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1. INTRODUCTION AND EXECUTIVE SUMMARY

State Water Corporation’s purpose is to capture, store and release bulk water. The
competing demands for water between irrigation (extractive use), town water supply and
the environment are governed by a series of the statutory Water Sharing Plans relevant for
each water source. State Water operates within these plans with revenue effectively capped
by the plan limits.

River operations, headwork storage operation and delivery of water are underpinned by
asset and commercial management practices which support State Water Corporation’s bulk
water delivery business. State Water owns, maintains, manages and operates a diverse
portfolio of assets worth $394 million as at 30 June 2007 ($2.9 billion Modern Engineering
Equivalent Replacement Asset or MEERA valuation). Commercial management requires that
the asset base is operated and maintained in a fit for purpose condition within a financially
sustainable framework.

State Water Corporation’s aspiration is:
"to be recognised by our customers and other stakeholders
as a value for money water utility”.

2. OBJECTIVES OF THE CORPORATION

The State Water Corporation Act 2004 (SWCA 2004) is the enabling legislation
incorporating bulk water delivery services to rural and regional water users in NSW into a
single business.

In accordance with the SWCA 2004, the principal objectives of State Water are to capture,
store and release water in an efficient, effective, safe and financially responsible manner.

The other objectives of State Water are:
e to be a successful business and, to that end:

= to operate at least as efficiently as any comparable business, and
= to maximise the net worth of the State’s investment in the Corporation;

¢ to exhibit a sense of social responsibility by having regard to the interests of the
community in which it operates;

e where its activities affect the environment, to conduct its operations in compliance
with the principles of ecologically sustainable development contained in section 6 (2)
of the Protection of the Environment Administration Act 1991, and

e to exhibit a sense of responsibility towards regional development and
decentralisation in the way in which it operates.

The purpose of State Water Corporation is:

"to efficiently deliver water and services to people, agriculture, industry and the
environment to achieve sustainable growth in regional NSW.”

3. NATURE AND SCOPE OF OPERATIONS

State Water’s area of operations is defined in the SWCA 2004 as the whole of the State,
(including the Fish River Water Supply) other than the area of operations of Sydney Water
Corporation, Sydney Catchment Authority, Hunter Water Corporation and the areas of
operation of any water supply authorities.
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State Water owns, maintains, manages and operates major infrastructure~assets that
enable delivery of bulk water to approximately 6,300 licensed bulk water users on—the
State’s regulated rivers along with associated environmental flows. In a normal year this
involves delivery of up to 5,500 GL, (historic average diversions) but in the current extreme
drought conditions, diversions for 2007/08 are projected to be around 1,020 GL. It also
owns, maintains and operates the assets of Fish River Water Supply (FRWS) as a water
supply authority to deliver bulk water through a system of pipelines to 4 major consumers
and 230 minor consumers.

Unregulated rivers and groundwater within NSW are currently operated by the Department
of Water and Energy (DWE).

4. STRATEGIC DIRECTION
State Water’s key strategic themes and associated strategies are:

Protect and maintain our water assets with increasing efficiency:

e Secure the integrity of our assets through efficienct works and maintenance
programs

¢ Demonstrate environmental responsibility in all our operations
¢ Realise the full value of our existing assets

Maximise the water available for delivery from each megalitre flowing into the
regulated river system:

e Improve methods of measurement and remote monitoring
e Recognise the environment as a key water user
¢ Improve the efficiency of water delivery, recognising the impact of climate change

Provide services that recognise the growing variety of customer needs:
e Provide tailored levels of service
e Build upon State Water’s understanding of the environment as a customer
e Modernise customer interaction with State Water
e Improve customer understanding of river operations

Improve business outcomes, recognising the importance of environmental water
delivery

e Secure benefits under the Water for the Future program

e Build on our extensive rural footprint to secure non-regulated business growth
opportunities

e Develop business systems that allow us to maintain productivity during times of
change

e Meet the expectations of shareholders and regulators

Achieve our strategic objectives through our capable, committed, safe and skilled
workforce

e Put safety first
e Provide employees with the tools to effectively and efficiently deliver services
e Develop a culture that allows us to build a team of skilled and dedicated people

The key strategic themes have been incorporated into State Water’s 2008/2012 Corporate
Plan.
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5. FINANCIAL PERFORMANCE TARGETS

Financial performance targets from 2008/09 to 2010/11 are shown in Table 1. The
achievability of the financial performance targets is contingent on water availability and the
introduction of quarterly billing in 2008/09. Although the drought has abated during the
first quarter of 2008 across the North of NSW, inflows to the Murray and Murrumbidgee
valleys, which account for some 65% of water deliveries by State Water, remain extremely
low. State Water’s total storage level on 30 June 2008 was only 25.6% of the total
capacity. As a result, State Water expects water deliveries in 2008/09 to continue to be
severely drought affected.

State Water’s conservative estimate of water deliveries in 2008/09 is 1,200 GL, which is a
small increase from expected worst ever deliveries in 2007/08 of 1,038 GL. Water
deliveries in 2009/10 are assumed to recover and increase to 4,100 GL. As a result
Earnings before Interest and Tax are expected to increase from negative $0.1 million in
2008/09 to $12.4 million in 2009/10.

In addition to drought reduced water delivery revenues, financial performance targets in
2008/09 and 2009/10 will also be impacted by the costs of implementing the new
organisational arrangements, at a total cost of $9.4 million, including $3.4 million in
2008/09 and $2.6 million in 2009/10.

TABLE 1: Annual Financial Performance Targets

Base Case 2008/09 2009/10 2010/11
SCI Forecast Forecast
Water Deliveries (GL) 1,200 4,100 4,500
Earnings before Interest & Tax ($m) (0.1) 12.4 30.2
Operating Profit before Tax ($m) (2.8) 7.2 20.7
Target Dividend ($m) 0.0 5.0 14.5
Return on Assets % 0.0 2.2 4.7
Return on Equity % (0.7) 1.8 5.0

Given the reliance of State Water on water deliveries to achieve its financial performance
targets, State Water has modelled the impacts of continuing poor water sales scenarios on
the Annual Financial Performance Targets. In addition, in response to emerging recent
scientific evidence, from 2010/11 the SCI scenarios include reduced average water
deliveries of between 10% and 30%, compared to the historic long term average of 5,500
GL have been assumed. This is consistent with the findings of the CSIRO’s Murray-Darling
Basin Sustainable Yields Project reports. The extreme estimates of the high global warming
scenarios for these reports indicated maximum reductions of around 30% in average
annual diversions by 2030. The results of the drought recovery modelling are shown in the
table below.

TABLE 2: Annual Financial Performance Targets — Pessimistic Scenario

Pessimistic Scenario 2008/09 2009/10 2010/11
SCI Forecast Forecast
Water Deliveries (GL) 900 2,000 4,000
Earnings before Interest & Tax ($m) (1.3) 10.1 30.2
Operating Profit before Tax ($m) (4.0) 4.9 20.6
Target Dividend ($m) 0.0 3.4 14.4
Return on Assets % (0.3) 1.8 4.7
Return on Equity % (1.0) 1.2 5.1
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TABLE 3: Annual Financial Performance Targets — Optimistic Scenario

Optimistic Scenario 2008/09 2009/10 2010/11
SCI Forecast Forecast
Water Deliveries (GL) 3,000 6,700 5,000
Earnings before Interest & Tax ($m) 3.6 25.8 30.2
Operating Profit before Tax ($m) 0.9 20.5 21.1
Target Dividend ($m) 0.7 14.4 14.8
Return on Assets % 0.7 4.6 4.6
Return on Equity % 0.2 5.2 5.1

6. NON-FINANCIAL PERFORMANCE TARGETS

State Water’s primary non-financial performance indicators, for which it is accountable via
the Operating Licence, comprise water delivery indicators and customer compliance
indicators. The table below provides targets for 2007/08 and 2008/09.

TABLE 4: Non-Financial Performance Indicators

2007/08 2008/09
Target* Target*
Water Delivery
Percentage of Customers contacted within one working day of a non-complying High Full
water order being placed
Percentage of complying orders identified as being delivered outside of +/- 1 day High Full
of the scheduled day of delivery
Percentage of water orders rescheduled in consultation with Customers within one High Full
working day of a known storage or delivery delay
Percentage of time that daily minimum flow targets are met Full Full
Percentage of complying intra-valley transfers processed within four working days Full Full
of State Water’s receipt of correctly completed application form and fee
Customer Compliance with Water Management Act 2000 and Water Act 1912
Volume of water taken in excess of access licence conditions under the Water Full Full
Management Act 2000 and number of licences and licence breaches involved
Value of penalties imposed by State Water for taking of water in excess of licence Full Full
conditions under the Water Management Act 2000 or the Water Act 1912
Volume of penalties imposed by State Water for taking water in excess of access Full Full
licence conditions under the Water Management Act 2000
Number of approvals suspended under the Water Management Act 2000 Full Full
* Targets are based on the compliance ratings used by IPART in its audit of State Water’'s compliance with the
Operating Licence. The compliance ratings are: full, high, medium, low or non-compliance.

7. CAPITAL WORKS PROGRAM

Table 5 shows the proposed Capital Works Program details and shows the Capital Works
Program by Source of Funds. The Program is grouped in four categories:

Renewal of Assets comprises minor works required on dams, regulators and weirs to
ensure the continuation of the function/services.
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Dam Safety Regulatory Compliance relates to compliance capital expenditire on dams,
regulators and weirs incurred to ensure that the assets and operations meet the relevant
regulations, standards and requirements set by various regulatory bodies for dam safety,
public safety and operational safety.

Environmental Regulatory Compliance relates to compliance capital expenditure on
dams, regulators and weirs incurred to ensure that the assets and operations meet the
relevant regulations, standards and requirements set by various regulatory bodies for
environmental benefits.

Requirement for Improved Effectiveness and Efficiency relates to Enhancement
capital expenditure to augment the assets to increase their operating capacity.

The Dam Safety Program

State Water has responsibility as a dam owner and operator to meet all regulatory
requirements, including safety and environmental. State Water's dams complied with the
engineering standards of the day when they were built many years ago. They are also safe
for day-to-day operations and can easily withstand the worst floods on record. However, as
a result of our improved ability to predict rainfall and extreme weather patterns and events,
many of State Water’'s dams no longer comply with the NSW Dams Safety Committee’s
(DSC) dam safety standards and guidelines for extreme floods and earthquakes.

To achieve the most cost effective overall risk reduction as soon as possible, State Water
has adopted a staged progression towards full DSC compliance. Phase 1 of the upgrade
program will address the seven dams with the highest risks in State Water’s dam portfolio.
State Water has commenced detailed investigations for upgrade projects for all seven
dams. Further risk reduction will be assessed in the later stages of the Phase 1 program.

Current high priority projects are the safety upgrades at Blowering and Keepit Dams.

¢ Blowering Dam Upgrade

Blowering Dam does not meet the statutory requirements of the NSW Dams Safety
Committee (DSC) and the Australian National Committee on Large Dams (ANCOLD)
guidelines for extreme floods. The spillway capacity of the dam is insufficient and can only
accommodate a 30% probable maximum flood (PMF). The dam would likely fail if
overtopped.

The ANCOLD guidelines rank the dam in the “Extreme” hazard category due to the large
number of people at risk and the potential for severe damage and economic loss following
dam failure.

The business case for the Blowering Dam phase 1 upgrade has been reviewed by the
Shareholder Ministers and construction is expected to commence in 2008/09.

¢ Keepit Dam Upgrade

Keepit Dam does not meet the statutory requirements of the NSW Dams Safety Committee
(DSC) and the Australian National Committee on Large Dams (ANCOLD) guidelines for
extreme floods. The spillway capacity of the dam is insufficient and can only accommodate
a 35% probable maximum flood (PMF). The dam would likely fail if overtopped.

The ANCOLD guidelines rank the dam in the “Extreme” hazard category due to the large
number of people at risk and the potential for severe damage and economic loss following
dam failure.

Interim dam safety works were completed in 2003. These works reduced the risk of main
dam failure by improving the safety of existing spillway bridge and gates, installing an early
warning system and the lowering of a subsidiary wall. Despite these works, the risk level
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at Keepit Dam remains the highest in State Water’'s dam portfolio, hence the need for
further works.

TABLE 5: Capital Works Program Details ($M)
Program by Component of Capital Works 2007/08 2008/09 2009/10 2010/11 2011/12

Actual SCI Forecast Forecast Forecast
Requirements for Renewal of Assets
Yallakool Regulator Refurbishment 0.0 0.2 0.6 - -
Colligen Creek Regulator Refurbishment 1.2 - - - -
Replacement of Duckmaloi Filters 0.0 0.2 0.5 - -
Minor Capital Works 2.0 2.7 3.6 10.2 6.9
Sub Total 3.2 3.2 4.7 10.2 6.9

Capital expenditure needed for Dam Safety Compliance

Blowering Dam 0.9 4.9 18.4 2.5 -
Burrendong Dam 0.2 0.4 0.9 4.3 12.3
Chaffey Dam 1.0 0.6 3.1 5.1 0.0
Copeton Dam 0.4 0.6 2.5 6.9 20.8
Split Rock Dam 0.3 0.4 0.2 1.0 1.9
Keepit Dam 2.0 3.6 23.4 48.6 21.0
Wyangala Dam 0.5 0.5 3.0 3.7 5.1
Sub Total 5.3 11.0 51.4 72.2 61.1

Capital expenditure for Environmental Compliance

Fish Passage* 1.3 1.0 0.3 3.3 -
Cold Water Pollution Mitigation - Keepit 0.0 0.2 0.3 5.1 -
Cold Water Pollution Mitigation - 0.1 0.1 0.1 0.2 2.0
Burrendong

Lake Brewster Water Quality Project** 0.3 1.5 1.0 - -
Sub Total 1.7 2.7 1.7 8.6 2.0

Requirements for Improved Operating Effectiveness and Water Efficiency

SCADA 0.5 1.0 1.1 0.8 0.3
Other 6.4 5.1 4.0 4.6 2.4
Sub Total 6.9 6.1 5.1 5.4 2.7
Grand Total 17.1 23.0 63.0 96.4 72.7

* Does not include potential fish passage works triggered by the Fisheries Management Act 1994 as a
result of the Phase 1 Dam Safety Upgrade Program.
** Does not include non-State Water funded expenditure of $2.6 million.

Projection SCI Forecast Forecast Forecast
Borrowing 22.9 49.1 78.2 62.6
Other Sources including internal funds and 17.1 0.1 13.9 18.2 10.1
sales revenue
Total 17.1 23.0 63.0 96.4 72.7
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8. ADHERENCE TO TREASURY COMMERCIAL POLICY FRAMEWORK,
CIRCULARS AND ACCOUNTING POLICIES

State Water complies with NSW Treasury Circulars, Guidelines and Policies specified in
Attachment 1 of the SCI Guidelines. State Water also complies with Public Financial and
Audit Act 1987 requirements.

9. FUNDING ARRANGEMENTS

At present, State Water receives significant revenue directly from the NSW Government.
This arrangement is driven by the IPART pricing Determination principles and is separate to
any CSO funding. The nature of this funding falls into two categories.

Government Share of Efficient Costs

The Government share is shown in State Water’s financial statements as Sales Revenue
from Government. This represents the revenue required to support the Government’s
share of efficient bulk water delivery costs and capital expenditure, as determined by
IPART.

Sales Revenue from Government represents the required return on and of assets derived
by splitting the Regulatory Asset Base (RAB) between the Government and water users.
The opening RAB is adjusted by any efficient capital expenditure each year plus an
allowance for inflation factor and reduced by the depreciation and any assets sales to
provide the closing RAB for the year. Sales Revenue from Government also includes the
Government'’s share of operating expenditure.

In 2008/09, sales revenue from Government will be $16.5 million.

Government Operating Subsidies

The operating subsidy represents the shortfall between full-cost recovery prices and actual
prices set by IPART, assuming average water sales. Under-recovery of costs from water
users is the result of a combination of high costs relative to the demand for water and low
water prices set by IPART. The valleys where current water prices do not fully recover
costs are Hunter Valley, Peel Valley, North Coast and South Coast Valleys. The under-
recovery of costs in these valleys is explicitly recognised as a subsidy to be met by
Government and will be phased out by 2010/11, with the commencement of the next
pricing Determination.

In 2008/09 the Operating Subsidy received by State Water will be $4.4 million.

Debt Levels

The scenario modelling shows that State Water’'s debt levels will peak in 2012/13 as
expenditure on the dam safety program, funded by the State Government, is progressively
implemented. Debt levels will increase from $39.1 million on 30 June 2008 to $275 million
under the Base Case, $269.9 million under the Optimistic Scenario and $276.1 million
under the Pessimistic Scenario.

State Water currently has approved debt facilities of $80 million, which would be exceeded
during 2009/10 based on current projections. State Water will therefore seek the
Treasurer’s approval for an increased debt facility to fund its dam safety program and other
capital works, with the submission expected to be forwarded during 2008/09.
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Table 6: Debt Levels Scenario Modelling

08/09 09/10 10/11 11/12 12/13 13/14 14/15 15/16 16/17 17/18
2008/09 SCI Base Case

Water Deliveries 1,200 4,100 4,500 4,500 4,500 4,500 4,500 4,500 4,500 4,500
Debt $m 62.0 113.2 194.1 256.5 275.0 268.1 254.6 240.8 229.6 198.5
Gearing % 13.9 22.0 31.6 36.7 37.0 35.1 32.7 30.4 28.3 24.4
EBIT Interest

Coverage % 0.0 2.4 3.2 2.2 2.0 2.1 2.2 2.3 2.6 2.8
Optimistic Scenario

Water Deliveries 3,000 6,700 5,000 5,000 5,000 5,000 5,000 5,000 5,000 5,000
Debt $m 62.8 108.2 188.7 251.2 269.9 263.1 249.7 235.8 224.5 194.1
Gearing % 13.9 21.0 30.6 35.8 36.2 34.4 32.0 29.6 27.5 23.8
EBIT Interest

Coverage % 1.0 4.9 3.3 2.3 2.1 2.1 2.2 2.4 2.6 2.9
Pessimistic Scenario

Water Deliveries 900 2,000 4,000 4,000 4,000 4,000 4,000 4,000 4,000 4,000
Debt $m 62.1 113.8 195.3 257.7 276.1 269.2 255.7 242.0 230.7 199.6
Gearing % 13.9 22.2 31.8 36.9 37.2 35.3 32.9 30.5 28.4 24.6
EBIT Interest

Coverage % (0.4) 1.9 3.2 2.2 2.0 2.1 2.2 2.3 2.6 2.8

10. SOCIAL PROGRAMS AND NON-COMMERCIAL ACTIVITIES

As a SOC, State Water operates as a commercial business. Under the SOC Act and the
Commercial Policy Framework, social or non-commercial programs delivered by State
Water on behalf of the Government should be funded by a Community Service Obligation

(CSO) payment.

State Water has requested CSO funding for a number of non-commercial activities, as
shown in the table below. This funding is appropriated to the Department of Water and
Energy.

TABLE 7: Community Service Obligations ($'000)

Activity 2008/09 2009/10 2010/11 Government Directive
Maintenance of 500 500 500 Separation of the regulator and operator
unregulated structures upon corporatisation resulted in these

assets being transferred to State Water,
without a revenue source.

Flood operations and As As As The enabling legislation for Burrendong

downstream remediation incurred incurred incurred and Glenbawn Dams allows dedicated
flood mitigation airspace.

Removal unregulated 115 - - Department of Primary Industries’ Bring

structures on the North Back the Fish Program.

Coast

TOTAL 615 500 500

11. FINANCIAL ASSET AND LIABILITY MANAGEMENT
State Water’s policy for financial asset and liability management is to comply with Treasury
and State Government policies, guidelines and legislative requirements, including:

e Public Authorities (Financial Arrangements) Act 1987;

e Treasury Circular 03/09: Guidelines on Reporting on Liability Management; and

e Treasury Circular 98/7: Structured Finance.
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State Water borrows from NSW Treasury Corporation to partly fund its capitabexpenditure
program. Additionally, in accordance with the Public Authorities (Financial Arrangements)
Act 1987, State Water will invest surplus funds when available with NSW Treasury
Corporation.

12. OTHER BUSINESS OPPORTUNITIES

State Water is currently focused on improving core business and implementing the new
organisational arrangements. As a result, State Water’s current pursuit of business
opportunities is very selective and is limited to our core expertise in river operations and
asset management.

State Water’s single largest business development opportunity over the next three to four
years will be the Commonwealth Government funded installation of State Water-owned
meters on regulated rivers, connected via telemetry. The Commonwealth Government has
just announced $90 million for this project, as part of New South Wale’s priority water
projects under the Intergovernmental Agreement on the Murray Darling Basin. The project
will reduce inaccurately-metered extractions and minimise water theft in regulated
systems. The project will deliver substantial and lasting returns of water to secure real
improvements in river health through the creation of Adaptive Environmental Water (AEW)
licences.

A longer term business opportunity derives from the $400 million which the commonwealth
Government has allocated to infrastructure development for improved water management
at Menindee Lakes. The purpose of this project is to reduce water evaporation, improve
security of supply, and improve operating flexibility.

State Water currently undertakes groundwater monitoring in inland New South Wales and
unregulated river meter reading in the Barwon Darling and Adelong Creek under a Service
Level Agreement with the Department of Water and Energy (DWE). State Water is
currently pursuing an opportunity to expand this business to set up water use monitoring in
areas where metering is required. An outcome of the water use monitoring program will be
increased installation of metering into non-metered areas of NSW, particularly the coastal
groundwater zones. If successful, the arrangement will potentially increase the metering
service State Water undertakes for DWE.

In addition, State Water is reviewing the leasing arrangements at foreshores around the
storages. The new leases will provide for a commercial return to State Water and will
require lessees to implement land management plans.

As part of the new organisational arrangements, State Water will be recruiting a Business
Development Manager to undertake specific projects to increase State Water’s unregulated
business. In particular, the Business Development Manager will be investigating
opportunities to undertake projects funded by the Australian Water Fund and the Water for
the Future programs. In 2008/09, expenditure on business development will be $0.4
million, which will be funded from State Water’s non-regulated income. This will fund the
Business Development Manager, another full time employee and some limited
consultancies.

13. RISK OVERVIEW AND IMPACTS

State Water faces a variety of risks relating to climate, assets, costs, workforce and
systems. State Water has developed a comprehensive risk management strategy to
address these risks. State Water has also developed a Risk Management Manual to assist
the organisation to identify, manage and minimise risk. A summary of the main risks which
could potentially impact on SCI targets is shown in Table 8 below.
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TABLE 8: Major Risks and Potential Impacts 2008/09 to 2010/11 (H: High, M: Medium, L: Low)

wa

Risk Description Potential Risk Symptoms Likelihood | Potential Current and Proposed Risk Management Action
Impact
on SCI
Targets
Organisational Employees do not relocate due to insufficient L H Negotiate additional relocation incentives
restructure fails relocation incentives Re-negotiate voluntary redundancy package
to meet Poor take up of voluntary redundancies Enhance consultation and change management program
targeted cost Morale deteriorates and service provision suffers for employees and stakeholders
structure . . . . . .
reforms Stakeholder support withheld Monitor service provision to prevent disruption
Lack of or IFMS fails to deliver accurate financial data M H Regular review of data integrity and further upgrades if
inadequate IT system fails with impact on continuity of required.
business critical business systems Implement business continuity plan for IT systems
support systems Business systems technology not implemented Implementation plan in place for business management
to support core at the pace required for the new structure systems to support the new organisational structure.
functions results . ) . . .
S L Inability to secure access to vital data on the Corporate Information Systems Steering Committee
in inefficient !
operations and DWE network (CISSC) has been established.
increased costs Cost over-runs due to poor project management Negotiate additional resources from Treasury or re-
Compliance breaches and failure of projects and negotiate the scope and/or rate of reform
processes due to inadequate compliance risk
management
Reduced efficiency due to poor document and
information management
. Drought and Lower and more variable supply due to reduced M H Improve ability to project long term trends by accessing

Reduced Stream
Flows - impact
on water
resources

runoff caused by change in climate and land use

Changed pattern of demand from agricultural
sector

Increasing flows for the environment without
charge

Increased customer non-compliance (theft)

the best available scientific evidence

Mount a case for pricing to be based on lower average
water deliveries and to reflect water resource volatilities

Promote a review of tariff structures

Access funds from Water for the Future to improve
delivery efficiency

Diversify within core capabilities of the business into new
areas of growth which are less volatile

Charge for environmental water
Implement effective customer compliance
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14. STATEMENT ADDRESSING SHAREHOLDERS' ISSUES

The key issue raised by the Shareholders is the impact on State Water of the
Commonwealth’s Water for the Future Plan, which involves the referral of NSW's
water management powers in the Murray Darling Basin to the Commonwealth
Government.

As part of the Plan the Commonwealth established the Water Act 2007, which has
added several new regulators in addition to State Water’s state-based regulatory
regime. These include the Murray Darling Basin Authority, the Bureau of
Meteorology and the Australian Competition and Consumer Commission (ACCC), who
will be responsible for developing water charge rules in the Murray-Darling Basin.
Depending on how the Commonwealth Minister for Water decides to apply the Water
Act, the ACCC may undertake the next pricing Determination, or it could accredit the
Independent Pricing and Regulatory Tribunal. The opt-in provisions negotiated
between the Commonwealth and State Governments mean that State Water's
non-Basin valleys can also be regulated by the Basin pricing regulator.

Another concern raised by the Shareholders is the impact of the ongoing drought on
short term cashflows.

The increased capital expenditure is required to meet revised dam safety standards
determined by the NSW Dams Safety Committee. The 2006 IPART Determination
has allocated 100% of the cost of dam safety upgrades to Government until the
legacy upgrades have been completed to an acceptable level. The costs of the
post-legacy upgrades are to be allocated 50% to water users.

As the dam safety capital expenditure is driven by the Dam Safety Committee’s
regulatory requirements and the costs are met by the Government, State Water is
reluctant to defer the upgrades. State Water is unlikely to retain its investment
grade rating in the short term unless water deliveries improve significantly by
2009/10, or unless IPART accepts higher changes for lower deliveries. However,
Scenario analysis undertaken by State Water indicates the business would achieve an
investment grade rating in the long term.

Fitch has assigned State Water a credit rating of BBB, one grade lower than the
previous rating. If the rural drought continues and water sales continue to be far
below the long term average, State Water’s capital structure will need to be reviewed
to ensure it remains financially viable as gearing levels increase. The capital
structure review may result in State Water seeking an adjustment of State Water’s
dividend policy, an equity injection from Government, or an opening of the current
IPART Determination.

15. REPORTING

In compliance with Section 23 of the State Owned Corporations Act 1989, State
Water will provide the Voting Shareholders, one month after the end of the first six
months of the financial year, a report of the operations of the corporation during that
half year.
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16. OTHER INFORMATION

The following reports will be provided by State Water during the course of the year:

e Quarterly financial reports (including quarterly capital expenditure and project
updates);

e Forecast financial statements requested by Treasury via Treasury Online
Electronic System (TOES);

e Forecast of financial distributions and tax equivalents requested by Treasury
(budget round forecasts); and

e Annual Report.

17. REPRESENTATION AND COMMITMENT STATEMENT
The Board of State Water Corporation confirms the following:

e The performance targets within the SCI are based on and supported by the
Corporation’s Business Plan.

e The Corporation has a Strategic Asset Management Plan, which is as far as
practicable consistent with the principles of the Total Asset Management (TAM)
Policy issued by NSW Treasury (TPP 04-3) and the NSW Government
Procurement Policy (TPP 04-1). Its asset maintenance policies and processes are
adequate and appropriate to manage and control risks associated with physical
assets.

e Where relevant and applicable, the Corporation will comply with the NSW
Government Procurement Policy for budget-funded procurements of goods or
services including construction, except for any accreditation schemes which form
part of this policy.

e The Corporation is aware of the requirements of Ministerial Memorandum No.
2005-9, Major Infrastructure Coordination and Delivery and will comply with
these requirements if not contrary to the objectives of the corporation.

¢ Where relevant and applicable to the corporation, Projects of State Significance
have been identified in accordance with the criteria set down in the Guidelines for
the Assessment of Projects of State Significance. In-principle approval from
Cabinet Standing Committee on the Budget (“Budget Committee”) and final
approval from the Voting Shareholders has been received for Projects of State
Significance planned to commence in 2008-09.

e The requirements of the Financial Appraisal Guidelines have been complied with
for capital expenditure projects proposed to commence in 2008-09.

e All known 'key risks' and 'major emerging contingent liabilities' which could
materially impact the current and future results of the Corporation have been
disclosed.

e The requirements of the Treasury Management Policy have been complied with
and related party interests, which may represent a possible conflict of interest for
Directors have been disclosed.
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