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NOTICE FROM THE TREASURER ESTABLISHING THE INQUIRY

The SA Treasurer established the Inquiry on 1 August 2018 with the following Notice:

INQUIRY INTO WATER PRICING IN SOUTH AUSTRALIA

Background

As part of the 2018 State Elecdon the government announced that it would
establish an independent inquiry into water pricing In South Australia (Inquiry),

The Inquiry will help to advise the government if the amounts SA Water is
permitted to raise (rom its drinking water retail service reflect the cost of piovidlng
these services.

Actual SA Water water charges will not be considered by the Inquiry. Costs
Included by (he Essential Services Commission of South Australia (ESCOSA) by
virtuo of them being included in a Direction issued by the Minster for Environment
and Water under section 6 of (he Piihllo Corpardllona Ac! 1993 will also not be
considered by the Inquiry.

The Inquiry's Final Report will be considered by the government and may inform
the next regulatoiy tletenninatlon period for SA water covering 1 July 2020 to
30 Juno 2024.

Terms of reference

The following are the Terms of Reference for the Inquiry'

1. The Inquiry will consider and report on the following matters relevant to
tha regulation of SA Water's drinking water soivlces:

a) The reasonableness of (he opening value o( SA Water's regulated
asset base (RAB) established by the Second Pricing Ordor mado by
the then Treasurer on 17 May 2013. including:

I. Asset valuations used to establish drinking wator prices in the
years loading up to 2013;

ii. The procuss for setting tlio Initial RAB for 201 3;

Ill, I he treatment o) customer contributions in setting tho I nltial
RAG;

iv. The treatment o( tlie capital costs (and Commonwoalthi funding)
for the Adelaide Desallnatlan Plant In setting tho Initial RAB;

v. Compliance with Ihe National Water Initiative Pricing Principles
In (elatlon to the recovery of capital expondjturo:

vl KARs for drlnklny water services In other jurisdictions, having
regard to the key drivers and variables that may affect the value;
and

vii. Any other matter which may contribute to an understanding of
the level of the SA Water drinking water services RAB.

b) Whether there should be a change to the value of the Initial RAB (as
subsequently adjusted each year since 2013 for dfipreclaliun and
inflation) for the 2020 Prk:e Detoimination by ESCOSA.



2. If there are any changes proposed to the RAB valuation, the Inquiry will
also conskler and report on a possible implemenlallan program and
timetable which would ensure a fair and reasonable balance between the
interests of consumers and the Government (as Owner of SA Water).

3. The Inquiry will also consider whother tlicro are issues associated with
setting the allowed return on the RAB. including whether the methodology
shouW antlcipHte Indation and returns expected by the market during the
relevant requlato'y peikxi, to ensure a fair and reasonable balance
between the intorcsts of consumers and tho Government (as Owner of SA
Water).

How the review will be conducted

The Inquiry will be conducted by Lewis Owens as Independunl Inquirer.

In concluding the Inquiry, the Independent Inquirer:

1. may liavc regard to and consider reviews and recent developments and
practices in the economic regulation of utilities in other Australian or
oveiseas judsdlctlong;

2. may undertake consultation with relevant stakeholders; and

3, may consider any other matter (hat Is viewed an lelevant.

Reporting end timing

The Independent Inquirer will provide a report of his findings to the Treasurer by
30 June 2019,

Hon Rob Lucas MLC
Tieasuror

July 2018

, c.
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SYNOPSIS

The Inquiry was established in August 2018 to consider and report on the reasonableness of the opening

value of SA Water's water services Regulated Asset Base (RAB) that was set in the Second Pricing Order

issued on 17 May 2013, and other related matters. As explained in the Terms of Reference, the Inquiry's

purpose is to help the Government in its consideration of the question as to whether or not SA Water's

drinking water prices reflect the costs of providing those services. In that context, the Inquiry and its

findings are an input into a broader Government policy and decision-making process around water pricing.

Ultimately, the outcome of that process will be, inter alia, the decision of the Treasurer as to the value of

the RAB for water services that will apply to the 2020-24 water price Determination.

The Inquiry has undertaken its work in compliance with the Terms of Reference. It released four reports,

held two workshops, and engaged in numerous one-on-one discussions with stakeholder organisations and

individuals. It received multiple submissions, which have been posted on the Inquiry's website

( https://treasury.sa.gov.au/south-australia-water-pricinK-inquiry) along with the Inquiry Reports. This final

report is not a comprehensive repetition of the analysis in the previous reports; it is an abridged summary

of the findings of the Inquiry. The conclusions are not too dis-similar from those in the third and fourth

reports.

To determine the "reasonableness" of the opening value set in May 2013 for the first independent price

determination, the Inquiry developed, in conjunction with stakeholders, an understanding of the criteria to

be used in assessing the "reasonableness" of the process to establish the opening value: namely, whether

it was legally compliant, credible and balanced in its consideration of consumer and Government interests.

The Inquiry undertook an extensive review of the Transparency and Regulatory Statement process used by

the Government over the period 2004-05 to 2012-13 to establish a target return on assets and annual

revenue from water services, and concluded it was generally compliant with the National Water Initiative

principles (with some non-compliances relating to the treatment of pre-corporatisation contributed assets

and the use of "fair value" asset valuation methodology). The target revenues set out in the 2012-13

Regulatory Statement were used by the Treasurer as the basis for setting the opening RAB value.

The opening value was determined using the Treasurer's powers under Section 35(4) of the Water Industry

Act 2012 to issue a Pricing Order which sets parameters that must be adopted by ESCOSA in undertaking a

price determination. The Act does not provide guidance as to how an opening value should be established ,

and the Treasurer is guided only by the Objects of the relevant Acts which include the protection of the

interests of consumers.

The Inquiry explored the complex inter-relationship between the Regulatory Statement valuation (in

accordance with NWI and CoAG pricing principles) and the power under the Water Industry Act to specify a

parameter (the opening RAB value) to be used by ESCOSA in setting the allowable revenue for the 2013-16

regulatory period.

The Inquiry concluded that the process and the RAB value were not "reasonable" under the criteria it

applied, and concluded the value was at the upper end of a range of possible values. Using a number of

approaches to determine what might be a more reasonable value that was compliant, credible and

balanced, the Inquiry concluded that it would prefer a range of values between $7.1 and $7.25 billion

rather than the $7.77 billion set by the Treasurer.
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The Inquiry believes it is difficult to support a value higher than $7.25 billion. On the other hand, there are

a number of arguments to support a lower value, and some stakeholders believe much lower values (as

low as $6.1 billion) are a proper reflection of the value that should have been adopted under the NWI

agreement. The Inquiry understands the position of these stakeholders, but has come to the conclusion

that the Treasurer was not bound by the NWI principles when exercising the powers under the Water

Industry Act to set a RAB value for the commencement of independent price regulation in mid 2013.

The Inquiry submits its analysis to the Treasurer to assist the Government in the determination of a RAB

value for the next regulatory period 2020-24. The Treasurer, in issuing a Pricing Order to ESCOSA, will

consider a wider range of issues than those reviewed by the Inquiry, and may come to a different view. It

was never intended that the Inquiry would determine a "correct" value of the RAB, as such a number does

not exist. The Treasurer ultimately needs to choose a value which balances the Government's desire for

fair water prices for South Australian consumers and businesses, against the needs of the Government and

SA Water for revenue to support their on-going requirements.

The Inquiry recommends the following views for consideration by the Treasurer:

• The value of the opening RAB established in the Second Pricing Order in May 2013 is not

reasonable, and should be changed.

• There is a wide range of credible values, but it is difficult to support a June 2013 asset value higher

than $7.25 billion (in December 2012 dollars).

• While it is possible to determine a RAB value as low as $6.1 billion based on the interstate approach

to legacy asset de-valuation under the NWI, the Inquiry believes a more balanced view would

support a range between $6.9 and $7.1 billion if the Government wished to support South

Australian businesses and consumers. If it is unable for budgetary or other reasons to adopt the

lower number, the Inquiry would encourage consideration of a gradual move towards the higher

number in this range.

On the presumption that the Treasurer would consider these views, the Inquiry requested ESCOSA to

undertake a roll-forward of the June 2013 RAB value to 30 June 2018, using the actual capex, CPI and

depreciation values for the period since 1 July 2013 (but replacing the opening RAB value of $7.77 billion

[in December 2012 dollars] with the $7.25 billion value proposed by the Inquiry). ESCOSA has advised the

Inquiry that the resulting value for a 30 June 2018 RAB would be approximately $7.95 billion [in June 2018

dollars].This may be an appropriate value for the Treasurer to consider for inclusion in the Pricing Order for

the 2020 Determination. Any additional reduction in value below the $7.25 billion could be phased in over

the remaining years of the 2020-24 regulatory period: for example, a reduction to $7.1 billion could be

achieved by further reducing the RAB by $50 million in each of the three following years (July 2021, 2022

and 2023). It is open to the Treasurer to include such further reductions in the Pricing Order, for adoption

by ESCOSA in its modelling and Determination.

The report has included some comments on other matters that the Treasurer may consider for inclusion in

the Pricing Order direction to ESCOSA.

The Inquiry has given consideration to other matters raised in the Terms of Reference, and these are

addressed in the report.
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CONDUCT OF INQUIRY

The Inquiry was conducted in accordance with the Terms of Reference.

In particular, we:

• Consulted with consumer and industry stakeholders and officials involved in the process

• Engaged an expert consultant to assist our understanding of asset valuation methodologies and

approaches adopted interstate

• Undertook a review of interstate practices and the historical development of their regulated asset

values

• Visited the Economic Regulation Authority of WA to discuss its approach to water asset valuation

• Conducted two workshops with key stakeholders and regulatory experts

• Prepared and circulated for comment four reports addressing the issues identified

• Considered the submissions received from parties on the four reports

• Established a website that contained the Inquiry's reports and stakeholder submissions

• Held numerous one-on-one discussions with key individuals and organisations holding information

and insights into the regulatory asset valuation process.

The Inquiry devoted considerable time engaging with stakeholders to understand their views and to ensure

it addressed the matters that most concerned them. This included efforts to understand their expectations

of the Inquiry.

Specifically, the Inquiry spent many hours ensuring there was general agreement on the role of the Inquiry

with respect to the Term of Reference requiring it to assess the "reasonableness" of the process to set the

Initial RAB value and the resulting determination by the Treasurer. Fora more fulsome discussion of the

exploration of the meaning of "reasonableness", please refer to the Cautious Conclusion report (pages 11-

13) and the Balanced Bargain report (pages 19-22).

The Inquiry finally settled on three criteria to determine reasonableness: compliance (with Acts and

Agreements), credibility (meeting the reasonable person or 'pub' test) and balance (between the interests

of consumers and the government). The Inquiry specified the standard against which it would evaluate the

2013 determination as the 'ABC of regulation': apply the Act and Agreements, Balance the Bargain

between the owner and consumers, and conduct this process in a collaborative climate with the relevant

parties (see pages 15-18 in the Balanced Bargain report).

The Inquiry indicated in its reports that there was a high degree of uncertainty in the two main asset

valuation methodologies, the Depreciated Optimised Replacement Cost (DORC) and the Economic Value

(EV) approaches: both have major challenges in establishing a value of assets to be used for the

determination of a fair price for consumers (as opposed to a valuation for statutory accounting purposes).

The RAB value is a socio-economic-political choice which balances the financial viability of the water utility

against the impact of water prices on business and consumers, and is ultimately a decision for the

Government as to where the asset value is positioned (at least at the times such a decision can be made,

either at the commencement of independent price regulation - which in the case of SA was in early 2013 -

or at the commencement of a new regulatory period given the present arrangements under the Water

Industry Act).
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The Treasurer, in making a decision as to the value of the RAB for the 2020-24 Determination, needs to

decide where the RAB value should be set on the spectrum of consumer and owner interests, having

regard to the issues addressed by the Inquiry (and other considerations under the Water Industry Act and

the Essential Services Commission Act).

The Inquiry indicated at the outset of its work that there was no "correct" value of the RAB (as there was a

range of credible values) and it would not be appropriate for a value determined by the Inquiry to be

preferred over that determined by the then Treasurer unless there was convincing evidence that such a

value was unreasonable.

The Inquiry hoped to shed some light on the reasonableness of the value set in 2013 when judged against

the above criteria. It would then be up to the current Treasurer to decide if the analysis of the Inquiry was

preferred over the earlier decision, and to what extent the analysis was to be adopted, when setting a RAB

value for the 2020 Determination. The Water Industry Act 2012 provides the power for the Treasurer to set

a RAB value and other parameters for the Determination, and that can involve consideration of factors in

addition to those considered by the Inquiry.

The Inquiry sought, through its approach of engaging with stakeholders, to ensure that all parties

developed an understanding of the complex interaction of these forces and the need to unravel the

different powers and obligations under the Water Industry Act and the National Water Initiative Pricing

Principles.
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TERM OF REFERENCE 1

The Inquiry was required to consider and report on the following matters relevant to the regulation ofSA

Water's drinking water services:

a) The reasonableness of the opening value of SA Water's regulated asset base (RAB) established by

the Second Pricing Order made by the then Treasurer on 17 May 2013

b) Whether there should be a change to the value of the Initial RAB (as subsequently adjusted each

year since 2013 for depreciation and inflation) for the 2020 Price Determination by ESCOSA.

TOR l(a) Reasonableness of the opening RAB value

Paragraph 3.1 of the Second Pricing Order set the value of the RAB as at 1 July 2013 at $7.77 billion (in Dec

2012 dollars), pursuant to Section 35(4) of the Water Industry Act 2012 which provided for the Treasurer

to issue a pricing order that sets out any policies or other matters that ESCOSA must have regard to, and

specifies various parameters that ESCOSA must adopt or apply, when making a price determination. The

Section provides no specific guidance on how a value for the RAB will be set.

The Objects of the Water Industry Act are set out in Section 3, and include:

(c) to provide mechanisms for the transparent setting of prices within the water industry and to

facilitate pricing structures that reflect the true value of services provided by participants in

that industry; and

(e) to protect the interests of consumers of water and sewerage services.

Equally, the Treasurer is responsible for the Essential Services Commission Act 2002, which provides (inter

alia) for ESCOSA to make pricing determinations. The Objectives are set out in Section 6, which states that

the Commission must, in performing its functions:

(a) Have as its primary objective protection of the long term interests of South Australian consumers

with respect to the price, quality and reliability of essential services; and

(b) At the same time, have regard to the need to -

(ii) prevent misuse of monopoly or market power; and

(vi) facilitate maintenance of the financial viability of regulated industries and the incentive for

long term investment; and

(vii) promote consistency in regulation with other jurisdictions.

The Inquiry believes that, in setting the value of the RAB under s35(4) of the Water Industry Act 2012,the

Treasurer was required to have regard to these objectives and factors. While the Treasurer has wide

powers to set a RAB value without specific limitation or guidance by the Act, he is obliged to have regard to

a wide but specific range of factors, including the interests of consumers, preventing the abuse of

monopoly power, and the need for transparency and consistency in the exercise of regulatory powers. In

exercising this power, the Treasurer should demonstrate that regard has been given to all of these matters.
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The Inquiry has, in its four reports, investigated and reported on the process adopted by the Treasurer in

early 2013 to set the value of the RAB, and has rated that process against the principles of Administrative

law and the standards of 'reasonableness' developed by the Inquiry in consultation with stakeholders. The

Inquiry concluded in its fourth report (Balanced Bargain) that the process was not transparent, balanced or

credible: the decision was taken without proper public consultation or explanation, and there was no

demonstrable effort to balance the interests of consumers against those of the Government.

The Inquiry has explored the link between the final decision under the Water Industry Act in May 2013 and

the preceding decisions on water pricing by the Government under the National Water Initiative (NWI)

from 2004 to 2013. The NWI was an agreement entered into by all jurisdictions and the Commonwealth

Government in 2004, to support the further implementation of the CoAG water reforms from 1996. Pricing

principles were developed over the following few years, and all jurisdictions were committed to

introducing these reforms and demonstrating compliance with them (in return for the receipt of

competition and other payments from the Commonwealth Government).

Many stakeholders (and indeed originally the Inquiry) were of the view that the value of the RAB set in

2013 should have been determined by the actions of the Government underthe NWI and particularly its

nomination of a legacy date of 1 July 2006. At that time, certain 'legacy' assets (those in existence at that

time which were not earning a full commercial return on investment, which essentially were the

metropolitan water assets) were identified and their lower rate of return (3.1% real pre-tax) was locked in;

all other assets and all new assets after that date would earn a full regulated return based on the current

Weighted Average Cost of Capital (the WACC), which was at that time determined to be 6.0%. This view,

still held by a number of key stakeholders, would use the legacy date as the effective commencement of

independent price regulation in accordance with national practices. By that time, all jurisdictions (other

than Tasmania) had moved water pricing to independent regulators and adopted the NWI pricing

principles.

The Government did not transfer responsibility for pricing to ESCOSA and instead it retained its pricing

powers and introduced an approach called Going Forward Full Cost Recovery (GFFCR) which achieved

compliance with the NWI principles but retained the full (DORC based) value of both legacy and non-legacy

assets. The GFFCR approach calculated a return on assets(6.0% for non-legacy and new assets post June

2006, and 3.1% for legacy assets), which together with allowances for operating costs and depreciation, set

the 'target revenue' to be secured through water prices each year from 2006-07 to 2012-13. The

Government indicated that the GFFCR approach would (over a very long period of time as new investments

became a bigger proportion of the RAB) move revenue towards the upper revenue bound set by all assets

earning the full WACC.

The important policy issue addressed in this initiative was that all new investment after 30 June 2006

would be treated as commerdally-based and earn the full WACC rate of return, whilst prior investments

then earning a lower rate would be treated differently so that consumers did not experience a significant

rise in price simply as a result of moving to independent price regulation.

This GFFCR approach, while unique to SA and different to every other jurisdiction, was judged by ESCOSA

and various Commonwealth agencies to be in broad compliance with the NWI principles such that SA

received its full entitlement to Commonwealth payments. The areas where ESCOSA and others believed

decisions were non-compliant were the treatment of pre-corporatisation contributed assets and the use of

a DORC valuation which was not necessarily a Deprival Value as required under the CoAG guidelines. The

Government rejected these views.
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The Transparency Statement (TS) process from 2004-05 to 2010-11 set out the Government's

considerations in setting water and sewerage prices. Although each Statement was issued after the price

changes had been announced, the TS process was transparent and (with some effort) able to be evaluated.

However, there was little opportunity for stakeholders to participate and influence the pricing decisions;

and there was little external challenge to the underlying decisions on expenditure.

Finally, around 2011, the Government decided to move towards independent price regulation as part of a

thorough reform of the water industry, and the Water Industry Act was drafted and (after some delays)

finally passed by Parliament in 2012. This transferred responsibility for setting prices to ESCOSA, which

formally assumed the role of regulator in early 2013 and issued its first revenue determination in June

2013. Given the decision to move towards independent price regulation, Regulatory Statements were

issued in 2011-12 and 2012-13 carrying on the tradition of the Transparency Statements (but not reviewed

by ESCOSA), and included four year forward forecasts of target revenues based on the GFFCR approach (so

the 2012-13 RS included revenue forecasts for 2012-13 to 2015-16).

As part of the move to independent price regulation, and consistent with practice elsewhere in Australia,

the Government reserved the right to set the opening RAB value. The Treasurer initially (in a letter to

ESCOSA of 17 April 2013) indicated support for setting the initial RAB value at the DORC based value for 30

June 2013 as set out in the 2012-13 RS. This number would have reversed the earlier decision under the

NWI and treated legacy assets as normal assets earning the full WACC return, and would have also locked

in the decision not to remove pre-corporatisation contributed assets from the valuation. It would appear

the proposed adoption of the full value was seen as compensating for the decline in WACC value from 6.0

to 5.42% real pre-tax over the previous few months. The Treasurer indicated a "firm view that the Pricing

Order should aim to provide customers with price outcomes of similar order to those contemplated in the

Draft Revenue Determination", the latter having been derived from the GFFCR target revenues in the

2012-13 RS.

However, in a letter to ESCOSA of 17 May 2013 (accompanying the Second Pricing Order), the Treasurer

indicated that the further decline in WACC to 5.06% real pre-tax (resulting from changed financial market

conditions rather than any regulatory or Government decision) required an increase in the June 2013

water RAB value to $7.77 billion (in December 2012 dollars). This was a 5% increase above the 2012-13

closing DORC value in the 2012-13 RS (which was $7.397 billion in December 2012 dollars). The Treasurer

indicated this modest increase would still deliver a reduction in water prices more favorable than the

ESCOSA draft decision.

It is clear that the Treasurer was committed to securing the target revenues over the period 2013-14 to

2015-16 as set out in the 2012-13 RS minus any further efficiencies ESCOSA could identify through its Price

Determination review. Those revenues had been set using the GFFCR approach, in compliance with the

NWI Principles (at least in the Government's eyes). ESCOSA had commented that the target revenues were

higher than justified, primarily because of the treatment of pre-corporatisation contributed assets and

possibly not following the Deprival Value methodology.

It is clear there was a complex and rapidly evolving movement in revenue streams from the decline in

WACC. The return on non-legacy/new assets was potentially dropping to 5.06%, but this was offset by the

increase in revenue from legacy assets with the return on assets increasing from 3.1% to 5.06%: it was

unclear if the net result would be positive or negative. The Government was unsure if ESCOSA would

reduce the WACC further in those last few weeks before 30 June. To manage this potential outcome, it

would appear some 'fat' was built into the RAB value to protect against that possibility. It was a time of
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uncertainty, and some conflict, and the outcome of discussions between senior officers in ESCOSA and the

Treasurer's Office was the decision by the Treasurer to choose an arbitrary increase of 5% in the June 2013

DORC water asset RAB in the 2012-13 RS to cover the uncertainties (an increase of 10% was applied to the

sewerage asset value).

The Inquiry has modelled these decisions, and presented a full analysis in the fourth report Balanced

Bargain. A summary of the outcomes of that analysis is as follows:

GOV1: If the Treasurer had simply adopted the DORC value of water assets at 30 June 2013 from

the 2012-13 RS (which would have treated all legacy assets as normal assets earning the full

WACC), the value of $7.397 billion would have generated more return on assets than in the

2012-13 RS, and would have been some $370 million below the initial RAB value.

GOV2: The Inquiry calculated the value of RAB necessary to secure the target return on assets using

the GFFCR approach in the 2012-13 RS, and concluded a RAB value of $7.26 billion was

necessary at a WACC of 5.06% real pre-tax. In other words, the RAB did not need to be

increased; it could have been reduced as the revenue gained by treating legacy assets as

normal assets more than off-set the reduction in revenue by moving to a 5.06% WACC. This

value is $510 million below the value set by the Treasurer.

GOV3: If the TS RAB values in July 2006 were reduced by the Inquiry 'confidence-based' value of

$210 million for pre-corporatisation contributed assets, the DORC value declined to $7.19

billion but the EV value remained at $7.26 billion as the legacy return increased from 3.1 to

3.32%.

If the escalation rates in the TS/RS approach are replaced by the actual CPI rates, the DORC

value declined to $7.08 billion and the EV value to $7.16 billion, a further reduction of

approximately $100 million in both values.

The Inquiry also undertook a number of alternative approaches to establishing a credible value of the RAB.

A summary of the outcomes of these approaches is as follows:

INQ1: The Inquiry base case looked at what the RAB value would be in June 2013 if independent

regulation had commenced in July 2006, using opening DORC values determined from the

early Transparency Statements, corrected for the Inquiry's views on compliance with NWI

principles, and rolled forward using actual capex and CPI inflation provided by ESCOSA

(using regulatory capex data supplied by SA Water). This approach did not distinguish

between legacy and non-legacy assets, but removed $210 million of asset values as a

'confidence-based' assessment of pre-corporatisation contributed assets. The DORC

valuation in June 2013 was determined to be $7.15 billion (in Dec 12 dollars), some $620

million below the initial RAB value set by the Treasurer.

INQ2: The Inquiry base case above was used to calculate an Economic Value by separately rolling

forward the legacy and non-legacy assets to 2013, applying the legacy return of 3.32% and

non-legacy of 6.0% to calculate a target return on assets for 2012-13, and then determining

the RAB (EV) value to achieve the target ROA. This EV valuation in June 2013 was

determined to be $7.25 billion (in Dec 12 dollars), some $520 million below the initial RAB

value set by the Treasurer.
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INQ3: If the Government had commenced independent price regulation in July 2006 and adopted

the NWI principles for legacy assets at that time, the opening value of legacy assets would

have been reduced from $2.2 billion to $1.22 billion. Using the Inquiry assumptions as

above, the DORC valuation in June 2013 was determined to be $6.12 billion. Whilst this

approach would have allowed the target return on assets to be set at the upper revenue

bound from 2006-07 onwards (and would have secured a similar revenue from water assets

over the period), a Regulator in 2013 would have passed all of the reduction in WACC down

to customers and not to the owner. By delaying the commencement of independent

regulation until that time, and using the Treasurer's power under the Water Industry Act to

set a RAB value based on the target return on assets using the 6.0% WACC basis adjusted for

the new 5.06% return, the Government was able to capture not only the full value of legacy

assets, but also the benefit of the fall in WACC.

The Inquiry also considered the sensitivity impact of various assumptions:

INQ.4: For example, the Inquiry in its work used a 'confidence based' value for pre-corporatisation

Contributed Assets of $210 million, rather than the full value of $452 million it had

identified in the EWS accounts. If it had adopted the full value, the DORC value in the Inquiry

base case above would fall to $6.90 billion at 30 June 2013 (in Dec 2012 dollars) and the EV

value in INQ2 would fall to $7.09 billion as the legacy return increased from 3.32 to 3.62 %.

INQ5: Secondly, the Inquiry investigated the impact of adopting a 90/10 split in contributed assets

between metropolitan (legacy) and country (non-legacy) assets rather than the 75/25 split

adopted in its base case. In the GOV3 cases above, the DORC values remained the same, but

the EV values increased by $90 million with the higher allocation to metropolitan assets as

the legacy rate increased to 3.75% return. A similar result occurred with the INQ2 case.

In coming to these analyses, the Inquiry spent considerable time in exploring the detailed matters spelt out

in the Terms of Reference that it was required to consider. As these matters have been addressed more

fully in the various reports of the Inquiry, we have set out below a summary of our assessment of the

particular items specified in Term of Reference 1 (a):

(i) Asset valuations used to establish drinking water prices in the years leading up to 2013.

In both the Diving Deeper and Cautious Conclusion reports, the Inquiry explored the intricacies of asset

valuation methodologies and principles, and the differences between the methodologies for

statutory/accounting asset valuation, asset management and pricing. There has been much confusion

between the different approaches and their inter-relationships (if any). While it is to be expected there

should be some correlation between the various approaches, it is not essential. Companies buy regulated

businesses on asset value to RAB multiples of 1.3 to 1.6, reflecting their view of the earnings opportunity

relative to the value reflected in the RAB.

Asset management valuations are not particularly relevant given it is never intended to replace the asset

base: if it was necessary, the regulatory regime provides for the efficient replacement cost to be provided

for in new capital expenditure which would earn the full WACC rate of return.

A RAB for pricing is quite a different beast, and not fixed to either the statutory or asset management

valuation, and this is what the Inquiry is focussed on.
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The Inquiry therefore explored not only the limitations on both the DORC and EV methods of setting a RAB

value, but also the intrinsic purpose of setting a RAB value for pricing purposes and the fundamental

difference from accounting RAB methodologies.

It explored the history of the development of the SA Water statutory asset valuations over the period prior

to and following the formation of SA Water from the former Engineering and Water Supply Department in

1995, and the move from cost recovery pricing (based on actual debt repayment) to an economic pricing

approach based on the cost of capital and a return on equity. Changes in the approach to pricing and the

move towards DORC asset valuation were also examined, to gain insight into the impact of these

developments on the asset values adopted by the Government when it moved to implement the NWI

pricing principles after 2004, and the gradual transition to prices which reflected the opportunity cost of

capital.

There were significant increases in asset values in the few years immediately prior to and after

corporatization, but this was not reflected in price changes in that period as prices were still set so as to

recover costs and to keep prices as low as possible to assist consumers and businesses. It was only

following the CoAG (but more significantly the NWI) initiative that prices started to move towards a cost of

capital level which resulted (together with the impact of the massive capital investment associated with

the drought response) in the large increases in water prices from 2008 to 2012.

The Inquiry has reviewed the current difference between the statutory asset valuation of SA Water asset

values and the RAB value for water assets, and it would appear that the difference can be explained by two

main factors: the inclusion in the statutory asset value of a current replacement cost of all assets (including

the contributed assets paid for by developers and individuals and the Commonwealth Government

towards the ADP), and the different escalation factors used by SA Water and regulators.

SA Water, as an operator of water assets, seeks to value assets at what it considers to be a current

replacement cost - called an operating capability maintenance valuation; whereas regulators seek to set a

value that maintains the financial capital of the investors in the business. The former uses capital or

construction cost escalation, the latter uses the CPI inflation which is factored into financial returns and in

consumer attitudes to cost. The focus on prices and overall returns to investors is necessarily on financial

capital maintenance, as has always been the case with independent price regulation in Australia, UK and

USA.

When account is taken of these two factors, together with the incentives available to investors to out-

perform the regulatory allowances, there is an understandable correlation between the RAB and the

statutory asset value, but they are not likely to be the same. The Inquiry tracked the evolution of the RAB

used in the 2004-05 TS and following years, and there is an understandable connection between the two,

especially in the early years. From that time, the roll-forward of the RAB has broadly followed the standard

regulatory practices and the gap between the two has widened primarily due to the exclusion of

contributed assets and the different escalation indices, so the reasons for the difference in value are

understandable.

The challenges in this area primarily fall into two areas: the treatment of legacy asset values given the

transition from government-driven investment towards commercial decisions following corporatization;

and the attempt to impose statutory accounting principles on a regulatory asset valuation which has a

completely different purpose.
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The DORC valuations used by SA Water to establish asset values are appropriate for its purpose, and were

suitably adapted in the early years after 2004 to transition to economic price regulation. No-one would

suggest the value reflects the true value to replace the network, because it is impossible to comprehend

what that means (greenfield versus brownfield, remove and replace versus replace, new optimized

technology versus like-for-like replacement, easement and disruption costs/ current quality and

environmental standards versus higher standards to reflect climate priorities etc.).

Equally, the economic valuation adopted by the Treasurer in May 2013 (replacing the DORC valuation) is a

classic example of the circularity concerns with this form of valuation: the price and revenue are set by the

return on the asset valuation, whereas the asset valuation is set by the revenue secured at the going price!

The Inquiry has attempted to weave its way through these complexities, and is comfortable that its

valuations reflect a reasonable balance of these conflicting objectives. There is no right answer, but there

can be some sense emerging from an understanding of the complexities and the different objectives of the

various asset valuation approaches. The Inquiry has sought to apply this understanding in its analysis of the

different approaches to setting a reasonable RAB.

(ii) The process for setting the Initial RAB for 2013

We have set out previously a description of the issues being faced by officials within ESCOSA, Department

of Treasury and Finance, and the Treasurer's Office in May 2013 as they struggled to agree an approach to

setting the RAB for the first Regulatory Determination by ESCOSA. Driven by financial market factors, the

WACC value was continuing to fall, and the Government was seeking to preserve the revenue stream it had

foreshadowed in the 2012-13 RS (and its dividends and tax receipts).

Earlier advice from ESCOSA had foreshadowed that the value of the RAB would need to be significantly

reduced if the Government was to restrict the revenues to the level set out in the 2012-13 RS; later advice

from ESCOSA indicated that the RAB would need to be increased to $7.7 billion if the Government was to

insist that the assumed level of water sales was to be kept at 190 GL/a despite the expert forecasts that

sales would be lower.

The exchange of letters between ESCOSA and the Treasurer and the draft Pricing Determinations in the

first half of 2013 illustrate the tense relations and the uncertainty about the impact of the draft and final

determinations on Government revenues. It was undoubtedly a difficult time for all involved, and there

were significant implications for consumers.

As indicated in the previous section, under a traditional regulatory approach to setting a price, the

decrease in WACC would have flowed through in full to consumers; but the Water Industry Act provided

the power to the Treasurer to set a RAB value without regard to any specific factors other than those in the

Objects sections of the two Acts, which included the interests of consumers. It might have been expected

that consumers should secure some benefit from a reduced WACC (especially given SA Water's costs

would fall as the WACC value declined). However, it could alternatively be argued that the long term

interest of consumers necessarily includes the on-going financial viability of the business that delivers the

essential services, so it does not necessarily mean the lowest value must be adopted.

The Inquiry has been critical in its earlier reports of the processes over time which led to the figures that

were relied on by the Treasurer in setting the opening RAB. The TS/RS process was conducted in a way

where the prices were announced prior to consultation, the documentation was difficult to read and

interpret, there was inadequate time for stakeholders to make submissions, and many of the criticisms
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were rejected or ignored: it failed to meet the criteria of credible and balanced. Despite the Government

claiming it was acting in the interests of consumers, that was not apparent and it appeared that the main

driver of the decision was the securing of revenue for the Government. While the Government was able to

deliver a small reduction in price from July 2013, that needs to be seen in the context of an increase in

water prices of over 150% in the previous 5 years.

The final stage of the process to set the RAB was undertaken in private discussions between ESCOSA, DTF

and the Treasurer's Office; the Inquiry has been unable to access any records of these meetings and the

discussions that occurred. It was certainly not transparent, collaborative, open to discussion among the key

stakeholders, or able to be challenged: it appeared as a fait accompli decision when the Second Pricing

Order was released on 17 May 2013.

The processes (both the TS/RS process leading up to the setting of target revenues on which the RAB was

ultimately based, and the final considerations which led to a decision to increase the DORC RAB from the

2012-13 RS closing value by 5%) failed most of the tests of reasonableness. Subjecting these processes to

public scrutiny might have led to an understanding that it was not necessary to increase the DORC RAB by

5% to secure the Government revenue objective, and it might have resulted in a more reasonable and

better understood basis for setting a RAB value which better balanced the interests of the Government and

consumers.

The Inquiry has been influenced by this assessment in forming its views on the advice to be provided to the

Treasurer on whether the RAB value is reasonable and if it should be changed for the 2020 determination

by ESCOSA.

(iii) The treatment of customer contributions in setting the Initial RAB

The Inquiry undertook a major analysis of the issue of customer contributions in both the Cautious

Conclusion and Balanced Bargain reports.

It had found records of customer contributions for the period from 1965 to 1995 reported in the EWS

statutory accounts, and had reviewed work by SA Water in 2006 to estimate a value of contributed water

assets over that period using a variety of assumptions. The Inquiry concluded that the value of pre-

corporatisation contributed assets was not zero as the Government had effectively determined, but

equally that the values in the accounts were difficult to allocate between water and sewerage asset classes

and the earlier numbers were possibly unreliable.

The Inquiry adopted a simple 'confidence-based' assessment of 30% for the earlier numbers and 90% for

the values from the late eighties, to calculate a value of $210 million in 2006 dollars. It has subsequently

undertaken a sensitivity analysis of this assessment, as well as the assumed allocation between

metropolitan (legacy) and country (non-legacy) classes. It has used its understanding of how the return on

legacy assets was determined to adjust the rate of return on legacy assets (set at 3.1% in the TS/RS

process) to reflect the reduction in legacy asset value if pre-corporatisation contributed assets are

removed from the asset base. The Inquiry has also examined the impact of removing the full value of

contributed assets from the RAB rather than the 'confidence-based' adjusted value.

The Inquiry believes that the NWI principles (as well as a fair consideration of which assets should not be

included in the asset base when setting a regulatory return for the owner, such as assets the owner has not

paid for) dictate that they should be removed from the asset base in setting a RAB value for regulatory

price-setting purposes. While the Government did not accept this position, and refused to reduce the asset
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value to reflect a value for pre-corporatisation contributed assets, the Inquiry believes it is reasonable to

reduce the RAB by a 'confidence-based' adjusted value using the available information in the EWS

statutory accounts.

In the Inquiry analysis, the opening value of the RAB in July 2006 has been reduced by $210 million to

reflect the 'confidence-based' adjusted pre-corporatisation contributed asset value, split 75/25 between

legacy and non-legacy assets.

(iv) The treatment of the capital costs (and Commonwealth funding) for the Adelaide Desalination Plant

in setting the Initial RAB.

The Inquiry examined the case for including the full value of the ADP (net of the Commonwealth

contribution) in the value of the Initial RAB in the Diving Deeper (page 15) and Cautious Conclusion (pages

41-2) reports, and fully supported this inclusion. The ADP was found to be a key asset in securing the

supply of water to Adelaide consumers and businesses and improving the security of water supply across

the State. The project had been subject to Parliamentary scrutiny, had been managed intensively by a

special Committee set up within SA Water and Government, and had been delivered within budget.

The Inquiry could find no grounds for excluding this expenditure from the RAB.

(v) Compliance with the National Water Initiative Pricing Principles in relation to the recovery of capital

expenditure.

The TS/RS process implemented by the Government in 2004-05 was established to demonstrate

compliance with the NWI, with ESCOSA required to report each year on the compliance of the process in

its Part B reports. This exercise has been fully documented in all of the Inquiry's reports, with a

comprehensive summary of each year's assessment in the Exploratory Essay (pages 6 to 20) and an

analysis of ESCOSA's comments on pages 33 to 45 of the Balanced Bargain report.

The NWI (as it related to water pricing) comprised two main parts: the first being how all new capital

expenditure would be added to the RAB and receive the full WACC return, and the second concerning how

legacy assets (those in existence at the legacy date) would be treated in terms of a return on the historic

investment.

With respect to the first matter, all new investment since corporatization (including contributed assets) has

been included in the SA Water statutory accounts at "fair value" and re-valued periodically to reflect the

DORC value; this value had been picked up by the Government when it set the first asset value in the 2004-

05 TS for pricing purposes. Compliance with this NWI principle has never been in question: all new

investment paid for by SA Water since the legacy date has received the full WACC rate of return.

The second matter, concerning the recovery of a return on historical investments (ie before the legacy date

of 1 July 2006), is a key issue of concern addressed by the Inquiry.

There were two main areas where ESCOSA questioned the compliance with the CoAG and NWI pricing

principles, and both were associated with pre-July 2006 assets: the treatment of pre-corporatisation

contributed assets, and the use of "fair value" rather than "deprival value". As noted previously, the

Inquiry agrees with ESCOSA that the pre-corporatisation contributed assets should be removed from the

RAB, and has done so in its analysis. The question of "fair value" is more complicated, and involves the

complex interplay between the key asset valuation methodologies (DORC and Economic Value) which we

have commented on previously, and the treatment of legacy assets.
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The Inquiry is loathe to make a call of non-compliance on this matter; its investigations have shown that EV

was probably less than DORC in the early years of the TS process, when water prices were close to the

Lower Revenue Bound as they were historically set to recover actual costs (such as actual interest

payments on debt). As the NWI was progressively implemented and prices increased to reflect the

recovery of the cost of capital via the GFFCR and to commence the gradual move towards the Upper

Revenue Bound, the EV increased and by 2012-13 was similar to the DORC value. Of course, in May 2013,

the Treasurer moved from the long-supported DORC value to the higher EV valuation so as to secure the

target revenues set out in the 2012-13 RS. As the Inquiry has limited confidence in both the DORC and EV

valuations, it is not prepared to declare the asset valuation approach as non-compliant with NWI.

Certainly, ESCOSA did not call this as non-compliant (and nor did the Commonwealth agencies which also

audited compliance); it was a question asked but not answered, for the same reasons presumably as the

Inquiry has strugged to do.

Of more interest to the Inquiry was the compliance of the GFFCR approach with the NWI principles.

Although the approach was unique to SA and crafted to demonstrate compliance while preserving the

value of the DORC-based RAB, the Inquiry found that it did meet the NWI principles, and the Government's

application of GFFCR through to 2012-13 was in line with those principles (with the exception relating to

the pre-corporatisation contributed assets discussed above, which inflated the DORC values).

The NWI also allowed the subsequent re-valuation of assets, if they had been determined using a DORC

method (which was the case). It is not clear, however, if the decision in May 2013 to increase the RAB was

a re-valuation and whether the NWI allowed a revaluation of legacy assets, or if the decision was simply a

valuation for the commencement of independent price regulation.

It would appear that in exercising his powers under the Water Industry Act to set a RAB value for

independent price regulation from July 2013, the Treasurer effectively abandoned the NWI principle of

legacy assets and the CoAG guideline for deprival value, and instead set a new RAB value based on the EV

of the target revenues from the 2012-13 RS. This practice of setting a RAB value at the commencement of

independent price regulation so as to hold revenue/prices at the existing level was not inconsistent with

practices adopted interstate.

(vi) RABs for drinking water services in other jurisdictions, having regard to the key drivers and

variables that may affect the value.

The Inquiry engaged an expert advisor to assist it compare the asset values for SA Water with those in

other jurisdictions: his report was included as Appendix 7 to the Cautious Conclusion report, and the

analysis was presented on pages 26 to 30 of that report. The Inquiry could draw no definitive conclusions

from the analysis, due to the different approaches adopted in each jurisdiction to valuing both the

statutory accounting value and the regulated asset value. At the time of corporatization or commencement

of independent price regulation, virtually all of the interstate jurisdictions wrote down the value of their

legacy assets to ensure price stability despite moving to a full WACC return on all assets - and then many

adjusted their statutory accounting value downwards to reflect the lower RAB and associated revenue.

This was not done in SA. Hence, when comparing the SA statutory and RAB values (per customer, or km of

mains or per Gl of water delivered) to interstate utilities, the values are generally the highest of all the

jurisdictions.

The high RAB value could be a result of the small population and the large distances covered to supply

water across the State, and the lower rainfall, smaller reservoirs, higher pumping needs (from the River
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Murray), desalination plant investments and more intensive water treatment in SA. Alternatively, it could

be the result of the high RAB valuation adopted in SA as a result of the decision not to write-down the

value of legacy assets and indeed to increase the DORC value above the level which had been set in the

standard regulatory roll-forward approach.

The Inquiry believes both factors contribute to the conclusion that the RAB value for water services in SA is

at the high end (if not the highest) of equivalent larger water utilities across Australia, under all of the

measures (per customer, per kilometre and per Gl of water supplied). This naturally contributes to a higher

cost to customers.

The Inquiry does not believe it is appropriate to use a comparison with interstate utilities' RAB values to set

a water services RAB for SA Water, other than to recognize that any reduction in the current RAB value will

contribute towards a more favorable benchmark performance.

(vii) Any other matter which may contribute to an understanding of the level of the SA Water drinking

water services RAB.

The Inquiry has commented above on the challenges of delivering water services across SA: diseconomies

of scale combine with poor water quality and resources to require higher costs of production. It is to be

expected that the SA Water RAB for water assets will be higher than for those jurisdictions and utilities

which have ample good quality water supplies or who only deliver to metropolitan areas.

On the other hand, it is clear to the Inquiry that the history of setting the RAB in SA demonstrates that the

RAB is currently set at a very high level because SA did not reduce the value of legacy assets (as virtually

every other jurisdiction did - except Tasmania). If SA had in 2006 followed the approach generally adopted

interstate, the rolled-forward DORC asset value in June 2013 would have been about $6.1 billion rather

than the $7.4 billion in the 2012-13 RS or the $7.77 billion set by the Treasurer in May 2013.

This $1.67 billion difference goes a long way to explaining why the RAB in SA is relatively high. It may be a

fair reflection of the replacement cost as reflected in the SA Water statutory accounts, but it is the main

reason that water prices are higher than interstate (but not the only reason). In not writing down the value

of the legacy assets, while at the same time achieving compliance with the NWI principles, the Government

was able in 2013 to set an opening RAB value for independent price regulation that secured the full DORC

value of its assets, and a water price based on application of the full WACC to those assets.

The Inquiry believes that SA Water is an efficient and productive organization: this has been demonstrated

in work by ESCOSA and reflected in national benchmarking studies. The high prices are not a comment

about organizational performance. It is a reflection that, in setting the RAB, decisions were taken to

maintain (and then increase) a DORC valuation that treated all assets as non-legacy.

The decision to delay the introduction of independent price regulation until 2013, either by luck or by

insight into the future of financial markets, allowed this to occur. If independent regulation had

commenced in July 2012 as originally intended (but which was deferred until July 2013 due to delays in the

Parliamentary process), the Treasurer would have been required to set the RAB during 2011-12 (and if the

timing was similar to 2013, the decision would have been taken in May 2012, at the time the 2012-13

Regulatory Statement was being prepared following the price announcement at the end of 2011). We can

assume the target Return on Assets reported in the 12-13 RS would have been the main consideration of

the Government's advisors at the time.
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As ESCOSA had been advising the Treasurer for some time, if there was to be no price shock to customers,

the Government would have to adopt a significant write-down in legacy asset value, such that a total RAB

of between $6.2 to 6.4 billion would be needed (at a 6.0% WACC) to generate the target revenue amount

for 2012-13 and beyond (based on the numbers in the 2010-11, 2011-12 and 2012-13 Statements). This

would have represented a reduction in the value of legacy assets of over $1 billion. The delay in

commencing independent price regulation until July 2013 not only allowed this de-valuation to be avoided,

it also resulted in an upwards re-valuation and for the higher value to be locked in for (so far) the following

6 years. The lower asset value would have resulted in a significant drop in revenue and prices at the next

Regulatory Determination in 2016 and thereafter (it would not have impacted prices/revenue in 2012-13

to 2014-15 if the WACC had been set by ESCOSA at 6.0% in June 2012).

But this did not happen: history cannot (at least in regulatory circles) be re-written. The reality is that the

Government set the Initial RAB in May 2013, when the turmoil in financial markets was apparent to all and

had started a trend of declining WACCs which continues to this day. From the Government's perspective,

the delay was fortunate in allowing it to set a RAB with full knowledge of a declining WACC that was not

being considered 12 months before. The downside was that the Government sought to fully protect itself

from this decline (even though it benefitted from lower costs of borrowing) and made a decision to set a

RAB value that locked in its revenues for many years to come, at the disadvantage of customers.

Summary

The Inquiry believes that the Treasurer had the power under the Water Industry Act to set a value of the

RAB in May 2013 at a level which maintained the target return on assets set out in the 2012-13 RS.

However, there should not have been any over-recovery above the correct NWI-based return on assets, if

the interest of consumers was to be properly considered,

To be compliant with the NWI, the target return on assets needed to be set using asset values which had

been adjusted to remove contributed assets; the Inquiry has explored the impact of that change. Equally,

the return on legacy assets needed to be set at the legacy rate applying to those assets in 2006 and the

Inquiry is comfortable that the GFFCR approach achieved that result.

To be 'reasonable' however, the Inquiry believes there needed to be more transparency behind the

decision, more opportunity for stakeholders to challenge and input into the decision, and more

demonstrable consideration of the impact on consumers. While the Government was able to deliver a

price reduction to consumers, the reduction could have been larger given the fall in WACC and the large

increases in price which had occurred over each of the previous 5 years.

Alternative approaches to determining a RAB value produce a wide range of values (and the Inquiry has

maintained there is no "right" value). A strict application of the CoAG and NWI principles, particularly the

treatment of legacy and contributed assets if applied at the legacy date of July 2006, produces a RAB value

in June 2013 as low as $6.1 billion (Decl2 $): a number of stakeholders believe this is an appropriate value

to ensure consistency with other jurisdictions (which is one of the Objectives of the Essential Services

Commission Act to be up-held by the Treasurer).

The Inquiry's base case, using a corrected opening asset value, rolling forward the actual capex and

adopting standard regulatory approaches to inflation and depreciation, gives a value around $7.15 billion

in June 2013. Economic valuations using the adjusted target revenues based on the GFFCR approach and

this asset value are around $7.25 billion. If the full pre-corporatisation Contributed Assets value was used
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(rather than the 'confidence-based' adjusted number) the Inquiry base case DORC value falls to $6.9

billion, and the EV to $7.1 billion.

The range of values (from a low of around $6.1 billion to a high of $7.77 billion, with a cluster of alternative

values in the range $6.9 to $7.25 billion) serves mainly the purpose of suggesting that the Initial RAB was

set at the high end of the possible range.

This has led the Inquiry to the conclusion that, while the Treasurer was clearly acting within his powers

under the Water Industry Act to issue a Pricing Order and to set an opening RAB value through that Order,

the value which was set and the process which developed it were not reasonable under the Inquiry's

criteria of compliant, credible and balanced. There could have been a more reasonable outcome for

customers.

TOR l(b) Whether there should be a change to the value of the Initial RAB

The Water Industry Act gives the Treasurer the power to issue a Pricing Order that will direct ESCOSA to

adopt certain parameters (including the value of the RAB) in making a price regulation determination. The

Treasurer has already issued (in October 2018) a Pricing Order to ESCOSA for the 2020 SA Water Pricing

Determination, and intends to release a second pricing order at some time in the near future which would

contain a RAB value to apply for that Determination. The report of the Inquiry is to inform that decision.

As in 2013, there are no limits on how the Treasurer may use this power (apart from the standard

compliance with Administrative Law principles and the Objectives of the various Acts), and there are no

guidelines as to how the value should be set. Normal practice might be to adopt a value based on the most

recent RAB as set in a Pricing Order and adjusted for new capex, depreciation and inflation; it is not

considered good practice to change RAB values randomly as it is seen as unsettling to the regulated

business and raises more general concerns of sovereign risk.

However, in this case, there has been an extensive public consultation process where all parties (including

ESCOSA and SA Water) have had the opportunity to contribute their views and knowledge, and where the

Inquiry has been committed to a process that was open and transparent. The Treasurer will have sufficient

information to consider all of the issues that will influence the decision as to what value should be set for

the new RAB for the 2020 Determination. Other factors not considered by the Inquiry may also be

pertinent to the Treasurer's considerations.

From the earlier discussion in this report, it is clear that the Inquiry is of the view that there should be a

change to the value of the initial RAB set in 2013 to make it more reasonable and balanced in its treatment

of consumer interests. That change should flow through into the new RAB value that will be set by the

Treasurer, which we assume might be an asset value at 30 June 2018 (being the latest asset value able to

be based on audited information provided by SA Water to ESCOSA). ESCOSA would then be able, as part of

its Determination, to roll that value forward by incorporating its forecast capex, inflation and depreciation

for 2018-19 and 2019-20, to calculate the appropriate Opening RAB value for the 2020 Determination.

The Inquiry view is that a "reasonable" value of the RAB at 30 June 2013 (in Dec 2012 dollars) is probably in

the range $7.1 to $7.25 billion: this would represent a fair balance between the interests of consumers and

the Government.

The Inquiry adds two supplementary observations to this view.
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Firstly, the RAB should not be higher than $7.25 billion: that is the highest value that has credibility under

the analysis of the Inquiry.

Second, there are a number of reasons why a lower value might be appropriate, down to as low as $6.9

billion under certain assumptions (or even $6.1 billion if the analysis preferred by Business SA was

accepted). Some of the arguments put forward in support of a lower value include that it would be

comparable to the process implemented by other jurisdictions under the NWI; and that since the

Government has benefitted from the higher RAB for well over 6 years, it would be appropriate to choose

the lowest possible value within this range of credible options. However, taking a balanced approach and

considering all the relevant statutory factors applicable under the economic regulatory regime at the time

of the decision, the Inquiry is not inclined to support a value at the extreme low end of the range. The

reality is that the Government did not (and was not required to) write down its legacy asset value in 2006,

and it was able to set a RAB value in 2013 having regard to a number of factors set out in this report.

The Treasurer will need to consider these views in coming to a decision about the appropriate RAB value

for the next Determination. There are many advantages to SA from a determination at the lower end of

the range: consumers and businesses will have reduced costs and be able to spend more on other services

and be more competitive against interstate and overseas suppliers. SA will be a more attractive place to

live and invest in, and this will encourage additional growth in output and employment. The challenge for

the Treasurer is to balance this benefit to consumers, businesses and the State against the call on

government resources to support other programs; and the Government is in a better position to make that

decision than the Inquiry.

However, it is the strong view of the Inquiry that the RAB value should be reduced by at least $520 million

(in Dec 2012 dollars) and preferably more.

The Inquiry is also of the view that, once the Government decides (having considered the views of the

Inquiry and other inputs from stakeholders and its own priorities) whether to adjust the value of the RAB,

it should also determine if it wishes to set this value more firmly in place by legislation rather than leaving

it open to the on-going decision of Treasurers at the commencement of every Price Determination: having

commissioned this review, and considered every element, it would be of value for Parliament to fix a

number as was done with electricity assets and remove this uncertainty from water pricing for the future.
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TERM OF REFERENCE 2

If the Inquiry proposed a change to the RAB valuation, it was required to consider and report on a possible

implementation program and timetable which would ensure a fair and reasonable balance between the

interests of consumers and the Government (as owner of SA Water).

Given it is the Inquiry's view that the Government has benefitted over many years from an inflated RAB

value, the Inquiry has a preference for reducing the RAB value to an appropriate level at the earliest

opportunity (which is July 2020). Consumers have paid higher water prices over the past 6 years than was

justified, and that should be corrected.

The Inquiry has stated that it is inappropriate for it to determine a new value for the RAB (that is a decision

for the Treasurer), but it has undertaken modelling to assist form an Inquiry view as to an appropriate

"range" of credible RAB values. That range has an upper value of $7.25 billion (in Dec 12 dollars) and a

lower value that can only be set by the Treasurer having considered this report and the relevant Objects

set out in the Water Industry Act and the Essential Services Commission Act.

The Inquiry is conscious that it may be difficult to reduce SA Water and government expenditure by

significant amounts in a short period of time, and most stakeholders were supportive of a program to stage

the implementation of any change in RAB value.

Any reduction in RAB value should not commence until the next Price Determination commences on 1 July

2020: SA Water deserves protection from changes in the regulatory regime during a regulatory period. Any

changes adopted by the Government should therefore not affect the operation and profitability of SA

Water during 2019-20, and give the organization some time to respond to the reduction in revenue and

cash flow that would result from the Treasurer setting a lower RAB value.

The Inquiry has been asked to comment on a possible implementation program.

The Inquiry considers that under its preferred approach, the RAB would be reduced by $520 million (in Dec

2012 dollars) on 30 June 2020. Any additional reductions in RAB approved by the Treasurer could be staged

over the remaining 3 years of the next Price Determination (i.e. one-third of any additional reductions per

annum in July 2021, 2022 and 2023). For example, if the Treasurer was to determine that the reasonable

value of RAB was $7.1 billion in June 2013, then the incremental reduction (on top of the $520 million) of

$150 million would result in further reductions of $50 million (in Dec 2012 dollars) in each of the remaining

years of the Price Determination.

It will be up to the Treasurer to decide if this proposed approach is acceptable, or needs to be modified to

reflect the Government's decisions on its priorities. For example:

• The Government could decide that budgetary pressures do not allow it to deliver a RAB reduction

of the magnitude proposed by the Inquiry, or it is only able to apply the $520 million reduction by

spreading it equally over the 4 years of the next Determination ($130 million per annum).

• Alternatively, given the impact of high water prices on SA businesses and consumers, the

Government may decide to move closer towards the lower value of the range of credible options,

and pass this on to consumers in a short or long timeframe. For example, a reduction to $6.9 billion

could be staged over one or two Regulatory cycles, reducing the RAB by $220 million every year

over one cycle or $110 million per annum over two cycles following July 2020.
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A number of alternative implementation options are available, but it is difficult for the Inquiry to identify a

preferred option when the view of the Treasurer on the findings of the Inquiry is not known.

To assist considerations of what may be possible, the Inquiry sets out below the impact on annual revenue

to SA Water (via an assumed 4.0% WACC and 2% depreciation) that would follow from RAB changes of

these magnitudes:

• $520 million reduction in RAB equates to approximately $31 million annual reduction in income

• $220 million RAB reduction equates to a $13 million reduction in income per annum

• $50 million RAB reduction equates to a $3 million reduction in income per annum.

While these are not necessarily huge reductions (relative to other State budget items), the cumulative

impact over many years can be substantial. These are matters that only the Treasurer and Government can

address having access to more information and modelling from Treasury sources. There is also the need to

consider the impact on SA Water's financial measures as used by credit rating agencies.

The view of the Inquiry is that the Treasurer should attempt to provide the greatest reduction at the

earliest possible opportunity, given the potential benefits that would flow to the State from a reduction in

water prices. The Inquiry recognizes this may be challenging, but the Inquiry's analysis suggests it is

justified.

The Inquiry requested ESCOSA to replace the $7.77 billion opening RAB value for June 2013 (December

2012 dollars) with the proposed starting value of $7.25 billion (also in December 2012 dollars), and to roll

forward the valuation to 30 June 2018 using the actual capex, depreciation and inflation values that

ESCOSA will use in its next determination (these values being the latest audited and confirmed numbers

from SA Water). ESCOSA advised that the 30 June 2018 water asset RAB value would be $7.95 billion (in

June 2018 dollars). This value can be compared with a value of $8.52 billion (in June 2018 dollars) which

would apply if the $7.77 billion opening RAB value from 2013 continued to apply, and would represent a

$570 million reduction (in June 2018 dollars).

The Inquiry recommends that when the Treasurer decides what (if any) changes will be made to the June

2013 Initial RAB value, ESCOSA be requested to undertake the roll-forward calculation (to a date to be

determined by the Treasurer, either the starting date of the last Price Determination or the 30 June 2018

date as set out above) to inform the Treasurer of the resulting value(s) of the RAB for inclusion in the

Second Pricing Order for the SA Water 2020-24 Pricing Determination.

Although the RAB value so set is simply a number, the Inquiry understands that ESCOSA and SA Water

allocate the value to a range of asset classes so that depreciation can be more accurately calculated. The

Inquiry recommends that the Treasurer require that process to give due regard to factors raised in

previous Inquiry reports, such as the removal of assets from the regulatory asset base that do not

contribute to earning revenue (such as dis-used country reservoirs) and to reflect that the pre-

corporatisation contributed assets consist primarily of pipe assets.
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TERM OF REFERENCE 3

The Inquiry was also required to consider whether there are issues associated with setting the allowed

return on the RAB (the weighted average cost of capital or WACC), including whether the methodology

should anticipate inflation and returns expected by the market during the relevant regulatory period.

This is a complicated matter and does not impact the value of the RAB which has been the Inquiry's main

area of focus.

The setting of a WACC and the assumptions underpinning it are extremely complicated and continue to

cause debate in regulatory circles. When regulators make a decision on the allowable rate of return, they

are of course having to make assumptions about certain variables for the following few years including

inflation. One concern is that owners are not compensated twice for inflation (once by escalating the RAB

and again by inflating allowable revenue each year by CPI), and the second concern is that either the

owner or customers will suffer when actual inflation is different to the regulator's assumption. These

concerns were raised in the CME Australia comments attached to the first SACOSS submission received by

the Inquiry.

It should be noted that ESCOSA usually undertakes a comprehensive review of the WACC methodology

during each Price Determination and it has advised the Inquiry that it intends to do so during the current

inquiry into SA Water's allowable revenue for the 2020-24 period. The Commission has already

commenced this work.

Given the critical role of WACC methodologies and calculations in the economic regulatory process (which

the Commission has statutory responsibilities for under the Water Industry Act), ESCOSA has already

commenced public consultation and research on WACC methodologies and parameters for the upcoming

regulatory determination through a suite of Guidance Notes.

In those Guidance Notes, the Commission set out the current methodology used to calculate the WACC,

opened for debate and comment the option of changes to that methodology for the 2020 regulatory

determination, and provided detailed background information and data to assist those wishing to make

comment or propose amendments to the methodology. The issues that are open for debate include those

relating to the approach adopted for making estimates of inflation.

The Inquiry noted in its Cautious Conclusion report (page 57) that there were inquiries being conducted

into the matters raised in this Term of Reference by the Australian Energy Regulator (AER) and the

Economic Regulation Authority of WA, and these bodies have undertaken extensive consultation with

stakeholders throughout 2018-19 on the process and fundamental principles underlying the determination

of a WACC. Both inquiries have been completed and their final determinations released publicly.

It is to be expected that ESCOSA will have regard to the findings of these two regulatory reviews of the

WACC determination process as it undertakes its own review for the purpose of SA Water's 2020

determination.

In regard to the specific matter in the Term of Reference regarding forward projections of inflation, the

Inquiry is comfortable to simply refer to the work of the AER in late 2017 in reviewing the regulatory

treatment of inflation: this AER Inquiry was established in response to concerns of regulated businesses,
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investors and consumers about the appropriateness of its use of inflation forecasts in its regulatory

decisions.

It is presumed these concerns were one of the reasons this Term of Reference was included in the Inquiry's

investigation and the Inquiry would not want to be seen as avoiding this issue: it is just that a far more

comprehensive review has been undertaken by Australia's main regulator and the Inquiry would be unable

to add any new insights to that analysis.

The Final Position Report from the AER is an extremely comprehensive exploration of the complex issues

that surround this matter, and the report is recommended reading for anyone concerned with the current

approach. The issues are also well considered in the Submission of the Consumer Challenge Panel to the

AER Inquiry in June 2017. These documents were referenced in the Cautious Conclusion report (pages 56-

58).

The Panel and the AER are in agreement that the "real return on an indexed asset base" is a preferable

approach to the alternative "nominal return on historic cost base" approach because it:

• offered greater stability of prices over time

• provided a more equitable recovery of costs from consumers over time (inter-generational

equity)
• provided a better stream of income for funding replacement investment.

These are significant benefits and the Inquiry supports this conclusion. However, the Inquiry accepts there

are problems with the practice of indexing the asset base, as it has flow-on impacts to depreciation and

tax; it understands why some parties prefer the nominal WACC value applied to historic costs. ESCOSA may

choose to review this in its current inquiry into setting the WACC for the 2020 revenue determination.

The AER report also gives a clear statement of how the Post Tax Regulatory Model with roll forward (using

the CPI measure) is used to protect both customers and owners in preserving their purchasing power and

profits in the event that actual inflation is different to the value assumed by the regulator.

In the context of the very public and transparent processes for reviewing the WACC methodology that

have been undertaken in Australia in the past year and noting the statutory responsibility of ESCOSA for

determining this matter, the Inquiry is wary about its ability to contribute any new ideas to this debate.

The Inquiry is comfortable that the issues raised in the Term of Reference will be adequately addressed in

the ESCOSA process. The Treasurer could consider if he wishes to give additional guidance to ESCOSA in the

next Pricing Order to ensure it considers the outcomes of these national reviews when undertaking its

review of WACC methodology.
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CONCLUDING COMMENTS

The Inquiry would like to thank all those who have contributed to its work.

In particular, the submissions by Business SA and SACOSS (and their consultants CEPA, CME Australia and

lan McAuley) have challenged and stimulated the Inquiry to pursue further the complicated issues it has

had to address. Uniting Communities raised many important factors to consider in our interpretation of the

meaning of "reasonableness". Other stakeholders have contributed different perspectives and have

ensured the Inquiry was very conscious of the impact of high water prices on the South Australian

community.

As well, ESCOSA provided significant assistance to the Inquiry in its modelling and exploration of

alternative asset valuations. SA Water has been extremely helpful in providing a considerable amount of

information at short notice to assist the Inquiry understand the underlying issues of the history of asset

valuation and pricing within SA Water.

The analysis by the Inquiry would not have been possible without these inputs and challenges: we are

extremely grateful for this assistance. However, at the end of the day, we accept responsibility for our

conclusions and do not seek to blame others for our mistakes (which we hope are few, given the

consultation and challenge that was a core part of the process).

The Inquiry does not claim to have produced the perfect or correct answer and RAB valuation: it is a

complex and confusing task, and there is no right answer. Hopefully, we have teased out the key issues of

dispute and explored what a reasonable person might have concluded about the earlier decision. However,

we were not there at the time dealing with conflicting and confusing information: it is not appropriate for

the Inquiry to state that the decision-makers got it wrong. Everything we have observed suggests those

involved were committed to up-holding the law as they saw it at the time, and protecting the interests of

consumers and the Government. With the benefit of hindsight, we have come to different conclusions, but

that cannot be interpreted as a criticism of the earlier decision.

However, having undertaken this exercise and come to a considered viewpoint, it is not our intention to

simply say our position is just another view: it deserves serious consideration because of the effort we and

stakeholders have put into trying to understand the basis of the earlier determination.

It is time to address the legitimate concerns of a number of people about the RAB valuation: there is

substance to those concerns. How the Government addresses these matters, and the extent to which it is

able to respond in the short and longer term, is a matter for the Government.

We hope that the work of the Inquiry has shed some light on the complex matters raised in the Terms of

Reference, and that all parties are comfortable that their views have been listened to, considered, and

actioned appropriately (even if not to the full extent that they might have hoped for).

The photo on the cover of this report is an image of a modern bridge across the water. Some may see it as

a bridge over troubled waters; others as an amazing opportunity to cross the waters to a new future. The

opportunity arising from this Inquiry may be for the Government to work with stakeholders, SA Water and

ESCOSA to determine how any reduction in RAB values can be used to maximise the contribution of water

to the future of South Australia. Together with the current work by SA Water and ESCOSA to determine the
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regulatory arrangements for SA Water over the period 2020-24, it may be an opportunity to address some

of the long-standing concerns about pricing structures, ensuring the most needy have access to an

affordable supply of clean water, and how our agricultural and other industries can access sustainable

water supplies at a comparable price to interstate.

The Inquiry believes there is good will and deep interest amongst stakeholders to contribute to a

discussion on these complex matters as part of the Government's response to the findings of the Inquiry.

It need not be just a decision about setting a new RAB: it could be a more comprehensive discussion about

what SA wants from its water industry, and what we are prepared to pay to bring this about.
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