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Executive Summary

As South East Queensland's bulk water supply authority, Seqwater is responsible for delivering safe, secure,
and cost-effective bulk water supply. We are one of Australia’s largest water businesses with the most
geographically spread and diverse asset base of any capital city water authority, servicing over three million
people.

This submission presents our proposed revenue requirement for the 2023-26 regulatory period for the purpose of
setting bulk water prices, based on the terms of the Minister's Referral Notice. This must include our forecasts
for the duration of the price path (i.e. to 2027-28), noting that the focus of this submission is our forecasts for the
2023-26 regulatory period.

Strategic context

We operate in a highly dynamic environment. The foundation for our regulatory proposal is our 2020-24 Corporate Strategy.
This includes the five strategic objectives we have identified in response to our key external drivers and the opportunities
and challenges facing our business, which are to:

e improve safety and organisational culture

e improve processes, systems and planning

 strengthen financial sustainability

e increase water supply certainty

e increase stakeholder, customer and community satisfaction and support.

In reviewing the revenue required to recover our prudent and efficient costs in delivering bulk water services, there are a
number of specific objectives that fit within this broader strategic context.

Improving engagement We have been working in partnership with our Retailer Customers to deliver better

outcomes for end customers. We have made significant improvements to customer,

stakeholder and community engagement across our business, which has also meant
that our consultation leading up to the lodgement of our revenue proposal has been
more targeted. We will continue to build on this into the future.

Improving efficiency We have been continuing to identify and implement initiatives to improve our
efficiency, in the face of continued cost pressures and uncertainties.

Building and maintaining a resilient | We have implemented a number of material enhancements to our asset management
network to ensure water security framework, including adopting a new risk-based prioritisation framework and making
significant improvements to our asset management and capital planning processes.
The principles of this approach are to ensure our capital plan - the Asset Portfolio
Master Plan (APMP) - is prudent, efficient, financially sustainable and deliverable.

An adaptive and agile approach to The services we provide are governed by a number of key planning framewaorks,

optimising bulk water supply and including the Water Security Program. Within that context, optimising the provision
system operations, including in of bulk water supplies while maintaining water security is a dynamic process that
drought is impacted by a number of variables and influences, some of which are beyond our

control. This includes managing the impacts of drought. \WWe manage this within a
structured and transparent framework, while practicing adaptive management to look
for opportunities to reduce costs without compromising our water security objectives.
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Maintaining stable and sustainable | We have developed a set of Bulk Water Pricing Principles that have also been
prices discussed with our Retailer Customers. One of those principles is that prices should
be stable into the future, avoiding large increases or decreases.

Maintaining a sustainable business | Consistent with the Referral Notice, we need to recover our prudent and efficient
costs, including remaining on track to ensure repayment of the Price Path Debt by
2027-28. Our fully volumetric tariff means that our revenue recovery will vary directly
with demand changes, including in the event of drought. Overall, we need to be

able to recover our costs without compromising our principle of maintaining stable
prices. Key to this is ensuring we ‘live within our means” and look for opportunities to
improve efficiencies where possible.

Managing risk and uncertainty Our business and operating environment is characterised by uncertainty, including

a changing climate, which could see an increased risk of more frequent and severe
droughts. This also presents challenges in forecasting demand and expenditure.
Where appropriate, and subject to the terms of the Referral Notice, we are looking
to use accepted regulatory mechanisms, such as Review Events, to manage risk and
uncertainty.

Working towards a standard Our current business was only established in 2013 as part of a suite of institutional
regulatory framework reforms. We also assumed responsibility for the large water security investments
made in response to the Millennium Drought, along with the associated debt. Since
then, we have transitioned to a common bulk water price across SEQ that enables
full cost recovery. We are also required to recover the Price Path Debt that emerged
from a decision to smooth the price impact of the Millennium Drought investments,
which has subsequently grown due to continued revenue under-recoveries. Our aim is
to transition to a standard, best practice regulatory framework, particularly when the
Price Path Debt has been repaid.

Current period outcomes

The term of the current regulatory period is from 1 July 2018 to 30 June 2021 and this was therefore also the focus of the
QCA's previous bulk water price investigation. The QCA's next bulk water price investigation was deferred for a year as a
consequence of the focus of all stakeholders on COVID-19. This resulted in the QCA's recommended bulk water price for
2020-21 being rolled forward for one additional year (2021-22), with the Government recently directing the same 3.5%
increase that was applied in 2020-21.

Demand

Our demand is set within the ‘low" and ‘high’ range established under our Water Security Program. Our demand forecast
for the current period was initially set at the lower end of that range, which reflected where actual demand was at that
time, transitioning to the medium demand profile in 2026-27. Overall, in the current period our actual demand has been
higher than this forecast, noting that it has been impacted by drought in the most recent years.

Capital expenditure

In the current period we have delivered $406.4 million in capital investments, $84.3 million below the QCA's
recommendation , although this difference falls to $51.3 million with the inclusion of the natural assets and grid support
costs that are also proposed to be capitalised. This is partly due to improvements we have made to our asset management
and capital delivery processes, and strong management of some major projects that have delivered significant savings.
Also contributing to the difference was the prudent re-phasing of projects to ensure the most efficient options were
analysed, selected and delivered, as well as some unforeseen expenditure not known at the time of our submission to the
2018-21 bulk water price investigation.
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Operating expenditure

Our operating expenditure has been significantly above the QCA's recommended allowance over the current period and
this is forecast to remain the case for the 2020-21 year. However, the QCA's recommended allowance did not provide

for drought-related future costs, or costs associated with recommissioning part of the Luggage Point Advanced Water
Treatment Plant that we identified as necessary at that time. In our 2018-21 price investigation we also identified other
costs that have subsequently been incurred, including additional water production costs associated with water treatment
plants being upgraded during the current pricing period. The difference between our actual expenditure and the QCA's
recommended allowance is shown below.

Actual operating expenditure versus the QCA's recommended allowance ($m)

350
300 —— -
250

200

SM

150

100

50

FY19 FY20 FY21 FY22

Actual including drought == = Forecast including drought
QCA allowance (excluding drought)

There have been a wide range of material factors that have impacted our actual operating expenditure, the majority of
which could not have been foreseen at the time of the QCA's 2018 Final Report, nor could they be controlled in the period
that followed. Where permitted, we have sought to recover some of these costs under the Review Event mechanism
($82.06 million in total, the majority of which relate to drought costs). Some of the other cost impacts have to be absorbed
by the business.

Price Path Debt adjustments

We have made an end of period adjustment to the Price Path Debt balance as at 1 July 2017 in accordance with section (C)
(12) of the Referral Notice. This has resulted in a projected decrease in the Price Path Debt balance from $2,415.9 million
as at 1 July 2017 to $2,398.0 million as at 30 June 2022 (forecast), which will be the opening balance as at 1 July 2022.
However, even though this slight decrease in the balance is forecast, the repayments required to fully repay the debt by
2028 have increased given the shorter remaining timeframe.

One of the main end of period adjustments impacting our Price Path Debt balance is our updated Maximum Allowable
Revenue (MAR). The figure below shows the difference between the QCA's recommended forecast and our updated MAR.
The key driver of that difference has been the actual inflation outcome compared to the QCA's recommended inflation
forecast.

Actual inflation for the 2020-21 year will be updated prior to the QCA's Final Decision (along with an update of our forecast
of actual inflation for 2021-22), which will impact our final updated MAR and hence our opening Price Path Debt balance as
at 1 July 2022.
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Comparative Maximum Allowable Revenue: QCA Final v actual/forecast 2017-28 to 2021-22 ($m, nominal)
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Our approach

The key elements of our approach to forecasting our revenue requirement for the 2023-26 regulatory period are
summarised below.

Referral Notice

We must estimate our proposed revenue requirement under the terms of the Referral Notice, issued by the Minister to
the QCA under section 23(1) of the Queensland Competition Authority Act 1997. Most of the key elements of that Referral
Notice reflect the standard ‘building blocks’ approach that is applied by the QCA and other Australian regulators, the
purpose of which is to enable full recovery of our prudent and efficient costs, including a return on capital.

A fundamental difference is allowing for the repayment of the Price Path Debt, which Government has determined must
occur by 2027-28. This has also resulted in the QCA recommending forecasts for the duration of that price path (i.e. to
2027-28), while standard regulatory practice is to limit the scope of the review to the duration of the relevant regulatory
period. Another key difference — which also relates to our level of gearing (including the Price Path Debt) — is that our
return on debt is estimated based on QTC's forecast of our actual cost of debt.

Other important points to note regarding our Referral Notice include the following.

Drought allowance

Along with recommending the bulk water price to apply in normal operating conditions, the QCA is to recommend a drought
allowance. The Referral Notice states that this is “expected to provide Seqwater with total revenue sufficient to recover
the prudent and efficient costs associated with Drought operating conditions” (as per the Drought Response triggers in the
Water Security Program), along with a contribution towards the revenue foregone from reduced demand.

The establishment of a drought allowance is consistent with emerging regulatory practice in other jurisdictions. We
consider this a more efficient and effective means of recovering the costs (and foregone revenue) associated with drought.
It also sends a price signal to end customers as to the scarcity value of water during drought.

We will lodge a supplementary submission detailing our proposed drought allowance for the 2023-26 regulatory period.
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Demand Forecast and the Water Security Program

In setting our demand forecasts (including for normal and drought operating conditions), the Referral Notice requires

that this be set within the bounds of the ‘published” Water Security Program. The current Water Security Program (the
2017WSP. or version 2) is currently being reviewed. The updated version 3 of the Program (WSP2022) will be published in
March 2022, which will also coincide with the timing of the QCA's Final Report. This version will be the relevant “published’
version for the purpose of the Referral Notice.

Our proposed demand forecast under normal operating conditions for the 2023-26 regulatory period is based on the
medium demand profile in our 2019 Demand Forecast Assessment. This is our current expectation of the demand forecast
that will be contained in the updated WSP2022. This forecast has been developed in consultation with our Retailer
Customers as part of the Demand Forecasting Network and has been formally endorsed by them as part of that network.

As the ‘most likely assessment of future demand, we consider that this medium demand profile is most appropriate for
setting bulk water prices. We propose that to the extent that the QCA considers it necessary to adjust that forecast, this
is limited to within plus or minus 2% of our proposed forecast. Recent experience shows that while demand forecasting is
inherently uncertain, actual demand has been within plus or minus 3% of our medium demand profile in the 2017WSP.

Inflation forecasting methodology

The Referral Notice mandates the use of inflation swaps to derive our inflation forecast.

Rate of return

The Referral Notice prescribes the application of a benchmark Weighted Average Cost of Capital (WACC). As noted above,
our return on debt is to be set based on QTC's forecast of our actual cost of debt. We have proposed a return on equity that
reflects the return that would be required by an investor in bulk water supply infrastructure and having regard to relevant
regulatory precedent. We have also received independent expert advice from Frontier Economics.

The QCA is currently reviewing its preferred approach to estimating the rate of return. Its Draft Decision was published on
the 28th of June 2021. We have therefore not had time to consider this for the purpose of our revenue proposal.

Capital expenditure

We have made material improvements to our asset management and capital delivery processes over the current regulatory
period, which also had regard to recommendations made by the QCA's consultant, KPMG, in the 2018-21 bulk water

price investigation. We have also implemented learnings from projects undertaken in the current period. One of our key
improvements has been the establishment of a dedicated Major Projects Group. This will also result in a more coordinated
and consistent approach to project planning and delivery under the Asset Management Framework, including efficiencies in
managing projects.

Our capital expenditure forecast for the 2023-26 regulatory period is based on our Asset Portfolio Master Plan (APMP). Our
APMP is focused on renewing critical aging assets at the most efficient time in the asset lifecycle and delivering capacity
enhancement projects at the optimal time. In 2021 we undertook consultation with our Retailer Customers on our 2021-
22 capital forecast and 2023-26 capital forecast (being the five years contained in our APMP). Our APMP reflects normal
operating conditions.

Operating expenditure

As in previous QCA reviews, our operating expenditure forecast for the 2023-26 regulatory period (under normal operating
conditions) uses a base-step-trend approach for forecasting fixed operating expenditure, which has involved:

* Base - setting a base year to reflect Seqwater’s efficient fixed operating costs, which has been set at the most recently
completed financial year, 2019-20.
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» Step - adding or subtracting one-off, new and additional ongoing costs from 2022-23, of which 12 of these are
analysed, with a focus on their prudency and efficiency.

* Trend - escalating input costs using a set of cost indices, as well as applying an ongoing efficiency saving target,
consistent with the efficiency target included in the current regulatory period.

Forecasts for the two years outside this regulatory price path, 2026-27 and 2027-28, have been derived by adopting the
forecast for 2025-26, removing steps that are not ongoing and applying the relevant cost and efficiency indices.

Variable water production costs are a function of the unit cost of production and the amount of water produced. These
costs are predominantly those related to energy, chemicals and the disposal of residual waste products from our Water
Treatment Plants (WTPs) (residue) and vary by WTP. To forecast variable costs a forecast production mix by WTP has been
developed and costs have been estimated based on the average production cost per ML in 2019-20. We have proposed a
plus or minus 2% range for these costs to the extent that the QCA considers it necessary to adjust our demand forecast,
which we propose is within a plus or minus 2% band, as outlined above.

Tax allowance

We have estimated an allowance for taxation, consistent with the Referral Notice. The two main issues that need to be
addressed are:

* The correct definition of income: We have estimated our allowance based on total income, inclusive of revenue
received to recover the Price Path Debt. Calculating tax payable based on total income is consistent with standard
commercial and regulatory practice.

* The treatment of accumulated tax losses: Expert advice received from Frontier Economics is that tax losses from the
years prior to 2018-19 should not be recognised in calculating our tax allowance. However, we have recognised these
losses in order to reduce our tax allowance for the 2023-26 regulatory period. We have done this to mitigate price
impacts for the 2023-26 regulatory period, based on our Bulk Water Pricing Principles.

Our proposed revenue requirement for the 2023-26 requlatory
period

Applying the above approach, our proposed total revenue requirement for the 2023-26 regulatory period is summarised
below. This shows:

e our total MAR before repayment of the Price Path Debt
* our total revenue requirement including repayment of the Price Path Debt.
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Total forecast revenue 2022-23 to 2025-26 ($m, nominal)

Return on assets

Depreciation

Operating costs

Tax allowance

Concealed Leaks Remission

Sub total

Less inflationary gain or asset indexation
Less revenue offsets

Less Mid-year Cash flow Adjustment

Total MAR: normal operating
conditions — before PPD repayment

PPD Interest
PPD Repayment

Plus Total repayment of PPD (including
interest)

Total Revenue: normal operating
conditions with PPD repayment

499
267
305
4

3
1,077
(163)
(20)
(16)

877
123
310

433

1311

496
274
328

67

1,168
(184)
(21)
(16)

947
114
349

463

1.410

Comparative total forecast revenue 2022-23 to 2025-26 ($m, nominal)

Return on assets

Depreciation

Operating costs

Tax allowance

Concealed Leaks Remission

Sub total

Less inflationary gain or asset indexation
Less revenue offsets

Less Mid-year Cash flow Adjustment

Total MAR: normal operating conditions — before
PPD repayment

PPD Interest
PPD Repayment
Plus Total repayment of PPD (including interest)

Total Revenue: normal operating conditions with
PPD repayment
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2,133
1,123
1,147

4,403
(902)
(69)
(66)

3,366

409
1,553
1,963

5,329

494
280
340

86

1,203
(206)
(21)
(15)

961
102
451

553

1,514

1,984
1,108
1,321
265
12
4,691
(767)
(85)
(62)

3.1

423
1,658
2,081

5,858

495
287
349
108

1,243
(214)
(23)
(15)

991
84
548

632

1,623

-71%
-1%
15%

1%
-15%
23%
-6%

12%
3%
7%
6%

10%
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This shows that in terms of our MAR, our return on and of capital allowances are below the QCA's recommended forecast
from its 2018 Final Report. This reflects our lower WACC and our lower Opening RAB compared to forecast. Our forecast
operating expenditure is higher, for the reasons explained below.

Given the growth in our Price Path Debt balance over the period, when we add on the increased required Price Path Debt
repayment, our total revenue requirement is also higher than the QCA's recommended forecast.

A summary of the key building blocks underpinning this revenue requirement is provided below.
Opening RAB
The roll forward of our RAB to 1 July 2022 is shown below.

RAB roll forward to 1 July 2022 ($m)

Opening RAB 8,465.7 8,470.5 8.474.7 8.251.5 8,474.8

Actual capitalised expenditure 97.63 105.81 107.76 128.23 116.69

Asset indexation/inflationary

gain 145.6 143.2 (85.3) 352.5 154.7

Depreciation (238.4) (244.8) (245.7) (257.4) (261.1)

Closing RAB 8,470.5 8,474.7 82515 84748 8,485.1
Demand

Our proposed demand forecast under normal operating conditions for the 2023-26 regulatory period is based on the
medium demand profile in our 2019 Demand Forecast Assessment. This is our current expectation of the demand forecast
that will be contained in the updated WSP2022. This forecast has been developed in consultation with our Retailer
Customers as part of the Demand Forecasting Network and has been formally endorsed by them as part of that network.
We consider that this forecast is the most appropriate one to apply for regulatory pricing purposes because it reflects our
expectation of the ‘most likely” demand profile over the regulatory period.

\We propose that to the extent that the QCA considers it necessary to adjust that forecast, this is limited to within plus or
minus 2% of our proposed forecast. Recent experience shows that while demand forecasting is inherently uncertain, actual
demand has been within plus or minus 3% of our medium demand profile in the 2017WSP.

Return on capital and inflation
Our proposed WACC reflects the following:

* Anindicative return on equity of 7.47%.

* Anindicative return on debt as advised by QTC — 