporation) in Perth be charged the residual costs of drainage that remain
after the costs attributed to developers have been deducted.

Customers within the Water Corporation’s main drainage system in Perth be charged
for drainage on the basis of land area.

a) All residential customers, plus non-residential drainage customers with land
area less than 1,000 square meters, be charged $87.21 per year.



12)

13)

14)

b) Non-residential drainage customers with land area from 1,000 square meters
to 10,000 square meters be charged $436.04 per year.

C) Non-residential drainage customers with land area above 10,000 square
meters be charged $872.07 per year.

The proposed drainage charges be introduced in 2010/11 and then be held constant
in real terms.

In future, any expenditure on drainage quality be recovered through a levy on all of
the Water Corporation’s water customers in the scheme.

The costs incurred by the Water Corporation in providing drainage services in the six
rural drainage districts be passed on to local councils in a cost reflective manner.

Water Corporation’s Other Tariffs

15)

16)

17)

18)

19)

20)

21)

22)

Where practical, charges for minor tariffs associated with water, wastewater and
drainage services should reflect the efficient costs of service.

Non-standard charges associated with metropolitan standpipes, industrial waste
discharge to sewers, and specific services relating to industrial waste are set in a way
that reflects costs and are therefore appropriate.

Additional charges (or discounts) on delayed (or early) payments reflect the costs to
Water Corporation of delayed payment. However, the Authority recommends that the
penalty rate on overdue accounts be reduced from 13.99 per cent to no higher than 1
per cent above the nominal cost of debt in the weighted average cost of capital
calculation, to reflect more closely the cost of debt.

Subsidies to public and charitable institutions for water and wastewater services be
either funded by a CSO or discontinued, rather than paid for by other customers.
For the purpose of this report, it has been assumed that these subsidies are funded
by a CSO.

Residential caravan bays be charged the standard residential fixed charges for water
and wastewater services.

Water usage charges for farmland, local government standpipes and stock watering
be set cost reflectively, and include a quota for residential use set at residential
prices, with commercial pricing for usage above the quota.

Small mining customers be charged for water usage at the country non-residential
tariffs.

Wastewater charges for non-residential vacant land be based on a fixed charge, and
the additional GRV-based component removed.



Method Used to Determine Revenue Requirements for Each Service Provider

23)

24)

25)

26)

27)

28)

The tariffs of the Water Corporation, Aqwest and Busselton Water be set for a three-
year regulatory period, and no longer be revised on an annual basis (other than to
adjust for inflation).

The Water Corporation be able to retain, for the length of the regulatory period, any
operating expenditure savings that are greater than the savings required to achieve
the operating expenditure efficiency target.

Reviews of service standards for Water Corporation, Agqwest and Busselton Water be
aligned with, and incorporated into, tariff reviews.

Tariffs be escalated on an annual basis in line with the annual increase in the eight
city average Consumer Price Index.

For the purpose of calculating revenue requirements, gifted assets be excluded from
the calculation and cash contributions be offset against capital expenditure in the
year in which the cash contributions are received. However, any revenue adjustment
associated with changing the regulatory accounting treatment of developer
contributions would not commence until the next regulatory period (and would then
be recovered in a similar manner to the recovery of capital expenditure, over the
average life of the Water Corporation’s capital expenditure).

CSO payments be set for a three year regulatory period using the same financial
model used to calculate tariffs.

Operating and Capital Costs

29)

30)

31)

32)

33)

Water Corporation’s revenue requirement be set on the basis of reductions in base
real operating costs per connection of 1.88 per cent per year.

Water Corporation’s revenue requirement be set on the basis of its projected
increases in operating costs to achieve level of service improvements.

Water Corporation’s revenue requirement be set on the basis of its capital
expenditure projections.

Customers should not pay for any premium associated with the Water Corporation’s
strategy to procure up to 20 per cent of the energy requirements of the Southern
Seawater Desalination Plant from renewable energy sources that are untested at a
commercial scale.

Agwest’'s and Busselton Water's revenue requirements be set on the basis of their
operating and capital expenditure projections.

Rate of Return

34)

For Water Corporation, the rate of return (pre-tax real) be set at 6.62 per cent.



35) For Agwest and Busselton Water, the rate of return (pre-tax real) be set at 7.14 per
cent.

36) The rates of return for Water Corporation, Agwest and Busselton Water should be
updated in 2010 prior to the tariffs being set for the regulatory period.

37) The initial asset values used for the purpose of determining tariffs be set at $30.4
million for Agwest and $20.5 million for Busselton Water (as at 30 June 2008, in real
dollar values of 2009).

38) The initial regulatory asset value for Water Corporation should not be revised.

Efficiency of Demand Management Activities

39) Demand restrictions be reconsidered once the Southern Seawater Desalination Plant
is operational.

Wastewater Cost Allocation

40) The uniform approach to charging metropolitan and country commercial wastewater
customers be continued for the next three years and reconsidered at the next
regulatory review.

41) The cost of providing wastewater services within a scheme continue to be allocated
between residential and commercial customers on the basis of existing relativities for
the next three years and reconsidered at the next regulatory review.

Specific Tariff Recommendations for Each Service Provider

42) The tariffs of the Water Corporation, Aqwest and Busselton Water be set in
accordance with the tariffs in Schedules 1, 2 and 3 of Appendix .
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The Treasurer of Western Australia gave written notice to the Economic Regulation
Authority (Authority), on 9 July 2008, to undertake an inquiry into the tariffs of the Water
Corporation, Aqwest and Busselton Water.

The inquiry has been referred to the Authority under Section 32 of the Economic
Regulation Authority Act 2003 (Act), which provides for the Treasurer to refer inquiries to
the Authority on matters related to regulated industries (i.e. water, gas, electricity and rail
industries).

The Terms of Reference for the inquiry are provided in Appendix A.

In accordance with the Terms of Reference, the Authority is to consider and report on:

the appropriate charging structures and recommended tariff levels for the Water
Corporation, Aqwest and the Busselton Water Boards' water supply services;

the appropriate charging structures and recommended tariff levels for the
Water Corporation’s wastewater services;

the appropriate charging structures and recommended tariff levels for the
Water Corporation’s drainage services; and

the appropriate charging structures and recommended tariff levels for the Water
Corporation’s other regulated services.

The Authority must give consideration to, but will not be limited to, the following:

the method used to determine the revenue requirements of each service provider;
the operating and capital costs of providing services, with a focus on:

—  cost effectiveness in the supply of services; and

—  resources necessary to meet the required service standards.

the appropriate rate of return on each service provider’'s assets;

the efficiency of demand management activities;

the impact of the recommendations on each service provider's net financial
position;

the impact of the recommendations on the Government’s net financial position, in
particular, net debt, dividends, tax equivalent payments and the level of
Government funding (through Community Service Obligation Payments); and

the environmental and social impact of the recommendations.

In undertaking the inquiry, the Authority recognises section 26 of the Act, which requires
the Authority to have regard to:

the need to promote regulatory outcomes that are in the public interest;

the long-term interests of consumers in relation to the price, quality and reliability
of goods and services provided in relevant markets;



e the need to encourage investment in relevant markets;

e the legitimate business interests of investors and service providers in relevant
markets;

¢ the need to promote competitive and fair market conduct;
¢ the need to prevent abuse of monopoly or market power; and

e the need to promote transparent decision making processes that involve public
consultation.

This inquiry is the second major review of the Water Corporation’s water and wastewater
tariffs and the water tariffs of Aqwest and Busselton Water. It is the first major review of
the Corporation’s drainage tariffs. The requirement for external oversight of prices is a
result of the Council of Australian Government's Water Reform Agreement (1994) and the
National Water Initiative.

This inquiry follows a number of other inquiries carried out by the Authority into water-
related issues in Western Australia.

e Water Corporation’s tariffs for water and wastewater services in the Perth
metropolitan area, and water tariffs set by Aqwest and the Busselton Water Board.
This inquiry (2005) was the first independent inquiry into urban water and
wastewater tariffs in Western Australia;

e the cost of supplying bulk water to Kalgoorlie-Boulder from Perth, either from Perth
via the existing network, or transporting desalinated seawater from Esperance
along a new pipeline (2005);

e  Water Corporation’s country water and wastewater tariffs (2006);

e the bulk water supply agreement between Harvey Water and the Water
Corporation (2007);

e competition in the water and wastewater services sector (2008);
e developer contributions to the Water Corporation (2008); and

e  pricing of recycled water (2009).

In addition to the major reviews of urban and country water and wastewater tariffs, the
Authority has also carried out annual reviews of Water Corporation’s tariffs (in 2007 and
2008). These annual reviews provided advice to the Government on the implications of
the latest cost increases on the tariff structures that had previously been set by
Government. The Authority has also undertaken (in 2008) an annual review of the tariffs
charged by Agwest and Busselton Water.

As a result of previous water and wastewater pricing inquiries, the government has
implemented a number of changes to the Water Corporation’s pricing structure.

e  Metropolitan water usage charges are moving towards the (long run) marginal cost
of future water sources (and at the same time, the fixed charge is being adjusted
to ensure full cost recovery).

e The number of steps in the water tariff schedules for the Corporation (both
residential and non-residential) are being reduced over time.



e Charges in country towns for water usage above the uniform threshold are being
more closely related to the costs of providing the water service.

e All of the Corporation’s water and wastewater tariffs are moving towards being set
as closely as possible to the costs of delivering the service (subject to the uniform
tariff policy and caps on wastewater charges).

e There has been no change in the water boards’ pricing structures (the
Government has deferred decisions on the water boards’ pricing structures until
the recommendations of this inquiry have been provided).*

The current inquiry fits in with the National Water Initiative (NWI) process which requires
State Governments to use independent bodies to either set or review prices (or price
setting processes) for water storage and delivery by government water service providers.?
Prices must be consistent with the pricing principles set out in the NWI, including the
requirement to remove or at least make transparent any cross subsidies. While the
Authority does not have a formal function as a price regulator for water and wastewater
services, it has indirectly performed this role through inquiries which result in tariff
recommendations to the Government.

Other jurisdictions have independent regulators which regulate water and wastewater
prices; the Independent Pricing and Regulatory Tribunal (IPART) in NSW, the Essential
Services Commission of South Australia (ESCOSA), the Essential Services Commission
(ESC) of Victoria, and the Independent Competition and Regulatory Commission (ICRC)
in the ACT. These regulatory bodies set the maximum prices that can be charged by
water and wastewater utilities for their services.

Water and wastewater services are generally provided by monopoly service providers. As
such, there is a need for oversight of prices to ensure the businesses do not overcharge
for their services. The approach taken in Western Australia has been for the Government
to issue a Terms of Reference to the Authority to undertake an inquiry and provide
recommendations on appropriate tariffs.

In making these recommendations, the Authority first establishes the efficient costs of the
businesses. For a given forecast of demand, tariffs are then calculated to reflect the
efficient recovery of costs. This approach is adopted individually for water, wastewater,
drainage and other regulated services such that water tariffs reflect the costs incurred in
providing water services, wastewater tariffs reflect the costs incurred in providing
wastewater services and so on.

A more detailed description of the service providers and their current tariffs is contained in
the Appendices.

e Appendix B presents an overview of the Water Corporation, Aqwest and Busselton
Water Board.

e Appendix C outlines the current tariff structures for the three service providers.

e Appendix D sets out other regulated tariffs of the Water Corporation.

The report consists of three parts.

! Water boards refers to Aqgwest (or the Bunbury Water Board) and the Busselton Water Board.

% Section 77 of the Intergovernmental Agreement on a National Water Initiative.



Part 1 presents recommendations of a general nature such as those relating to:

water usage charges;
wastewater charges; and

drainage charges.

Part 2 presents recommendations that relate to technical issues such as:

the method used to determine revenue requirements for each service provider;
the operating and capital costs of providing services;

the rate of return;

demand management; and

cost allocation between different customers groups.

Part 3 presents the specific tariff recommendations for each of the reviewed water
businesses.

Part 4 presents the impacts of the tariff recommendations on customers and government
finances.

The recommendations of this inquiry have been informed by the following public
consultation process:

An Issues Paper was released on 4 August 2008 and six submissions were
subsequently received.

A Draft Report was released on 18 March 2009 and eight submissions were
subsequently received.

A roundtable to discuss the draft recommendations was held on 4 May 2009 with
30 stakeholders attending.

The Treasurer twice amended the reference to extend the delivery date for the
Final Report from 15 June 2009 to 17 July 2009, and then to 14 August 2009.

The Final Report was presented to the Treasurer on 14 August 2009.

The Treasurer, in accordance with the Act, is required to table this report in
Parliament within 28 days of its receipt.

In accordance with section 45 of the Act, the Authority has acted through the Chairman
and members in conducting this inquiry.
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1.5 Further Information

Further information regarding this inquiry can be obtained from:

Mr Greg Watkinson

Director, References and Research
Economic Regulation Authority

Ph (08) 9213 1900

Media enquiries should be directed to:

Ms Sue McKenna
Ms Joanne Fowler
The Communications Branch Pty Ltd
Ph: 6189472 4411
Mb: 0424 196 771 (Sue)
0408 878 817 (Joanne)
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PART ONE: GENERAL
RECOMMENDATIONS
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2 Water Charges for Perth, Bunbury and
Busselton

2.1 Terms of Reference

This section contributes to addressing the following Terms of Reference.

the Authority is to investigate and report on ...

e the appropriate charging structures and recommended tariff levels for the Water
Corporation, Aqwest and the Busselton Water Boards' water supply services;
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2.2 Recommendations

Recommendations

1) Following consideration of a number of options, the Authority recommends
that water tariffs for Perth residential customers be set as follows:

a) the first tier usage charge (up to 150 kL) for 2012/13 be set at the lower
estimate of the expected value of long run marginal cost (LRMC) at
2012/13 plus the marginal cost of distributing water;

the second tier usage charge (between 150 kL and 500 kL) for 2012/13
be set at the upper estimate of the expected value of LRMC at 2012/13
plus the marginal cost of distributing water;

the third tier usage charge (above 500 kL) for 2012/13 be set at the
price that is likely to achieve the amount of water savings from two day
per week sprinkler restrictions (estimated at $2 per kL) plus the
marginal cost of distributing water;

the annual fixed charge for 2012/13 be set at the value that causes an
(approximately) equal average annual per cent change in water
payments over the next ten years in order to balance revenue with
costs; and

e) the tariffs for 2010/11 and 2011/12 be set to transition smoothly to the
recommended tariffs in 2012/13.

Water tariffs for Perth commercial customers be set as follows:

a) the usage charge for 2012/13 be set at the second tier usage charge
for residential customers;

b) the usage charges for 2010/11 be aligned to a single usage charge for
all commercial customers;

c) the annual fixed charge for small-use commercial water customers
(those using a 20mm meter) for 2012/13 be set at the annual fixed
charge for residential customers;

d) meter-based fixed charges increase with (the square of the) meter size;
and

e) the tariffs for 2010/11 and 2011/12 be set to transition smoothly to the
recommended tariffs in 2012/13.

Tariffs for Aqwest and Busselton Water customers be set as follows:
a) current residential usage charges be increased on an annual basis in
proportion to the average annual increase in costs, subject to a cap set

at the highest usage charge in Perth;

the annual fixed charge for residential customers for 2012/13 be set at

Inquiry into the Tariffs of the Water Corporation, Aqwest and Busselton Water: Final Report
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the level of the annual fixed charge in Perth for 2012/13;

usage charges for commercial water customers for 2012/13 be set at
the third tier usage charge for residential customers;

the annual fixed charge for small-use commercial water customers
(those using a 20mm meter) for 2012/13 be set at the annual fixed
charge for residential customers;

meter-based fixed charges be set to increase with the square of the
meter size;

the tariffs for 2010/11 and 2011/12 be set to transition smoothly to the
recommended tariffs in 2012/13.

2.3 Reasons

Table 2.1 shows the Authority’s recommended tariffs for the Water Corporation’s
metropolitan water customers.

Inquiry into the Tariffs of the Water Corporation, Aqwest and Busselton Water: Final Report 9
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Table 2.1 Recommended Water Corporation Metropolitan Residential and Commercial
Water Tariffs (Real Dollars of June 2009)

2009/10

Residential Fixed Charge

Fixed Tariff 195.74 79.59
Residential Demand Charge by Volume

0-150 0.709 1.400
151 — 350 0.860 1.830
351 - 500 0.996 1.830
501 — 550 0.996 2.150
551 - 950 1.501 2.150
951 + 1.738 2.150
Commercial Fixed Charge by Meter Size

20mm 453.02 79.59
25mm 707.95 124.36
30mm 1,019.73 179.08
40mm 1,811.88 318.36
50mm 2,831.61 497.44
80mm 7,249.46 1,273.44
100mm 11,326.43 1,989.75
150mm 25,484.47 4,476.94
200mm 45,306.70 7,959.00
250mm 70,791.17 12,435.94
300mm 101,939.83 17,907.75
350mm 138,750.73 24,374.44
Commercial Demand Charge by Volume

(kL)

0-600 1.144 1.830
601 — 1,100,000 1.192 1.830
over 1,100,000 1.180 1.830

The Authority considered a proposal by the Water Corporation to have three tiers of usage
charges for residential customers, with the first tier equal to the value of water as
represented by their lower estimate of the average (incremental) cost of adding more
supply — referred to as “long run marginal cost” (LRMC) pricing) — the second tier equal to
their upper estimate of LRMC, and the third tier equal to the per kL cost of desalination.

The Water Corporation’s estimates of LRMC are estimates of what the LRMC would be in
2013. The Authority considers that this approach is appropriate because there is no
reason in transitioning usage charges to reflect current estimates of LRMC, as these
current estimates would be out of date by 2013. The recommended usage charges
recognise that the value of water is likely to decline over the regulatory period ahead of
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the introduction of the second desalination plant (the Authority has calculated that the
current estimates of LRMC are significantly higher than the estimates of LRMC in 2013).

The main difference between the Water Corporation’s proposal and the Authority’s
recommendation is that the Authority has recommended an additional amount be added
to usage charges to reflect the marginal cost of distributing water. Efficient usage charges
would be based on the value of the water as well as the electricity and treatment costs
associated with getting that water to customers.

Another difference between the Water Corporation’s proposal and the Authority’s
recommendation is the principle for setting the third tier usage charge. The Authority
disagrees that the charge should be based on the cost of a desalination plant but rather
on the price that is likely to achieve the amount of water savings from two day per week
sprinkler restrictions. The Authority considers that this price is likely to be in the order of
$2 per KL (which is also similar to the per kL cost of water from a desalination plant).

The Authority has concluded that over the next three years there is an environmental
externality (external cost) associated with abstracting more groundwater than would
ideally be taken if other sources were available. This environmental externality is
estimated to range between $0.24 per kL and $0.33 per kL. However, the estimate of the
value of water obtained using the method proposed by the Water Corporation is
consistent with the Authority’s estimate of the short term value of water inclusive of an
environmental externality premium. In other words, no further adjustment to usage
charges is necessarily required to incorporate an environmental externality premium into
the recommended water usage charges.

For each service provider, the Authority considers that a three-year transition period to the
recommended tariffs is appropriate given the extent of rebalancing between usage and
fixed charges (for both residential and commercial customers in Perth and for commercial
customers in Bunbury and Busselton).

The Authority has also concluded that the annual fixed charge should be the same for all
small-use water customers, whether they are residential or small business customers.
Wherever a 20mm meter is used to provide water, the fixed charge should be the same,
with the fixed charge increasing as meter capacity increases.

Table 2.2 and Table 2.3 show the Authority’'s recommended tariffs for Agwest and
Busselton Water, respectively.
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Table 2.2 Recommended Tariff Schedule for Aqwest Residential and Commercial Water

(Real Dollars of June 2009)

2009/10 (est) 2012/13

Fixed Charge

Residential 101.58 79.59
Non-Residential by Meter Size (mm)

20 379.96 79.59
25 592.89 124.36
40 1,521.78 318.36
50 2,378.39 497.44
80 6,090.06 1,273.44
100 9,515.53 1,989.75
150 21,411.41 4,476.94
Demand Charge by Volume (kL)

Residential

0-150 0.42 0.56
151 - 350 0.78 1.05
351 - 500 1.11 1.50
501 - 700 1.47 1.98
701 - 1000 1.77 2.15
Over 1000 2.59 2.15
Non-Residential by tranche

0-1000 0.80 1.50
over 1000 1.18 1.50
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Table 2.3 Recommended Tariffs for Busselton Residential and Commercial Water (Real
Dollars of June 2009)

2009/10 (est) 2012/13

Fixed Charge

Residential 134.28 79.59
Non-Residential By Meter Size (mm)

20 429.87 79.59
25 670.92 124.36
32 966.82 134.51
40 1,720.74 318.36
50 2,687.56 497.44
80 6,882.84 1,273.44
100 10,754.19 1,989.75
150 24,090.06 4,476.94

Demand Charge by Volume (kL)

Residential

0-150 0.54 0.86
151 - 350 0.75 1.20
351 - 550 0.83 1.32
551 - 750 1.00 1.59
751 - 1150 1.65 2.15
1151 - 1550 2.34 2.15
1551 - 1950 2.71 2.15
Over 1950 3.15 2.15
Non-Residential

0 - 1000 0.97 1.32
Over 1000 1.37 1.32

The Authority did not receive explicit tariff proposals from Aqwest and Busselton Water
although each service provider indicated they were relatively comfortable with their current
tariff structures. The recommended tariffs for Aqwest and Busselton Water are based on
a method broadly similar to the one used to calculate water tariffs for country towns
served by the Water Corporation. The residential fixed charges have been set equal to
the fixed charge in Perth. The usage charges are the current usage charges increased in
proportion to the general increase in costs (but capped at the highest usage charge in
Perth). Residential customers and small business customers pay the same fixed charge.

After considering a range