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1 INFORMATION FOR APPLICANTS

Purpose of this form

This form is to be completed by the person making an application to the Tasmanian
Economic Regulator (Regulator) for the issue of a licence to authorise the:

e ownership of water infrastructure and/or sewerage infrastructure in Tasmania;
and/or

o operation of water infrastructure and/or sewerage infrastructure in Tasmania;
and/or

e provision of a water service and/or a sewerage service in Tasmania.

Basis for this form

The Water and Sewerage Industry Act 2008 provides in section 34(1)(a) that an
application for the issue of a licence must be made to the Regulator in a form
approved by the Regulator. This is the form approved by the Regulator.

Use of this form

Licence Applicants should supply the information requested in the spaces provided in
this form and enclose additional information where required. Licence Applicants
should note that the Regulator may also ask applicants who have submitted a
completed application form to provide further information to the Regulator, or to
clarify the information that they have already provided. It is an offence under the
Water and Sewerage Industry Act 2008 for a person to furnish information to the
Regulator that is false or misleading.

How to lodge an application

The completed application form should be sent to the mailing address below:

Office of the Tasmanian Economic Regulator
GPO Box 770
Hobart TAS 7001

or by e-mail to: office@economicregulator.tas.gov.au
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2. THE LICENCE APPLICANT

Licence Applicants must fill in all required information in this section.

Identity of the Licence Applicant

State-the full name of the Licence Applicant (that is, the name of the natural person
or the trading name of the company). The Licence Applicant is the person/entity
who/which will be undertaking thefregulaited activities that will be the subject of the
water licence and/or sewerage licence.

Name: Cradle Mountain Water

Legal Identity of Licence Applicant

Provide information about the Licence Applicant, e.g. whether the Licence Applicah't
is a natural person or company and the Licence Applicant’s Australian Company
Number (ACN) and/or Australian Business Number (ABN), if applicable.

TASMANIAN WATER AND SEWERAGECORPORATION (NORTH-WESTERN REGION) PTY LIMITED

ACN 133 655 008

Address and Contact Details of Licence Applicant

Business Address:

1 Registered office LEVEL 13 110 COLLINS STREET HOBART TAS 7000
2 Principal place of business 162 PUMPING STATION ROAD FORTH TAS 7310

State: Tasmania Postcode:
Telephone: 03 6498 7900

Facsimile: 03 6498 7935

E-mail: enquiries@cmwater.com.au

Postal Address (if different:from Business Address):

PO Box 3147DC, Ulverstone

State: Tasmania Postcode: 7315
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Contact Person on behalf of Licence Applicant

The full name of a person to whom the Regulatb_r can direct enquiries and
correspondence about the licence application. If the contact details of this person
are different from the contact details of the Licence Appliéant provided above, please
also provide the contact details for this person.

Name: _Andrew Kneebone — e
Position: Chief Executive Officer

Address: PO Box 3147DC, Ulverstone o
State: Tasmania Postcode: 7315

Telephone: 03 6498 7900 e N
Facsimile: 036498 7935 o —
E-mail: _Andrew kneebone@cmwater.com.au
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3. THE LICENCE

Licence Applicants must fill in all required information in this section.

Type of Licence sought

Please indicate below which type of Iicence(s) is/are being sought by the Licence
Applicant.

Licence to own water infrastructure
Licence to own sewerage infrastructure
Licence to operate water infrastructure
Licence to operate sewerage infrastructure

Licence to provide water services

B B B @8 B H

Licence to provide sewerage services

Date from which the Licence is to take effect

If the Licence Applicant seeks tc have the licence issued by a certain date, provide
this date. Licence Appiicants should usually allow the Regulétor a minimum’of eight
weeks to consider an application, as a public consultation period. of several weeks
forms part of the Regulator’s considération of licence applications.

1July 2011

Nature and scope of operations for which the Licence is sought

Does. the liééhce’, for which the Licence Applicant is applying,. cover the entire State
of Tasmania?

Yes No

If 'no’, please provide details on the area in which the regulated activity/activities
is/are to be conducted.

Version: Issue No 1 Office of the Tasmanian Economic Regulator 4



4.  SUITABILITY OF LICENCE APPLICANT TO
HOLD A LICENCE

Licence Applicants must fill in all required information in this section.

Existing activities of the Licence Applicant

‘Provide general information about the Licence Applicant’s existing activities both
within and outside the water industry.and/or sewerage industry, the reasons why the
Licence Applicant intends to participate in the . Tasmanian water industry and/or
sewerage industry and the broad nature of that participation.

Cradle Mountain Water currently operates in accordance with an interim licence for

the provision of Water and Sewerage services in North West Tasmania

and was created by legislation of the Tasmanian Parliament to undertake this activity.

Name and address of the Licence Applicant’s Officer

State the name and address of an Officer of the Licence Applicant. The Officer will be
the person nominated by the Licence Applicant to be responsible for regulafory
compliance and authorised to make this application on behalf of the  Licence
Applicant. For companies, the Licence Applicant’s directors, company secretary, or
chief executive officer may be nominated as the Licence Applicant’s Officer. For
other non-cornpany Applicants, the Licence Applicant’s Officer is to be a person that
makes or participates in making decisions that affect a substantial part of the
business of the Licence Applicant.

Name: Andrew Kneebone

Position: Chief Executive Officer -
Address: PO Box 3147DC, Ulverstone o

State: Tasmania __ Postcode: 7315

Names and addresses of major shareholders of the Licence Applicant

If applicable, state the full names and addresses of the major shareholders of the
Licence Applicant.
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Name: Refer to attachment 1

Position:

Address:

State; Postcode:

Eligibility

Has the Licence Applicant ever been deemed a ‘disqualified individual’ under the
provisions of the Corporations. Act 2001 (Cwth) or section 41 of the Water and
Sewerage Industry Act 20087

I:I Yes %] No-

If 'yes’, please provide details:

Standard of honesty and integrity shown by the Licence Applicant and officers
and major shareholders of the Licence Applicant

Under the Water and Sewerage Industry Act 2008 the Reé.uiator must not grant a
licence unless satisfied that the Licence Applicant has showri honesty and integrity in
previous commercial and other dealings.

Is the Licence Appiicant, its officers or major shareholders involved in any legal
proceedings. civil or criminal, commenced or likely to be commenced in relation to
the business activities of the Licence Applicant (includlng past proceedings) involving
claims of dishonesty or iack of integrity?

[] Yes % No

If ‘yes’, please provide details:
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Capacity

Technical

Does the Licence. Applicant have, and will they continue to have, the technical
capacity to carry out the activities that the licence (if granted) would authorise?

] Yes ] No

If ‘yes’, please.provide inforration about the technical resources available to the
Licence Applicant, for example the details of the Licence Applicant's experience.in
the water industry and/or sewerage industry. If the Licence Applicant is to rely on

another entity to provide services. a summary of the entity’s experience in the water
industry and/or sewerage industry is required.

Cradle Mountain Water currently holds an Interim Licence. Technical capacity is demonstrated by

employment of more than 123 engineering, specialist, technical and operational staff with

engagement of professional consultants, as required, to deliver additional specialist skills.

[Refer Attachment 2 — Please refer to 2010 Annual Report pages 88 — 95 for further information.]

Financial

Does the Licence Applicant have, and will they continue to have, the financial
capacity to carry out the activities that the licence (if granted) would authorise?

v Yes ] No

If ‘yes’, please provide detalils:

Cradle Mountain Water currently holds an Interim Operating Licence. Financial capacity is
demonstrated by adequate resourcing of qualified accounting staff and a good balance
sheet. Refer Attachment 2 — Please refer to 2010 Annual Report pages 102 — 140 for further
information. Cradle Mountain Water has formal agreements for the provision of financial
services, from Onstream, refer Attachment 2 2010 Annual Report pages 214 - 220.

The move to full regulation and the possible loss of State Government revenue subsidy may
result in the corporation trading at a loss for a period of 1 year. However current corporate
plan estimate indicate that this will be recovered in future years and the long term financial
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sustainability of the corporation is assured with expectation of maintaining the following key

financial indicators.

2010/11 201112 201213 2013-14
Forecast Budget Budget Budget
[ $000 [ s$o000 [ $000 $ 000

Return on Assets (%) 0.46% 0.36% 0.60% 0.85%
Return on Equity (%) 0.60% 0.47% 0.78% 1.12%
Debt to Equity (%) 26.35% 25.37% 25.53% 26.08%
Interest Cover Ratio (EBIT / Interest Exp.) 1.76 411 3.34 3.32
Working Capital Ratio 2.20 0.93 0.67 0.70
Dividend paid as a percentage of after
tax profit. 23.4% 50.0% 40.0% 35.0%

Cradle Mountain Waters Credit rating as advised by TASCORP at the time of
application is BBB. See Attachment 5 for detail.

Organisational

Does the Licence Applicant have; and will they continue to have, the or-ganisat‘"ional
capacity to carry out the activities that the licence (if granted) would authorise?

(B

If ‘yes', please provide information about the human resources :and corporate support
available to the Licence Applicant, for example the number, skills and experience of
employees that will be involved with the licensed operations.  If the Licence
Applicant is to rely on anotherentity to provide staff and resources, a summary of the
relationship between the_m‘Licence"'Applicé'nt and this entity, including any formal
agreements to provide services is required.

v Yes No

Cradle Mountain Water currently holds an Interim Licence and employees approximately
154 people with various engineering, financial, technical and operational qualifications and
experience that are appropriate to their respective roles and responsibilities. Some
corporate support functions are delivered through Onstream, a jointly-owned subsidiary of
Ben Lomond Water, Cradle Mountain Water and Southern Water.

[Refer Attachment 3 — Please refer to Cradle Mountain Water Organisational

Structure/Chart.]
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Risk management

Does the Licence quplicant have the capacity to carry out the activities that the
licence (if granted) would authorise in a manner that appropriately manages the risk
to public and environmental health?

| Yes |:I No

If ‘yes’, please provide details:

Cradle Mountain Water employs dedicated professional staff in the role of Risk
Management. The corporation also has service level agreements in place with
Onstream for the provision of risk related function such as internal audit. The
Corporation endorsed a Risk Management Policy in July 2009 that articulates its
commitment to proactively manage risks inherent in its business activities, including those
that may impact on the general public. This policy is supported by a strategic risk profile and
assessment process. Cradle Mountain Water is continuing to develop a comprehensive risk
management framework that will become the foundation on which it assess both strategic
and operational options and make decisions. The framework is based on the Australian
Standard AS/NZS [SO 31000:2009 Risk Management — Principles and Guidelines.

The Board, through its Audit and Risk Committee, oversees the risk management and
monitors it regularly, while the Executive Management Team reviews and acts on identified
risks. We manage most operational risks through supporting systems and procedures such
as those relating to health and safety, the environment, drinking water quality and
infrastructure.

The Corporation’s strategic risk profile is reviewed at least annually by the Executive
Management Team and the Board. The table below provides an overview of the strategic
risks. The inherent risk ratings shown in this table indicate the level of risk the business is
exposed to, ignoring the controls that are in place. The management action column reflects
the residual risk, i.e. the risk remaining once the effect of the controls has been quantified.

Management of risk is integrated into the day-to-day operations of the business as well as
strategic planning. The key activities to achieve risk management improvements during the
coming year include:

e Continued delivery of the Compliance Implementation Plan to manage risks associated
with:
o Asset management
o Wastewater system performance and compliance
o Drinking water quality
o Emergency management and business continuity
e Capital works projects such as:
o Upgrade to the Currie Water Treatment Plant to achieve improved water quality

o Upgrades to the Tullah, Pelican Point and Sheffield Wastewater Treatment Plants for
environmental outcome improvements

o Burnie to Cam pipeline to achieve greater operational and cost efficiencies
e Continued role out of dam safety improvements
e Asset criticality assessments and development of preventative maintenance programs
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e SCADA development program

e Implementation of CMW principal controlled contract insurance for all capital projects

e Implementation of a land information and billing system

¢ Development and submission of the first Price and Service Plan

e Ongoing cost control through improved management accounting practices and
systems and efficient utilisation of capital.

e Development of an Integrated Management System

¢ Development of a comprehensive crisis and incident management system including a
business continuity plan

e Implementation of a staff performance management process

Strategic Risks
Risk Category | Strategic Risk Inherent Management
Risk Action®
Rating!
Assets & Infrastructure failure - major dams High Monitor
Infrastructure
Inadequate water infrastructure management Extreme
Inadequate wastewater infrastructure Extreme
management
Inadequate project management High Monitor
Inadequate management / supervision of | Extreme Monitor
property developers
Inadequate physical security at key sites Extreme
Inadequate data and information Extreme
management
IT system failure Extreme Monitor
IT security failure Extreme Monitor
Dependency on SCADA system for operational | Extreme Monitor
control
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Loss of corporate knowledge

High

Environment | Risk of environmental damage Extreme Monitor
Financial Fraud/corruption risk High Monitor
Inadequate / inappropriate day-to-day High Monitor
financial management
Loss of major customer High Monitor
Inability to generate adequate revenue High
Inadequate / inappropriate  insurance High Monitor
coverage
Inability to grow capital Medium Monitor
Inadequate / inappropriate long-term High Monitor
management of borrowings
Poor cash management Extreme
Governance, | Loss of Onstream services High Monitor
Legal &
Regulatory | |egislative and regulatory non-compliance Extreme
Inadequate Business Management System High
Failure of outsourced operational and supply High Monitor
services
People Risk of injury Extreme
Risk of poor organisational culture Medium Monitor
Poor staff development and retention Medium Monitor
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Inability to attract skilled staff Medium
Political & | Failure to provide quality customer service Extreme
Reputational
Failure to manage and protect the| Extreme Monitor
Corporation's reputation
Failure to meet stakeholder expectations Extreme
Inadequate community engagement and Extreme Monitor
education
Failure to respond / adapt to changes in High
public policy
Service Failure to maintain water quality Extreme Monitor
Delivery &
Product Failure to maintain water quantity High Monitor
Performance
Interruption to business due to emergency High
events
Risk of pandemic causing business High
interruption
Strategic Poor water infrastructure planning High Monitor
Planning
Poor wastewater infrastructure planning High Monitor
Inadequate/inappropriate strategic planning Medium Monitor
Failure to adapt for climate change Low Monitor
Over investment in projects in marginal towns Extreme
Inadequate/inappropriate development of High Monitor
the Price and Services Plan
Notes:
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1 Inherent risk ratings indicate the level of risk the business is exposed to, ignoring the controls that are in

place.

2 Management action reflects the residual risk, i.e. the risk remaining once the effect of the controls has

been quantified.

Insurance

Does the Licence Applicant have appropriate and adequate insurance arrangements
in place in respect of the potential for any loss, harm or damage caused to any
person or property arising from the activities authorised under the licence (if
granted)?

M Yes [1 No

If ‘yes’, please provide details:
Cradle Mountain Water holds policies for the following classes of insurance:

e Public & Products Liability and Professional Indemnity
e Industrial Special Risks — Property, Machinery Breakdown and Business Interruption
e Motor Vehicle

e Crime (Fidelity)

e Marine Cargo (goods in transit)

e Travel (authorised and business related)

e Workers Compensation

e Marine Hull (boats & trailers)

e Contract Works & Legal Liability

e Personal Accident

e Directors & Officers Liability

e Employment Practices Liability

e Statutory Liability

See Attachment 4 Certificates of Currency (Commercial —in — Confidence)
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Regulatory awareness

Please confirm that the Licence Applicant is féhiliar with the operation of the
Tasmanian water industry and/or sewerage industry and the applicable législation.

VI Confirmed

Licences held by the Licence Applicant in other Australian jurisdictions

If the Licence Applicant holds water licences and/or sewerage licences in other
Australian jurisdictions please provide details. If a licence previously held has been
suspended or cancelled, please provide details.

Nil

Licences held by Associates of the Licence Applicant

If an associate of the Licence Applicant holds a water licence and/or sewerage
licence in Tasmania or in other Australian jurisdictions, please provide details.

Nil

Additional Information

If the Licence Applicant wishes to provide any additional information to support the
application, please provide this information below.

Attachment 1: Names and addresses of major shareholders of the Licence Applicant
Attachment 2: 2010 Annual Report

Attachment 3: Cradle Mountain Water Organisational Structure/Chart.

Attachment 4: Certificates of Currency. (Commercial in Confidence)

Attachment 5: Credit Rating
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5. STATUTORY DECLARATION

The following Statutory Declaration must to be signed by the Licence Applicant
(where a.natural person)"' or by the Licence Applicant’'s Officer, as nominated under
section 4.2 of this Licence Application.

Statutory Declaration

I, Andrew Kneebone of 162 Pumping Station Road, Forth, Tas, 7310 being the Chief
Executive Officer of the Applicant, Tasmanian Water And Sewerage corporation
(North-Western Region) Pty Limited Trading as Cradle Mountain Water
Hereby DECLARE that the information contained in this application, and
attachments thereto upon which | have placed my signature, for the grant of a licence
under the Water and Sewerage Industry Act 2008, as specified under section 3.1 of
this Licence Applicationfs true and correct an/j that | make this solemn declaration
under the Oaths Act 2001. (" ) ;

— \/44“'/; / -..~ Fe
Signed: ‘“.{'7 ............ (et S T
Declared at (place): Forth, Tasmania

On (date): 12 April 2011

Before me: Captain Douglass Doherty RAAMC 8082889
(commissioner for declarations')

J2 AFR 201

" A person authorised by regulation 4 of the Statutory Declarations Regulations 1993 (Cwth).
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Attachment 1: Names and addresses of major shareholders of the Licence Applicant

Share holders TASMANIAN WATER AND SEWERAGE CORPORATION ACN 133 655 008

Name: BURNIE CITY COUNCIL
Address: 80 WILSON STREET BURNIE TAS 7320
Share class ORDINARY Total number held 1

Name: WEST COAST COUNCIL
Address: 11 STICHT STREET QUEENSTOWN TAS 7467
Share class ORDINARY Total number held 1

Name: CENTRAL COAST COUNCIL
Address: 19 KING EDWARD STREET ULVERSTONE TAS 7315
Share class ORDINARY Total number held 1

Name: CIRCULAR HEAD COUNCIL
Address: 33 GOLDIE STREET SMITHTON TAS 7330
Share class ORDINARY Total number held 1

Name: DEVONPORT CITY COUNCIL
Address: 44-48 BEST STREET DEVONPORT TAS 7310
Share class ORDINARY Total number held 1

Name: KENTISH COUNCIL
Address: 69 HIGH STREET SHEFFIELD TAS 7306
Share class ORDINARY Total number held 1

Name: KING ISLAND COUNCIL
Address: PO BOX 147 CURRIE TAS 7256
Share class ORDINARY Total number held 1

Name: LATROBE COUNCIL
Address: 170 GILBERT STREET LATROBE TAS 7307
Share class ORDINARY Total number held 1

Name: WARATAH-WYNYARD COUNCIL
Address: 21 SAUNDERS STREET WYNYARD TAS 7325
Share class ORDINARY Total number held 1
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Attachment 2: 2010 Annual Report
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Attachment 3: Cradle Mountain Water Organisational Structure/Chart.

Asset support / GIS
Development assessment
Capex planning, renewals /
improvements

Capex delivery

Management accounting
Project accounting
Financial accounting
Procurement

Knowledge Management
Information Technology

Customer service

Internal and external
communications

Branding

Emergency management
Community consultation and liaison

Andrew Kneebone

Chief Executive Officer

Catchment management
Water treatment

Water supply

Waste water collection
Waste water treatment
Waste water usage

Management systems
Human resources
Industrial relations

Health and safety
Training and development

Pricing

Sustainability framework
Corporate strategic plans
Regulatory relations
Governance
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Attachment 4: Certificates of Currency. (Commercial in Confidence)
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Attachment 5: Credit Rating

Cradle Mountain Water (Moody’s — Baa2 / S&P - BBB

The credit rating for Cradle Mountain Water is assessed to be BBB (Baa2 Moody’s
equivalent). This credit rating is lower than the A rating assessment completed in
October 2009. Whilst there has been little change to the assessment of Cradle
Mountain Water’s business profile since the previous credit rating determination,
updated financial projections suggest reduced financial flexibility. Higher debt levels
and a larger capital expenditure programme than previously forecast have driven the
lower credit rating. Acknowledging that some elements of the increased capital
expenditure programme are discretionary or maybe compensated by the regulator, a
lower weighting has been placed on the large increase in capital expenditure forecast
for the 2012/13 year which is beyond the interim pricing order (IPO) period.
However, as the post-IPO environment becomes clearer, the forecast capital
expenditure programme may put further pressure on the financial profile.

The methodology used for assessing Cradle Mountain Water’s credit rating for the
previous credit rating review was derived from the credit rating agency, Moody’s,
approach to assessing credit risk in regulated electric and gas networks. Subsequent
to the completion of the rating review Moody’s released its methodology for rating
global regulated water utilities. TASCORP has replaced the previous methodology
with that for global regulated water utilities as it more accurately reflects Cradle
Mountain Water’s business profile. Reflecting the similarities between the two
regulated industries, the difference in the two methodologies is quite subtle with each
rating factor broadly the same and weightings of these factors very similar.

In providing the updated credit rating TASCORP has updated financial metrics to
reflect the newly provided Corporate Plan 2010-13. It has also made the following
assumptions:

e The regulated operating environment continues to support the migrating to a
full cost recovery model with both the State Government and the Regulator
committed to this outcome:

e The annual 10% increase in revenues will be achieved, with the State
Government to fund any shortfall from a lower revenue cap.
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1. Business Overview

In July 2009, Cradle Mountain Water began operation as the regulated monopoly
provider of water and sewerage services for north-western Tasmania. In commencing
operations it assumed the water and sewerage assets, liabilities and employees of
Cradle Coast Water and nine councils (Burnie, Central Coast, West Coast, Kentish,
Devonport, Latrobe, Waratah-Wynyard, Circular Head and King Island). Assets
assumed include 21 water treatment plants and 27 wastewater treatment plants.

Cradle Mountain Water’s regulatory framework is still in its infancy, but is utilising a
building block approach similar to that already applied to the energy sector and
incorporates Agriculture and Resource Management Council of Australia and New
Zealand (ARMCANZ) guidelines for water pricing. Cradle Mountain Water is
currently operating under an Interim Pricing Order (IPO) based on a report by The
Office of the Tasmanian Economic Regulator (The Regulator), which identified an
average price increase of 60.9% was required across Tasmanian municipalities if full
cost recovery was to be achieved in its first year of operation. To minimise customer
shock a transitional pricing structure has been implemented that allows for a staged
transition to pricing that provides for full cost recovery.

In assessing the credit rating for Cradle Mountain Water the projections for the
2011/12 financial year have been given the highest weighting for benchmarking of
key credit metrics. This approach recognises that the organisation is in a transitional
period and initial revenues are not likely to be representative of the long term income
stream of the business. However, given that the use of an Interim Pricing Order is
only expected to be used through 2011/12, it is considered inappropriate to project
beyond that point in time.

The IPO issued by the Treasurer was based on work undertaken by the Regulator in
2008/09 and is to be reviewed annually. The Regulator has been clear in pointing out
that “the quality of the data inputs available means the resulting analysis and
modelling are best considered as only a first step that is likely to require further
review as more accurate data becomes available”. As a consequence there remains
the prospect that the actual outcomes may vary materially as the costs for service
delivery of Cradle Mountain Water becomes clearer. However, the regulatory pricing
is likely to move into line with actual costs which serves to reduce risk. The
uncertainty arises where political pressure (and restrictions on the Regulator’s remit)
could be such that moving to full commercial cost recovery is delayed. If Cradle
Mountain Water is not provided with the necessary revenue increases to achieve full
cost recovery then it will have great difficulty in supporting its asset base and
maintaining financial strength.
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2. Outline of Methodology used in Rating Assessment.

In providing the updated credit rating TASCORP has migrated from using the
previous Moody’s methodology for regulated electric and gas network to the new

methodology made available by Moody’s for regulated water utilities.

differences between the two methodologies are subtle.

The

In seeking to differentiate credit risk, Moody’s identifies four broad key ratings
factors. Each rating factor is further broken down into a number of rating sub-factors
with a weighting applied to each rating factor and sub-factor (see table 1).

Table 1: Rating Factors and Sub-Factors Used in Credit Assessment.

Rating Factor Rating Sub-Factor Sub-Factor
Weighting
Regulatory Environment and | Regulatory Environment 15%
Asset Ownership Model
(40%) Asset Ownership Model 10%
Cost and Investment Recovery 12%
Revenue Risk 3%
Efficiency and Execution | Operational Efficiency 5%
Risk (10%)
Capex Programme & Asset Risk 5%
Stability of Business Model | Opportunistic Corporate activity 3.33%
and Financial Structure
(10%) Likelihood of Increased Leverage 3.33%
Non-Regulated Portion of Profit 3.33%
Key Credit Metrics (40%) ICR 15%
Net Debt/RAV 15%
FFO/Net Debt 5%
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RCF/Capex 5%

Total 100%

In the analysis of each sub-factor that follows a rating is assigned that is considered to
best represent Cradle Mountain Water’s position. The Moody’s generic description
accompanying each rating is considered a “best fit”, however some specific details of
Cradle Mountain Water’s operating environment may differ.

3. Rating Factor 1: Regulatory Environment and Asset Ownership Model (40%)

The high weighting applied to the regulatory environment reflects its importance in
providing stability and predictability in future revenues. In addition the regulatory
environment is also a key factor in determining whether revenue provided will be
sufficient to meet, not only short term requirements, but also provided for sufficient
capital expenditure to maintain assets to the necessary standards.

3.1 Sub Factor — Stability and predictability of Regulatory Environment (weighting
15%)

Assessed Rating - Baa

Moody’s generic description of Baa — “Regulatory framework is relatively new and
untested but methodologies are based on established precedents and jurisdiction has a
history of independent and transparent regulation for other utility services”.

Notwithstanding that the regulatory framework is new for Cradle Mountain Water,
and that the quality of data inputs is still being refined, the building block
methodology is similar to that already applied to regulated electricity pricing
determinations. In addition the Regulator responsible for the interim pricing order has
provided previous regulatory resets for regulated electricity companies in Tasmania.
The independence and transparency of regulation is further supported by the industry
act, which provides for an independent pricing regulation, including the need for asset
planning and for the adoption of a framework similar to other existing jurisdictions.
The recent politically charged discussions on the Water and Sewerage pricing
highlight the risk that the long-term regulatory regime is not yet bedded down. This
uncertainty increases the level of risk.

3.2 Sub-factor — Asset Ownership Model (weighting 10%)
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Assessed Rating - Aa

Aa — “All key infrastructure assets held outright under licence which can be
terminated for underperformance, failure to meet certain financial parameters or
insolvency”.

Cradle Mountain Water assumed the water and sewerage infrastructure assets and
liabilities from Cradle Coast Water and councils on the commencement of operations
on July 1 2009. The industry act requires that any entity which owns and operates
water and sewerage infrastructure must be licensed. The licensee is also required to
integrate and transparently document the various regulatory and reporting obligations
placed on the service provider.

3.3 Sub-factor - Cost and Investment Recovery (Ability and Timeliness) (weighting
12%)

Assessed Rating - A

A - “Tariff formula allows for recovery of operating expenditure including
depreciation based on allowances set at frequent price reviews (5 yearly intervals or
shorter) and a fair return on all efficient investment. Depreciation allowance fairly
reflects asset consumption. Capital expenditure is included in asset base as incurred.
Opex and Capex subject to efficiency tests”.

Division 1 of the Industry Act supports the A rating with the Regulator required to
have regard to the promotion of efficient long-term investment in water and sewerage
infrastructure. Division 5 of the Industry Act adds that pricing principles should
provide effective incentives to promote economic efficiency, reduce costs and
improve productivity.

The principles of the Industry Act are supported by the interim pricing order which is
designed to move Cradle Mountain Water towards a position where it operates as
intended by the Act, under a full cost recovery model and generating a commercial
rate of return. At this stage the A rating has been assigned largely on the intent of the
industry reforms, however achieving full cost recovery in the intended timeframe is a
risk.

3.4 Sub-factor - Revenue Risk (weighting 3%)

Assessed Rating - Aa
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Aa — “Little exposure to volume risk: collected revenues based on volume charges but
revenue cap (existence of timely recovery mechanism)”.

Division 5 of the Water and Sewerage Industry Act provides for efficient pricing
through the application of two-part pricing principles. It is assumes that by the end of
the interim pricing order, Cradle Mountain Water will be moving towards a two-part
pricing structure comprising both fixed costs and variable costs through metering, but
that full implementation could take further time. Under these conditions, the Aa
rating of low volumetric risk is considered to best represent the revenue risk. In the
longer-term migration to an A rating may eventuate should volumetric exposure
emerge from the two-part pricing.

4. Rating Factor 2: Efficiency and Execution Risk (40%)

4.1 Sub-factor - Cost Efficiency (weighting 5%)
Assessed Rating - Baa

Baa — “Performance in line with benchmarks/regulator’s assumptions across the
regulatory period on key measures (eg. WACC, opex, capex)”.

As Cradle Mountain Water is still in its first year of operations, measuring cost
efficiency on historical performance is difficult. At this early stage, an assumption
has been made that the corporation will be able to operate inline with the regulatory
guidelines as they develop. However, as a newly established corporation there is not
an insignificant risk that actual expenditure will exceed what has been assumed in the
corporate plan.

4.2 Sub-factor - Scale and Complexity of Capital Programme (weighting 5%)

Assessed Rating - Aa

Aa — “Annual capital expenditure (maintenance and enhancement) between 4%-6% of
total fixed assets or regulated asset base”.

The Regulator has indicated that the level of capital expenditure assumed by the IPO
is not sufficient to maintain assets in the long-term; and Cradle Mountain Water’s
assets are the most decentralised of the three regional corporations. For these reasons,
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there is a risk that the scale and complexity of the capital programme may ultimately
be considerably larger than has been initially estimated.

Cradle Mountain Water is forecasting that capital expenditure will need to step-up to
$40 million per annum or 6.69% of fixed assets by 2012/13. However, this step-up in
capital expenditure is beyond the IPO period, with only $25 million expected under
the existing IPO structure. For this reason the rating of Aa has been retained,
although with clarity of the post-IPO environment the migration to a lower rating is a
risk.

5. Rating Factor 3: Stability of Business Model and Financial Structures (10%)

5.1 Sub-factor - Ability and Willingness to Pursue Opportunistic Corporate Activities
(M&A, Disposals and Investments) (weighting 3.33%)

Assessed Rating - Aa

Aa — “Covenants or license/concessions largely limit corporate activity, with
exception of certain defined permitted investments”.

5.2 Sub-Factor — Ability and Willingness to Increase Leverage (3.33%)

Assessed Rating - A

A — “Financial covenants in principal debt instruments limit management ability to
materially increase leverage”

Cradle Mountain Water level of debt to the regulated asset base is lower than is
typical for an established utility. This provides some scope to increase leverage,
however forecast revenue levels relative to existing debt and capital expenditure
requirements suggest only limited financial flexibility.

5.3 Sub-Factor — Targeted Proportion of Operating Profit Outside Core Regulated
Activities (3.3%)

Assessed Rating - Aa
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Aa — “0-5% or covenants largely limit unregulated businesses, with exception of
certain defined and low risk permitted businesses”.

The vast majority of revenue forecast over the corporate plan period is from the core
regulated business. It is assumed that any other activities outside Cradle Mountain
Water’s core regulated activities will not be significant enough to have a material
impact on profitability. The assignment of an Aaa rating would require that operating
profit outside core regulated activities represent “0% or that covenants prohibit all
other businesses”.

6. Rating Factor 4: Key Credit Metrics (40%)

The final broad rating factor incorporated into the credit profile is the corporation’s
financial metrics. Four ratios considered appropriate for global regulated water
utilities are calculated and assigned a credit rating upon comparison to industry
benchmarks (see Table 1). These ratios measure the absolute capacity to service debt,
the degree of leverage relative to the regulated asset value, the ability to generate
sufficient cash flow to cover future debt repayments and ability to fund capital
expenditure requirements internally. The standard approach for these ratios would be
to calculate a 3 year historical average. Given the transitional period of the business,
the average has been considered to eliminate lumpy capital expenditure forecasts, but
a greater emphasise is given to the final IPO year of 2011/12.

Financial metrics for Cradle Mountain are not as strong as those calculated from
forecasts provided at the time of the previous credit rating assessment. The level of
debt is forecast to be moderately higher in 2011/12 than previously forecast and cash
flow from operations moderately lower, and hence interest cover is likely to be lower.
Capital expenditure is expected to be $25 million in 2011/12 compared to the
previous forecast of $15 million. A fall in the assessed value of infrastructure assets
has also been recorded. The change in financial forecasts indicate the corporation has
less financial flexibility than previously anticipated, although it is assumed that some
discretion in the timing of the capital expenditure programme remains.

The RCF/Capex ratio comes under particular pressure with the forecasts for 2012/13
falling below the Ba benchmark. Whilst the rating has been based primarily on the
earlier IPO period, this metric indicates that the long-term capital expenditure
programme is significant relative to cash flow generation.

Table 1: Cradle Mountain Water’s Key Credit Metrics v Benchmarks
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Key
Financial | Weight | 2010/11 2011/12 | 2012/13 | Rating | Industry Benchmark
Ratios
Baa 1.5-2.5x
ICR (times) | 15% 0.90 1.30 1.32 Ba Ba 1.2-1.5x
B 1.0-1.2x
Aaa <25%
Net
15% 20.18% 22.00% 26.08% Aaa | Aa 25-40%
Debt/RAV
A 40-55%
Aa >25-40%
FFO/N
OMNet 1 5o | 1520% | 16.46% | 14.00% | A |A  1525%
Debt
Baa 10-15%
Baa >1.0-1.5x
1
RCF/Capex | oo, 0.48 0.58 0.38 Ba |Ba  >0.5-1.0x
(times)
B >(.25-0.5x

Ratios are defined as follows:

e Interest Cover Ratio (ICR) = (cashflow from operations + net interest expense —
depreciation) / net interest expense.

e Net Debt/RAV = net debt (gross debt less available cash) / Regulated Asset Value
(where the RAYV is the asset base upon which a regulated network earns a return
set by the regulator).

e FFO/Net Debt = cashflow from operations / net debt
RCF/Capex = (cashflow from operations— dividend) / capex

The RCF/Capex ratio measures the ability to fund capital expenditure internally. The
rating assigned to this ratio is typically lower than for the other financial. This
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reflects the challenge of internally funding the large capital programme necessary to
maintain and upgrade infrastructure assets.

7. Overall Rating Score (Moody’s — Baa2 / S&P - BBB)

A mapping exercise has been used to arrive at the final credit rating of ‘BBB’ (see
appendix 1 for the full mapping matrix). For each sub-factor a further weighting is
applied by rating category as shown in appendix 1. The reason for this is that a
serious weakness in one rating category can not be fully offset by strength in another
category. Secondly, each sub-factor rating is assigned an overall rating score. These
two figures are then multiplied by the weighting of the sub-factor and the total score
of each sub-factor is summed to generate an overall rating score which is then
benchmarked against Moody’s overall rating grid.
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