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EXECUTIVE SUMMARY 
 
In early August 2018, the SA Treasurer established an inquiry into water pricing in South Australia. The Inquiry is to 
help advise the Government if the revenue SA Water is permitted to raise from its drinking water retail services 
reflects the cost of providing these services, with particular reference to the reasonableness of the Initial value of the 
regulated asset base (RAB). The Terms of Reference of the Inquiry are detailed later in this report.  
 
This is the third report produced by the Inquiry with the final report due by 30 June 2019. 
 
The Inquiry received four submissions in response to its second report ‘Diving Deeper’ and held discussions with a 
number of stakeholders and interested parties. Their views are reflected in this report.  

 
Assessing the meaning of the term ‘Reasonableness’ in the context of the TOR  
 
The Inquiry has considered how it should apply the test of reasonableness to the key decisions that were taken in 
establishing the Initial RAB and has explored the legal principles behind this test. It has concluded that there are 
three key elements to the definition of ‘reasonable’: 

 Sensible, credible, sound judgement, logical 

 Fair, just, proper, good faith, legal 

 Moderate, prudent, not extreme, pragmatic 
 
The Inquiry has proposed to use the following broad categorization of the key decisions to guide it in its advice to the 
Treasurer: 

 Reasonable -the decision made should stand 

 Not reasonable or unfair (a decision which was not in breach of principles or rules, but was not balanced 

between the interests of the Government (as owner) and Consumers) - the Treasurer should consider the 

possibility of adopting a more just/fair treatment. 

 Unreasonable (a decision not in compliance with the rules and breaching at least one of the 

sensible/fair/moderate criteria) - the Treasurer should seriously consider changing the previous treatment of 

the matter.  

Approach 
 
To answer the questions of whether the value of the RAB is reasonable and whether it should be replaced, the 
Inquiry has adopted the approach of seeking to determine what would have been the RAB if it had been determined 
by an independent regulator from the start of the Transparency Statement process. 
 
The Inquiry then sought to identify the contributing factors to this difference in value, and the contribution of each 
factor to this difference. Finally, the Inquiry has considered the decisions that were taken regarding each factor and 
determined whether they were reasonable or not, in line with the above criteria. 
 
The Inquiry has considered the treatment of the following key decisions which contribute to the Initial RAB value: 

 The asset re-valuations in the years after the Corporatization of SA Water in 1995 including how 
legacy assets were valued and treated 

 The treatment of contributed assets from developers and sub-dividers 

 The roll-forward of asset values under the Transparency Statement process from 2004/05 

 The inclusion of the full cost of the Adelaide Desalination Plant in the Initial RAB 

 Other embedded decisions relating to the evaluation of new capital expenditure and its justification 
for inclusion in the RAB. 
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The Inquiry has used various inputs to run alternate RAB value scenarios to identify the cost impacts of these key 
decisions. We have used our analysis of the decisions and the context in which they were taken to classify them into 
the above three categories and quantified the potential impact (reduction of the RAB) if the original decision was 
overturned or modified.  
 

Cautious Conclusion 
 
The Inquiry has come to a preliminary view as to the reasonableness of these key decisions, although this view is 
subject to the responses it receives from stakeholders on the analysis presented in this report. At this stage, after 4 
months of investigation, the Inquiry has classified the decisions as follows (The figures are in December 2012 $ and 
indicate the difference to the Initial Water RAB of $7.77 billion set by the Treasurer in May 2013): 
 
Unreasonable 

 The decision to capture the value of a declining WACC ($420 million) 

 Not removing pre-corporatization contributed assets (between $161 million and $504 million) 
Not Reasonable 

 Not correcting for CPI inflators and actual capex ($88 million ) 

Unfair 

 Legacy assets (value would be a notional reduction) 
Reasonable 

 Desalination Plant costs 

 Capital efficiencies without regulatory oversight 
 

Comparison of RAB for water services in other jurisdictions 
 
Associate Professor Malcolm Abbott from Swinburne University was engaged to assist the Inquiry with its research 
and conclusions about RAB valuations in other jurisdictions. In a report prepared for the Inquiry, Dr. Abbott has 
observed that in virtually all jurisdictions in Australia (other than SA and Tasmania) an economic value based on a 
discounted cash flow of then current earnings was used in determining their initial RAB; this value was well below 
the Depreciated Optimized Replacement Cost valuation approach adopted by South Australia and Tasmania. By 
using the DORC approach, South Australia’s Water RAB was higher than if an economic value had been used. The 
‘line in the sand’ approach to valuation was used in South Australia in a manner quite different to its application in 
other jurisdictions. The report also demonstrated that because of the different approaches in other jurisdictions for 
setting both their statutory and regulatory asset values, it was not possible to compare across jurisdictions. 
 

Setting the WACC 
 
The setting of a WACC and the assumptions underpinning it are extremely complicated and continue to cause 
debate in regulatory circles. 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 Inquiry has made some observations about the key elements 
it expects ESCOSA to consider in its review, which has already commenced. 
 

Next Steps 
 
The Inquiry intends to release this report in late December 2018 and seeks comments from stakeholders by Friday 
15 February 2019. 
 
The issues raised in this report , the feedback from stakeholders and matters relating to possible strategies for 
implementing any changes to the RAB that the Treasurer may decide to adopt, will be considered in Workshops with 
interested parties in late February/early March before the Inquiry releases a draft final report in May 2019. 
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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: 
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1. OVERVIEW 
 

1.1 Purpose of the Inquiry  
 
The Inquiry’s Final Report will be considered by the Government and may inform the value of the Regulated Asset 
Base (RAB) and related matters for the next regulatory determination by the Essential Services Commission of SA 
(ESCOSA) for SA Water covering the four-year period 2020/21 to 2023/24.  
 
It is important to emphasize that the findings of the Inquiry will be just one input amongst other advice considered 
by the Treasurer and the Government in setting the value of the RAB to be specified in a Pricing Order for use by 
ESCOSA in its determination. The Inquiry does not have the power to determine a revised RAB value: that decision is 
reserved for the Treasurer. 
 
The purpose of the Inquiry is to review all available information regarding the process used to determine the Initial 
RAB set in May 2013 (and used in both the 2013 and 2016 Price Determinations) and the reasonableness of that 
value, having considered the relevant information and the views of stakeholders. 

 

1.2 Previous Reports 
 
The Inquiry commenced operations in early August 2018 and released an Exploratory Essay in late August 2018 and a 
Diving Deeper report in late September 2018. Comments were sought from those parties and individuals who have 
had some involvement in water pricing decisions from the early 2000s. 
 
The Inquiry developed an Excel model to undertake an alternative approach to the development of an opening RAB 
for water assets to allow a comparison with the value adopted by the Treasurer in establishing an Initial RAB of $7.77 
billion in the Second Pricing Order of May 2013 (as the value of regulated water assets at 30 June 2013 but 
expressed in December 2012 dollars).  
 
The proposed alternative approach was explained in the Diving Deeper report where we discussed the re-calculation 
of the water RAB over the period from 1 July 2004 to 30 June 2013. An opening balance in July 2004 of $4.149 billion 
was used for water assets; this was derived from the audited statutory accounts value for the South Australian 
Water Corporation (SA Water) water infrastructure assets and water allocations as at 30 June 2004 less post-
corporatization contributed assets of $94 million. The closing balance of the water RAB at 30 June 2013 was 
calculated by adding the value of new capital expenditure (capex) and excluding contributed assets and grants each 
year from 1 July 2004, deducting yearly depreciation expenses and disposals, and escalating each year’s opening 
balance and half of the capex by the actual March quarter CPI.  
 
In October 2018, the Inquiry made its model available to interested parties and provided a preliminary re-calculation 
of the RAB for the water assets of SA Water. The preliminary closing value at 30 June 2013 was re-calculated as 
$7.325 billion (in December 2012 dollars) which was some $445 million below the initial water RAB value declared by 
the Treasurer in the Second Pricing Order. We have re-calculated this number in this report and corrected minor 
errors in the calculation relating to depreciation and the deflator from June 2013 to December 2012 values. 
 
During November 2018, the Inquiry has received a number of submissions from interested parties in response to the 
Diving Deeper report and has met on a number of occasions with those parties and individuals to discuss matters 
raised in the reports and their responses. Investigations have also continued into other matters relevant to the 
Inquiry’s Terms of Reference. 
 
This report Cautious Conclusion presents the preliminary conclusions with regard to Term of Reference 1; these 
conclusions may be altered in coming months as a result of further comments from stakeholders and additional 
information received. The report also presents some early observations about the remaining Terms of Reference. 
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1.3 Submissions and comments 
 
The Inquiry released its Diving Deeper report in late September 2018 and requested comments from stakeholders by 
mid- November. 
 
The Department of Treasury and Finance, ESCOSA and SA Water have decided not to make formal submissions to 
the Inquiry, given their roles within government and the sensitivity of the Inquiry’s work to their own particular 
roles. They may elect at a later stage to respond to the Inquiry’s findings, but that will be a decision taken at the 
time. 
 
Each of these agencies has been extremely cooperative and helpful to the Inquiry in responding to our numerous 
requests for information and access to reports and information. The Inquiry has limited resources and has had to 
become acquainted with a significant number of complicated decisions made over many decades, and this has 
required searching files and archives for information that would guide the Inquiry in its work. We apologize for the 
disruption to the normal operations of these agencies as a result of our multiple requests for information and thank 
them for their assistance and tolerance. 
 
As indicated, the Inquiry has sought the views of a limited number of other stakeholders who might be able to assist 
it in addressing the Terms of Reference. We have not sought to engage with the general community for their views 
on water prices, working from the assumption that all consumers would prefer to have fair and reasonable (and 
certainly lower) water prices. The role of the Inquiry is restricted to the basic question of whether the Initial RAB 
used by ESCOSA in setting prices from 2013 onwards was reasonable, having regard to how it was first determined. 
Any future impact on prices is a decision for the Government, SA Water and ESCOSA. 
 
The Inquiry received four submissions in response to the Diving Deeper report, and one set of comments on the 
Report (as well as informal comments from ESCOSA and SA Water Officers) . The formal responses will be briefly 
described below. Copies of the Submissions may be released publicly by the respondents and will be provided to the 
Treasurer and key agencies. If third parties would like to access the submissions, the Inquiry’s Executive Officer is 
able to facilitate that access via the respondents. 

 
Business SA  
 
The Business SA (BSA) submission included a comprehensive independent analysis prepared by Cambridge Economic 
Policy Associates (CEPA) for BSA (which will be discussed more fully below and as appropriate in the relevant 
sections of this report). 
 
The main points in the submission were: 

 Businesses relying on potable water (especially food and beverage manufacturing and agri-business sectors) 
had been severely impacted by the tripling of water prices in less than a decade. BSA provided a number of 
case studies illustrating the impact of the increase in water prices on a range of businesses in SA. 

 The CEPA analysis argues that the SA Water RAB for water assets is approximately $1.5 billion higher than a 
conservative estimate calculated using its view of the best practice deprival value approach. Using the same 
approach, CEPA also found that the waste-water assets were also over-valued by approximately $500 
million. 

 The CEPA analysis also demonstrated there was no independence in the setting of the Initial RAB, which is at 
odds with best regulatory practice. 

 The main aim of the Inquiry should be to determine a robust valuation of the RAB for SA Water’s assets, and 
not be concerned by any potential financial impact on SA Water or the SA Government. 

 BSA was disappointed that the Inquiry was only examining the reasonableness of the RAB for water assets 
and did not include a consideration of waste-water assets. 
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The CEPA analysis was a comprehensive review of the approach adopted in SA in setting the RAB against best 
practice regulation principles and included details of the various approaches to RAB valuations, the National Water 
Initiative (NWI) Pricing Principles, the approaches adopted in other jurisdictions and a range of other matters 
relevant to the Inquiry. It is not possible in this Summary to do justice to the comprehensive analysis undertaken by 
BSA/CEPA, but BSA is making its Submission available to interested parties on its website. A few of the key views 
from the CEPA report are as follows: 
 

 The Government set the initial RAB based on the higher economic valuation rather than the lower DORC 
value, meaning it did not use a Deprival Value approach as required. 

 The process followed in SA for initially setting and then rolling forward the RAB does not score well against 
the best practice regulatory criteria (communication, consultation, independence, flexibility, effectiveness, 
efficiency, accountability and transparency). 

 There is significant doubt that a best practice regulatory review of the Adelaide Desalination Plant (ADP) 
expansion would have included the additional capex in the RAB. 

 The Inquiry’s proposed approach to re-calculating the RAB should be viewed as an upper bound estimate of 
a plausible range of values. In particular, CEPA identified additional areas for consideration were the value of 
the opening RAB in July 2004, reduction in the capex rolled in to the RAB during the period without 
regulatory review from 2004 to 2013, and the exclusion of the expansion costs of the ADP. 

 CEPA undertook an economic valuation of SA Water in July 2004 based on free cash flow: using a range of 
assumptions for the weighted average cost of capital (WACC) and years of revenue, it calculated a RAB value 
of between $2.65 billion and $4.77 billion (2004 $) compared to the $4.15 billion the Inquiry proposed and 
recommended a value of $3.62 billion as the mid-point of their range. 

 Matters concerning the implementation of any reduction in RAB and impacts on the financeability of SA 
Water should be left to the 2020 ESCOSA Price Review. 

 The Competitive Neutrality Principles underpinning the National Competition Policy require that 
government-owned utilities operate within a commercial framework: who the dividends flow to and how 
they are used should not be relevant to the Inquiry. 

 
SACOSS 
 
The SACOSS submission specifically addressed the questions asked by the Inquiry in its Diving Deeper report, and 
also included a commentary by CME Australia who have previously undertaken a review of the SA water market for 
SACOSS (in October 2015). 
 
The main views expressed in the Submission were: 

 

 The Inquiry should expand its approach to include consideration of other factors in coming to a view about a 
revised Initial RAB, including the consequences of any change. 

 SACOSS is extremely concerned about the impact on the operations of SA Water, revenue to the 
Government, the budget implications and impact on programs including CSOs, support for vulnerable 
customers and broader health and social programs. 

 The regulatory valuation of SA Water’s assets is a matter for the SA Government and should therefore reflect 
broader Government policy and objectives. 

 SACOSS supports the Inquiry’s proposed approach to re-calculating the RAB, as a starting point for the 
Inquiry. 

 SACOSS supports the proposition that contributed assets and gifts should not be included in the RAB. 

 SACOSS supports the Inquiry investigating whether a value can be placed on the pre- corporatization gifted 
assets. 

 SACOSS supports the inclusion in the RAB of the full net costs of the expanded Adelaide Desalination Plant 
(excluding Commonwealth Government contributions of $328 million). 
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The CME commentary expressed the following views: 
 

 The total RAB (water and waste-water) per customer connected in SA is $17,300 compared to $10,700 in 
Victoria, which is significantly higher. It stated that the 2008 revaluation exercise in Victoria set the RAB on 
the basis of depreciated historical cost, whereas the SA valuation used the replacement cost escalated to 
current values. 

 Over the period 30 June 2008 to 30 June 2017, the statutory asset value was revalued upwards by $3.4 
billion. The biggest factor explaining SA Water’s RAB today is neither the pre-corporatization depreciated 
historical value in 1995 nor the capital expenditure since, but rather the combination of the 1995-96 
revaluation and the subsequent indexation. 

 CME questions the validity of the regulatory approach in which the whole of the RAB is inflated by CPI, 
suggesting this gives an inflated RAB value and results in the accumulation of revaluation reserves in the SA 
Water accounts and the payment of periodic dividends to the Government from these reserves. 

 CME also suggests that the effect of indexing the RAB to current dollars, coupled with the regulator applying 
a nominal interest rate to the debt, results in a double counting of inflation and higher prices (Note: the 
Inquiry understands the process applied by ESCOSA is that a real pre-tax WACC is applied to the nominal RAB 
– which gives the same result as a nominal WACC applied to a non-indexed RAB. This issue is explored in 
Section 6 of this report). 

 
Livestock SA 
 
Livestock SA is the peak body for sheep, beef cattle and goat producers in SA with 3500 members and indicated that 
the cost of water had become a limiting factor to profitability and production expansion. It was disappointed with 
the limited Terms of Reference which it saw as extremely narrow and not addressing the issues of concern to its 
members. 
 
The Livestock SA submission provided considerable detail of the impact of water security and pricing on its members, 
but recognized it was not in a position to make constructive comments on the RAB. It did emphasize: 

 The significant impact of the RAB on customer bills and particularly for livestock producers 

 Its support for the CEPA approach to re-valuing the RAB and the undertaking of sensitivity analyses 

 The need to consider the impact on businesses (especially agri-business with its large consumption and 
reliance on secure supplies) and not just the impact on residential customers. 

 
Many of the issues raised by Livestock SA are outside the Terms of Reference of the Inquiry (as it noted), and we are 
unable to address them. Fortunately, ESCOSA has now commenced two inquiries into water, the first being the 2020 
Price determination for SA Water for the four year period 2020-24, and the second being a review of Third Party 
Access to the SA Water network. Both of these inquiries have the capacity to address many of the concerns raised by 
Livestock SA, and the Inquiry has referred the Submission to ESCOSA for its information. 
 

Coorong Water Security Advisory Group 
 
The Coorong Water Security Group raised many of the same issues as Livestock SA, emphasizing the critical 
importance of water prices and security of supply to their members. They had expected the Inquiry’s Terms of 
reference would have been wider to include industry specific concerns. 
 
The Coorong area has a number of local issues, with its proximity to the waters of the Lower Murray and lakes and 
access for many to the Tailem Bend to Keith pipeline: the region is naturally home to many important agri-
businesses, but very sensitive to the river flows, water quality and prices. These are important issues that need to be 
addressed, and the economic ones can be addressed in the ESCOSA inquiries. Other matters need to be addressed 
elsewhere. 
 
As with the Livestock SA submission, the Inquiry has referred the Coorong WSA Group submission to ESCOSA for its 
information and attention. 
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Professor Richard Blandy 
 
Professor Blandy is a former ESCOSA Commissioner with a long-standing interest in water pricing issues in SA. He has 
been most generous with his time in commenting on the reports of the Inquiry and in sharing his knowledge of the 
history of water pricing over the period that the Inquiry is investigating. While he has not made a formal submission, 
the Inquiry believes his knowledge and views are of such importance that it is desirable we record his views on the 
Diving Deeper report. 
 
Professor Blandy was complimentary in his overall assessment of the report and its progress to date, and made the 
following observations: 
 

 The Inquiry should not take account of matters such as the impact on Government revenues and programs 
supported by SA Water dividend payments. The Inquiry should just focus on determining a proper and 
professional cost-based and justified value for RAB. 

 Arguments that supported a high price for water because of its scarcity needed to be tested, because the 
scarcity argument was not necessarily correct given the multiple sources, and high prices were holding back 
many opportunities for growth. 

 He supported the Inquiry’s proposal to focus on 2004 as the beginning of its investigations, and to apply an 
approach that an independent regulator would have applied from that time. He endorsed the roll-forward 
methodology as appropriate for revising the RAB each year from that time. 

 He considered the approach taken by the Department of Treasury and Finance (DTF) during the 
Transparency Statement/Regulatory Statement as indefensible and unreasonable. 

 All contributed assets should be removed. 

 He supported the inclusion of the full costs of the expanded ADP (excluding Commonwealth Government 
contributions) but felt we should indicate how much of the water price results from the ADP. 

 The water industry outputs should be delivered at the lowest possible cost, and not based on monopoly 
profits. 

 
Comment 
 
The Inquiry would like to thank all those who have made submissions and comments. While some of the matters 
raised lie outside our area of responsibility, we have ensured that they are not ignored, by referring them to ESCOSA 
for consideration in its current reviews. 
 
Other matters raised by responders have challenged our thinking and forced us to be much clearer in the way we 
approach our task. We hope that this is reflected in the remainder of this Cautious Conclusion report. 
 
It is not possible to respond to every comment and suggestion made in the submissions, although we hope through 
one-on-one conversations to discuss these matters and explain our views. Where possible, in the following analysis, 
we will draw on the comprehensive work undertaken by responders to inform our own analysis and demonstrate 
how that has been done. 
 
 
 
 
 
 
 
 
 

 



 

A Cautious Conclusion – December 2018 10 

1.4 Structure of this report   
 
This report is structured as follows: 
 

 Chapter 2 explores some of the key background issues which the Inquiry has had to consider in undertaking 
its investigations: what are the criteria it should use in deciding if a decision was reasonable or not; what are 
the different valuation methodologies available, and have they been applied correctly; and what were the 
political drivers across Australia that were influencing decisions on asset valuations in the water sector. It 
concludes with a brief summary of the approach adopted by the Inquiry in undertaking its work. 

 Chapter 3 investigates the valuation approaches behind the opening RAB value set in July 2004 at the 
commencement of the TS process and whether this was an appropriate process. 

 Chapter 4 compares the SA practices on asset valuation with that adopted in other jurisdictions, to draw 
some conclusions as to whether this can be used to comment on whether the SA RAB value is high or 
reasonable. 

 Chapter 5 considers the treatment of contributed assets in statutory and regulated asset bases. 

 Chapter 6 considers the valuation of legacy assets (pre July 2006).  

 Chapter 7 considers whether the cost of the Adelaide Desalination Plant (ADP) (and particularly its 
expansion) should be included in the RAB. 

 Chapter 8 considers the approach adopted by the government during the Transparency/Regulatory 
Statement process and the key decisions around the final decision in May 2013, before describing the 
Inquiry’s modelling of alternative valuations and identifying the impact of the different key factors. 

 Chapter 9 consolidates the previous analysis to draw some preliminary conclusions about the 
reasonableness of the key decisions impacting the value of the Initial RAB. 

 Chapter 10 examines some of the key issues surrounding the valuation of the Weighted Average Cost of 
Capital (WACC) which when combined with the RAB results in a significant proportion of the allowable 
revenue for water services. 

 Chapter 11 sets out the Inquiry’s planned activities to progress the finalization of the work during the next 
few months. 
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2. KEY BACKGROUND TOPICS 
 
There are a number of background matters that need to be discussed before the items specified in the Terms of 
Reference can be addressed. The first concerns the key word in the Terms of Reference for the work of the Inquiry, 
which is contained in TOR 1: what is the meaning of the word reasonableness and how can the Inquiry determine 
whether decisions taken up to and including 2013 were reasonable? The second concerns asset valuation 
methodologies, what they were at the time, how they were evolving and the different ways they were being applied. 
The third concerns the emerging response to the Hilmer Inquiry into national competition initiatives and the specific 
response by governments to the water sector through policies approved initially by the Council of Australian 
Governments (CoAG) and later under the National Water Initiative.  
 
These background topics are critical to an understanding of the work of the Inquiry and specifically the approach 
adopted to addressing the Terms of Reference. The key elements of that approach are set out at the end of this 
Section. 
 

2.1 Reasonableness 
 
The first Term of Reference requires consideration of the reasonableness of the opening value of SA Water’s 
regulated (water) asset base established in the Second Pricing Order by the then Treasurer in May 2013. It does not 
require the Inquiry to determine a new RAB, simply to form an opinion as to whether the value of the Initial RAB and 
the process to establish it were reasonable. 
 
As has been stated in our earlier reports, the RAB should be set at a value that leads to a revenue stream or price 
which provides sufficient incentive to the service provider to maintain and invest in the asset, while avoiding 
monopoly prices. In theory there is a “correct” RAB, but in reality it is difficult to claim any single number as 
absolutely correct: the RAB is better seen as a politico- economic construct used by governments and regulators to 
set the allowable revenue or prices for services delivered by a regulated business.  
 
In the 2003 report by the NSW regulator (the Independent Pricing and Regulatory Tribunal IPART) establishing the 
allowable water prices for Sydney Water Corporation, it said: 
 

“The RAB represents the value of the agency’s financial investment in the business and bears no direct 
relationship to the value attributed to the physical assets of the business”. 

 
The process of setting a regulated asset value has different rules from those applying when setting asset values used 
for statutory accounts and taxation accounting purposes. Different concepts and methodologies apply, and there is 
(despite some commonly accepted principles) a significant degree of discretion allowed. 
 
This makes it a difficult task to determine whether the value of the RAB specified by the Treasurer was reasonable or 
not, as the methodologies allow a wide range of values to be determined. 
 
The “reasonableness” of an administrative decision is a well-tested area of law, and there are a number of key legal 
principles one can use to consider if the decision was reasonable; but that does not mean it is easy, nor that the 
reviewing body should substitute its view for the original decision. As indicated above, the view of the Inquiry on the 
reasonableness of the Initial RAB value is to be just one input into the Government’s consideration of whether a 
different RAB should be specified in the next Pricing Order to be issued to ESCOSA; others may have a different view 
on what is reasonable. 
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The Hon Justice Michael Barker from the Federal Court of Australia in a 2014 paper entitled “Legal 
Unreasonableness: Life after Li”1 in which he reviewed the evolution of the current legal standard commented that 
“reasonableness … is one of the most widely used and yet most complex legal concepts”. The long-standing legal 
concept (“Wednesbury” from the UK legal system in 1948) established a very high hurdle for overturning a decision: 
the original decision-maker had to have come to a decision so unreasonable that no reasonable authority could ever 
have come to it! This view recognized that decision-makers may reach different views and this alone was not 
sufficient for it to be unreasonable. 
 
Recent developments in Australian law (particularly following the 2013 High Court decision in Minister for 
Immigration and Citizenship v Li) recognize that reasonableness is an essential element of administrative decision-
making and is implied as a statutory condition on the exercise of discretionary power. After Li, not only should the 
decision have an evident and intelligible basis, it also needs to be a proportionate response to the issue to be 
decided. 
 
In reviewing the decision as to the initial value of the RAB, the key things to consider from a legal perspective might 
include: 

 Have they used the correct methodology required by the relevant statute or traditionally applied in these 
circumstances? 

 If there is no specific methodology required, have they used a methodology that is appropriate for the 
purpose? 

 Were the choices made within that methodology such as could have been made by a reasonable valuer in 
the circumstances? 

 Was the process adopted suitable and relevant for the purpose for which the valuation was being 
undertaken? 

 Were all relevant considerations, and no irrelevant considerations, taken into account? and 

 Is there assurance that the determination wasn’t carried out for an improper purpose (such as trying to 
reach a pre-determined result or affected by a bias towards a particular end of the scale)? 

 
The basic concept of reasonableness is the same in all areas of law: the critical thing to bear in mind is not whether 
the reviewer or another reasonable person COULD have come to a different decision, it is whether the decision 
reached was UNREASONABLE in the sense that it falls outside the range of determinations that a reasonable person 
could conceivably have reached. 
 
Within that broad legal framework, it is still necessary for the Inquiry to have some concept of the standards that a 
“reasonable” person might apply. Dictionaries provide a number of definitions of “reasonableness” and 
“reasonable”. They include: 
 

 Reasonableness [Google Dictionary] 

1. Sound judgement; fairness 
2. The quality of being as much as is appropriate or fair; moderateness. 

 

 Reasonable [Dictionary.com] 
Reasonable most often means sensible; a reasonable supposition is one which appeals to our 
common sense. 

 

 Reasonable [Cambridge English Dictionary] 
1. Based on or using good judgement and therefore fair and practical 
2. Acceptable (e.g. a reasonable journey, reasonable chance of winning) 
3. Not too expensive (e.g. a very reasonable price). 

 

 Reasonable [Legal Dictionary] 
Common sense, equity, expedience, fairness, justice, moderation, pragmatism, propriety 
 

                                                      
1 Located at the following link (accessed 7/12/18) at http://www.fedcourt.gov.au/digital-law-library/judges-speeches/justice-barker/barker-j-20140725 
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 Reasonable [Black’s Law Dictionary] 
Fair, proper or moderate under the circumstances (comment: “determining whether someone has 
behaved reasonably is an objective standard; you consider the circumstances, not the intent of the 
actor”. 
 

 Reasonableness [Black’s Law Dictionary] 
A reasonableness test is an auditing procedure that examines the validity of accounting information 
i.e. does it make sense, does it seem credible? 
 

 Reasonable person [Legal definition] 
The reasonable person standard is the standard of care that a reasonably prudent person would 
observe under a given set of circumstances. It involves acting in good faith. 

 
The Inquiry concludes there are three key elements to these definitions: 

 Sensible, credible, sound judgement, logical 

 Fair, just, proper, good faith 

 Moderate, prudent, not extreme, pragmatic 
 
There is also the qualifying component of “in the circumstances”: what is reasonable in one situation may not be so 
under a different situation. 
 
To determine the reasonableness of the value of the Initial RAB, it will be necessary to give consideration to all of 
these factors, including the circumstances surrounding water pricing in South Australia at the time, and even the fact 
that the main beneficiary of higher prices was the Government. This makes for a difficult task, as opinions will differ 
on the relative significance to be applied to these factors and circumstances. 
 
Later in this report, we will consider each of the key factors contributing to the Initial RAB valuation and draw certain 
conclusions on each, prior to a discussion on the reasonableness of the overall approach to setting the initial RAB. As 
indicated, this will require a balanced consideration of the legal and other elements that go towards the meaning of 
reasonableness (sensible, fair and moderate). 
 
The Inquiry may form a view that some aspects of the original RAB decision (up to and including May 2013) were not 
reasonable and may set out what it believes is a more reasonable value of the Initial RAB ; but that will only be its 
view, and as indicated above, the Courts recognize that forming a different view is not necessarily a reason for 
replacing the original decision.  
 
As stated in the Terms of Reference, the Inquiry view will be an input to the Treasurer’s consideration of the 
appropriate RAB value to be set in the 2019 Pricing Order for ESCOSA, but other factors may be considered alongside 
the Inquiry’s view. It is ultimately a decision for the Treasurer, as it was back in 2013 when the Initial RAB was set. 
 

2.2   Asset Valuation Methodologies 
 
A key element of the Terms of Reference requires the Inquiry to consider not only the reasonableness of the Initial 
RAB value, but more importantly the reasonableness of the process followed in setting the asset valuations in the 
period up to May 2013, which were ultimately used in determining the Initial RAB. 
 
The process leading to the establishment of the opening asset value for the first Transparency Statement in 2004/05 
is complicated and difficult to describe. The following is a short version of this story, commencing with the valuation 
practices of the Engineering and Water Supply Department (EWS) in the 1990s prior to the establishment of SA 
Water in July 1995. It is important to note that this story initially concerns the statutory asset value (not regulated, 
as that did not exist at the time) and it covers water and waste-water assets combined. 
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The statutory accounts of the EWS were, in accordance with accounting principles of the time, essentially based on 
written down historic costs (as opposed to replacement costs). This practice was soon to change with the 
introduction in 1993/94 of a new accounting standard AAS 29 Financial Reporting by Government Departments. EWS 
commenced a revaluation program for selected assets in the early 1990s (water and waste water filtration plants, 
storage tanks and aboveground mains), and these assets were valued at ‘written down replacement cost’. 
 
EWS functions were transferred to SA Water on 1 July 1995 after the passing of the South Australian Water 
Corporation Act 1994 by Parliament.  
 
In the year leading up to corporatization (1994/95), EWS revalued some additional classes of infrastructure assets 
using what it claimed was a Deprival Value methodology. Historic value continued to be applied to assets such as 
Reservoirs and Underground Mains (indeed, $1,537 million of assets were recorded at historic cost in the 1994/95 
financial statement). The value of Property, Plant and Equipment Infrastructure assets at 30 June 1995 was recorded 
as $2,369.1 million in the financial accounts. 
 
On the corporatization of SA Water on 1 July 1995, most assets were vested from EWS to SA Water (apart from 
$68.6 million in Irrigation Assets as required under the Irrigation Act 1994). The total SA Water Infrastructure assets 
were valued at $2,300.5 million on corporatization at 1 July 1995.  
 
During the first year of SA Water operations (1995/96), land, buildings and infrastructure assets were revalued to 
$5,045.7 million using what it called an Optimised Deprival Value (ODV) approach. This measurement methodology 
was required by DTF Accounting Policy Statement 3 Revaluation of Non-Current Assets. The large increase in asset 
value was a result of the difference between historic cost (sometimes many decades old) and current ODV. The 
greatest increase in value was applied to Water Infrastructure assets: these assets included the contributed assets 
from the previous 30 years which had been included in the asset valuation at historic cost (but were now re-valued 
at ODV or replacement cost).  
 
Valuations for assets such as underground mains (which would have included contributed assets) were mostly based 
on the then current contract rates, whereas the valuation of waste-water and water filtration plants and above 
ground mains were based on applying an indexation factor to the previous independent asset valuations.  
 
In its assessment of the above treatments in the statutory accounts, the Auditor-General concluded that the 
financial statements had been presented fairly, with the valuation methodology in accordance with Accounting 
Policy Statements. The Auditor-General noted that deprival value was the basis of valuation of non-current assets at 
the time in New South Wales, Queensland, Western Australia and Tasmania. The Inquiry does not agree with these 
claims that the Deprival Value method was applied in SA, as that method required the selection of the lower value 
between an economic valuation and a DORC valuation; an economic valuation was not undertaken. 
 
It is worth noting that the changes in accounting practices for valuing assets in the statutory accounts had only a 
minor impact on the prices charged for water and waste-water services at the time. Tariffs were set by the 
Government having regard to the actual accounting costs of delivering the services, which comprised the operating 
costs (labour, materials, other inputs), the cost of debt repayment, and depreciation of the assets at historic 
valuation over the life of the assets. 
 
The connection between asset values and prices was very weak, unlike the very strong connection under the current 
regulatory regime with asset values accounting for up to 70% of the price.  
 
 
To illustrate this point, the Inquiry notes that despite the doubling of the value of assets on the SA Water balance 
sheet during 1995/96, prices did not change dramatically over this time. The Table following shows that despite the 
asset revaluation during 1995-96, the prices in 1996-97 per kilolitre increased by around 2% and water supply 
charges increased by around 4%.  
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Year 

 
Water Supply charge 

($ per connection) 

 
Water  
Tier 1 (c/kL) 
0-136kL  * 
0-138kL  ^ 

 
Water  
Tier 2 (c/kL) 
(1)136kL+ 
(2)136kL – 500kL 
(3)138kL  - 400kL 
 

 
Water  
Tier 3 (c/kL) 
>400 kL (4) 
>500 kL (5) 
 

1994-95 120 FREE 88 (1) n/a 

1995-96 113 20   * 88 (2) 90 (5) 

1996-97 118 22   ^ 89 (3) 91 (4) 

1997-98 131 25   ^ 90 (3) 92 (4) 
 
The increased valuation was the basis of the statutory asset value from 1995/96 onwards, and from that time the 
asset values were escalated each year to a written down replacement value, and new capex (including the value of 
contributed assets) was rolled in to the asset base at cost. 
 
The Inquiry has elsewhere reported (particularly in the Exploratory Essay pages 7 to 17) how the 2003/04 closing 
statutory asset value in the SA Water accounts became the starting regulatory asset value in the 2004/05 
Transparency Statement and was adjusted in the following year for a number of refinements (such as removing the 
value of post-corporatization contributed assets and including the value of tradeable water licences). While the basis 
of these adjustments to produce the new 1 July 2004 starting RAB is not exactly clear, the value is broadly in line 
with the statutory asset value adjusted for these two items.  
 

 Statutory Accounting Practice 
 
The Auditor General in 2004 supported the SA Water valuations as complying with the Treasury accounting policy 
statement APS3 “Valuation of non-current Assets” and Accounting Standard AASB1041 “Revaluation of non-current 
Assets”. APS3 states that non-current assets will be measured at fair value. It was acceptable to use the cost 
approach (written down current cost or depreciated replacement cost), but the income approach (discounted cash 
flow of future earnings) was only permitted if approved by the Treasurer. 
 
According to the Auditor General’s 2003/04 report on SA Water operations, the “fair value” method was used for 
measuring and reporting land, buildings and infrastructure assets. The SA Water treatment of infrastructure assets is 
described as follows: 
 

(i) Infrastructure Assets 
The fair value of an asset is determined by its written down current cost. The Corporation determines the written-down current 
cost as the lower of reproduction or replacement cost. The cost of replacing or reproducing excess capacity or over engineering 
of the asset is excluded. 
To determine the fair value of infrastructure assets the Corporation has utilized the following methodologies: 
(a)Water mains, sewer mains: Directors’ valuations predominantly based on current contract rates. These rates are applied to 
the actual lengths of pre-defined modern equivalent asset types. 
(b)Water services, sewer connections and water meters: Directors’ valuation predominantly based on current contract supply 
rates. 
(c)Water filtration plants were independently revalued by GHD Pty Ltd for the current financial year to 30 June 2004. 
(d) Other infrastructure assets: Directors’ valuations based on the current construction cost data. These assets are indexed in 
between comprehensive valuations using the General Cost Index (GCI). 
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The notes to the 2003/04 SA Water accounts state that “land” is brought to account at market value using the 
valuations provided by the Valuer General, “buildings” are brought to account at Directors’ valuation using market 
value indexed annually using the General Cost Index (some buildings were valued independently in 2003), and “other 
assets and plant and equipment” are brought to account at historical cost. The 2003/04 water allocations were 
brought to account at cost, but would in following years be measured at fair value by reference to market price (as 
they had an indefinite useful life they would not be subject to amortization). 
 
It is clear (as would be expected) that SA Water’s accounting practices for its statutory accounts complied with the 
Accounting Standards and Treasury Guidelines and were endorsed by the Auditor General. However, that does not 
necessarily mean they were suitable and appropriate for adoption as a regulatory asset value where different rules 
apply. 
 

 Regulatory Accounting Practice 
 
In its 1995 report to the Council of Australian Governments (COAG) the Expert Group advising COAG on asset 
valuation approaches for the water sector endorsed the use of the Deprival Value methodology, and this approach 
was subsequently adopted by the majority of Australian regulators. 
 
The deprival value (DV) of an asset is based on the notion that the value of an asset is equivalent to what the owner 
would lose if they were deprived of the asset, and that an owner can generally use that asset to derive greater value 
than that which would be obtained from the sale of the asset. During the 1970s, the deprival value approach to asset 
valuation played a major role in the development of accounting practices and was endorsed by many authorities 
around the world. As such, it has a very definite meaning in accounting and is defined in various textbooks and 
Australian Government sources. The commonly accepted definition from the Australian Government’s Steering 
Committee on National Performance Monitoring of Government Trading Enterprises (1994) is “the lower of the 
current replacement cost or current reproduction cost of the gross service potential, or future economic benefit of 
the existing asset”. In practice, DV is generally defined as the lesser of the economic value of the asset (net present 
value of future cash flows) or the DORC. 
 
In 2010, the National Water Initiative Pricing Principles were finally released after a period where regulators across 
Australia had been using different RAB valuation techniques. For example, the Australian regulator at the time, the 
ACCC, was tending to use DORC or Depreciated Actual Cost (DAC) techniques and not Deprival Value. It is 
understood that to secure national agreement to the NWI Pricing Principles, a variety of acceptable asset valuation 
techniques were listed (DRC, DORC, ORC, indexed actual cost, ODV or another recognized valuation method). The 
NWI Pricing Principles allowed the use of DORC as a method to establish the value of the initial asset base; the 
decision to use Fair Value (DORC) in SA was claimed to comply with the CoAG and NWI Pricing Principles. 
 
Fair Value is the market value of the assets, which generally means their sale or resale value. If assets are specific to 
use and there is no comparable market in which they are sold, then an alternative valuation based on the expected 
income stream can be used. But if this income stream is difficult to determine or is distorted in some way (by 
subsidies or uncertainty), then a value based on replacement costs might be acceptable. Generally, however, Fair 
Value and Deprival Value are not necessarily the same thing, and it was not strictly correct for ESCOSA to endorse 
the DORC value as compliant with the COAG Pricing Principles without undertaking an economic analysis. Fair Value 
is a concept used in Statutory Accounting, but not in Regulatory Accounting, and the values are not inter-
changeable.  
 

2.3  COAG and NWI Initiatives 
Prior to reform of the water industry beginning in the 1990s, the supply of water and wastewater services in 
Australia was undertaken by a range of state government departments, local government authorities, statutory 
boards, and commissions. These organizations generally attempted to cover basic operating costs with revenue, 
usually derived on the basis of the rated values of property instead of on water volumes. There was no consideration 
of earning a return on capital invested. 
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In the 1990s, a restructuring took place in conjunction with the National Competition Policy and began when the 
Competition Policy Review Committee of the Australian Government released the Report on the Trade Practices Act 
1974 in 1993.  This Report made a number of recommendations but key amongst these was one that regulators be 
created with powers preventing businesses controlling ‘essential facilities’ and with natural monopoly aspects from 
using market power to set high prices.  Later the Competition Principles Agreement and the Competition Policy 
Reform Act 1995 (Cth) were introduced implementing these recommendations.   

Along with the broader changes occurring in the economy, more direct reforms were introduced to the water and 
wastewater industry.  In 1993 a review was carried out and the Council of Australian Governments (CoAG) produced 
a framework guiding government jurisdictions in the operation of their water and wastewater industry.  

In February 1994, CoAG endorsed the CoAG Strategic Framework for the efficient and sustainable reform of the 
Australian water industry, and agreed to its implementation over a five to seven year period. The reforms included 
urban water pricing. 

The Framework addressed principles such as consumption-based pricing, full cost recovery, removal or transparency 
of cross-subsidies, and the disclosure of customer service obligations where services were provided at less than the 
full cost. 

More importantly, the Expert Group reporting to CoAG recommended the adoption of full economic cost recovery 
rather than the recovery of accounting costs: this involved recovering the opportunity cost of capital (via a WACC) 
rather than simply recovering the cost of borrowings. It concluded that water businesses should generate maximum 
returns without resorting to monopoly pricing; and where this was not possible, businesses should recover sufficient 
costs to ensure financial viability. 

The Expert Group’s recommendations2, as summarized below were endorsed by the Commonwealth and State 
Governments in 1998/99. The CoAG Guidelines outlined the two core principles of avoiding monopoly rents and 
maintaining the commercial viability of the business.  

 

 

                                                      
2 Page 10 of “Transparency Statement Urban Water Prices in South Australia 2004-05” –Part A 
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As part of the CoAG reforms, regulatory authorities were progressively established in each Australian jurisdiction (in 
the case of South Australia, the SA Independent Industry Regulator (SAIIR) was established in 1999 and expanded to 
the Essential Services Commission (ESCOSA) in 2002/03). As the water industry is mainly a localised one, regulatory 
responsibilities were retained with the state and territory agencies, but in the case of South Australia, responsibility 
for water regulation was not transferred to SAIIR/ESCOSA and was retained by the SA Government until 2013. The 
ACCC was given some limited responsibilities under the Water Act 2007 and the Competition and Consumer Act 
2010, which mainly involved enforcement of water market rules and monitoring and reporting on regulated charges 
and compliance with the water market and charge rules. 

In implementing the regulation of water pricing, regulators were mindful that the water and wastewater industry is 
fairly capital intensive.  In determining prices the regulators used a building block model, which set allowed revenues 
on the basis of a valuation of assets. In accounting, however, a variety of different valuation techniques were 
generally used. These differing asset valuation methods can lead to substantially varied valuation amounts, which 
can in turn lead to different revenue and pricing results.  

The NWI approach in the late 2000s advocated that new and replacement assets should be valued initially at the 
level of efficient actual costs, and legacy assets be valued using one of the following methods: Optimised Deprival 
Value, DRC, indexed actual cost, DORC, or any other recognized methods of valuation. The principles also adopted 
the CoAG approach which stated that Contributed Assets should be excluded or deducted from the RAB (National 
Water Commission Steering Group on Water Charges 2004). It also advocated the use of Deprival Value to value the 
assets of government business enterprises.  Differing views surrounding the appropriate method of asset valuation 
and how it is applied, therefore, has been common in nearly all pricing decisions. 

In June 2004, the SA Government signed up, along with the other States and the Commonwealth Government, to 
the National Water Initiative (NWI) which eventually (by 2010) included a set of pricing principles (no such set of 
principles were developed for waste-water). Subsequent funding of Competition payments from the Commonwealth 
was linked to compliance with the CoAG and NWI principles, as was funding for projects such as the Adelaide 
Desalination Plant. Compliance was assessed by the National Competition Commission, National Water Commission 
and ESCOSA, and the Government was under constant pressure to demonstrate that its actions were in compliance 
with the CoAG and NWI pricing principles or risk the loss of Competition payments. The Transparency Statement (TS) 
process was developed by the Government through DTF in 2004/05 as a way of demonstrating compliance with 
these pricing principles by using ESCOSA to review the actions of the Government. 
 
The 2004/05 TS included a comprehensive description of the CoAG reforms, the guidelines and other principles 
incorporated in the CoAG Strategic Framework. It also reported on the National Competition Commission’s third 
assessment in June 2001 of South Australia’s compliance with the commitments made to water reform and the 
NCC’s Interpretation of the Framework. The CoAG principles became the key component in all future TS/RS 
documents, driving the reform agenda in South Australia.  
 
The NWI Pricing Principles in 2010 allowed a much wider range of methods to establish an opening RAB, as we have 
noted previously. Indeed, the range was so broad as to even include “another recognized asset valuation method”. It 
is quite hard to be non-compliant when the rules are so broad. 
 
It should be noted that under the TS process, ESCOSA over the years endorsed the Government’s compliance with 
the CoAG pricing principles, with some reservations. It gave qualified endorsement of the use of the “fair value” 
method of setting the asset value as opposed to the deprival value method required by CoAG. ESCOSA in its Part B 
report on the 2006/07 TS stated that although it had not conducted an asset valuation of SA Water, it had satisfied 
itself that “a valuation based on fair value should be consistent with deprival value for these asset types”. As 
indicated above, the CoAG requirement was stricter than the NWI requirements. 
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2.4 Approach Adopted by the Inquiry 
 
We have said on multiple occasions that it is not the purpose or role of the Inquiry to calculate a new value for the 
RAB and to recommend its substitution for the value determined by the Treasurer in May 2013. We are to advise the 
government whether (in the Inquiry’s view) the value adopted was reasonable. 
 
It is clear that the Treasurer has the power under the Water Industry Act 2012 to issue a Pricing Order which 
establishes the rules under which ESCOSA must conduct its determination of allowable revenue or prices for a 
regulated entity such as SA Water. This is a broad power under the Act, and the then Treasurer was operating within 
that power in setting the Initial RAB value. Equally, the current Treasurer has the power under the Act to set a new 
RAB value, without restriction as to the factors considered in making that decision: he could of course decide to 
continue on with the May 2013 decision. 
 
The Inquiry has been asked to provide advice to the Treasurer as to whether (in its view) the value set for the Initial 
RAB was reasonable, and whether the process leading up to the decision was reasonable. This is a difficult task, but 
what follows is a brief description of how the Inquiry has gone about this work. There could have been other 
approaches adopted, and they may have produced a different view, but the Inquiry is comfortable with its approach. 
 
In brief, the Inquiry has followed a 3-stage process: 
 

1. It first sought to answer the question as to what would have been the value of the RAB in June 2013 if an 
independent regulator had been given responsibility for price regulation of SA Water from the 
commencement of the National Water Initiative in 2004.  

2. Having identified that value, the Inquiry has sought to understand what the key factors were that 
contributed to the difference, and what were their individual contributions. 

3. The Inquiry then considered the individual decisions relating to each factor against the “reasonableness” 
criteria and the CoAG and NWI pricing principles to determine if (in its view) the decision was reasonable or 
not. 

 
In other words, using the same information, would a reasonable person have come up with a different answer, and 
why? And were the reasons behind the decisions so unreasonable they should be reviewed by the Treasurer? 
 
The Inquiry has attempted to use information that was available to the government at the time or would have been 
available to a regulator undertaking periodic price reviews. It has sought and used information from ESCOSA and SA 
Water to complement the information that was publicly available through the Transparency and Regulatory 
Statement period from 2004/05 to 2012/13. 
 
One key concern of some parties is the use of the starting date of 2004/05, and this was explored in both the 
Exploratory Essay and the Diving Deeper reports. It was chosen for a number of reasons: 
 

 2004/05 was the commencement of the Transparency Statement process, where the government for the 
first time opened up water pricing to external scrutiny 

 2004/05 was the year in which the government signed up to the National Water Initiative, committing itself 
to a number of actions on water pricing including a renewed commitment to implement the CoAG 
agreement of 1994. 

 2004/05 was a period of relative price stability and “normal operations” which represented a solid base from 
which to move to the new commercial approach to pricing new investment 

 Most other interstate jurisdictions had independent price regulation for water by that date (NSW, Victoria 
and WA had all conducted independent price reviews by 2005) 

 The 2013 RAB had a clear history of derivation from the 2004/05 numbers, and this was a logical starting 
point for the Inquiry. 
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There were two other starting times considered. The first was to go back to the establishment of SA Water in July 
1995, as this represented a decision to move to a corporate structure with more commercial focus than the previous 
government Department – but the information available was limited and there were many asset revaluations in the 
early years that might have complicated the analysis. The second was to commence the analysis in July 2006, the so-
called legacy date which draws a distinction between old and new assets (with different investment objectives).The 
problem with this date (which is potentially important in reviewing the later decision to value all assets using the full 
DORC) is that the date was not declared until 2008/09 when the rapidly expanding investment program was already 
underway. While the Inquiry has not adopted this later date, it has undertaken an analysis to determine if it is critical 
(the analysis showed it to be material but elected to use the 2004 starting date for all the reasons it has stated 
previously). 
 
While this approach underpins the work undertaken by the Inquiry, it could not be applied precisely in every 
situation and the Inquiry has been forced to adopt a flexible approach. At the end of the day, the work has not been 
about developing a new value for the RAB; rather, it has been about understanding the impact of a limited number 
of key decisions along the path to setting the Initial RAB, and to forming an opinion as to whether they were (in the 
circumstances) reasonable or not. 
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3. OPENING VALUE FOR THE RAB 
 

3.1 Process for Setting the RAB 
 
It is important to understand that the 2013 Initial RAB value did not simply appear “out of the blue”; it evolved from 
a process undertaken by SA Water and DTF over many years, originating from the 1995/96 corporatization of EWS to 
form SA Water. It is impossible to comment on the reasonableness of that 2013 value without tracing its evolution 
over the whole period and understanding its original connection to the statutory asset value. 
 
The Exploratory Essay set out a comprehensive description of the progression from the first Transparency Statement 
in 2004/05 through to the final Regulatory Statement in 2012/13, and the actions in early 2013 leading to the setting 
of the Initial RAB in the second Pricing Order. It is not intended to repeat that description here, but instead to focus 
on key events. 
 
The SA Water audited statutory accounts at the end of the 2003/04 financial year record the total (water and waste-
water) infrastructure assets value as $6,671 million. Adding the water allocations value of $14 million, and removing 
the post-corporatization contributed asset value of $222 million, a total regulated asset value of $6,463 million is 
obtained.  
 
Of this, the water asset value was $4,149 million in July 2004 dollar values. This is the closing “regulated asset” 
valuation for 2003/04 and the opening asset value for 2004/05, which the Inquiry proposed in the Diving Deeper 
report to use for its investigations (it was – after later corrections and removals as outlined in the Exploratory Essay – 
effectively the starting RAB used by the Government in the Transparency Statement process). 
 
The BSA/CEPA submission has challenged the credibility of this value, on the basis that: 
 

 The DORC methodology has not been applied rigorously and it is unclear how components such as 
easements had been treated 

 The value includes pre-corporatization contributed assets 

 The valuation confuses the treatment of Community Service Obligation payments in relation to the valuation 
of legacy assets 

 There was a lack of due process in challenging the valuation. 
 
To respond to the BSA points, it is necessary to delve into asset valuation methodology and additionally to examine 
what was being stated in the Transparency Statements at the time. A more complete commentary on these matters 
was provided in the Inquiry’s earlier reports. 
 

3.2 DORC Methodology and Rigor in Setting Asset Value 
 
The BSA/CEPA submission stated that “DORC estimates require substantial judgement. To ensure a robust estimate 
is developed, independent scrutiny and evaluation of the underlying assumptions is required. The available 
information on the decision-making process suggests that this did not occur.”  
 
The Inquiry has in its previous reports discussed the difficulty of anyone (including experts) being able to determine a 
realistic and credible DORC given the sheer complexity of the task and the unclear assumptions.  
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As BSA/CEPA have stated (page 32 of their report) there are multiple challenges including the assumptions regarding 
unit rates, asset lives and asset condition; whether the value is based on greenfield or brownfield replacement; 
understanding with long-life assets whether it is refurbishment or replacement; understanding the technology 
options, present and future, and what an optimized network would look like, especially after significant capital 
expenditures on assets such as the ADP and the associated North South Interconnector; and the issue of whether it 
should be a system-wide valuation or a summation of the individual components (which is essentially how the SA 
Water asset valuation is currently determined). Even the question of unit rates depends on the timing, dependent on 
whether the market is tight or with spare capacity and could fluctuate in value over short periods of time. 
 
The BSA/CEPA submission argues that to establish a credible DORC value requires judgements and challenge, and 
this has not happened in SA. Examples from NSW showed extreme variations in DORC with different assumptions: it 
is an extremely difficult task and scrutiny can only assist in improving its reliability and reasonableness. In most other 
jurisdictions, the initial RAB was determined by an independent regulator who subjected the DORC valuation to 
extensive scrutiny and challenge (and then adopted the lower Economic Value number derived as the Net Present 
Value of future income streams based on current/recent cash flows). In all cases interstate (excluding Tasmania), the 
DORC value was much higher than the Economic Value number and was not adopted as the RAB or even as the value 
in the Statutory Accounts.  
 
In South Australia, the DORC has been a number provided by SA Water without any input from external stakeholders 
or challenged by alternative expert valuers and has been adopted as the starting value for water assets in 2004/05. 
 
The 2004/05 TS stated that SA Water’s assets were valued according to the ODV method for the year ending June 
2002, and that the Hunter Water Corporation (HWC) independently reviewed the ODV methodology in May 2002 
and concluded “there was a good correlation between the two organizations in terms of methodology used and the 
modern equivalent replacement types adopted”. The HWC undertook another review of the SA Water methodology 
in November 2004 which was reported in the 2004/05 Auditor General Report. 
 
The Inquiry has been provided with copies of the 2002 and 2004 HWC reviews on a Confidential basis and is unable 
to make them available to other parties (the Inquiry was advised by SA Water that HWC also conducted reviews in 
1996 and 1999). 
 
The Inquiry notes that the two reviews were used to provide assurance to management and the Board of SA Water 
that the asset valuation methodologies and asset class values were appropriate; it did not provide alternative 
valuations or endorse the actual valuations used by SA Water. HWC commented on the progressive improvement in 
approach over the years and observed that the approach was by 2004 similar to that adopted by HWC itself. There 
were some differences between unit rates to set asset values, and indeed in many cases the values SA Water used 
were below those used by HWC so the SA valuation could be under-valued (or costs were different given the 
different materials and terrain). The November 2004 report was used by SA Water for the 2004/05 to 2006/07 
financial statements which were audited by the Auditor General. 
 
The Inquiry believes that the use of HWC by SA Water was a good effort to upgrade its asset valuation techniques 
and procedures. Clearly, in the mid-1990s SA Water did not have in place good asset valuation practices and 
considerable effort was put in over the next decade to adopt best practice approaches. That has continued to this 
day, with significant on-going investment in asset management and valuation approaches for the 2013 and 2016 
Proposals to ESCOSA. But the HWC and later work does not appear to the Inquiry to constitute an independent 
DORC valuation; the approach looks at valuation approaches to individual asset classes and values them but does not 
appear to undertake an optimization of the network or operations as a whole. 
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SA Water currently has in place a formal program of asset valuation reviews with major assets reviewed every 3 
years and other asset classes less regularly (with values indexed in between valuations) or with Directors’ valuations 
as explained previously. The asset revaluations have been undertaken over the years by various consultants 
including GHD (waste water treatment plants) and Ernst & Young: in all cases, the asset valuation does not appear to 
have been externally reviewed by an independent expert. In recent years, SA Water’s program of asset valuations 
has been undertaken by Aquenta Consulting Pty Ltd but has not been subject to external expert valuer review. 
 
The asset valuations undertaken for SA Water have been adopted as the asset valuation in the statutory accounts. 
The approach in the Transparency and Regulatory Statements for adjusting the RAB value since the initial value in 
2004/05 (as modified by the various adjustments previously described) has not relied on these updated asset 
valuations but has instead adopted an escalation based on the General Cost Index (or alternative) and rolled in the 
value of new assets at actual cost.  
 
Hence the criticism levelled by BSA/CEPA is only relevant to the asset valuation in 2004 which established the initial 
RAB. That criticism is justified, but it is impossible now to determine how the value may have changed if external 
review and scrutiny by stakeholders and independent valuation experts had been undertaken in 2004. It would be a 
huge exercise costing many millions of dollars for a full DORC determination, and the Inquiry is not convinced that is 
appropriate. The Inquiry believes there is inherently a high degree of uncertainty around DORC valuations given the 
challenges previously described, and there is little to be gained by pursuing this mirage. 
 
The 2006/07 Transparency Statement contained a comment that the fair value (DORC) valuation for SA Water’s 
assets had been used for setting the RAB as it was effectively the Deprival Value, and therefore complied with the 
1994 COAG pricing principles. To make this claim, it was strictly necessary to calculate an economic value as well as 
the DORC and choose the lower value as the RAB, and this does not appear to have been done.  
 

3.3 Economic Valuation Methodology 
 
The Inquiry has commented previously about the difficulty of calculating an Economic Valuation for a business given 
the range of assumptions and the circularity of the calculation (the revenue depends on the value ascribed to the 
assets, and so to derive a value of the assets based on the revenue has some serious problems to overcome). This is 
one reason why the DORC value is adopted and no effort is made to calculate the alternative value which is required 
for compliance with the Deprival Value methodology. 
 
The BSA/CEPA submission contends that the Government did not use a Deprival Value methodology as it simply 
adopted the DORC value from SA Water’s statutory accounts. As indicated in the summary of their submission earlier 
in this report, CEPA undertook an economic valuation of SA Water in July 2004 based on free cash flow, and using a 
range of assumptions for WACC (weighted average cost of capital) and years of revenue, calculated a RAB value of 
between $2.65 billion and $4.77 billion (2004 $) compared to the $4.149 billion the Inquiry proposed, and 
recommended a value of $3.62 billion as the mid-point of their range. 
 
The Inquiry is grateful to CEPA for their analysis, and has considered undertaking its own valuation, but notes that 
the range of values derived is large and the justification for choosing the mid-range is weak. It should be noted that 
the Inquiry’s proposed opening value (and the value used by the Government) lies within the range calculated by 
CEPA. Further, it is necessary to consider other regulatory standards before further pursuing the economic value 
approach, given the wide range of potential values and the special approval of the Treasurer required to use this 
valuation method for financial accounting purposes under Accounting Policy Statement APS3. 
 
The Inquiry has been investigating how it could undertake an Economic Valuation of SA Water using data from mid-
2004, 2006 and 2013, and has sought advice and proposals from external consultants to undertake this work. All 
have advised it will be an expensive exercise, it will require access to data which the Inquiry does not believe exists, 
and it will produce answers with an accuracy range of plus/minus 15 to 25% depending on the data. 
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The Inquiry has sought to do such a valuation itself, and has been unable to progress beyond even the simple tasks 
of defining what constitutes the free cash flow used to determine the revenue stream into the future (how to 
quantify replacement capex rather than total, what costs of debt should be removed etc.), what is the appropriate 
discount rate to apply to determine the Net Present Value and what is the period over which the calculation should 
be conducted (10 years, 25 years or infinity?) . The ranges calculated by CEPA illustrate the difficulty and the reality is 
that the number will be of little use in supporting any change to the DORC value. 
 
To illustrate the futility of this effort, the Inquiry notes the exercise followed by the Economic Regulation Authority 
of WA (ERA) in its 2009 Inquiry into Water Prices for the WA Water Corporation. The ERA advice regarding water 
prices at its 2005 Inquiry used the Deprival Value method of determining the regulated asset value using a 10 year 
revenue projection, and determined an asset value of $10.599 billion for the Corporation. Because of a decision to 
remove all contributed assets from the RAB at the 2009 Inquiry, the value would have fallen to $9.231 billion. 
However, the ERA considered an alternative cost-based method of calculating the initial asset value which involved 
calculating what the book value would have been if it did not include assets that were either contributed or funded 
by developers. The ERA took the 1994 book value and rolled it forward by adding capital expenditure but excluding 
all contributed assets and came up with a value of $12.922 billion. Faced with a case for both reducing and 
increasing the value of the initial asset value, the ERA opted to leave the value at the same level it had determined in 
the 2005 Inquiry! However, in its 2013 Inquiry, the ERA removed $1.0 billion from the initial asset value of 2005 
reducing it to $9.6 billion, as a rough measure of the contributed assets up to 2005 (all contributed assets after that 
time had been excluded). The end result is that the historic asset value used in its most recent (2017) Inquiry is still 
based on a Deprival Value method using an Economic Valuation with most of the value of contributed assets 
removed. 
 
It is clear that both DORC and Economic Valuation methodologies have their challenges, and neither is capable of 
delivering the “right” answer. The ultimate selection and use of a value for the RAB comes down to what the 
Government is attempting to achieve in terms of revenue to the water business and prices to business and 
residential customers.  
 

3.4 Other Assets 
 
It is not apparent whether, in the process of deriving the initial RAB value from the value in the statutory accounts in 
2004, consideration was given to determining whether certain assets should be excluded as they were not relevant 
to SA Water’s income earning potential or had not been purchased.  
 
For example, BSA/CEPA has raised the question of whether the value of easements should be excluded from the 
RAB. The Inquiry has been advised that easements are valued at only $6 million in the statutory accounts and are 
classified as intangibles and not depreciated. It is unclear if it is included in the number to derive the initial RAB, but 
it is assumed that it would have been. On a similar note, the value of land is $375 million, based on Valuer General’s 
valuations, and these holdings are an integral part of the water and waste-water services business. 
 
 Others have questioned whether assets no longer in use (such as country reservoirs no longer supplying water) or 
used for a different purpose than the supply of drinking water services (such as recreation purposes) should remain 
in the regulated asset base. The Inquiry has reviewed asset valuation reports from 2017 which include $49 million of 
DORC asset value attributed to unused country reservoirs (Baroota, Beetaloo, Bundaleer and Tod River) which does 
suggest some assets remain in the RAB even when their earning potential has ceased. It is not clear whether this was 
the case in 2004, and whether there is a process to write off such assets at an advanced rate; nor whether regulatory 
practice accepts such assets remaining in the RAB for other reasons.  
 
The Inquiry cannot delve deeper into the contents of the asset register, but reports this as a matter for the 
Government (and ESCOSA) to consider as part of their response to this report. If the Government is to consider 
adjusting the RAB value, it might need to take into account these related matters and incorporate them within any 
decision. If ESCOSA is to address this matter, it might need to ask whether there are assets that should be removed 
from the asset base because they are no longer productive. 
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3.5 Concluding Comment 
 
The Inquiry has come to realize even more clearly than before that there are problems associated with both the 
DORC and Economic Valuation methods of setting a RAB. The CoAG endorsement of the Deprival Value 
methodology, with the need to choose the lower of these two values, has meant that strictly speaking, the SA 
Government did not comply with the approved approach. 
 
However, ESCOSA has endorsed the use of the DORC value in its comments on the TS process, and the Inquiry is also 
of the view that the difficulty of calculating a precise Economic Valuation means that any value so derived would be 
unable to be used in preference to the DORC value. 
 
The Inquiry intends to remain with its proposal in the Diving Deeper report to use the Opening RAB value of $4,149 
million at 1 July 2004 as the starting point for its investigations, and to undertake any necessary analyses around that 
value to consider alternative decisions for contributed and legacy assets.  
 
This view still leaves open for consideration some other issues to be addressed before moving to an assessment of 
the reasonableness of the Opening RAB value. These issues include the treatment of contributed assets and the 
treatment of legacy assets when drawing a “line in the sand” valuation of historical assets. These matters will be 
discussed in following sections but first we will attempt to compare the RAB value in SA with the values in other 
jurisdictions. This comparison may give some insight into whether the SA RAB value appears to lie within a 
reasonable range of values reflected interstate.  
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4. BENCHMARKING AGAINST OTHER JURISDICTIONS 
 
One factor that might influence the decision as to the reasonableness of the RAB could be a comparison with the 
values used in other jurisdictions, through some form of benchmarking exercise. The Inquiry has sought to do this, 
but it is harder than first appears for two main reasons. First, each water business can have significantly different 
operating conditions covering such matters as area covered, the climate, the geography and soil type, the number of 
customers, the length of mains, the quality of water, the reserves of water, the sources of water, and the treatment 
processes required. As an obvious example, a water business that requires a desalination plant is likely to have a 
larger RAB than one which is just reliant on reliable river flow into a reservoir.  
 
The comparison is difficult to undertake: simply comparing the sizes of the RAB in other jurisdictions is not 
appropriate for obvious reasons, as there are bound to be differences between a business supplying 1 million 
customers and 100,000. One possible solution is to compare the value of the RAB per customer connection or per 
ML of water supplied – while this removes some concerns, it does not address the myriad of other variables listed 
above such as water quality, climate, geographic spread and desalination. 
 
The second concern arises in the approach of comparing the ratio of the statutory asset value and the RAB, a ratio 
that might be expected to provide a good indication of whether a RAB was over or under valued. However, the 
problem with a ratio is that it depends on both the numerator and the denominator, and if there is a different 
methodology for establishing the statutory asset value, then that will make it difficult to draw any conclusions about 
the RAB value. 
 
The Inquiry commissioned Associate Professor Malcolm Abbott to undertake a comparison of RABs in the different 
jurisdictions and to try to draw some conclusions regarding the SA RAB relative to interstate values, having regard to 
some of the differences in characteristics and methodologies across the country. His analysis is presented in a report 
released as an Appendix to this report, but a number of his observations are included in the following analysis. 
 

4.1 Ratio of RAB to Statutory Asset Value 

Figure 1 provides information on the ratio of the RAB to statutory financial account values of fixed assets in Victoria 
(the four water companies there are combined), the ACT, SA Water, Sydney (Sydney Water and the Sydney 
Catchment Authority) and the Water Corporation of Western Australia. 

The ratios show some interesting variations for each jurisdiction at times, and it is necessary to examine in detail the 
explanations behind the value of each jurisdiction and why it changes on occasions (these are often linked to 
Regulatory Determinations or the introduction of major projects (sometimes with innovative financial treatment for 
these investments) .  

The Water Corporation of WA is a case in point where its ratio of RAB to Statutory Asset Value has been generally 
greater than 1.0 whereas most other jurisdictions (including SA) have been in the range 0.8 to 0.95. There is also a 
jump in the ratio in 2010/11 around the time of construction of its first desalination plant. It is not apparent why the 
WA ratio is so high, apart from the apparent use of depreciated historic cost for infrastructure assets in the statutory 
accounts and a Deprival Value (economic valuation) for the RAB. 
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Figure 1.  RAB $ / Fixed Assets $, 2004/05 to 2016/17 

 
Source: Water Services Association of Australia (1997-2005), National Water Commission (2005-14). Australia, Bureau of Metrology (2015-18). Economic 
Regulation Authority, Western Australia (2005, 2017). Essential Services Commission (Victoria) (2005a, 2005b, 2005c, 2013, 2016, 2018a, 2018b, 2018c). 
Essential Services Commission of South Australia (2005, 2013, 2016). Independent Competition and Regulatory Commission (ACT) (1999, 2018). Independent 
Pricing and Regulatory Tribunal of New South Wales (2005, 2016a, 2016b). 
Annual Reports: Sydney = Sydney Water, Sydney Catchment Authority, Water NSW – Greater Sydney assets. Melbourne = Melbourne Water, City West  
Water, Yarra Valley Water, South East Water. SA Water. Water Corporation. ACTEW. Icon Water. 

 

There is nothing particularly surprising or very informative in the comparison of SA with the other jurisdictions. The 
SA ratio is a little higher than the Melbourne number and lower than the Sydney number; it comes down to 
understanding in each case how the statutory asset value is set and how the RAB is set, because they are all different 
in some way or in their historical development. 

Table 1 sets out the different approaches to establishing the statutory asset values and the Regulated asset values in 
each jurisdiction. It is difficult to capture the exact nature of the processes in each case because there are fine points 
of distinction, and they may change over time. Nevertheless, the Table illustrates the significantly different 
approaches to valuation in each jurisdiction making a direct comparison extremely difficult. 

It might be expected that the financial accounting fixed assets valuations will have some relationship to the RAB 
valuations. In the New South Wales, Victorian, and Queensland cases for instance the Infrastructure is valued in 
financial reports using the Economic Value/ Discounted Cash Flow approach, which is also used in the determination 
of the RAB.  In these states the RAB is determined using this approach and then the water companies use it to 
determine the Fair Value of their Infrastructure assets for their statutory accounts.  

In each of the states there has emerged a link between the estimation of the RAB and the financial reporting of the 
assets of the companies. The sequencing of this has not always been consistent (for instance in Victoria and New 
South Wales it flowed from regulatory decisions to changes in financial accounting practices, whereas in South 
Australia and Tasmania it has been in the opposite direction where the statutory asset value became the basis for 
setting the regulatory value). 

The fact that the ratio for SA is similar to most other jurisdictions and is a credible value (lying in a range around 
0.85, implying a RAB multiple of about 1.2) does not provide any insights into the question of whether the RAB value 
is reasonable. The Inquiry is unable to draw any conclusions from this comparison.  

0

0.2

0.4

0.6

0.8

1

1.2

2
0
0

4
/0

5

2
0
0

5
/0

6

2
0
0

6
/0

7

2
0
0

7
/0

8

2
0
0

8
/0

9

2
0
0

9
/1

0

2
0
1

0
/1

1

2
0
1

1
/1

2

2
0
1

2
/1

3

2
0
1

3
/1

4

2
0
1

4
/1

5

2
0
1

5
/1

6

2
0
1

6
/1

7

Melbourne

SA Water

Water Corp.

ACTEW/Icon

Sydney



 

A Cautious Conclusion – December 2018 28 

 

Table 1. Australian Water Industry Regulatory Approaches and Financial Reporting, 2018 

 Form of regulation Financial reporting 
(Fair Value calculation) 

Regulated capital base Regulated 
depreciation 

New South 

Wales 

Cost-of-service building 
block approach 

Infrastructure – Discounted cash flow 
(income approach) 
Land & building - Market value 
Plant & equipment – Historical cost 

LITS (EV) + roll forward 
(1996) 

Straight-line 

method 

Victoria Cost-of-service building 
block approach 

Infrastructure – Discounted cash flow 
(income approach) 
Land & building - Market value 
Plant & equipment – Depreciated 
replacement cost 

LITS (EV) + roll forward 
(2004) 

Straight-line 

method 

Queensland Cost-of-service building 
block approach 

Infrastructure – Discounted cash flow 
(income approach) 
Land & building – Discounted cash flow 
Plant & equipment – Historical cost 

LITS (EV) + roll forward 
(2008) 

Straight-line 

method 

South Australia Cost-of-service building 
block approach 

Infrastructure – Reproduction or 
replacement costs  
Land & building – Market value 
Plant & equipment – historical cost 

Fair Value (DORC) + roll 
forward 
(2004/2012) 

Straight-line 

method 

Western 

Australia 

Cost-of-service building 
block approach 

Infrastructure – Depreciated historical cost 
Land & building – Market value  
Plant & equipment – Depreciated 
replacement cost 

Deprival value (EV) + roll 
forward 
(2005) 

Straight-line 

method 

Tasmania Cost-of-service building 
block approach 

Infrastructure – Discounted cash flow 
(income approach) 
Land & building – Market value 
Plant & equipment – Depreciated 
replacement cost 

DORC + roll forward 
(2012) 

Straight-line 

method 

Australian 

Capital 

Territory 

Cost-of-service building 
block approach 

Infrastructure – Discounted cash flow 
(income approach) 
Land & building – Market value 
Plant & equipment – Historical cost 

LITS (EV) + roll forward 
(2003) 

Straight-line 

method 

Northern 

Territory 

Price cap Infrastructure – Discounted cash flow 
(income approach) 
Land & building – Market value 
Plant & equipment – Discounted cash flow 

NA NA 

Notes: LITS = line-in-the-sand.  EV=economic value. DORC=Depreciated optimised replacement cost. Sydney Water, Melbourne Water, Queensland Urban Utilities, 
SA Water, Water Corporation of WA, TasWater, Icon Water (ACT), Power and Water Corporation (NT). Annual Reports.Source: Independent Pricing and Regulatory 
Tribunal of New South Wales (1996a, 1996b, 2000a, 2000b, 2005, 2016a, 2016b); Essential Services Commission (2004, 2005a, 2005b, 2005c, 2013, 2016, 2018a, 
2018b, 2018c); Queensland Competition Authority (2014a, 2014b); Essential Services Commission of South Australia (2005, 2016); Economic Regulation Authority 
(2005, 2017); Office of the Tasmanian Economic Regulator (2008, 2012, 2015); Independent Competition and Regulatory Commission (ACT) (1999, 2018); Utilities 
Commission (2012). 
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4.2 Ratio of RAB per Customer and RAB per ML Water Supplied 

Although it should be possible to make more informative comparisons between states on the basis of such things as 
the RAB value per customer connection or the RAB value per volume of water supplied, these types of comparisons 
should also be viewed with some degree of caution and only used as part of a study that contains much broader 
data. 

Some water companies like SA Water, the Water Corporation of WA and TasWater are state wide organizations 
servicing both country and metropolitan regions. Some water companies are vertically separated as is the case in 
both Sydney and Melbourne (separate wholesale and retail water companies). Differences in water quality and 
availability, climatic, geographic and demographic conditions can also result in significantly different requirements 
for infrastructure.  Nonetheless, comparisons of this sort can be useful, especially if they are undertaken over a 
period of time to see how a water company changes its operational performance. 

Figures 2 and 3 provide examples of the case of SA Water, the four Melbourne companies combined, ACTEW/Icon 
Water in the ACT, the Water Corporation in Western Australia and the combination of Sydney Water and the Sydney 
Catchment Authority. Figure 2 shows the RAB cost per customer connection, with SA and WA significantly above the 
costs in Sydney and Melbourne.  

Figure 3 shows the RAB cost per ML of water supplied, where the cost in SA grew rapidly over the period from 
2006/07 to 2010/11 to become the highest in this group of companies (where it remains, despite having stabilized 
since that time). Interestingly, while the increase in SA started earlier and built up over 4 years before stabilizing, the 
WA experience started later (around 2010) and has gradually risen ever since but still at a level below the SA cost 
(whereas previously WA was higher). 

It is notable that Sydney and Melbourne have the lowest RAB value per customer connected, whereas the other 
three have a broadly similar and much higher cost. This might suggest some economies of scale for the large cities or 
the benefit of not having to serve a large State-wide customer base. 

Equally, the RAB value per ML water supplied for Sydney is far below the other jurisdictions, with Melbourne and 
WA almost identical. This could reflect even more the economies of scale, and in Melbourne’s case the addition of a 
very expensive desalination plant (compared to the relatively low-cost WA desalination plants). SA would have been 
influenced not only by the flat level of water sales but also the costs of the desalination and related investments. 

The Water Corporation of Western Australia figures for RAB/connection and water supplied are broadly similar to 
those of SA Water, which could be a product of the similar nature of the water companies (state-wide), similar scale, 
challenging water supply issues and the significant investment in desalination plants in both Western Australia and 
South Australia. 

4.3 Conclusion 

The Inquiry can draw no definitive conclusions from its benchmarking with other jurisdictions. On the one hand, it 
can be seen that SA has a very high RAB value per customer connection and per ML water supplied, possibly as a 
result of the factors set out above. On the other hand, although the evidence is not conclusive, it is likely that the use 
of a DORC approach to determining the RAB in South Australia has made a contribution to it being higher than in 
places like Melbourne and Sydney, where an Economic Valuation of legacy assets was adopted.  
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Figure 2. RAB $ / Number of Connections, 2004/05 to 2016/17

 
Source: Water Services Association of Australia (1997-2005), National Water Commission (2005-14). Australia, Bureau of Metrology (2015-18). Economic 
Regulation Authority, Western Australia (2005, 2017). Essential Services Commission (Victoria) (2005a, 2005b, 2005c, 2013, 2016, 2018a, 2018b, 2018c). 
Essential Services Commission of South Australia (2005, 2013, 2016). Independent Competition and Regulatory Commission (ACT) (1999, 2018). Independent 
Pricing and Regulatory Tribunal of New South Wales (2005, 2016a, 2016b). 
Annual Reports: Sydney = Sydney Water, Sydney Catchment Authority, Water NSW – Greater Sydney assets. Melbourne = Melbourne Water, City West  
Water, Yarra Valley Water, South East Water. SA Water. Water Corporation. ACTEW. Icon Water. 

 
Figure 3. RAB $ / Water supplied ML, 2004/05 to 2016/17 

 
Source: Water Services Association of Australia (1997-2005), National Water Commission (2005-14). Australia, Bureau of Metrology (2015-18). Economic 
Regulation Authority, Western Australia (2005, 2017). Essential Services Commission (Victoria) (2005a, 2005b, 2005c, 2013, 2016, 2018a, 2018b, 2018c). 
Essential Services Commission of South Australia (2005, 2013, 2016). Independent Competition and Regulatory Commission (ACT) (1999, 2018). Independent 
Pricing and Regulatory Tribunal of New South Wales (2005, 2016a, 2016b). 
Annual Reports: Sydney = Sydney Water, Sydney Catchment Authority, Water NSW – Greater Sydney assets. Melbourne = Melbourne Water, City West  
Water, Yarra Valley Water, South East Water. SA Water. Water Corporation. ACTEW. Icon Water. 
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5. CONTRIBUTED ASSETS 
 
The treatment of contributed assets has been an issue ever since the water reform initiatives commenced in the 
1990s, although most of the concerns have been resolved and back-dated remedies applied since the mid-2000s. 
Indeed, there is only one issue outstanding that needs to be addressed. 
 
This section will consider how contributed assets have been recorded and valued in the financial accounts and how 
they have been applied in relation to pricing decisions. It will also assess the reasonableness of the efforts to identify 
the value of contributions prior to the formation of the SA Water Corporation on 1 July 1995 (the only outstanding 
issue to be addressed). 
 

5.1 Definition and treatment of customer contributions/contributed assets (“contributions”)  
 
According to the SA Water annual report for 2017/18 contributed assets principally arise from: 

(i) Customers who make a contribution where a service or connection has been requested which requires 
construction of a new main; and  

(ii) Developers who make a contribution where either 
a. Water and sewer infrastructures are constructed by developers and transferred to SA Water. The 

contribution recognized is equivalent to the fair value of these assets that is estimated using a 
depreciated modern equivalent replacement cost or 

b. The corporation constructs or modifies the infrastructure at the developer’s request and charges the 
developer for its costs. 

 
All cash contributions received by SA Water to construct assets for customers and contributed assets that are 
constructed by developers and gifted to SA Water have since 1 July 1995 been recognized as revenue and added to 
the statutory asset base at the fair value of these assets.  
 
More importantly from a pricing perspective, contributions since July 1995 have not been included in the 
Regulatory Asset Base since it is agreed by all that an owner should not receive a return on assets that it has not 
paid for. 
 
Given the confusion that has surrounded this question of contributed assets, the Inquiry has prepared a potted 
history of the introduction of contributed assets and their incorporation into the statutory accounts of EWS and 
SA Water. This is presented in the box on the following page. 
 
Valuation of Contributions in the Statutory Accounts  

 
Ever since contributions have been recorded in the Statutory Accounts, they have been added to the EWS (and later 
SA Water) statutory asset base. Initially contributed asset values were measured at historic cost as was the case with 
all assets.  
 
Contributed or gifted assets are required by Accounting Standards to be included in statutory financial reporting as 
assets because they earn income for their owner. But that does not mean they should be included in the RAB 
because the RAB should be set to maintain investment incentives which aren’t relevant to contributed assets. 
 
As indicated previously, EWS commenced a revaluation program for certain assets in the early 1990s, replacing 
written down historic costs with replacement costs. In cases where sub-dividers handed over assets at no cost to 
EWS, the cost brought to account was the cost to the sub-divider; if this wasn’t known, an EWS estimate of the cost 
of construction was used. 
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A POTTED HISTORY OF CONTRIBUTED ASSETS 
When did the practice of contributions commence?  
 
It would appear that until about 1960, it was the responsibility of EWS to cover the cost of providing all water/sewer mains and connections; but at that 
time EWS was capital constrained and sometimes incurred losses due to unsuccessful developments by private developers not resulting in completed 
houses for connection.  
 
In 1960, the developers Reid Murray Developments (SA) Pty Ltd proposed to EWS a financial arrangement to overcome the refusal to service a proposed 
development at Para Hills. It was agreed the Company would advance free of interest the full cost of providing water and sewerage reticulation and 
services, and the Company would be reimbursed 250 pounds for each dwelling unit connected within 5 years. Other developers subsequently adopted a 
similar arrangement. 
 
Over the next few years the practice evolved into a formal customer connection payment as is currently in place. Henceforth, purchasers of new houses 
had water and sewerage services from the outset, an adequate return on EWS funds was ensured and compact development was encouraged. Hence the 
formal practice of contributed assets appears to have commenced around the mid-1960s.  
 
Disclosure of contributions and accounting treatment in EWS financial accounts  
 

 1965/66- Contributed assets are disclosed in the financial accounts  
 
 Contributions towards new customer connections commenced around 1960 but these were upfront payments subsequently refunded to developers as 
houses were completed and the funds were probably held in a special account. There is no mention of contributions in EWS financial accounts prior to 
1965/66. 
 
The financial accounts for 1965/66 mention that for ‘some years past’ the Government had entered into voluntary agreements with sub-dividers and 
group builders for the provision by EWS of reticulated water supply and sewerage for their projects. These agreements ensured that Builders would be 
repaid/rebated up to $400 ($200 for water and $200 for sewer) for each house which was erected on their site within the five year period of the laying of 
water mains and sewers.  
 
Agreements were seen as a means for builders to obtain approval for their subdivisions, and for EWS to receive the initial capital cost of these works. The 
financial report goes on to state that most builders would be fully repaid their initial capital cost as this would generally not be more than the $400 rebate. 
 
 In 1965 Cabinet varied the conditions of these agreements to ‘relieve the Department’s budget’. The rebates in relation to the above arrangements were 
reduced to half ($200 in total), and the period in which the builder could receive a rebate for complete houses was reduced from five to three years of the 
laying of water mains and sewers. Additionally, approval was given for sub-dividers to employ contractors to carry out sewerage construction under the 
supervision of the EWS. 
 

 First disclosure of cumulative totals for net contributions (after rebates)  
 
Cumulative totals of net contributions (after rebates) to completed schemes since inception was first declared in the Auditor-General’s published financial 
statements in 1970/71 and continued until 1975/76. This declaration ceased once rebates for capital improvements were discontinued (see below). The 
net contribution is not able to be used by the Inquiry, as it is simply a residual financial value that does not reflect the cost of the assets. The actual cost 
incurred by EWS in constructing the assets was recorded and included in the accounts as previously. 
 

 1975 Rebates to developers cease 
 
From October 1975 rebates for capital improvements were discontinued. Rebates continued to be paid for agreements made prior to this date, the last 
rebate being paid in the 1979/80 financial year. 
 

 1987/88 Gross Contributions appear as a total for the first time  
 
Gross Contributions first appeared in the 1987/88 EWS accounts (as Equity) with a value $262m reported as the total since commencement of the scheme 
(presumably in 1966) and these were measured at historic cost as was the case with all assets. Prior to this, yearly contributions were (spasmodically) 
disclosed as a note in the financial statements and were recorded to the asset base and retained in Equity. Following 1987/88, actual contributions are 
recorded each year (total of $241m between 1988/89 and 1994/95). 
 

 The total of contributions is reported as Accumulated Profits in Equity  
 
In 1993/94 with the introduction of the Australian Accounting Standard AAS29 Financial reporting by Government Departments, an amount of $425.674m 
in contributions from ‘consumers and sub-dividers’ was transferred from Equity to accumulated profits/losses (a separate line within Equity) and was not 
separately disclosed as a cumulative total again.  
 
Contributions were accounted for as an asset and revenue from this point with any net profit being transferred to Equity as retained earnings. 
 

 Current disclosure of contributions 
 
From 1994/95 onwards contributions have been disclosed as revenue and added to the statutory asset base. Any net profit after tax includes all revenues 
(including contributions revenue) and is added to Equity as retained earnings. 
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On the corporatization of SA Water on 1 July 1995, most assets were vested from EWS to SA Water and were valued 
at $2,300.5 million. This included the contributed assets from around 1966 until the date of corporatization. The 
revaluation of water mains assets in 1995/96 included the revaluation of  
Contributed Assets. At the end of 1995/96, the value of land, buildings and infrastructure assets was significantly 
higher at $5045.7 million. 
 
The revaluation of SA Water’s assets in 1995-96 for statutory accounting purposes is relevant to the consideration of 
the value of pre-1995 contributed assets included in the RAB, because the valuation for statutory asset value 
purposes was subsequently adopted as the base for the regulatory asset value. 
 
The removal of post corporatization assets of $222 million from the RAB 
 
The Government sought information from SA Water in late 2004 on the value of contributed assets (pre and post 
corporatization) in preparation for the 2005/06 Transparency Statement and pricing decision. 
 
According to the SA Water advice provided to DTF in October 2004 (a copy of which was made available to the 
Inquiry), the value of contributed assets (water and waste-water) post-corporatization (that is from 1 July 1995 to 30 
June 2004) was $230 million (reduced to $222 million (in 2004$) after depreciation) which was divided into $94 
million for water and $128 million for wastewater. The advice also provided an estimate of the pre-corporatization 
contributed asset value in 2004 using three different valuation techniques. 
 
SA Water supported the removal of post-corporatization contributed assets from the regulated asset base as in its 
view the post-corporatization records enabled a relatively robust estimation of the value of contributed assets 
(albeit with some assumptions – see below). However, SA Water did not support the removal of pre-corporatization 
contributed assets as the information used to produce the estimates was in its view unreliable. 
 
DTF stated in the TS 04/05 that it had included contributed assets (for water and wastewater) from developers in 
2003/04 and 2004/05 with a total value of $17.335 million in the statutory asset base, and the total of contributed 
assets prior to 2003/04 was also in the asset base, noting that this treatment was consistent with accounting 
standards and didn’t contravene CoAG guidelines. 
 
The Transparency Statement asset base opening balance at 1 July 2004 was derived from the 2002/03 SA Water 
audited Financial Statements which included all historic contributed assets. DTF acknowledged that this was not 
consistent with regulatory determinations interstate at this time, stating that the treatment of these assets should 
be reviewed for future price setting processes.  
 
The Essential Services Commission of South Australia (ESCOSA) in 2004 recommended the removal of contributed 
assets from the Regulatory Asset Base in order to achieve more effective compliance with the CoAG principles.  
These issues were considered and noted in the subsequent 2005/06 Transparency Statement.  
 
With regard to Contributed Assets, ESCOSA endorsed the removal of post-corporatization contributed assets but 
continued to argue that pre-corporatization contributed assets should also be removed. While it had endorsed 
compliance with the CoAG principles on the grounds that the Government had been transparent about its approach, 
it indicated it would be timely for the Government to seek a best estimate of the pre corporatization contributed 
assets as “if the upper bound (of revenues) is based upon an unreasonably inflated asset base for pricing purposes 
then the result would be a lock-in of excessive prices”. 
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CoAG Principles and the 2004 Treasury pricing decision  
 
The 1994 Council of Australian Governments (CoAG) principles on water reform stated that greater transparency in 
the process for setting water prices was required. In its first Transparency Statement in 2004/05, DTF stated that 
previous water pricing decisions by the South Australian Government had been broadly consistent with CoAG 
Principles but a more structured process was promised which would allow for greater public scrutiny. DTF stated 
that the CoAG Framework provided limited guidance on the issue of valuing assets and regulators interstate had 
developed a variety of treatments for these.  
 
SA Water assumptions in providing the advice in 2004 to DTF 

 
In providing the advice to DTF, SA Water stated it was based on the following assumptions: 

 The period of post-corporatization assumptions applied from 1 July 1995 to 30 June 2004. 

 For Free Assets (from sub dividers who constructed water supply and sewerage infrastructure within a 
subdivision and vested the completed infrastructure to SA Water for nil cost): the average actual contract 
rates at 1 July 2003 would be applied to the actual length of mains contributed. 

 For Mains Extension assets (contributed from consumers): ‘Revenue received for these extensions would be 
used as a proxy for Mains Extensions contributed assets and then adjusted upwards by the relevant cost 
index and adjusted downwards by 50% to reflect the disparity between the short-term contract rates 
provided by revenue and long-term contract rates provided by asset values’. 

 All contributed assets would be depreciated on an average useful life of 100 years from recognition. 

 Assets would be split 43% water and 57% sewer assets (based on an analysis of the estimated construction 
revenue SA Water would earn from third parties from 2003/04 to 2006/07 using construction values and 
apportioning to water and sewer)  

 65% of contributions are free assets and 35% are mains extension assets (estimated on the basis above).  
 
The Inquiry has been unable to access the data behind these assumptions, and therefore cannot comment whether 
they are reasonable. These assumptions were also used to allocate costs for the pre-corporatization contributed 
assets. 
 
Pre-corporatization contributed asset valuation estimates 
 
The October 2004 memo from SA Water included an assessment of the current value of contributed assets over the 
period from 1966 to June 1995 (i.e. the pre-corporatization period), using a number of different methods. The 
valuations varied significantly, and SA Water argued they did not form a sound basis for being removed from the 
regulated asset base. It argued that the pre-corporatization contributed assets should not be removed, because: 

 On corporatization, the assets of the former EWS were vested to SA Water (i.e. considered to have been 
purchased at this date) and the distinction between contributed assets and normal assets no longer applied; 
and 

 Records prior to 1995 did not provide a reliable valuation of contributed assets and could not be relied upon. 
 
DTF reviewed the information provided by SA Water and considered a number of reports by ESCOSA on the water 
pricing process and interstate practices, before recommending that only the post corporatization assets be removed 
in the 2005/06 Transparency Statement. 
 
The then Treasurer in a November 2004 memo to the Minister for Administrative Services (who was responsible for 
water pricing) stated he supported the estimate being based on all contributed assets provided to SA Water. 
However, he considered that the best available estimate was the estimate provided by SA Water referred to as the 
‘Post Corporatization’ method, which valued contributed assets, as at 1 July 2004, at $222 million. Accordingly, pre- 
corporatization contributed assets were to remain in the regulatory asset base. 
 
This decision was implemented in the 2005/06 TS and has flowed through into all subsequent Transparency 
Statements, Regulatory Statements and finally into the May 2013 RAB value. 
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5.2 Discussion on Contributed Assets 
 
The previous sections have presented the results of the Inquiry’s research on the history of contributed assets in the 
setting of statutory asset values over the period leading up to the second Transparency Statement in 2005/06 when 
it was determined that the value of contributed water assets after corporatization on 1 July 1995 would not be 
included in the Asset Base value used for setting water prices. 
 
The key questions for the Inquiry to check are: 

 whether the value of the post corporatization contributed assets was correctly determined 

 whether the decision to not exclude the value of pre-corporatization contributed assets was reasonable. 
 
Post-corporatization contributed assets 
 
The Inquiry has identified that a total of $270.9m was recorded as “Contributed assets” or “Contributions and 
Grants” in the Audited financial accounts over the years 1995/96 to 2003/04. The Inquiry re-calculated the post 
corporatization figure using the assumptions in the SA Water advice of 2004 as stated above, and the resulting figure 
was within $1m of the SA Water estimate. However, as indicated above, the Inquiry does not have enough 
information to assess whether the SA Water assumptions are reasonable. In particular, the allocation of 43% of the 
contributed asset value to water assets is unable to be tested by the Inquiry as the information is not available. 
 
The Inquiry will assume that the $222m figure calculated by SA Water for contributed assets from corporatization 
on 1 July 1995 until 2003/04 is reasonable, since it has no basis on which to dispute the proportion of this value 
allocated to water assets of $94m (or 43% of the total).  
 
Pre-Corporatization contributed assets  
 
It is clear that, in 2005/06, the Government accepted the CoAG principle that for pricing purposes, the RAB should 
exclude the value of all contributed assets. 
 
It is also clear that a decision was taken by the Government in the 2005/06 TS that only the value of contributed 
assets after the date of corporatization (1 July 1995) would be excluded from the RAB. 
 
The reasons for this decision appear to be that on that date, all the assets of EWS had been vested in SA Water 
Corporation and hence the distinction between contributed and other assets no longer applied; or alternatively that 
the value of contributed assets prior to the date of corporatization was uncertain and a credible value was unable to 
be determined. The Inquiry needs to investigate whether these explanations are credible and reasonable. 
 
We will first consider the issue of the vesting of EWS assets to SA Water under Schedule 2 of the SA Water 
Corporation Act 1994, and then address the question of whether a credible value of pre- corporatization contributed 
assets could be determined. 
 
Vesting of EWS assets 
 
The Inquiry sought legal advice from the Crown Solicitors Office on whether the act of vesting EWS assets to SA 
Water Corporation resulted in a change in status of contributed assets such that they were to be treated as normal 
assets from the date of corporatization. 
 
The Crown Solicitor’s Office advised that the mere act of vesting the assets in SA Water did not transform the nature 
of the contributed assets into normal assets. In other words, if there was sufficient information to identify the pre-
corporatized contributed assets, the SA Government has the authority to remove these from the RAB under the 
CoAG and NWI pricing principles.  
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The Inquiry confirmed with the Crown Solicitor’s Office that this advice did not mean that each contributed asset 
needed to be physically identified, and that identifying a value from the statutory accounts was sufficient 
identification. This is not a reason for failing to remove the pre-corporatization contributed assets from the RAB 
value. 
 
Valuation of pre-corporatization contributed assets 
 
SA Water had advised DTF in the memo of October 2004 that an analysis of historical records demonstrated that the 
gross historic cost of contributed assets from 1 July 1966 to 30 June 1995 was $512 million. 
 
The Inquiry checked the audited SA Water financial statements, and this figure closely matched the cumulative total 
balance of contributions recorded in the financial statements in 1994/95 under the note disclosure ‘Note 17- Equity 
–contributions from consumers and sub-dividers’, which was $511 million. It is apparent that there is a value able to 
be attributed to pre-corporatization contributed assets. 
 
The SA Water memo considered three different approaches to using this information to derive a credible value for 
pre-corporatization contributed assets: 
 
1. Historic cost  

a. Contributed asset equity balance identified from the 1987/88 financial statement of $262m, plus 
b. Contributed asset revenues from SA Water financial statements for each year from 1988/89 to 1994/95 

(total value $249 m), minus 
c. Depreciation based on an average useful life of 100 years from the original date of recognition, resulting 

in:  
A written down value of $386m 
 

2. Average method 
a. Based on recent reliable data for contributed assets post-corporatization, an average annual 

contributed asset value was calculated in 2003/04 dollars and applied on a straight-line basis back to 
1966 

b. No indexation factor was applied as the figures were already in 2003/04 dollars 
c. The value was split between water and sewer, and between free assets and mains extensions, using the 

percentages as per the SA Water 2004 memo assumptions for post-corporatization contributed assets as set 
out above 

d. A 50% reduction factor was applied in relation to mains extensions values given lower cost contracts for 
larger pipe-laying projects 

e. Depreciation was based on an average useful life of 100 years from the original date of recognition; 
resulting in: 

A written down value of $606m 
 
3. Indexation method  

a. As for the historic method, but yearly revenue figures were indexed to 2003/04 dollars based on Adelaide 
CPI (All Groups) 

b. A 50% reduction factor was applied to mains extension revenues as above; resulting in: 
A written down value of $1,003m 

 
In its analysis, SA Water considered that the Average method was preferable as it reflected such issues as contractor 
efficiency gains and technological improvements in the value of the contributed assets. However, it did not support 
the removal of these assets from the regulated asset base. 
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5.3 Recalculation by the Inquiry of the value of pre-corporatization assets 
 
The Inquiry has re-calculated the value of the contributions from 1965/66 to 1994/95; this required the use of an 
average annual amount for the period from 1965/66 to 1987/88 (as the number was first reported as a total in the 
1987/88 accounts), and from 1987/88 the yearly contribution value was recorded as that information was available. 

CPI for all Australian States was applied to the opening balance each year and depreciation was applied at 2% pa.  
 
The re-calculated figure of $1026 million (in 2004 $) is almost identical to the indexation value calculated by SA 
Water: this gives some comfort that the approach adopted by SA Water is understood and confirmed. If we assume 
the water portion of this figure is 43% (as has been assumed by SA Water), the value of pre-corporatization 
contributed water assets is $441 million (in 2004 $). This comprises $328million from the period 1965/66 to 
1987/88, and $113 million from 1988/89 to 1994/95. While it is a large number, and the certainty around the 
calculation is not as high as for the post corporatization case, it nevertheless has a basis overall in being derived from 
the EWS accounts as audited by the Auditor-General. 
 
The Inquiry believes that the calculation of this value of pre-corporatization contributed assets has reasonable 
credibility despite the assumptions that need to be made. The question therefore to be addressed is whether the 
decision to not exclude these assets was reasonable at the time. 
 
The Government had the information in 2004 on SA Water’s different approaches to valuing these assets and chose 
to not remove them from the RAB. SA Water indicated its estimates were not reliable, but there were a number of 
credible numbers included in the statutory accounts on which the estimates were based. ESCOSA in its reviews of 
the Transparency Statements continued to call for at least an estimate to be made rather than opting for doing 
nothing on the grounds of unreliable numbers, but this was never adopted. The Inquiry has confirmed the 
calculation by SA Water in the Indexation Method, estimating the value in 2004 $ from the numbers in the statutory 
accounts. 
 
The NWI Pricing Principles, the CoAG principles and regulatory practice all agree that contributed assets should be 
removed from the RAB for pricing purposes. The Treasurer in 2004 supported the estimate being based on all 
contributed assets provided to SA Water, but then stated that “the best available estimate is an estimate provided 
by SA Water referred to as the ‘Post corporatization’ method”. 
 
The estimated number is much larger than the value of $94 million used for post corporatization contributed water 
assets. One can surmise the reason why it was not adopted, but it appears to be non-compliant with the above 
authorities. The only possible qualification to adoption of the value above would be the uncertainty around the 
actual number, but that might allow some proportion of the number to be applied. The Inquiry believes that to 
ignore it and effectively declare the value was zero was not appropriate. 
 
The value for the period from 1966 to 1987/88 ($328 million) is derived from a single figure presented it the 1987/88 

accounts, and there is clearly a lower degree of certainty about these assets. However, the value of contributions 

from 1988/89 is recorded each year in the statutory accounts and has a higher degree of certainty ($113 million) 

The Inquiry believes there is sufficient confidence in these numbers to adopt a value which a reasonable person 

would accept as sensible, fair and appropriate in the circumstances. It is unreasonable to assume that the value is 

zero. 
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6. LEGACY ASSETS 
 
The NWI Pricing Principles (PP)  which were released around 2006 (and reviewed in 2010) drew on the 1994 CoAG 
Water Reform Framework, the 1999 Tripartite Agreement and the National Water Initiative of 2004, as well as the 
report of the Expert Group on Asset Valuation Methods and Cost Recovery Definitions for the Australian Water 
Industry (the Expert Group). There were 4 sets of NWI Principles, but the one of most relevance to the Inquiry is the 
principles for recovery of capital expenditure. All Governments signed up to implementing these Principles in their 
jurisdiction. 
 
The Principles give guidance for the methodology to establish the initial asset base, including whether and where to 
draw a “line in the sand”. In particular, it states: 
 

10. It is common practice for some jurisdictions to draw a “line in the sand” to differentiate between past 
(legacy) investment decisions and new investment decisions. Where a line in the sand is drawn, an opening 
RAB value is set (which essentially locks in the past rate of return on previous investments). The RAB is then 
updated (or rolled forward) each year to reflect prudent capital additions, disposals and depreciation. 

 ……… 
 
14. Where jurisdictions have drawn a “line in the sand”, this Principle [of full cost recovery] would apply only 
to new investment decisions made after the date the line in the sand was drawn (the legacy date). For 
investment decisions made prior to the legacy date, see paragraphs 17 and 18 below. 
 
11. The principles distinguish between past (legacy) investment decisions made prior to the legacy date and 
new investment decisions made after the legacy date. 
 
12. Some jurisdictions have not drawn a “line in the sand” (defined a legacy date) and therefore do not 
currently differentiate between legacy investment decisions and new investment decisions. 
 
13. for new or replacement assets, charges will be set to achieve full cost recovery of capital expenditures 
(net of transparent deductions/offsets for contributed assets and developer charges)…… 
 
14. Where jurisdictions have drawn a “line in the sand”, this principle 13 would apply only to new 
investment decisions made after the “line in the sand” was drawn (the legacy date). For investment 
decisions made prior to the legacy date, see principles 17 and 18. 
…………… 
 
17. Valuation of Legacy Assets 
Legacy assets that are to be retained should be valued at DRC, DORC, ORC, indexed actual cost, ODV or using 
another recognized valuation method. 
  *legacy assets are those which existed at the legacy date. 
 *this is consistent with Expert Group findings that deprival value# should be used 
 *the legacy date equates to the date a “line in the sand” has been drawn.  
 
Where    jurisdictions have not drawn a line in the sand, the legacy date will be no later than 1 January 
2007…..  

#The deprival value is the value of future economic benefits that would be foregone if the entity is 
deprived of an asset….The optimized DV is the lesser of the DORC and the economic value of the 
asset. 

 
18. Recovery of Legacy Capital Expenditure 
In respect of legacy investment decisions, charges will achieve cost recovery by way of a depreciation charge 
or annuity charge and a positive return on an asset value used for price setting purposes as at the legacy 
date.  
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*Legacy investment decisions are decisions made prior to the legacy date 
*The return earned should be no less than the return being achieved at the legacy date….. 
*Once set, the legacy date should not change. 

 
The SA Government did not set a legacy date during the first few years of the TS process but was under pressure to 
do so and ultimately declared in early 2008 a (back-dated) legacy date of 30 June 2006. 
 
The Exploratory Essay released by the Inquiry in August 2018 provides a summary of the Transparency Statement 
process from 2004/05 to 2010/11 and the application of these legacy asset Principles (see particularly pages 13 to 
16). A new approach for setting revenue was introduced in the 2008/09 TS called the Go Forward Full Cost Recovery 
(GFFCR) method, which preserved the Government’s commitment to fair value of the asset base (based on DORC), 
but with a lower return on legacy assets. Legacy assets were to receive a 3.1% real pre-tax return, whereas all new 
assets after 30 June 2006 were to receive a 6% real pre-tax return. 
 
While not apparent in the 2008/09 TS, it was made clear in the 2009/10 TS that the Government had split 
metropolitan assets into legacy and non-legacy types, but all country assets were classified as non-legacy on the 
ground they were receiving a CSO from the Government and were earning a 6% or more return before June 2006. 
The Inquiry struggles to understand the logic behind this decision. 
 
The decision not to treat country assets as legacy contributed to decisions which set significantly higher targeted 
revenue in the following Transparency and Regulatory Statements (averaging around $70 to $80 million per annum 
of revenue), which flowed through into the revenue target eventually used to set the Initial RAB in 2013. 
 
Given that the Government in 2008/09 set the legacy date as 30 June 2006, we can consider whether its decisions 
were in compliance with the relevant NWI Pricing Principles. It would appear that in accord with Pricing Principle 
(PP) 10, they drew a “line in the sand” with a legacy date for new investments as 1 July 2006 and set an opening RAB 
equal to the closing value they had used in the 2005/06 TS and rolled that forward to 2008/09 and then 2009/10. 
 
Under PP14, they applied the principle of full cost recovery to all new investments after 30 June 2006. 
 
Under PP17, legacy assets were valued at DORC as was allowed, but this was unlike other jurisdictions across 
Australia who elected at the time they established their opening RAB to write-down the value of their legacy assets 
to avoid upward pressure on prices. 
 
Under PP18, they developed a treatment which classified legacy and non-legacy assets in the metropolitan area and 
set different rates of return for the two classes which were used to guide targeted revenues over the following few 
years (all country assets were effectively treated as non-legacy assets for pricing purposes). This practice ceased with 
the establishment of the Initial RAB in May 2013 and the concept of legacy assets no longer applied: they were rolled 
back into the full asset base and no recognition of their legacy status remained. 
 
It can be seen that, under a strict but generous interpretation, the Government complied with the NWI Pricing 
Principles regarding the treatment of legacy assets. The difference with other jurisdictions is that the Government 
elected to retain the full DORC valuation of the asset base (including the pre-corporatization contributed assets) 
and not to draw their “line in the sand” to write down the value of the legacy assets. 
 
This approach to the application of a “line in the sand” methodology in SA means it is necessary to review the 
economic and regulatory concept behind the “line in the sand” pricing methodology. The Inquiry engaged Associate 
Professor Malcolm Abbott from Swinburne University to assist it in reviewing the application of this methodology in 
SA. Associate Professor Abbott is Australia’s leading economist in this area, having written a number of articles on 
this topic and contributed to accounting guidelines on asset valuation practices for public sector businesses. While 
the report will be made available separately, an extract of his comments to the Inquiry are set out below: 
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“As different asset values can result from the different valuation approaches used, this in turn can lead to 
different regulated prices.  In each case where a value was chosen based on income streams (rather than a 
Replacement Cost), the legacy assets were effectively written down in value. Rates of return were initially 
quite low, which meant that the economic value was low.  As this approach has been incorporated into line-
in-the sand it is important to understand why it has been used.   

The main justification for its use is that past capital expenditure on infrastructure assets might have been 
carried out for reasons besides commercial ones. This means that often it is not appropriate to give them a 
commercial value.  It is also possible that these past investments could have been partially or fully covered for 
by grants from the government.  Any extra recovery of capital costs through pricing, from the same taxpayers 
who purchase water, would create double charging.  As investments after the line is drawn are regarded as 
commercially driven, requiring approval by regulators with a viability test, additions are put on at cost (with 
an investment return).  This means that past investments, as opposed to present and future ones, should be 
treated differently… ” 

“…In terms of the timing of using a line-in-the-sand, the point at which it should be drawn is at the point in 
2004 when the National Water Initiative was established, and where the Government formally agreed to the 
use of commercially based and transparent prices going forward.  A number of jurisdictions around this time 
(i.e. Victoria, Western Australia, the ACT, and Queensland) began to regulate water prices and drew the line-
in-the-sand at this point. 

Other jurisdictions like New South Wales and Tasmania began water price regulation at different times to the 
2004-2005 period, the former in the mid-1990s and the later in the early 2010s.  In each case these pricing 
initiatives are associated with the corporatisation of the water agencies in those two states and the 
introduction of commercially focused pricing (the creation respectively of Sydney Water in 1995 and TasWater 
in 2013). 

In the South Australian case the line-in the sand was used at neither of these two places; ie in 1995 when the 
SA Water Corporation was created, or in 2004 when the state made its commitment to the NWI. This makes it 
substantially different to the two other groups of states. “ 

 
It appears to the Inquiry, based on these comments, that the application of the “line in the sand” methodology by 
the Government in 2006 and 2013 was very different from its use in other jurisdictions and resulted in a 
significantly higher RAB than would have occurred if the Government had followed the practices of the other 
jurisdictions. Whilst the treatment of legacy assets might comply with a strict interpretation of the NWI Principles, 
it seems to the Inquiry it was hardly moderate or fair when compared to how other jurisdictions treated the value 
of their legacy assets. 
 
  



 

A Cautious Conclusion – December 2018 41 

7. ADELAIDE DESALINATION PLANT (ADP) 
 
The Terms of Reference of the Inquiry require it to consider the reasonableness of the justification for the inclusion 
of the total cost of the desalination plant in the RAB (minus the Commonwealth Government contributions). 
 
This matter was included given the view of a number of stakeholders that the expenditure for the doubling of 
capacity was not economically justified and the low plant utilization since commencing operations demonstrates 
that its full value should not be included in the RAB. The Inquiry has not received any submissions from parties that 
argue for all costs of the ADP to be removed, but certainly the submission from Business SA presented a strong case 
for removing the costs of the 50GL expansion from the RAB. 
 
The desalination plant was approved by Cabinet in November 2008 after a full economic analysis supporting a 
50GL/a capacity at a cost of $1.374 billion; the Commonwealth committed to a contribution of $100 million towards 
the cost. As the drought continued, and the opportunity arose to double the capacity for an extra $456 million of 
which the Commonwealth would contribute half, Cabinet approved in May 2009 the expansion to 100GL/a at a total 
cost to SA Water of $1.502 billion (that is an extra $228 million to the original approved expenditure). As 
Commonwealth payments were linked to the achievement of certain construction events, actual payments were 
received as follows: $60 million in 2009/10, $222.4 million in 2011/12, and $45.6 million in 2012/13, a total of $328 
million. 
 
As indicated, a number of parties have expressed doubt as to whether an economic case was presented to Cabinet 
supporting this expansion; the Inquiry has been unable to determine if such a case was presented but it has been 
pointed out to the Inquiry that Treasurer’s Instructions require an economic case to be presented on every major 
proposal such that it should be assumed one was done. 
 
The Inquiry has examined both the Final Report of the SA Parliament Public Works Committee on the ADP 100GL 
Expansion Works, and the Submission by SA Water to the Committee. The Final Report of June 2009 does include an 
economic assessment (undertaken by SA Water and KPMG) on the benefits to cost comparison of two cases, the 
base 50GL option and a package of additional water security initiatives including the expansion of the ADP capacity 
to 100GL. In all cases the benefit to cost ratio at a 7% discount rate over 23 years is in excess of 1.8. The study is 
complicated as it seeks to estimate the impact and costs of a 5% reduction in Gross State Product (GSP) and the 
business and community costs of severe water restrictions once every 23 years, but it does demonstrate that there 
was some effort to establish the economic benefit of the proposed expansion. 
 
The Public Works Committee supported the proposed expansion works. 
 
Those stakeholders who support the inclusion of the full net capital cost of the plant in the RAB cite the following: 

 The capacity of the 100GL/a plant is still insufficient to provide more than 80% of Adelaide’s daily water 
requirements during peak demand periods in summer; 

 The plant is a key component of the State’s water security strategy, being climate independent and able 
(through the North-South Interconnector project) to supply water throughout the major part of the Adelaide 
distribution network and potentially able in time of drought to take pressure off the River Murray to ensure 
supply to Riverland and country regions; and 

 The marginal cost of the additional 50 GL/a supply ($228m versus $1,274 m for the first 50GL/a) was an 
attractive and justifiable investment which would have cost considerably more in the future if the drought 
had continued or another drought occurs, and the construction workforce and contractors had to be re-
assembled. 

 
Those who believe the capital expenditure of the ADP (or some part of the expenditure) should not be included in 
the RAB are not convinced by these points. Indeed, the Business SA submission made a number of strong points in 
favour of excluding the expansion cost from the RAB, including: 
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 The decision to expand the capacity was a rushed decision and not part of a planned long-term response as 
was the case in WA; 

 The decision to double capacity resulted in a much larger capacity to annual demand ratio than in other 
States (Sydney 18%, Melbourne 43%, Perth 58%). BSA reports the Adelaide ratio is 80% based on an 
Adelaide demand of 120GL. 

 The Australian Auditor General’s 2013 review of the decision to award the additional Commonwealth 
funding for the expansion questioned the business case, quoting Infrastructure Australia’s review in 2008 
had concluded it had a benefit cost ratio of 0.8 (and that the State’s analysis was flawed). Certainly, the 
Table included in the report of the Public Works Committee had the NPV of benefits the same for both the 
50GL and the 100GL options, which is unusual. 

 The failure of due process which might have been achieved if an independent regulator had reviewed the 
capital program for expansion. 

 
The Inquiry has given these matters considerable thought, as they strike at the need for a rigorous process to justify 
capital expenditure that is to be included in the RAB, and the process was not rigorous by regulatory standards. 
 
We agree that the decision may have been rushed and the Public Works Committee process is not a rigorous 
examination of expenditure plans; nevertheless, in 2008, decisions needed to be responsive to the rapidly 
deteriorating situation and this decision could be seen as taking an opportunity for a low cost expansion which (if the 
drought had continued) would have been needed a few years later at much greater cost. 
 
The comparison of desalination plant capacity to annual demand ratios is considered to be a simplistic view of the 
situation, and a more relevant consideration might be the ratio of desalination plant capacity to effective water 
storage capacity in reservoirs. The SA water system operates from a number of small annual reservoirs in the 
Adelaide Hills, a few of which are topped up by River Murray water. Sydney, Melbourne and Brisbane have huge 
reservoir capacities which are measured in years of supply rather than the annual capacity of Adelaide reservoirs: it 
is logical that the optimal capacity of a desalination plant in Adelaide will be higher than in places where reservoir 
capacity is much greater. Further, given the interconnectedness of the River Murray and Adelaide reservoirs, it was 
always planned that the desalination plant capacity could be used not only to meet Adelaide’s requirements but also 
to back out Adelaide’s River Murray entitlements and for these to be available to Riverland, SE and northern SA 
communities: hence the ratio of desalination plant capacity to Adelaide demand underestimated the significance for 
country consumption as well. And finally, while annual capacities are interesting, the most significant statistic is peak 
daily consumption in summer, and the expanded ADP capacity is only sufficient to meet around 80% of Adelaide’s 
peak summer daily demand. 
 
The Australian Auditor General’s review of the Commonwealth funding was a review of the actions of 
Commonwealth agencies and their decision (or the Commonwealth Government’s decision) to provide an additional 
$228 million of taxpayer funds to South Australia. It might be considered that SA got a good deal if the Auditor 
General found the case for the Commonwealth was not compelling. It could also be noted that the Infrastructure 
Australia assessment from 2008 might have looked at different benefit criteria than the benefits examined by SA 
Water/KPMG which focused on the impact on GSP through the value of lost production and the social impact on 
vulnerable consumers and businesses from severe water restrictions. Competition for funds for infrastructure was 
intense, and projects in the eastern States could usually demonstrate greater benefits because of their larger 
population numbers. 
 
Having considered all the information and views provided, the Inquiry remains of the view it expressed in its 
Diving Deeper report that the expenditure on the expansion of the ADP was reasonable and justified at the time 
and in the circumstances in which decisions were being taken. The Inquiry remains convinced that the ADP capital 
expenditure (including the cost of the expansion) net of the $328 million of Commonwealth funding should 
remain in the RAB. While the process of evaluation of the expansion was not ideal, and certainly not best 
regulatory practice, it is not sufficient to convince the Inquiry it was unreasonable. 
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8. RECALCULATING A 30 JUNE 2013 RAB 
 

8.1 The Evolution of a RAB 
 
The process that led to the establishment of the RAB in May 2013 is book-ended by two key decisions: the first in 
2004 regarding the value of the opening RAB (which has been considered in Section 3) , and the second at the time 
of the Second Pricing Order which adopted a higher RAB than had been expected based on a DORC valuation up to 
that time. 
 
These decisions, coupled with the decision in 2004 not to refer water price regulation to ESCOSA but to retain 
responsibility with DTF, are fundamental to understanding why the value of the initial RAB has been challenged over 
the years, and why this Inquiry was established.  
 
The 2004 decision to adopt the statutory asset valuation from the SA Water accounts as the opening RAB value 
brought with it a number of concerns regarding: 
 

 The credibility of the DORC values which had not been independently reviewed or challenged 

 The inclusion in the DORC value of the value of all contributed assets from 1966 onwards 

 The failure to apply a Deprival Value (Economic Value) methodology to set the opening RAB which also left 
open the question as to an appropriate value of the historical assets for future pricing  

 The applicability of statutory accounting values to the establishment of a regulated asset base. 
 

Unfortunately the TS/RS process did not facilitate a resolution of these concerns. There were occasions where some 
of these matters were addressed (such as the removal of post-corporatization contributed assets in 2005/06) but the 
lack of independent price regulation raised on-going concerns at the perceived conflict of interest with the 
Government as price-setter and owner. 
 
While there were a number of changes within the TS process in the early years as the Government attempted to 
meet the criticisms about the process by the National Competition Commission (NCC) and ESCOSA, from about 
2008/09 the process had become settled and established. The new Go Forward Full Cost Recovery (GFFCR) method 
of pricing had given the Government sufficient flexibility to set prices very close to the upper bound and it had 
preserved the full DORC valuation of the assets (albeit with some metropolitan assets classified as legacy). It had 
seen off the major criticisms regarding contributed assets and now focused on the massive capital expenditures 
associated with the response to the emerging drought. 
 
The settled process became routine: with the Government announcing the price rise in December of the preceding 
year, issuing a Transparency Statement a few months later, ESCOSA undertaking a public consultation on the TS to 
address the Government’s compliance with the relevant COAG and NWI Pricing Principles, and the Government 
finally issuing a Part C report addressing the ESCOSA report.  
 
Real water price rises of 12.7% in 2008/09, 17.9% in 2009/10 and 21.7% in 2010/11 were followed by nominal 
increases of 26.3% in 2011/12 and 25.0% in 2012/13.   The process is characterized by a dramatic rise in water prices 
over the period: from an Index of 100 in June 2008, the increases resulted in a price index of approximately 270 by 
July 2012. 
 
The method adopted in the TS/RS process for using a building block approach to asset valuation appeared to be 
generally in line with standard regulatory practice, although it is at times difficult to follow in the Statements 
because of the limited information provided. The practice of having a starting asset value (equal to the closing asset 
value of the previous year), deducting a depreciation cost for the assets, adding in the planned capex minus any 
disposals in the relevant year, and escalating by an inflator appears to comply with best practice regulatory 
procedure, with two exceptions.  
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The first is the use of an inflator other than CPI which is what regulators would apply (the TS used the inflator SA 
Water applied to its statutory asset values), and the second is the use of planned capex numbers rather than actual 
(a regulator does this but corrects the RAB for actual expenditure at the following price determination). The Inquiry 
notes these matters and has adopted in its alternative valuation methodology an approach which addresses these 
two concerns. 
 
The introduction of GFFCR pricing in the 2008/09 TS was accompanied by a more forward-looking presentation of 
revenues, initially going out 4 years from the TS year (e.g. the 2008/09 TS included target revenues out to 2012/13). 
With the decision to transfer water pricing to ESCOSA from 2013/14, the forward revenue periods progressively 
reduced such that the 2011/12 RS had 3 years of future target revenues and the final RS in 2012/13 had target 
revenues for 2 years out to 2014/15. These target revenues became the justification for a final adjustment to the 
RAB in May 2013 based not on the DORC value but on an Economic Value to secure these formal estimates of 
revenue and/or price.  
 
The settled process of Transparency/Regulatory Statements is open to many criticisms, as is reflected in the 
BSA/CEPA submission and in the comments of Professor Blandy. The main criticisms include the lack of independent 
review and challenge particularly of the capital programs and operating costs, the inadequate opportunities for 
stakeholders to participate, the lack of relevant information available for scrutiny, the limited explanation of the 
calculations behind the TS and RS, and the fact that pricing decisions were announced prior to the release of the 
TS/RS documents. The CEPA assessment against best practice regulatory principles rated the process very poorly, 
and it is hard to disagree. 

 
While the Inquiry agrees that an independent regulatory proicess would most probably have resulted in 
a rigorous review of capital expenditures and a reduction in approved capex, it is unable to apply any 
credible process to identify what the capital efficiency might have been and cannot comment on the 
magnitude of the projected impact. 
 
Compared to the independent inquiries and price reviews undertaken elsewhere across Australia from the early 
2000s or before, the process in SA was secretive and limited in its engagement. It was not conducive to a good 
outcome for consumers of water services. This was apparent in the final actions leading to the May 2013 Pricing 
Order which set the Initial RAB. 
 

8.2 The May 2013 RAB Decision 
 
The second major decision during the roll-forward of asset values concerned the process around the final decision 
reflected in the Second Pricing Order to set an Initial RAB of $7.77 billion for water assets. This value was set after 
ESCOSA had released its Draft Determination and in time for the Initial RAB to be factored in to the Final 
Determination which set the allowable revenue for the three years from 1 July 2013. 
 
The 2012/13 Regulatory Statement had forecast an end June 2013 RAB (in June 2013 dollars) of $7.489 billion 
(equivalent to $7.349 billion in December 2012 dollars or $421 million below the $7.77 billion value in the Pricing 
Order). This was a significant difference. 
 
The Inquiry does not intend to go into the detailed evaluation of the exchanges between the Treasurer and ESCOSA 
at that time, as it has been covered in earlier reports from the Inquiry and comprehensively addressed in the 
Parliamentary hearings. However, the Inquiry has reviewed the correspondence between the Treasurer and the 
Chair of ESCOSA in the months of April and May 2013, and it is relevant to the Inquiry in terms of the reasons behind 
this decision. 
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ESCOSA had sent a letter to the Treasurer on 5 April 2013 setting out its views on how the Treasurer should set the 
RAB. In his reply dated 17 April 2013, the Treasurer confirmed that he intended to issue a second Pricing Order in 
May which would set the RAB and noted that DTF officials were liaising with ESCOSA to finalize the details. The letter 
indicated that the Government had believed that changes by ESCOSA in the calculation of the Weighted Average 
Cost of Capital (WACC) would have resulted in a higher WACC and higher returns to SA Water, but recent interest 
rate declines had produced the opposite result. As this was not anticipated, it may require a different approach to 
the second Pricing Order. He expressed a firm view that the Pricing Order should aim to provide customers with 
price outcomes of similar magnitude to those contemplated in the Draft Determination. 
 
Another issue flagged in the correspondence was the view of the Government that the demand forecast should be 
assumed to be 190 GL/a, which was higher than ESCOSA and SA Water had forecast. ESCOSA had advised DTF that if 
the demand forecast was set at that level, the RAB would need to be increased from the $7.5 billion in the 2012/13 
RS to $7.7 billion. The Treasurer noted that any change to the RAB is locked in for future years and as a general 
principle he did not support increasing the value of the RAB; he went on to say it was his intention to set the RAB at 
the value in the 2012/13 RS and that this would offer customers lower prices than implied in the draft 
Determination. 
 
On 17 May 2013, the Treasurer issued the Second Pricing Order to ESCOSA accompanied by another letter. While the 
forecast demand level remained unchanged, the Treasurer advised that the continuing fall in interest rates had 
required a re-examination of the RAB valuation. He indicated that the fall in WACC (from 5.42% real pre-tax to 
5.06%) had not been contemplated at the time of preparing the earlier letter, but even with the “modest” increase 
in RAB customers should receive price impacts more favorable than the Draft Determination. 
 
The construct of Pricing Orders issued under the Water Industry Act 2012 (Section 35(4) provides the Treasurer with 
the power to arbitrarily change the RAB value, and the exercise of that power appears to the Inquiry to be legal. In a 
privatized industry, such freedom would be seen as Sovereign risk and asset values marked down accordingly. In the 
case of government owned assets, it raises a whole host of other conflicting interests when the Government (even 
with different Ministers) is both the owner and decision maker. 
 
The Inquiry will comment later on whether it believes this decision was in compliance with the NWI Pricing Principles 
and whether it was reasonable when judged against the criteria of sensible, fair and moderate. 
 

8.3 The Inquiry Approach  
 
As indicated previously, the Inquiry has developed a model to enable it to identify what the RAB value might have 
been if responsibility for price regulation had been handed over to an independent Regulator in 2004, and to then 
explore the significance of the key decisions underpinning that regulatory process. 
 

The Base case model  
 
The base case model is based on applying regulatory principles to the key assumptions used by DTF: 
 

 It uses the opening value of assets used by DTF in the 2004/05 TS which was the SA Water statutory asset 
value 

 It adopts the DTF actions to remove $94 million post corporatization  contributed assets from the RAB 

 It adopts the Building Block approach to determining allowable revenue  

 It follows standard regulatory practice reflecting actual CPI and capital expenditure 

 It uses the roll-forward approach in the TS/RS process as used by all regulators across Australia. 
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In other words, the Inquiry’s base case simply reproduces the work that the TS/RS process was supposed to do, but 
does it by applying the above regulatory principles rigorously. In doing so, it highlights the impacts on the RAB of key 
decisions relating to the May decision to switch from DORC to EV, the impact of removing all post-corporatization 
Contributed Assets, and the progressive impact of using actual CPI and Capex rather than a different inflator and 
planned Capex. 
 
The base case uses the following inputs: 
 

 Opening asset value of $4.149 billion in July 2004 

 The opening asset value does not include any contributed assets for the period 1996 to 2013 

 Actual Capex are the annual values provided by SA Water to ESCOSA as part of its regulatory reporting and 
proposal for the 2013 price determination 

 Actual CPI (Australian Capital Cities (March quarter)) 

 Depreciation of 2% (50 year life) 
 
The results are summarized below and shown in Appendix 1. 

 

Appendix 1- “Base case” Inquiry model 
 
 
 

 
 
 
The base case produces a closing RAB at 30 June 2013 (in Dec 2012 $) of $7,261 million, which is $508 million (Dec 
2012 $) below the value specified in the Second Pricing Order. 
 
This modelling calculates a value of the RAB in June 2013 which would have resulted if a regulator had applied a roll-
forward calculation in line with standard regulatory principles, using information available to the government. The 
Inquiry believes it is a sound basis for analyzing if the Initial RAB set by the Treasrer is reasonable when compared to 
this method of determination. 
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8.4 Exploration of contributing factors to the RAB value 
 
The Inquiry through its research has formed a view which it wishes to test, that the RAB value in SA is influenced by 
six key factors: 

 The extensive infrastructure required to source, treat and distribute water across a large area of the State 
with limited supply options; 

 The decision to use the forward revenue forecasts/ price targets and the decline in the WACC value in early 
2013 to set the Initial RAB using an economic value approach based on inflated revenue target returns. 

 The decision to not remove pre-corporatization contributed assets from the RAB as endorsed by CoAG and 
NWI Pricing Principles;  

 The decisions taken during the TS/RS process to inflate historical asset values and to use projected capital 
expenditures rather than actual, resulting in inflated revenue projections used to support the fifth factor; 
which was 

 The decision to value all the water assets at full Depreciated Optimized Replacement Cost and not use the 
line in the sand approach adopted in other jurisdictions to recognize the different returns expected from 
legacy assets; and 

 The decision to retain pricing powers within Government. 
 
With regard to the first factor, we have attempted to benchmark the SA RAB against other jurisdictions within 
Section 4, and concluded it is not possible to draw meaningful conclusions. 
 
With regard to the sixth factor, it can be conjectured that if the pricing process during the period 2004/05 to 
2012/13 had been undertaken by an independent price regulator, there would have been more transparency about 
pricing decisions and more scrutiny of capital and operating expenditures, and this would be expected to have 
resulted in further downward pressure on prices. It has not proven possible for the Inquiry to quantify the capital 
efficiency benefits that an independent price regulator would produce, and we have been unable to put a value 
on them. We are forced to conclude that there is no basis for the Inquiry to determine that the capital 
expenditure over the period 2004/05 to 2012/13 was inefficient and therefore we have no basis for changing the 
values used in the base case. 
 
Nevertheless, the lack of independent regulation during the period is a factor to be taken into account when 
considering the circumstances surrounding the decisions that were taken (as to whether there was an abuse of 
monopoly power and a conflict of interest for the Government as decision maker and owner). 
 
The Inquiry has modelled a number of different scenarios to look at the impact of introducing alternative 
assumptions, such as using the indexation measures used by DTF in the TS/RS process, commencing the roll-forward 
and reducing the value of the asset base at 1 July 2006 coinciding with the legacy date, and changing the opening 
value by removing different values for pre-corporatization contributed assets. These analyses are intended to assist 
the Inquiry pull apart the decisions taken by the Government to identify their impact on the RAB and to attempt to 
quantify them. 
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Accordingly, the Inquiry has focused on the remaining four factors to understand the significance and value impact. 
 
Scenario 2 (presented in Appendix 2) looks at the impact of replacing the previous DORC roll-forward valuation with 
an Economic Valuation in May 2013 by comparing the 2012/13 RS value for RAB at 30 June 2013 with the Second 
Pricing Order. 
 
Scenario 3 (presented in Appendix 3) uses the actual DTF Capex and inflators from the TS/RS to duplicate the base 
case (which used ESCOSA figures and CPI). 
 
Scenario 4 (presented in Appendix 4) uses the Inquiry Base case numbers except that it commences the roll-forward 
from July 2006 (the legacy date) and uses the 2006/07 TS starting asset value. 
 
Scenario 5 (presented in Appendix 5) explores the impact of removing various levels of pre-corporatization 
contributed assets. 
 
Scenario 6 (presented in Appendix 6) explores the effects of reducing the value of the legacy asset base in July 2006 
(the time of the ‘line in the sand’). 
 

8.5 Modelling Results 
 
The results of this modelling are summarized below and presented in more detail in the various 
Appendices. 
 
(All final figures calculated by the Inquiry have been converted to December 2012 dollars for comparison to 
the Second Pricing Order figure of $7.77 billion)  
 
 

Scenario Methodology  Result 
 

Economic Value 
decision re falling 
WACC 
 
Appendix 2 

Straight Comparison between DTF 
TS forecast closing balance at 30 
June 2013 and Second Pricing 
Order value from 1 July 2013  

The DTF closing value at 30 June 
2013 of the RAB in the RS for 12/13 
is $421m below the Second Pricing 
Order value for the RAB from 1 July 
2013  

Straight roll 
forward of DTF 
figures  
 
Appendix 3 
(two scenarios)  

Scenario 3.1: All DTF figures in 
TS/RS have been used to roll 
forward the RAB from 1 July 2004 
to 30 June 2013.  
 
Scenario 3.2: All DTF figures in 
TS/RS have been used except 
indexation (where cpi was used 
instead) to roll forward the RAB 
from 1 July 2004 to 30 June 2013. 

The Inquiry noted that the closing 
balance of the water RAB often 
varied from the opening balance 
the following year in the next 
TS/RS. Average asset values were 
used to calculate the RAB closing 
balances. 
 
The Inquiry has calculated the 
closing balance of the RAB at 30 
June 2013 (in both scenarios) as 
$574m below the Second Pricing 
Order for the RAB 
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Scenario Methodology  Result 
 

Inquiry Model 
2006 Commence 
Date 
Use CPI Inflators 
and actual capex 
rather than DTF 
measures 
 
Appendix 4 
 

This repeats the analysis in 
Appendix 1 using the Inquiry 
Model assumptions, but 
commencing the roll-forward in 
July 2006 (the legacy date) rather 
than July 2004 (the date of the 
NWI and the first TS) 

The Inquiry has calculated the 
closing balance of the RAB at 30 
June 2013 is $632 million below 
the Second Pricing Order value for 
the RAB. 

Remove pre-
corporatization 
contributed 
assets from the 
RAB at 1 July 2004 
 
 
 
 
 
 
Appendix 5 

The Inquiry used the following 
figures: 
. ESCOSA capex 
. Actual cpi 
. Depreciation at 2% on full 
opening balance and on half of 
capex  
 
Scenario 5A: Remove all $441m of 
pre-corporatization contributed 
assets from the opening balance 
at 1 July 2004  
 
Scenario 5B: Remove only $113m 
in pre-corporatization contributed 
assets recorded as yearly revenue 
figures in the financial statements 
from 1988/89 to 1994/95 

 
 
 
 
 
 
 
 
Scenario 5A: 
 
$1,012 million below the Second 
Pricing Order value for the RAB. 
 
Scenario 5B:  
 
$669 million below the Second 
Pricing Order value for the RAB 
 
 

Reduce July 2006 
Opening value by 
various amounts 
for legacy assets  
reduced value 
 
 
 
Appendix  6 
 
 
 
 

The Inquiry used Scenario base 
values but reduced the RAB 
opening balance in July 2006 at 
various levels 
 
The Inquiry removed the 
following figure from the RAB 
opening balance at 1 July 2006 
 
Scenario 6A: $500m 
 
Scenario 6B:  $100m 

The following figures represent the 
amount below the Second Pricing 
Order value for the RAB 
 
 
 
 
 
 
Scenario 6A: 
 $1,071 m 
 
Scenario 6B: 
 $655m 
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The modelling has been used by the Inquiry to obtain a feel for the overall impact of the different factors 
on the 2013 RAB value in an attempt to separate out the individual contributions. This has not been 
possible in all cases because of the interaction and complexity of the various factors over the period. 
 

8.6 Analysis  
 
The Inquiry has drawn some high-level conclusions on these matters: 
 

1) If the decision in May 2013 had been to remain with the closing value of RAB as set out in the 2012/13 
Regulatory Statement, and as initially advised by the Treasurer in April 2013, the June 2013 RAB value would 
be reduced by $421 million (in Dec 2012 values)- Appendix 2 

2) Using the Inquiry’s model based on actual capex and CPI escalation over the period from 2004/05, as would 
have occurred if an independent regulator had set prices over the period, increases the reduction in the June 
2013 RAB by a further $88 million to a total of $509 million (Dec 2012 values) – Appendix 1. 

3) As an alternative to 2), using the Inquiry’s model but with DTF numbers from the annual TS/RS process for 
planned capex and SA Water escalation rates over the period from 2004/05 would have resulted in a 
reduction in the June 2013 RAB by $574 million (Dec 2012 values) – Appendix 3. 

4) As an alternative to 2), using the Inquiry’s model based on actual capex and CPI escalation but commencing 
the roll-forward from the legacy date of July 2006 instead of 2004 would have resulted in a reduction in the 
June 2013 RAB by $632 million (in Dec 2012 values) – Appendix 4. 

5) Using the Inquiry model as in 2) and removing $441 million of pre-corporatization contributed assets in 2004 
would result in a reduction in the June 2013  RAB by $1011 million (in Dec 2012 values). If only the 
contributed asset value of $113 million from 1988/89 to 1994/95 is removed, the reduction in the June 2013 
RAB would be  $669 million – Appendix 5. 

6) Using the Inquiry model as in 2) and reducing the value of the legacy assets by $500 million in July 2006 
would reduce the RAB by $1071 million (in Dec 2012 values) – and a reduction of $100 million in legacy 
assets in 2006 would reduce the RAB by $655 million – Appendix 6.. 

 
These numbers are presented to give a guide to the impact of the different factors on the RAB. Some of the factors 
are cumulative, whereas others could have been absorbed or modified by decisions to group them and draw a “line 
in the sand” value. 
 
We will now discuss the Inquiry’s views on the reasonableness of each factor (using the Inquiry’s categories of 
unreasonable, not reasonable and unfair). 

 
Economic Value Decision re Falling WACC- (Appendix 2) 
 
The 30 June 2013 RAB value for water assets estimated by DTF in the 2012/13 Transparency Statement was $7,489 
million (or $7,349 million in Dec 2012 dollars). This is $421 million below the $7,770 million determined by the 
Treasurer in May 2013. 
 
The Inquiry believes this decision was not able to be taken under the NWI Pricing Principles as it represented a 
switch from the previous arrangements which set a RAB value based on an ODV using a DORC asset valuation, to an 
economic valuation in 2013 based on targeted revenue (or price). Even if this view is disputed, the decision clearly 
fails the reasonableness test of sensible, fair and moderate. It wasn’t sensible because it went against all previous 
decisions using the DORC and was inconsistent with DTF’s own roll-forward modelling; it wasn’t fair because the 
benefit of the falling WACC should have gone to consumers who had incurred price increases for each of the 
previous 4 years of over 20% pa; and it wasn’t moderate as it claimed all of the benefit for the Government and 
locked this benefit in for every year going forward through a higher RAB. 
 
The Inquiry is of the view that this decision was unreasonable. 
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Straight roll forward using DTF figures from the Transparency and Regulatory Statements – (Appendix 3) 
 
The Inquiry has modelled the cases using DTF Transparency/Regulatory Statements assumptions from 2004 through 
to 2013 and calculated a final 30 June 2013 RAB at $7,196m ($574m less than the Second Pricing Order).  
 
In this model, the Inquiry used two scenarios: one using all the figures provided by DTF in their 
Transparency/Regulatory Statements and rolled forward the closing balance from one financial year to the opening 
balance for the next; in the second scenario, RAB closing values were rolled forward with opening balances and 
capital purchases indexed by CPI. 
 
The Inquiry notes there was often a variance in the Transparency/Regulatory statements between the closing 
balance of the prior financial year (at 30 June) and the opening balance of the following financial year (at 1 July of 
the same calendar year). The total of these variances amounted to $662.3m; some of this could be attributed to a 
‘trueing up’ from nominal to real dollars each year. However, under a regulatory approach, the closing balance 
would become the opening balance for the following financial year and indexed in order to maintain the real dollar 
value.  
 
The Inquiry is unable and unwilling to draw any significant conclusion from this modelling as it is not comfortable 
with the information as presented in the TS/RS documents. 

 
Correcting for CPI Inflators and Actual Capex- (Appendix 1 and 2) 
 
While regulators use forecast inflation and capital expenditures in making their (forward-looking) price 
determinations, it is standard practice to reset the RAB at the next price determination using actual CPI and capital 
expenditures. The base case modelling undertaken by the Inquiry replicated this standard regulatory approach. 
 
The impact of this on the June 2013 RAB valuation is a reduction of $508 million (Dec 2012 values). This of course 
incorporates all of the factors contributing to the roll-forward such as the different capex, escalation, depreciation 
and final WACC adjustment. If we assume the WACC adjustment is $421 million, then the impact of the different 
capex, escalation and depreciation assumptions is approximately $88 million.  
 
This failure to use regulatory practice is not against the NWI Pricing Principles as they do not specify the escalator to 
be used, although they would anticipate that the actual capital expenditure (and not an estimate) would eventually 
be used. Given the circumstances surrounding the TS/RS process, the use of the GCI that SA Water was using in its 
statutory asset valuation rather than the CPI could be acceptable. Over the years, the actual capex was at times 
higher and lower than the forecast, so it cannot be concluded that this was a deliberate attempt to increase the RAB 
value. 
 
The Inquiry believes that it would be appropriate to correct these numbers, as this would have occurred if ESCOSA 
had been responsible for setting prices from 2004 onwards. 
 
The Inquiry is of the view that a failure to correct this valuation is not reasonable. 
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Using a 2006 commencement date (Appendix 4) 
 
The Inquiry also modelled the impact of commencing the roll-forward from the legacy date of 1 July 2006 
rather than from the 2004/05 year. The 2004/05 year had been chosen by the Inquiry for a number of 
reasons set out in the Diving Deeper report and believes this is a more appropriate date given the 
commencement of the NWI in that year and the commencement of the more transparent TS/RS process. 
The modelling did show that commencing the roll-forward at this later date (and using the DTF opening 
asset value as set out in the 2006/7 TS) would have resulted in a larger reduction in the RAB of $632 million 
(compared to the $508 million using the 2004/05 commencement due mainly to the different opening 
values). The Inquiry has opted to remain with the 2004/05 commencement date. 
 
Pre-corporatization Contributed Assets- (Appendix 5)  
 
The Inquiry has devoted significant resources to investigating this matter, and its findings have been set out in 
previous sections of this report. 
 
The Government was aware of the best estimate valuation in 2004 based on advice from SA Water and DTF and 
chose not to adopt that value. It effectively chose a valuation of zero for these contributed assets, although they 
were in the statutory asset base. It was clear that the CoAG and National Water Initiative guidelines specifically 
indicated that all contributed assets should be removed from the asset base used to set prices, and this was 
understood by the government. The Transparency Statements indicated there was compliance with these guidelines 
simply because the government had considered the matter and was transparent in its decision to not remove them 
from the asset base. The Inquiry does not accept this. 
 
The complicating issue is to determine a specific value for these assets; but this report has shown that credible 
numbers do exist in the statutory accounts to give some anchor points for this valuation, even if some other 
assumptions are required to break these numbers down into water and waste-water sectors and mains versus 
services categories. 
 
The Inquiry has confirmed a valuation developed by SA Water and presented to the Government in 2004, which 
calculated a value for the water contributed assets up to 2004 of $441 million in 2004 dollar terms. The Inquiry 
accepts that there are a number of uncertainties associated with this estimate, and the Treasurer in considering this 
report may wish to place some quantification of these uncertainties on any valuation. However, it is the view of the 
Inquiry that the value is not zero, and a number has been developed which supports the value in the audited SA 
Water accounts. 
 
The decision to allow the value of pre-corporatization contributed water assets to remain in the RAB was taken 
despite very clear guidelines to remove them. The two reasons given in support of this decision do not stand up to 
scrutiny: we have received legal advice that the act of vesting the assets in SA Water at corporatization did not 
change the character of these assets, and the assertion that it was too difficult to prepare a reliable valuation was 
not supported by the available information. 
 
The Inquiry believes this decision was unreasonable in the circumstances, as it did not comply with the Guidelines 
and failed the reasonableness tests of fairness and moderation. It was possible to come up with a lower valuation 
that might have been acceptable but this was not done, and a zero valuation was effectively adopted. The Inquiry 
accepts that there is a degree of uncertainty around the number which requires some judgement as to how it should 
be addressed. If the full value was removed, the RAB value in June 2013 would be reduced by $1011 million from the 
value set in the Second pricing Order. 
If instead the value of contributed assets from 1988 to 1994 was removed, the June 2013 RAB value would reduce by 
$669 million (both numbers include the reduction of $508 million in the base case).  
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Legacy Assets- (Appendix 6)  
 
The Inquiry has given extensive consideration to the treatment of legacy assets and the declaration of 30 June 2006 
as the legacy date. The NWI Pricing Principles set out a very broad treatment regime for these assets, and the Inquiry 
has concluded that the treatment in the Transparency Statements probably meets the strict wording but not the 
spirit of these Principles. 
 
A value was first attributed to water Legacy assets in the2009/10 TS where $2,357m (in real $) were declared as 
Legacy assets for metropolitan water (country water legacy assets were effectively treated as post legacy assets 
because of the receipt of CSO payments). 
 
The approach taken in SA was not to adopt the approach taken in virtually all of the other jurisdictions, which meant 
that SA asset values were locked in at a higher value than interstate water businesses, and the opportunity to charge 
differently for assets built before the legacy date of July 2006 was not taken. 
 
The Inquiry accepts that the decision to follow this full valuation path was open to the Government, and it did not 
breach the Principles in doing so. The Inquiry believes however that this decision was not in the spirit of the 
Principles and contrasts the SA decision with those taken interstate. 
 
It is understandable that the decision may have been influenced by the scale of legacy assets (all assets before July 
2006) and the impact on revenues of adopting a lower target revenue or asset value from those assets: but the 
Principles did not require this and provided ample flexibility. The issue was that no consideration was given to the 
interests of consumers when the opportunity was available in setting this value at the legacy date. Every other State 
took the opportunity; SA (and later Tasmania) did not. The decision was not sensible, fair or moderate in the 
circumstances. 
 
The Inquiry believes this decision was unfair as it locked in SA water asset values at a high number based on DORC 
(and then escalated) at the same time as consumers were being asked to fund a massive increase in capital 
expenditure associated with water security initiatives. 
 
The Inquiry has been unable and unwilling to put a value on this factor at this time. The Inquiry has given 
consideration to undertaking an economic valuation of the water business at 2004 or 2006 which could shed some 
light on the EV attributable to legacy assets and allow comparison with the DORC valuation, but as indicated 
previously the Inquiry is not convinced the analysis would produce a result of sufficient credibility to overturn the 
DORC valuation. The easiest way to address the unfair decision would be to make a notional reduction in the RAB 
value to acknowledge this factor. 
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8.7 Conclusions 
 

The Inquiry has undertaken an assessment of each of the items in Term of Reference 1 and come to a preliminary 
conclusion that the value of $7.77 billion (in Dec 2012 dollars) is not reasonable and the Treasurer may care to 
review it before setting the RAB for the 2020 SA Water Pricing Determination. 
 
The Inquiry has placed the various factors into the following categories: 
 
Unreasonable 

 The decision to capture the value of a declining WACC ($420 million) 

 Not removing pre-corporatization contributed assets (between $161 million and $504 million) 
Not Reasonable 

 Not correcting for CPI inflators and actual capex ($88 million ) 

Unfair 

 Legacy assets (value would be a notional reduction) 
Reasonable 

 Desalination Plant costs 

 Capital efficiencies without regulatory oversight 
 
The Inquiry has sought to apply some discipline and rigor to its assessment of each of the areas of concern but 
recognizes it has not had perfect information, and others may have different views on its conclusions. We remain 
open to changing our view in the light of new evidence or a convincing argument. 
 
That is why we have called this report A Cautious Conclusion. We recognize there may be additional information yet 
to surface, or indeed that we have made an error. We are releasing the report at this time so the key stakeholders 
can review our work and provide feedback and arguments to challenge (or support) our assessment. 
 
If this assessment was to stand, we would be recommending to the Treasurer that the areas deemed unreasonable 
should be addressed, and that areas identified as not reasonable or unfair deserve detailed consideration as well. 
We intend to continue to refine our assessment of all these areas over the coming months, in consultation with 
stakeholders. 
 

Should the RAB be changed? 
 
It is obvious from the preceding discussion that the Inquiry believes the Treasurer should review the RAB in order to 
correct decisions taken over the years which have resulted (in the Inquiry’s view) in a RAB value which is higher than 
it would have been under an independent price regulatory regime and which resulted from non-compliant actions or 
decisions that were not reasonable. 
 
The Terms of Reference make it clear that the Treasurer will consider this advice amongst other considerations in 
deciding whether to change the value of the RAB for the next ESCOSA Price Determination. 
 
The Inquiry has always understood that its findings will not necessarily result in any change to the RAB. It has always 
stated that the RAB is a politico-economic construct that will take into account other matters that can only be 
addressed in the political sphere. It is not the responsibility of the Inquiry to specify a new RAB. 
 
The legal standard for reasonableness provides a clear basis for what the Inquiry can do, and that is that it is not 
appropriate for it to suggest its view should replace the earlier decision of the agency responsible for making that 
decision. While one may not agree with a decision, that does not mean that it was not reasonable given the 
circumstances at the time, or the perspective adopted by the decision-maker.  
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There is a wide range within which a “reasonable’ decision can lie before it should be replaced. The decision of a 
reasonable person is not a point, it is a range, and a wide one at that. 
 
The Inquiry has sought to explore what might constitute an “unreasonable” decision, and the lesser concepts of “not 
reasonable” and “unfair”. These are fine distinctions and open to different opinions. 
 
There are a few other factors that weigh on the mind of the Inquirer. First, the consequences of any significant 
reduction in RAB on government revenue and its ability to fund other programs is a matter that concerns the 
Inquirer (and stakeholders such as SACOSS as mentioned in their submission). However, Business SA in its 
submission and Professor Blandy have expressed a clear view that these are not matters the Inquiry should take into 
account, and the Inquirer is forced to agree. The role of the Inquiry is to consider the information and form an 
opinion; it is up to the Government (presumably with input from DTF and SA Water) to work with stakeholders and 
ESCOSA to address the implications of the Inquiry’s findings and decide what should and could be done so as to 
manage the consequences. 
 
The second concern of the Inquirer is the issue of sovereign risk, of the Crown arbitrarily changing a parameter which 
impacts on the commercial operations of a business which had credibly assumed that matters critical to its 
operations had been set, and proceeded with investment decisions on that basis. The concept of sovereign risk takes 
on a new perspective when it is the Crown itself impacted by such a decision! The Inquirer would not normally 
support such actions by Government unless there is a very credible and critical reason for such a decision, but in this 
particular case there are reasons why such a decision should not raise issues for other investors. 
 
First, the Government would appear to have unfairly benefitted from these decisions over many years, and a 
reduction in RAB would remove this ongoing benefit. Secondly, this was a case of conflicted interests, where the 
Government was making decisions which benefitted itself, and without any independent review. Thirdly, because 
the Government elected to put in place a regime whereby it could arbitrarily set the RAB by a decision of the 
Treasurer through a Pricing Order (rather than lock it in by securing the approval of Parliament to set a RAB via 
legislation, as was done with the electricity assets), the Government left it open to changing the RAB whenever it 
decided to do so (and has instituted the practice of setting a RAB for each ESCOSA price determination for SA Water 
via a new Pricing Order). And finally, because of this practice, the Treasurer will presumably enter into discussions 
with DTF and SA Water before making any decision about setting a new RAB for the 2020 SA Water Price 
Determination, so there will be adequate opportunity for these parties to present arguments about the impact of 
any change in RAB on the operations of SA Water, its profitability and its long-term sustainability. The Inquiry trusts 
that the views of customers will also be considered. 
 
Accordingly, subject to any feedback received from stakeholders on this Report, the Inquiry intends in its final report 
to recommend that the Treasurer take action to consider a reduction in the RAB to incorporate the findings of the 
Inquiry. 
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9. SETTING THE WACC 
 
Term of Reference 3 requires the Inquiry to consider whether there are issues associated with setting the allowed 
return on the RAB, including whether the methodology should anticipate inflation and returns expected by the 
market during the relevant regulatory period, to ensure a fair and reasonable balance between the interests of 
consumers and the Government (as Owner of SA Water). This is a complicated matter and does not impact the value 
of the RAB which is where the Inquiry’s main focus has been to date. 
 
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 do not get 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 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 recently released Guidance Notes. 
 
The Guidance Notes can be accessed at the following location: 
 
https://www.escosa.sa.gov.au/industry/water/retail-pricing/sa-water-regulatory-determination-2020/guidance-
papers 
 
In those Guidance Notes, the Commission sets out the current methodology used to calculate the WACC, opens for 
debate and comment the option of changes to that methodology for the 2020 regulatory determination, and 
provides 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 also notes there are inquiries currently being conducted into the matters raised in this Term of 
Reference by the Australian Energy Regulator (AER) and the Economic Regulatory Authority of WA, and these bodies 
have undertaken extensive consultation with stakeholders throughout 2018 on the process and fundamental 
principles underlying the determination of a WACC. Both inquiries are nearing completion and their final 
determinations are expected to be released shortly. 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, 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 recently been undertaken by Australia’s main regulator and the Inquiry would be unable 
to add any new insights to that analysis. 

https://www.escosa.sa.gov.au/industry/water/retail-pricing/sa-water-regulatory-determination-2020/guidance-papers
https://www.escosa.sa.gov.au/industry/water/retail-pricing/sa-water-regulatory-determination-2020/guidance-papers


 

A Cautious Conclusion – December 2018 57 

 
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 
report can be accessed at: 
https://www.aer.gov.au/networks-pipelines/guidelines-schemes-models-reviews/review-of-expected-inflation-2017 
 
The issues are also well considered in the Submission of the Consumer Challenge Panel to the AER Inquiry in June 
2017, a copy of which can be accessed here: 
https://www.aer.gov.au/system/files/Consumer%20Challenge%20Panel%20submission%20on%20regulatory%20tre
atment%20of%20inflation%20-%2029%20June%2017.PDF 
 
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 text on the following page from the AER report 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 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. 
 
  

https://www.aer.gov.au/networks-pipelines/guidelines-schemes-models-reviews/review-of-expected-inflation-2017
https://www.aer.gov.au/system/files/Consumer%20Challenge%20Panel%20submission%20on%20regulatory%20treatment%20of%20inflation%20-%2029%20June%2017.PDF
https://www.aer.gov.au/system/files/Consumer%20Challenge%20Panel%20submission%20on%20regulatory%20treatment%20of%20inflation%20-%2029%20June%2017.PDF
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Regulatory Treatment of Inflation: Final Position 

Australian Energy Regulator, December 2017 (pages 6-7) 

Inflation is a general measure of an increase in prices and fall in the purchasing value of money. Inflation refers to changes in 
the general or overall price level, rather than prices for particular products. The most common measure of inflation is the 
Consumer Price Index (CPI) published by the Australian Bureau of Statistics (ABS). The treatment of inflation is an important 
component of our regulatory framework.  

Under our framework, we set the maximum revenue that service providers can recover from customers. We do this in a 
regulatory determination process in consultation with a wide range of stakeholders. We set the maximum revenue allowance 
broadly in a two- step process:  

 Step one - we set target revenue for each year of the five year regulatory period so everyone has an initial indication of 
the prices that will be charged for the next five years.

 
We seek to establish a smooth trend in revenue across the five 

year period by setting an X factor for each year. The target revenue is made up of a number of components including 
operating and maintenance expenditure, a rate of return on the capital supplied by investors and a return of capital to 
investors to account for depreciation of assets. Step one uses our Post Tax Revenue Model.  

The target revenue anticipates expected inflation over the five year period so the target is sufficient to meet expected 
changes in purchasing power. In this way, the target revenue reflects the amount that the network businesses need to 
undertake a program of works to operate and maintain the network, and to attract capital from investors.  

 Step two - as we progress through the five year regulatory period we update the revenue allowance each year by the 
value of actual inflation. If actual inflation in step two is different from the estimate of inflation we used in step one then 
the actual revenue being recovered over the five year period will be different to the initial target revenue we set in step 
one. However, the actual revenue recovered from customers through the period will reflect actual movements in 
inflation, and the purchasing power of the network businesses and their investors is preserved. Step two uses both our 
Roll Forward Model and the annual pricing process.  

This type of regulatory framework is referred to as 'CPI minus X' incentive regulation.  

It is important to note that our target revenue for the five year period is only ever used at the time of our determination to provide 
everyone with an indication of the prices that will occur over the regulatory period. Once we commence the regulatory period we 
start with our target revenue in the first year and then escalate this each year with actual inflation less the X factors we set in 
step one. This is the CPI minus X mechanism in action.  

The consequence of this approach is that as we progress through the regulatory period we effectively displace the estimate of 
expected inflation that was built into our target revenue with the actual inflation outcome in each year as it becomes known. 
From the customer perspective, purchasing power is preserved under this approach. In step one, they receive an estimate of 
the bills they will receive across the five year period. During the period, if actual inflation differs from the initial estimate of 
inflation, the bills they will receive may be higher or lower than initially expected. This preservation of purchasing power applies 
equally to the rate of return that is incorporated in our target revenue. This approach means that service providers and their 
investors ultimately receive a revenue allowance with the same purchasing power as initially targeted. This is known as a real 
rate of return and we describe this overall approach as targeting the initial real rate of return on capital.  

This description helps make clear why a CPI minus X incentive regime that targets the real rate of return is desirable. Having 
revenue move with CPI preserves the purchasing power of the service provider and its investors, no matter the inflation 
outcome. Similarly, consumers pay prices that are constant in real terms and so their purchasing power is preserved as well.  
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10.  NEXT STEPS AND TIMETABLE 
 
If there are to be any changes proposed to the RAB, the Terms of Reference require the Inquiry 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). 
 
It may be premature for the Inquiry to recommend an implementation program and timetable until there has been 
an opportunity for stakeholders to read and comment on this report, and for the Inquiry to complete further 
research and checking of the accuracy of its views and estimates. 
 
The Inquiry emphasizes again that the responsibility for making decisions about which of the Inquiry’s findings will 
be adopted (and the extent of adoption of the proposed adjustment) resides with the Government, and it will need 
to form its own view as to whether certain earlier decisions were unreasonable, not reasonable or unfair. 
 
It is therefore difficult for the Inquiry to make recommendations regarding an implementation program and 
timetable at this time. 
 
The Inquiry asked stakeholders in its Diving Deeper report whether they were interested in participating in a 
workshop or series of workshops in the first quarter of 2019 to discuss the findings in this Cautious Conclusion report 
and to discuss the implications which might have consequences for an implementation program. All respondents 
enthusiastically supported this proposal. 
 
The Inquiry intends to release this report in late December 2018 and to seek comments from stakeholders by Friday 
15 February 2019. 
 
It plans to hold a workshop for all interested stakeholders in late February/early March 2019, to discuss the findings 
and issues raised in this report and the responses received from stakeholders. Details of this workshop are yet to be 
finalized. 
 
The Inquiry intends to release another report in late March/early May 2019 to address the issues raised at the 
Workshop and to present a balanced assessment of the positions held by the various stakeholders as to the best way 
forward in finalizing the report to the Treasurer. 
 
As the Inquiry is due to report to the Treasurer by 30 June 2019, there will be a short period for discussions with 
stakeholders in May and June prior to the submission of the Final Report. 
 
The Inquiry welcomes comments on this report and on other matters covered by the Terms of Reference. Comments 
should be forwarded to: 
 
Ms.A.Pataki 
Executive Officer 
SA Inquiry into Water Pricing 
GPO Box 1045 
ADELAIDE SA 5000 
 
or emailed to waterpricinginquiry@sa.gov.au 
 
Telephone inquiries should be directed to the Executive Officer on 8429 0634. 
  

mailto:waterpricinginquiry@sa.gov.au


 

A Cautious Conclusion – December 2018 60 

LIST OF APPENDICES 

 
The appendices are provided on the following pages  
 
 

Appendix 1 
 

Base case Inquiry model using a Regulatory approach  
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Economic value decision due to falling WACC 
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2 Scenarios: 1 using TS figures, the other using cpi Inflators and actual capex, then rolling 
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Commence roll forward from July 2006 (instead of July 2004), using the TS closing balance 
for 2005/06 and using the assumptions in Appendix 3 
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Remove various amounts of pre-corporatized assets  
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Reduce the 2006 opening value by various values of legacy assets 
 
Appendix 7 
 

Asset valuation in Australia: with a special application to the supply of water in South 
Australia  
 
 
 
 



Using ESCOSA capex , actual cpi and depreciation at 2%

Values  for Water RAB

RAB Value second pricing order May 2013 (December 

2012 dollars) to apply from 1 July 2013 7,770,000,000$      
Re-calculated RAB using "Roll-forward" (December 2012 

dollars) 7,261,335,497$      (see calculations below)

Variance 508,664,503$          

Inflation 2.04% 2.37% 2.92% 2.49% 4.27% 2.44% 2.92% 3.26% 1.63%

Water RAB ($,000,NOMINAL) 2004/05 2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13

Opening Balance 4,149,187                    4,232,380  4,336,726       4,488,557  4,684,459  5,321,529  6,236,190  6,759,657  7,149,441  

Inflation 85,293                          101,346      128,431          113,702      211,270      140,361      188,667      224,884      118,514      

additions/capex 81,700                          91,000        113,400          173,200      520,800      879,300      454,800      292,900      263,484      

depreciation -83,801 -88,000 -90,000 -91,000 -95,000 -105,000 -120,000 -128,000 -132,000 

Closing balance 4,232,380                    4,336,726  4,488,557       4,684,459  5,321,529  6,236,190  6,759,657  7,149,441  7,399,439  

7,261,335  Converted to December 2012 dollars

Methodology

1

2

3 Use ABS CPI all states and apply the methodology used by ESCOSA (9 month lag ) for the full opening balance and half of the capex

4

APPENDIX 1
"Base Case" Inquiry Model 

Comparison of water RAB from second pricing order May 2013 to Inquiry re-calculated water RAB using "roll-forward".

Apply depreciation at 2% to the full opening balance and half of the capex for the year

SA Water Pricing Inquiry roll forward of the RAB from 1 July 2004 to 30 June 2013

June 2013 dollars

Use the starting balance at 1/7/04 used by DTF in the 05/06 Transparency Statement (this consisted of 43% water portion of Infrastructure Assets $6,671 

million and Water Allocations of $14 million  (SA Water 03/04 audited financial reports), less estimated value for Contributed Assets post-Corporatization of 

$222 million). The initial Transparency Statement produced for 2004/05 did not exclude these contributed assets.

Use the capex applied by ESCOSA for the period



CLOSING BALANCE WATER 

RAB 30 JUNE 2013(,000) (JUNE 

2013 $) 

TREASURER'S SECOND PRICING ORDER 30 

JUNE 2013(DECEMBER 2012 $) DIFFERENCE

7,489,000                                     
Convert to December 2012 

dollars

7,349,225                                     7,770,000                                                          420,775                                                                                                                                 

Methodology

1

2

4

5

APPENDIX 2
ECONOMIC VALUE DECISION RE FALLING WACC 

COMPARISON OF DTF CLOSING BALANCE WATER RAB AT 30 JUNE 2013 (PER REGULATORY STATEMENT) COMPARED TO TREASURER'S SECOND 

PRICING ORDER DATED 17 MAY 2013

To convert June 2013 dollars to December 2012 dollars,ESCOSA recommended the use of a 6 month inflation figure between 

the indices for  March 2012 and September 2012 as per regulatory practice. 

This is a straight comparison of the closing balance of the RAB in the DTF Regulatory statement compared to the Treasurer's 

Second Pricing Order dated 17 May 2013

The pricing order dollars are in December 2012 dollars . 

A conversion of the Regulatory Statement June 2013 dollars to December 2012 dollars is necessary



SCENARIO 3A: DTF FIGURES HAVE BEEN USED  FOR OPENING VALUE AT 1 JULY 2004. DTF FIGURES ARE ALSO USED FOR CAPEX ,DEPRECIATION AND INFLATION THEN ROLLED FORWARD TO 2013
Use exact figures used by DTF for opening value,  capex, deprecation and inflation

The date the TS was published January 2004 December 2004 August 2005 January 2007 February 2008 February 2009 May 2010 May 2011 July 2012

Additions and depreciation obtained from 

the TS or RS for the following periods Figures from 05/06 TS Figures from 06/07 TS Figures from 09/10 TS Figures from 09/10 TS Figures from 10/11 TS Figures from 10/11 TS Figures from 11/12 RS Figures from 12/13 RS Figures from 12/13 RS

Difference in DTF RAB and 

Inquiry RAB calculations 

(,000) Using DTF capex and 

Depreciation
04/05

 asset value at 30 June 2005

05/06 
 asset value at 30 

June 2006

06/07

asset value at 30 

June 2007

07/08
Average asset value 

at 30 June 2008

08/09
Average asset value 

at 30 June 2009

09/10
Average asset value 

at 30 June 2010

10/11
Average asset value at 

30 June 2011

11/12
Average asset value at 30 

June 2012

12/13
Asset value at 30 June 2013

12/13 
in $December 12

From 1 July 2013
($Dec 2012)

OPENING BALANCE 4,149,187 4,203,694 4,321,012 4,506,012 4,759,012 5,359,012 6,364,012 6,915,012 7,132,012

ADDITIONS/CAPITAL PURCHASES 81,709 144,375 122,000 188,000 537,000 932,000 442,000 193,000 195,000

INDEXATION 49,790 50,263 151,000 158,000 166,000 186,000 222,000 172,000 178,000

DEPRECIATION -76,992 -77,320 -88,000 -93,000 -103,000 -113,000 -113,000 -148,000 -173,000 

CLOSING BALANCE 4,203,694 4,321,012 4,506,012 4,759,012 5,359,012 6,364,012 6,915,012 7,132,012 7,332,012 7,195,167 7,195,167
SECOND PRICING ORDER WATER 7,770,000                   

DIFFERENCE BETWEEN DTF 

CALCULATIONS AT 30 June 2013(IN 

$DEC2012) AND THE SECOND 

PRICING ORDER 574,833                       

Observations The table below explains the increase in the RAB figure from the prior year 

DTF increase in RAB % (water) Water 1.31% 2.79% 4.28% 5.61% 12.61% 18.75% 8.66% 3.14% -100.00%

Methodology

1 Opening balance at 1 July 2004 is the infrastructure and water allocations per the Audited Financial Statements for 2003/2004 less $222m of contributed assets ($94 represents water assets) 

2

3

4

Use exact figures used by DTF for opening value,  capex, deprecation and inflation

The date the TS was published January 2004 December 2004 August 2005 January 2007 February 2008 February 2009 May 2010 May 2011 July 2012

Additions and depreciation obtained from 

the TS or RS for the following periods Figures from 05/06 TS Figures from 06/07 TS Figures from 09/10 TS Figures from 09/10 TS Figures from 10/11 TS Figures from 10/11 TS Figures from 11/12 RS Figures from 12/13 RS Figures from 12/13 RS

CPI inflation 2.04% 2.37% 2.92% 2.49% 4.27% 2.44% 2.92% 3.26% 1.63%

Difference in DTF RAB and 

Inquiry RAB calculations 

(,000) Using DTF capex and 

Depreciation
04/05

 asset value at 30 June 2005

05/06 
 asset value at 30 

June 2006

06/07

asset value at 30 

June 2007

07/08
Average asset value 

at 30 June 2008

08/09
Average asset value 

at 30 June 2009

09/10
Average asset value 

at 30 June 2010

10/11
Average asset value at 

30 June 2011

11/12
Average asset value at 30 

June 2012

12/13
Asset value at 30 June 2013

12/13 
in $December 12

From 1 July 2013
($Dec 2012)

OPENING BALANCE 4,149,187 4,239,197 4,408,393 4,573,045 4,784,030 5,433,901 6,396,641 6,918,805 7,192,244

ADDITIONS/CAPITAL PURCHASES 81,709 144,375 122,000 188,000 537,000 932,000 442,000 193,000 195,000

INDEXATION 85,293                                                               102,140                   130,652                   115,986                   215,870                   143,741                   193,164                     228,440                           118,653                                  

DEPRECIATION -76,992 -77,320 -88,000 -93,000 -103,000 -113,000 -113,000 -148,000 -173,000 

CLOSING BALANCE 4,239,197 4,408,393 4,573,045 4,784,030 5,433,901 6,396,641 6,918,805 7,192,244 7,332,897 7,196,036 7,196,036
SECOND PRICING ORDER WATER 7,770,000                   

DIFFERENCE BETWEEN DTF 

CALCULATIONS AT 30 June 2013(IN 

$DEC2012) AND THE SECOND 

PRICING ORDER 573,964                       

Observations The table below explains the increase in the RAB figure from the prior year 

DTF increase in RAB % (water) Water 2.17% 3.99% 3.73% 4.61% 13.58% 17.72% 8.16% 3.95% -100.00%

Methodology

1 As per the above, except the indexaton/cpi per the ABS is used on a 9 month lag methodology using the CPI Indices from March to March as per regulatory practice

This shows that the CPI inflators were very similar to the indexation used by DTF (all other factors such as Depreciation and Capex are unchanged between scenarios)

STRAIGHT FOLL FORWARD OF DTF FIGURES

APPENDIX 3

As there is a time lag between publication of the Transparency Statements and the period referred to in these statements, additions/capital purchases and depreciation will be an estimate only. In order to obtain the most accurate figures possible, these will be obtained from 

the latest possible TS or Regulatory Statement (RS) .

The closing balance for each year will become the opening balance for the next

Indexation is difficult to determine from the TS/RS for some years, (an asset cost index is applied in most years, and in some years the figure is converted to 'real' dollars' and in others not. The methodology varies ). If the Inquiry uses exactly the same indexation figures as DTF, 

the result will show the difference between rolling over the asset base each year as opposed to re-calculating an opening balance each year.

Scenario 3B: DTF FIGURES HAVE BEEN USED  FOR OPENING VALUE AT 1 JULY 2004. DTF FIGURES ARE ALSO USED FOR CAPEX AND DEPRECIATION . INFLATION USED AS PER ESCOSA PRACTICE (CPI) , THEN ROLLED FORWARD TO 2013



Values  for Water RAB

RAB Value second pricing order 

May 2013 (December 2012 

dollars) to apply from 1 July 

2013 7,770,000,000$                                        

Re-calculated RAB using "Roll-

forward" (December 2012 

dollars) 7,138,181,724$                                        (see calculations below)

Variance 631,818,276$                                           

Inflation 2.04% 2.37% 2.92% 2.49% 4.27% 2.44% 2.92% 3.26% 1.63%

Water RAB ($,000,NOMINAL) 2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13

Opening Balance 4,261,522          4,414,791                             4,609,832  5,241,309                 6,145,396                  6,658,757  7,037,151      

Inflation 126,233             111,869                                208,081      138,407                    186,017                     221,598      116,686         

additions/capex 113,400             173,200                                520,800      879,300                    454,800                     292,900      263,484         

depreciation -86,364 -90,028 -97,405 -113,619 -127,456 -136,104 -143,378 

Closing balance 4,261,522                                   4,414,791          4,609,832                             5,241,309  6,145,396                 6,658,757                  7,037,151  7,273,943      

7,138,182      Converted to December 2012 dollars

Methodology

1

2

3

4

APPENDIX 4

Inquiry Model commencing in 2006 

USING ACTUAL CAPEX, CPI INFLATORS, 2% DEPRECIATION AND 05/06 TRANSPARENCY STATEMENT CLOSING BALANCE AT 05/06

Use ABS CPI all states and apply the methodology used by ESCOSA (9 month lag ) for the full opening balance and half of the capex

Apply depreciation at 2% to the full opening balance and half of the capex for the year

SA Water Pricing Inquiry roll forward of the RAB from 1 July 2004 to 30 June 2013

June 2013 dollars

Use the starting balance at 1/7/06 used by DTF in the 05/06 Transparency Statement

Use the capex applied by ESCOSA for the period



REMOVE PRE-CORPORATISATION CONTRIBUTED ASSETS FROM THE RAB AT 1 JULY 2004

Comparison of water RAB from second pricing order May 2013 to re-calculated water RAB using "roll-forward".
Using ESCOSA capex , actual cpi and depreciation at 2%

(all other factors unchanged )

100% PRE-CORPORATISATION CONTRIBUTED ASSETS REMOVED

Values  for Water RAB

RAB Value second pricing order May 2013 (December 

2012 dollars) to apply from 1 July 2013 7,770,000,000$       
Re-calculated RAB using "Roll-forward" (December 2012 

dollars) 6,758,172,860$       (see calculations below)

Variance 1,011,827,140$       

SA Water Pricing Inquiry roll forward of the RAB from 1 July 2004 to 30 June 2013
Inflation 2.04% 2.37% 2.92% 2.49% 4.27% 2.44% 2.92% 3.26% 1.63%

Water RAB ($,000,NOMINAL) 2004/05 2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13

Opening Balance 3,708,187                     3,791,223   3,896,383       4,046,280   4,239,533   4,862,595   5,765,030          6,274,896   6,648,467   

Inflation 76,316                           90,895        115,559           102,711      192,260      129,180      174,914              209,098      110,359      

additions/capex 81,700                           91,000        113,400           173,200      520,800      879,300      454,800              292,900      263,484      

depreciation -74,981 -76,734 -79,062 -82,658 -89,999 -106,045 -119,849 -128,427 -135,604 

Closing balance 3,791,223                     3,896,383   4,046,280       4,239,533   4,862,595   5,765,030   6,274,896          6,648,467   6,886,707   June 2013 dollars

6,758,173   Converted to December 2012 dollars

(all other factors unchanged )

$113m PRE-CORPORATISATION CONTRIBUTED ASSETS REMOVED

Values  for Water RAB

RAB Value second pricing order May 2013 (December 

2012 dollars) to apply from 1 July 2013 7,770,000,000$       
Re-calculated RAB using "Roll-forward" (December 2012 

dollars) 7,100,912,212$       (see calculations below)

Variance 669,087,788$          

SA Water Pricing Inquiry roll forward of the RAB from 1 July 2004 to 30 June 2013
Inflation 2.04% 2.37% 2.92% 2.49% 4.27% 2.44% 2.92% 3.26% 1.63%

Water RAB ($,000,NOMINAL) 2004/05 2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13

Opening Balance 4,036,187                     4,119,339   4,225,711       4,378,649   4,573,515   5,204,166   6,108,091          6,621,109   6,999,030   

Inflation 82,993                           98,668        125,186           110,971      206,530      137,502      184,928              220,372      116,065      

additions/capex 81,700                           91,000        113,400           173,200      520,800      879,300      454,800              292,900      263,484      

depreciation -81,541 -83,297 -85,648 -89,305 -96,678 -112,876 -126,710 -135,351 -142,615 

Closing balance 4,119,339                     4,225,711   4,378,649       4,573,515   5,204,166   6,108,091   6,621,109          6,999,030   7,235,965   

7,100,912   Converted to December 2012 dollars

Methodology

1

2

3

4

Additional methodology

5

APPENDIX 5

Scenario 5A: REMOVE ALL $441M IN PRE CORPORATISATION CONTRIBUTED ASSETS FROM OPENING BALANCE AT 1 JULY 2004

Apply depreciation at 2% to the full opening balance and half of the capex for the year

Remove pre-corporatisation contributed assets of various amounts from opening balance at 1 July 2004

Scenario 5B: REMOVE $113M IN PRE CORPORATISATION CONTRIBUTED ASSETS FROM OPENING BALANCE AT 1 JULY 2004

June 2013 dollars

Use the starting balance at 1/7/04 used by DTF in the 05/06 Transparency Statement

Use the capex applied by ESCOSA for the period

Use ABS CPI all states and apply the methodology used by ESCOSA (9 month lag ) for the full opening balance 

and half of the capex



*(Legacy date declared in 09/10 Transparency Statement is 30 June 2006, Total Legacy assets quantified as $2,537m at 1 July 2006 in real dollars ) 

Values  for Water RAB

RAB Value second pricing order 

May 2013 (December 2012 

dollars) to apply from 1 July 

2013 7,770,000,000$                        
Re-calculated RAB using "Roll-

forward" (December 2012 

dollars) 6,698,628,167$                        (see calculations below)

Variance 1,071,371,833$                        

SA Water Pricing Inquiry roll forward of the RAB from 1 July 2004 to 30 June 2013
Inflation 2.04% 2.37% 2.92% 2.49% 4.27% 2.44% 2.92% 3.26% 1.63%

Water RAB ($,000,NOMINAL) 2004/05 2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13

Opening Balance 4,149,187                                       4,232,380                3,839,168                3,988,537                4,181,510                4,803,254                5,705,430                6,214,747                6,587,563                

Inflation 85,293                                             101,346                    113,887                    101,276                    189,781                    127,734                    173,174                    207,140                    109,368                    

additions/capex 81,700                                             91,000                      113,400                    173,200                    520,800                    879,300                    454,800                    292,900                    263,484                    

depreciation -83,801 -85,558 -77,917 -81,503 -88,838 -104,858 -118,657 -127,224 -134,386 

Closing balance 4,232,380                                       4,339,168                3,988,537                4,181,510                4,803,254                5,705,430                6,214,747                6,587,563                6,826,030                June 2013 dollars

6,698,628                Converted to December 2012 dollars

Values  for Water RAB

RAB Value second pricing order 

May 2013 (December 2012 

dollars) to apply from 1 July 

2013 7,770,000,000$                        
Re-calculated RAB using "Roll-

forward" (December 2012 

dollars) 7,114,917,712$                        (see calculations below)

Variance 655,082,288$                           

SA Water Pricing Inquiry roll forward of the RAB from 1 July 2004 to 30 June 2013
Inflation 2.04% 2.37% 2.92% 2.49% 4.27% 2.44% 2.92% 3.26% 1.63%

Water RAB ($,000,NOMINAL) 2004/05 2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13

Opening Balance 4,149,187                                       4,232,380                4,239,168                4,392,231                4,587,162                5,218,124                6,122,110                6,635,257                7,013,356                

Inflation 85,293                                             101,346                    125,580                    111,308                    207,113                    137,842                    185,337                    220,833                    116,299                    

additions/capex 81,700                                             91,000                      113,400                    173,200                    520,800                    879,300                    454,800                    292,900                    263,484                    

depreciation -83,801 -85,558 -85,917 -89,577 -96,951 -113,155 -126,990 -135,634 -142,902 

Closing balance 4,232,380                                       4,339,168                4,392,231                4,587,162                5,218,124                6,122,110                6,635,257                7,013,356                7,250,236                June 2013 dollars

7,114,918                Converted to December 2012 dollars

1

2

3 Use ABS CPI for all states and apply the methodology used by ESCOSA (9 month lag ) for the full opening balance and half of the capex

4

Use the capex applied by ESCOSA for the period

Apply depreciation at 2% to the full opening balance and half of the capex for the year

REMOVE LEGACY ASSETS FROM ASSET BASE - USING ESCOSA CAPEX, CPI INFLATION AND DEPRECIATION AT 2% PA

Opening balance at 1 July 2004 is the infrastructure and water allocations per the Audited Financial Statements for 2003/2004 less $222m of contributed assets 

APPENDIX 6

Scenario 6A- Remove total legacy assets of $500m at 1 July 2006

REDUCE JULY 2006 OPENING VALUE BY VARIOUS AMOUNTS FOR LEGACY ASSETS

Scenario 6B- Remove total legacy assets of $100m at 1 July 2006
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Introduction 

In Australia in the years of the 1990s and 2000s, independent economic regulators were created 

to govern the prices of both the access to essential natural monopoly infrastructure facilities such 

as the telecommunications local loop, rail track, electricity/natural gas wires and pipes, and as 

well the final prices for such things as water and wastewater.  These regulators generally came 

to use a building block model to regulate prices, allowing a rate of revenue set on the assets 

value of the service provider (often incorporating an incentive element to encourage improved 

efficiency).  These service providers tend to be capital intensive, and as the revenue (and prices) 

need to be sufficient to give a return on the investment in this capital, a valuation of their capital 

assets is an important part of the regulation of prices.   

In the past, in the water supply industry Historical Costs, Replacement Costs, Fair Values and 

Deprival Values have all been used to value assets, but in addition a less well known approach 

has also been used, referred to as the ‘line-in-the-sand’.  This approach is a hybrid one and 

involves the drawing of a distinction between investment in past assets (economic value) and 

investment in the present and future assets (valued at cost).  This approach has been used by a 

number of Australian regulators to value assets, and the area that it has most often been explicitly 

used in is the water and wastewater industry (in New South Wales, Victoria, Queensland and 

the ACT (Essential Services Commission 2004; NERA Economic Consulting & 

PricewaterhouseCoopers 2009; Byrnes 2013).1  The main justification for using this approach 

has been that traditionally, the setting of water rates and prices were influenced by social and 

political considerations.   Regulators have, therefore, aimed to use the approach to smooth out 

the transition of pricing from those set on the basis of social/political objectives to commercial 

ones.   

Using the line-in-the sand approach has important implications for water pricing, both in the 

places it has been used and in those in which it has not.  This paper will provide an examination 

of the approach and determine its impact on consumers.  In particular it will focus on the 

implication for pricing in South Australia.  In the South Australian case an Inquiry into Water 

Pricing in South Australia has been established and requires some comparisons of the South 

Australian practice in establishing a Regulated Asset Base (RAB) value to the practices in other 

Australian jurisdictions. 

 

 

                                                                 
1 Some have argued that it has also been used implicitly in some cases. 
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This study will focus on water industry assets (rather than waste-water or stormwater), and to 

the extent that these assets are not separately identified, will examine the practices in place in 

the early 2000s at the time most water utilities moved to adopt the National Water Initiative 

Pricing Principles, and will focus on the relationship between the statutory financial accounting 

practices/values and the regulatory asset values adopted or used at that time to set allowable 

revenues and prices.  In the case of South Australia, two main cases will be considered: the RAB 

adopted in the first Transparency Statement in 2004-05 and the Initial RAB set by the Treasurer 

in May 2013 and used by the Essential Services Commission of South Australia (ESCOSA) in 

its 2013 Price Determination. 

In addition to considering the case of South Australia the report will also provide an account of 

the experiences in New South Wales, Victoria, Queensland, Western Australia, and Tasmania 

so as to provide a point of comparison.  The different approaches adopted in each jurisdiction 

to establish an opening RAB will be explained and where industry structures are different (e.g. 

if broken down into bulk storage, distribution and retail components, or separate country and 

metro utilities), some attempt is made to combine such that the comparison with the South 

Australian industry is relevant and credible.  

After the provision of a background to the study the report will provide information on each of 

the following for each jurisdiction: 

1. The approach for determining the value of assets in the statutory financial  

accounts (and whether it is a Fair Value basis based on Optimised Replacement Cost 

(ODC), Depreciated Optimised Replacement Cost (DORC), Deprival Value, Income or 

some other approach). 

  

2. When and how the first RAB was determined for the purposes of setting  

        water revenues. 

 

3. The justification for selecting a particular RAB value, and whether the  

        decision deliberately reflected a write-down in value of legacy assets. 

 

4. A comparison of the ratio of the RAB to Statutory Asset Value in each jurisdiction, and a 

possible explanation for any differences. 

 

5. Whether it is possible to benchmark the RAB values for each jurisdiction by  

consideration of such variables as number of customers, kilometres of mains, desalination 

assets, water quality and consumption. 
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The report will also provide a discussion on whether there have been any subsequent 

consequences for water businesses where the RAB was set at a low (economic) value relative 

to a replacement cost, and whether there have been any changes in accounting or regulatory 

practices in recent years in response to issues arising from asset valuation practices.  

Background to reform 

Prior to reform of the industry beginning in the 1990s the supply of water and wastewater 

services in Australia was undertaken by a range of state government departments, local 

government authorities, statutory boards, and commissions (Cathcart 2010; Butlin, Barnard & 

Pincus 1982).  These organisations generally attempted to cover costs with revenue, determined 

by the values of rateable property instead of on water volumes.  This meant that a cross 

subsidisation between consumers and a subsidisation of consumers from taxpayers took place 

(Butlin, Barnard & Pincus 1982; Cooper & Crase 2016). When water authorities were 

corporatized and commercially based pricing introduced, large price rises, therefore, often 

occurred.  In addition, other water supply issues added to the increase in costs and prices such 

as the gradual switch from the use of surface water (dams and reservoirs) to an increased use of 

water from recycling and desalination. 

The price rises that occurred can be shown in terms of the increase in nominal and real prices 

(inflation adjusted), which is displayed in Figures 1 and 2, for Australia’s capital cities for the 

consumption of an average of 200 ML of water per annum.  In each case nominal and real prices 

have increased considerably.  In the context of South Australia, average price rises for water 

seem higher in Adelaide than in most other capital cities.  

These price rises took place at a time when the water sector in Australia was being restructured. 

This restructuring took place in conjunction with the National Competition Policy and began 

when the Competition Policy Review Committee of the Australian Government released the 

Report on the Trade Practices Act 1974 in 1993 and the Competition Principles Agreement and 

the Competition Policy Reform Act 1995 (Cth) were implemented.  More direct reforms to the 

water and wastewater industry began in 1993 with a review and the Council of Australian 

Governments produced a framework guiding government jurisdictions (Australia, state, and 

territory) in their water and wastewater industry (Council of Australian Governments 1994).   

As part of overall the process regulatory authorities were established in each Australian 

jurisdiction (for a list of these and their areas of responsibility see Table 1).  As the water industry 

is mainly a localised one, regulatory responsibilities were retained with the state and territory 

agencies. An exception to this was the responsibilities given to the ACCC under the Water Act 

2007 and the Competition and Consumer Act 2010, which mainly involved enforcement of water 

market rules and to monitor and report on regulated charges and compliance with the water 

market and charge rules. 
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In implementing the regulation of water pricing the regulators were mindful that the water and 

wastewater industry is fairly capital intensive.  In determining prices the regulators used a 

building block model, which set allowed revenues, on the basis of a valuation of assets.  In 

accounting, however, a variety of different valuation techniques are generally used.  These 

differing asset valuation methods can lead to substantially varied valuation amounts, which can 

in turn lead to different revenue and pricing results (Deloitte 2010; Abbott, Raar & Tan-Kantor 

2016; NERA Economic Consulting 2014).  

Under the National Water Initiative (NWI), agreed in 2004 by most of the state governments 

and the Commonwealth, a set of pricing principles were developed and released in 2010, which 

advocated that new and replacement assets should be valued initially at the level of efficient 

actual costs, and legacy assets be valued using one of the following methods: Optimised 

Deprival Value, DRC, indexed actual cost, DORC, and other recognised methods of valuation. 

An earlier Council of Australian Government meeting in 1994 advocated the use of Deprival 

Value to value the assets of government business enterprises.  

The principles also stated that: ‘New contributed assets should be excluded or deducted from 

the RAB’ and that ‘It is acceptable for this principle to apply to legacy contributed assets if 

adequate information is available to identify them’ (National Water Commission Steering Group 

on Water Charges 2004).   

The NWI pricing principles, allow for a range of different approaches to asset valuation in price 

setting to be used.  There has been some controversy surrounding the appropriate type of asset 

valuation method and how it is applied, in nearly all pricing decisions.   The manner in which 

these assets for pricing purposes are valued is also not necessarily consistent with how assets 

are valued for statutory financial reporting. The first question raised in this paper, therefore, 

addressed is how water assets are valued for reporting purposes.   
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1. The approach for determining the value of assets in the statutory 

financial accounts (and whether it is a Fair Value basis based on ORC, DORC, 

Deprival Value, Income or some other approach). 

In this section the manner in which assets are valued for statutory financial accounts for 

Australian government business enterprises, including water companies, is explained. Towards 

the end of this section the link between asset valuation for financial reporting and for regulatory 

pricing reasons is briefly explained. 

Various means can be used in accounting to value assets (for an overall account of the various 

measures used in statutory financial accounts see Figure 3).  Historically, the measurement of 

the non-current assets (land, buildings, plant, equipment, and infrastructure) of government 

business enterprises in Australia, including those in the water sector, for financial reporting 

purposes was based on the use of Historical Costs.  This practice was gradually changed with 

the adoption of Replacement Cost concepts by government-owned utilities in the 1980s.   

From the 1980s onwards, therefore, assets were often valued for financial reporting purposes at 

the written-down current cost consistent with the old Australian Accounting Standard, Statement 

of Accounting Principles 1 (SAP 1), which no longer exists.  It is notable that some utilities 

continued to use Historical Costs for financial reporting purposes well into the 2000s.  In the 

2000s, many of the Australian utilities moved to the use of Fair Value to determine the value of 

assets for financial reporting purposes and by 2018 all of the state and federal capital city, 

government-owned water utilities had switched to this approach, although it has been 

implemented in a variety of ways (see Table 2).  

During the process of reform of the water industry the first valuation approach advocated both 

for financial reporting purposes and for establishing a rateable asset base in pricing was that of 

Deprival Value.  The Deprival Value of an asset is the degree to which an entity is ‘better off’ 

because it owns an asset.  It is based on the notion that the value of an asset is equivalent to what 

the owner would lose if they were deprived of the asset.  This means that the owner can use the 

asset to derive greater value than that which would be obtained from the sale of the asset.  The 

origin of the term ‘Deprival Value’ is usually ascribed to J.C. Bonbright’s 1937 work, The 

Valuation of Property.  In his work in 1975, Accounting Values and Inflation, W.T. Baxter was 

the first to use the specific term ‘Deprival Value’.  
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During the 1970s the Deprival Value approach to asset valuation played a major role in the 

development of accounting techniques for financial reporting purposes, as it was a time of 

inflation and it was endorsed by a number of official contemporary reports in the United 

Kingdom, Australia and New Zealand (United Kingdom, Inflation Accounting Committee 

1975; Australia, Committee of Inquiry into Inflation and Taxation 1975; New Zealand, 

Committee of Inquiry into Inflation Accounting 1976). Deprival Value also formed the basis of 

the disclosures required in the United States under SFAS 33 (Financial Accounting Standards 

Board 1979).  

The term Deprival Value is one, therefore, that has a very definite meaning in accounting and is 

defined in various textbooks and Australian Government sources.  The standard Australia 

textbook (Deegan 2013, p. 109) defines it as: ‘the lower of the replacement cost and the greater 

of the selling price and net present value (value in use)’.2  The Australian Government’s Steering 

Committee on National Performance Monitoring of Government Trading Enterprises (1994) 

defined it as the: ‘Lower of the current replacement cost, or current reproduction cost of the 

gross service potential or future economic benefit of the existing asset’.   

The Working Group on Water Resource Policy in February 1995 issued a report on water assets 

valuation and cost recovery and advocated the use of Deprival Value.   

The Council of Australian Governments subsequently stated that it was its preferred method of 

valuation of the assets of government business enterprises for financial reporting purposes 

(Council of Australian Governments 1995). 

In practice Deprival Value is generally defined as being the lesser of the economic value of the 

asset (net present value of future cash flows, and net realisable value from selling the assets for 

their scrap value), or the DORC.  In most uses of Deprival Value many assets will be stated at 

Replacement Cost, as entities tend to hold and use assets that they can employ profitably and 

dispose of those that they cannot. This is not really the case with infrastructure based utilities.  

In the case of infrastructure based utilities, where there is no resale value, because of its very 

specific use and often government ownership, it is the lesser of the DORC and the net present 

value of future cash flows.  To use DORC and claim it represents the use of Deprival Value, 

therefore, you would have to clearly show that the DORC was less than the net present value of 

future income flows.   

                                                                 

2 In determining the net present value of an asset the discounted cash flow technique is generally used.  This 

approach takes all future estimated cash flows  and discounted them by using cost of capital to give their present 

values. The sum of all future cash flows, both incoming and outgoing, is the net present value (NPV), which is 

taken as the value of the cash flows in question.  

 

https://en.wikipedia.org/wiki/Cash_flow
https://en.wikipedia.org/wiki/Discounting
https://en.wikipedia.org/wiki/Present_value
https://en.wikipedia.org/wiki/Present_value
https://en.wikipedia.org/wiki/Net_present_value
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In the case of the water sector the Replacement Costs of infrastructure assets are often greater 

than the net present value of income flows as prices in the past have been held down for political 

reasons.   

As water assets also have no resale market price (being government-owned) in practice the 

Deprival Value is the value in use (based on expected revenue), as this is lower than the DORC.   

In the early 2000s the Australian Accounting Standards Board (AASB) announced that from 

2005 it was going to adopt the accounting standards issued by the International Accounting 

Standards Board (IASB). This meant that all reporting entities in Australia would have to 

comply with International Accounting Standards (IASs), including the use of the ‘Fair Value’ 

approach to valuing assets for financial reporting purposes.  Fair value involves estimating an 

asset’s value that it can be sold at, to willing parties.  The Fair Value approach to valuation, 

therefore, takes into account a range of factors including the current market conditions and any 

expectations about the sale or transfer price of the asset.  In line with this change the various 

state and Commonwealth governments have required that their enterprises also move to the use 

of IASs, including the Fair Value approach to asset valuations. 

In the case of capital intensive utilities the use of Fair Value does pose some problems.  Under 

International Accounting Standards Fair Value is estimated according to one of three categories, 

based on the liquidity of the assets (Levels 1, 2 and 3). The use of Fair Value would be 

straightforward if all assets were of the Level 1 type, that is, highly liquid and easy to value at 

direct market prices. When assets are classified as Level 3, because of illiquid markets, financial 

executives are allowed to value them by ‘marking to model’ instead of marking to market. In 

marking assets to model, executives may use their own reasonable assumptions to estimate for 

market value. Often they use a financial model such as a discounted cash flow model or 

depreciated replacement cost to determine the economic value of the asset (Pozen 2009, p. 85).  

In the case of the land and buildings of a water company, market values are normally used as its 

generally easy enough to see what the market value of these assets are.  If assets are very specific 

to use, and there is no comparable market in which they are sold then as an alternative a valuation 

based on the expected income stream is used (discounted cash flow).  If this income stream is 

hard to determine, or distorted in some way (perhaps through the political need to service at a 

low price) then a value based on Replacement Costs might be used.  

This has meant that how the notion of Fair Value has been applied to various water companies 

across Australia, has not been entirely consistent.  Table 2 provides detail on the manner in 

which Fair Value has been used to value assets in the water sector in the major cities of Australia.  

In each case the assets of the water companies in terms of valuation approach can be divided up 

into three, broad, different types: 1) land and buildings, 2) plant and equipment and 3) 

infrastructure.  In the first case land and buildings have been seen as having a market, or resale 

value which can be easily ascertained so have been valued at market value.   
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In the case of plant and equipment such as vehicles and machinery, although water supply plant 

and equipment is very use specific there is a market for much of it and the tendency has been to 

value them at either Replacement Cost (Melbourne, Western Australia, South Australia, 

Tasmania) or Historical Cost (Sydney, Brisbane, , Canberra). In the case of infrastructure such 

as dams, pipes and treatment plant, which make up the bulk of a water company’s assets (75 to 

85 per cent), they have no market use.  In this case the tendency has been to use an estimation 

of the future income stream (discounted cash flow) of the assets to determine the value of the 

assets. Exceptions to this have been the cases in South Australia and Tasmania where 

Replacement Costs have been used to determine the value of assets.  In these cases, as the water 

sector is capital intensive, Replacement Costs estimations are bound to be high, especially 

compared to a valuation based on net income flows if these have been held down in the past for 

political reasons.  

As the switch to Fair Value for statutory financial reporting has occurred at the same time that 

assets came to be valued for regulatory purposes there has been a tendency for there to be a link 

between the two.  In the Victoria case, for instance, when Fair Value was introduced for financial 

reporting purposes in the late 2000s the tendency was for the four companies (Yarra Valley 

Water, South East Water and Melbourne Water), to use a discounted cash flow way of 

determining the value of infrastructure assets as this was the way in which their assets were 

valued for regulatory pricing purposes (established in 2004, 2005 by the Victorian Government 

and the Essential Services Commission).  Similar approaches have been used by water 

companies in Canberra, Sydney and Brisbane, who all used a discounted cash flow approach in 

financial reporting after being regulated in that fashion.  In contrast the water companies in 

Tasmania and South Australia have interpreted Fair Value for financial reporting more in terms 

of Replacements Costs (in both states regulators have been required to use Replacement Costs 

in determining regulated prices).  

One notable difference between the two groups, however, is the sequence of valuations.  In 

Melbourne, for instance, the income approach to interpreting Fair Value was first established by 

the government and regulator for price determinations before being adopted by the water 

companies in their financial accounts when Fair Value came to be used.  In the South Australia 

(and Tasmanian) case it was the opposite.  SA Water first adopted a Replacement Cost 

interpretation for its financial reporting, which was then adopted later by the South Australian 

Government and then the regulator in that state. 

Even though Fair Value has not generally been used to value assets for regulatory purposes there 

has developed, therefore, a link between how it has been used for financial reporting purposes 

and how assets are valued for the purpose of setting water revenues. How assets are valued for 

revenue purposes will now be considered.  
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2. When and how the first RAB was determined for the purposes of setting 

water revenues. 

New South Wales 

The earliest Australian regulator taking up the issue of valuing assets for pricing reasons (as 

opposed for statutory financial reporting) was the Government Pricing Tribunal, set up under 

the Government Pricing Tribunal Act 1992 (NSW), therefore, preceding the Competition 

Principles Agreement.  The purpose of the Tribunal was to establish government monopoly 

service provider prices, and in 1995 it was renamed the Independent Pricing and Regulatory 

Tribunal (IPART) and its role extended to private monopoly service providers (such as for the 

natural gas suppliers in New South Wales). 

From its very beginning a large part of the Tribunal’s work was in the water sector.  In 1993 it 

undertook its first water pricing investigation when it reviewed the operations of the Wynong 

Shire, the Gosford City, the Hunter Water Corporation, and Sydney Water Board.  In this Review 

the Tribunal stated that it wanted to bring in cost-reflective prices, however instead made use of 

a CPI-X revenue cap (GPT 1993, 1995).  In September 1996 the Tribunal issued a report on 

pricing that supported the view that water companies should recover operational, maintenance 

and administration costs, as well as a return on new capital investment (IPART 1996a).  It was, 

however, recognised that there were problems accounting for past investments, which had had 

prices set at too low a level to recover capital costs.  In 1995/1996, IPART undertook a review 

of prices for Wynong, Gosford, Hunter Water and Sydney Water.  In doing so CPI-X revenue 

caps were continued (1 July 1996 to 30 June 2000), however comparisons were also made to a 

building block procedure, which incorporated an estimated RAB.  Assets were valued as the net 

present value of future revenue.  IPART, then rolled forward expected capital expenditure 

(minus disposals and depreciation and adjusted for inflation) into this estimated asset base up to 

the next review (IPART 1996b).  In doing the view was expressed that: 

As the costs of undertaking new investments that are related to urban growth are to be 

recovered from developer contributions, these investments should be excluded from the 

regulatory asset base (IPART 1996b, p. 18). 

Subsequent reviews in 2000 and 2005 saw a move to an explicit use of the building block 

approach.  At the 2000 review IPART undertook an asset valuation by using the line-in-the-sand 

procedure, claiming to use an economic value of the assets for those assets acquired in the past.  

In 2005 capital expenditure figures (minus depreciation) were rolled into the base.  In the major 

urban centres of New South Wales, therefore, a line-in-the sand approach was used (with the 

line in 1996) for regulatory price setting, using an economic value at the line and then rolling 

forward new capital expenditure (see Table 2). 
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Victoria 

The second jurisdiction to move on water price regulation was that of Victoria.   In that state in 

2002 the Essential Services Commission was established and was given the powers of the Office 

of the Regulator General (the regulator of the state’s privatised natural gas, port and electricity 

companies), along with the regulation of water.  As part of the approach taken to water the 

Department of Natural Resources issued a paper and stated that a line-in-the-sand procedure be 

used, with an initial RAB value based on economic returns, rather than a Replacement Cost 

(Department of Natural Resources & Environment 2002). 

The Minister for Water Policy under the legislation was able to issue Water Industry Regulatory 

Orders, establishing asset valuations for determining the RAB, or set out the way in which water 

pricing determinations be made.  The Minister provided this on the 9 March 2005, stating the 

values of water and wastewater assets for the RAB to be used in the first price determination 

undertaken by the Essential Services Commission (Essential Services Commission, 2005b).3 

Subsequent capital expenditure undertaken by the water companies was rolled into the RAB for 

the years up until 2009.  The 2009 Water Price Review set water prices going into another 

regulatory period using the original RAB plus capital expenditure (minus depreciation and 

adjusted for inflation) (1 July 2009 to 30 June 2013). This determination included the effects of 

drought related capital expenditure including the Eastern Treatment Plant upgrade, the Northern 

Sewerage project, the Sugarloaf Pipeline, and the Wonthaggi desalination plant (Essential 

Services Commission, 2013).  The next regulatory period determination (2013/2014 to 

2017/2018) included the desalination plant security payments (ensuring plant availability) 

(Essential Services Commission, 2013). 

In Victoria, therefore, a line-in-the sand was used similar to the one that had been used earlier 

in New South Wales (with the line in 2004), using an economic valuation of each business. 

Queensland 

In 1997 the Queensland Competition Authority was set up.   Initially, as part of its regulatory 

functions it preferred to use a DORC approach, it also advocated use of developer contributions 

in the RAB (Queensland Competition Authority 2000). The Authority first used this approach 

in regulating non-water utilities (i.e. electricity) and then used it in the water sector with the 

regulation in the 2000s of the Gladstone Water Board (Queensland Competition Authority 

2000).  

 

 

                                                                 
3 This RAB figure was below that of the asset valuations of the Melbourne water companies’ asset valuations of 

fixed assets that were undertaken for financial reporting purposes and at the time were based on historical cost. 
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The Queensland Government in 2008 increased its price regulation powers to cover the urban 

areas of South East Queensland, and in doing so set initial regulatory asset bases via a Ministerial 

ruling, built on advice provided by KPMG (KPMG 2007).  These regulatory asset bases were 

established as economic values based on revenues and set on the 1 July 2008.  The Queensland 

Competition Authority oversaw the South East Queensland water suppliers’ revenue and 

compared it to efficient provision costs.  Reviews were undertaken in 2009, 2010/2011, 

2011/2012, 2012/2013 and 2013/2014.  In 2014, the Authority reviewed the pricing structure 

(Queensland Competition Authority 2014b).  In doing so it noted it had to use the Minister’s 

asset valuations based on economic values, although the line-in-the sand had been set effectively 

in 2008 (Table 2). 

Australian Capital Territory 

Another regulatory agency to explicitly use the line-in-the-sand was the Australian Capital 

Territory’s Independent Competition and Regulatory Commission.  This organisation was 

formed in 1997, with powers of regulation for water and wastewater, natural gas and electricity 

retail. Its reviews in 1998 and 2003 into water and wastewater used the line-in-the-sand approach 

(line drawn in 2003: Table 2).  Later determinations rolled in subsequent capital expenditure 

(minus capital contributions), minus depreciation and disposals, adjusted for inflation. 

South Australia 

The Essential Services Commission of South Australia was created in 2002 under the Essential 

Services Act 2002 (SA), replacing the Office of the South Australian Independent Industry 

Regulator (SAIIR).  The Commission initially had responsibility for the regulation of rail access, 

port charges, rail and natural gas and electricity distribution and retail.  In 2009 the South 

Australian Government released the Water for Good Plan setting out the state’s water supply 

security strategy.  A key element was the passing in early 2012 of the Water Industry Act, which 

appointed the Essential Services Commission as the water and wastewater industry’s regulator 

from July 2012. 

In the period from 2004/05 to 2010/11 the South Australian Department of Treasury and Finance 

released each year a Transparency Statement, which set out the basis on which changes to water 

prices for the following year were to be made.  The Essential Services Commission would then 

review the Statement to determine if it complied with the National Water Imitative requirements 

of the Government.  In 2011/12 and 2012/13 the Government released a Regulatory Statement 

instead of a Transparency Statement and in July 2012 the Essential Services Commission began 

its first full regulatory price review.  This determination was released in June 2013 and applied 

a Treasurer’s Pricing Order, which was based on the valuation method used in the Transparency 

Statement.   
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The Transparency Statement in 2004/05 recorded that prices were built to enable revenue to 

recover a return on the assets of SA Water based on a Fair Value valuation (in this case applied 

as an Optimised Depreciated Replacement Cost). Subsequent Statements rolled in additional 

capital expenditure, depreciation and indexation into this figure. These continued in the 2013 

and 2016 ESCOSA Price determinations.   

In its Report on the review of the 2007/08 Transparency Statement ESCOSA stated that the Fair 

Value approach to the valuation of assets (which in turn was based on the depreciated 

Replacement Cost) applied by SA Water was consistent with the use of Deprival Value, but 

requested that an explanation of the link between Deprival Value and Fair Value for SA Water 

be provided (Essential Services Commission of South Australia 2007a, p. 30).  The Fair Value 

of the assets of SA Water was determined by its written-down current cost as being the lower of 

Reproduction or Replacement Cost (SA Water 2013, p. 13).  In this case, a Replacement Cost 

was effectively used; it was deemed a Fair Value and then stated as being the equivalent of a 

Deprival Value. 

In accounting, Fair Value and Deprival Value are not the same, but depending on how they are 

used they can be consistent.  If, for instance, the Replacement Cost was lower than the Net 

Present Value of future income (and therefore used for Deprival Value), and if you used 

Replacement Costs to value assets as Fair Value, then you could say they are consistent.  But if 

the Net Present Value was lower than the Replacement Cost and you used the Replacement 

Cost, then you would not be using Deprival Value at all (although you might be using Fair Value 

if the income streams were distorted in some way and kept artificially low). 

The 2006/07 Transparency Statement (2005, p. 24), concludes that: ‘SA Water had employed 

an approach to establishing asset values (the Fair Value method) that was consistent with the 

requirements of the 1994 COAG pricing principles (the Deprival Value method).’  It is stated 

that there is no observable market value for the assets (point 1 in the hierarchy), but doesn’t state 

in the Statement why the income stream approach (point 2) cannot be used. It is also not stated 

in the Transparency Statement if the DORC valuation is below any assessment of an income 

based valuation. The ESCOSA statement on consistency depends on the assumption that the 

assets valuation using DORC is less than the income based valuation. There is information 

clearly missing here in support of their statements of the equivalence of the Fair Value and 

Deprival Value approaches used.     
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CEPA has argued in its submission to the Inquiry that: ‘The initial RAB was not set in line with 

the deprival value approach’ (p. 7). They do so on the grounds that SA Water used the greater, 

rather than the lesser of the Economic Value and the DORC.  They state that SA Water’s 1 July 

2004 DORC valuation was $4.15 billion, and the Economic Value was between $2.45 billion 

and $4.77 billion (a range based on a WACC 3.0-4.1 per cent and 15-35 period of analysis).  

The CEPA argument is dependent on the assumptions that: their Economic Value calculations 

are accepted (i.e. on a range based on a WACC 3.0-4.1 per cent and 15-35 year period of 

analysis); and that a mid-point of their range is used and not the upper bound.  

If you accept these two points, then CEPA is quite right in saying that SA Water was not using 

Deprival Value as it is strictly known in accounting and government circles.  

Western Australia 

Western Australia’s Economic Regulation Authority was established in 2004 under the 

Economic Regulation Authority Act 2003 (WA) and given powers to provide advice to the 

Western Australian Government on water and wastewater prices, rail access, port charges, and 

natural gas and electricity retail/distribution/transmission.  As privatisation is more limited in 

Western Australia compared with other jurisdictions, the Economic Regulation Authority 

largely advises on corporatised government business enterprises. 

In 2004-05 the Authority made its first review of water and wastewater charges in Western 

Australia in order to advise the state government on its setting of water prices.  Subsequent 

reviews were undertaken, and in each case a valuation of assets was undertaken as part of the 

process.  In the Western Australian case a Deprival Value was used in the initial pricing review, 

and the Western Australian Government also required that government business enterprises 

report rates of return in terms of a Deprival Value valuation of assets.  In using the Deprival 

Value: 

The $9,100 million asset value proposed by the Corporation is a value indicated as 

preserving the “status quo” of the Corporation’s forecast prices and revenues were the 

government to introduce cost-based regulation of prices, and given forecasts of operating 

and capital costs (Economic Regulation Authority 2005, p. 73). 

This has meant that in effect an economic value method based on income streams has been used. 

This 2004 value then had on top of it capital expenditure rolled into it, minus assets disposals 

and depreciation, adjusted for inflation and reviewed over time. 
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The 2004 RAB for the Water Corporation was greater than the company’s financially reported 

values: 

it was noted that the difference between the two estimates was due in part to the treatment 

of developer contributions….The ERA removed contributed assets completely from the 

original 2005 deprival value inquiry asset base in 2013(Economic Regulation Authority 

2017, p. 36, 382). 

In Western Australia, therefore, a line-in-the sand approach was also used with the line drawn 

in 2005 (Table 2). As in the other cases where this approach was used an economic value of the 

assets was estimated and then new capital expenditure rolled into the asset base.  

Tasmania 

In Tasmania, the Office of the Tasmanian Economic Regulator was created in 2009 under the 

Economic Regulator Act 2009 (TAS) and made responsible for water and wastewater, natural 

gas and electricity retail.  It replaced the Government Prices Oversight Commission (1995-2009) 

and the Office of the Tasmanian Energy Regulator (2001-2009).  Under the Economic Regulator 

Act price regulation was undertaken by Interim Price orders issued by the Treasurer.  Prices 

were then set by the regulator from the 1 July 2012. 

In Tasmania no explicit use of a line-in-the-sand was used.  Instead in Tasmania the regulators 

accepted the asset valuations from these enterprises (and their approaches to asset valuation; in 

the Tasmanian case based on a Depreciated Replacement Cost (minus developer contributions). 

The first investigation was undertaken in 2012, followed by further ones in 2015 and 2018. 

The Office of the Tasmanian Economic Regulator stated that it was not in a position to request 

a full asset revaluation; instead to use the values provided by the water companies to the 

government as part of its Urban Water Review.  These were mainly based on cost, but 

incorporated substantial revaluations on the part of the companies, which effectively meant that 

a DORC approach was used to value assets (Table 2). 

Summary 

Overall the undertaking of the regulation of prices by independent regulators using asset 

valuations as part of the building block model has spread from New South Wales in 1996 

through to other jurisdictions, finishing with Tasmania in 2012 and South Australia in 2013. 

These asset valuations have been based on a variety of approaches, but ultimately are use some 

form of Income Approach or Replacement Cost for assets built prior to the introduction of 

regulation, and the actual cost of new investments rolled in after regulation has commenced.     
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New assets acquired are valued at cost, which is the purchased market value.  That means for 

these assets Historical Cost, Market Value and Replacement Cost are one and the same thing in 

the year of addition to the RAB. You could also call it a Fair Value because it’s what the cost of 

the assets are in the market place; i.e. the value at which they were purchased.   It’s also logical 

to presume that the actual cost of buying the new assets are the equivalent of the Deprival Value.  

That is the actual cost of buying them is less than the economic value generated from using 

them, after all if that was not true why would an entity would buy them in the first place?  As 

the cost is less than the economic value than using Deprival Value means new assets would be 

valued at the lesser of the cost and economic value. 

Most of the jurisdictions used some variation on the line-in-the-sand approach.  New South 

Wales drew a line in 1996, followed by the ACT in 2003, Victoria in 2004, and Queensland in 

2008.  In Western Australia the Economic Regulation Authority does  not refer to an explicit 

“line-in-the-sand’ in its 2005 review, but effectively by using an economic value for existing 

assets at that date and actual cost thereafter, implicitly drew a line in 2005.    

In the South Australian case it is unclear whether and when a line in the sand was used. But in 

2008/09 the Government identified July 2006 as the legacy date in which assets before that date 

would be treated differently. However, the valuation of the legacy assets in the early 2000s used 

a Replacement Cost approach, rather than an economic value. This use of the line-in-the-sand 

became even more distorted when it was used again in 2013, incorporating the impact of a very 

large increase in price in the years 2006 to 2013 and future revenue/price targets. In 2007/08, 

prices rose by 6 percent, and then from 2008/09 the annual increase was in double digit figures, 

with the highest being a 25 per cent increase in 2012/13.   

In terms of the timing of using a line-in-the-sand, the point at which it should be drawn is at the 

point in 2004 when the National Water Initiative was established, and where the Government 

formally agreed to the use of commercially based and transparent prices going forward.  A 

number of jurisdictions around this time (i.e. Victoria, Western Australia, the ACT, and 

Queensland) began to regulate water prices and drew the line-in-the-sand at this point. 

Other jurisdictions like New South Wales, and Tasmania began water price regulation at 

different times to the 2004-2005 period, the former in the mid-1990s and the later in the early 

2010s.  In each case these pricing initiatives are associated with the corporatisation of the water 

agencies in those two states, and the introduction of commercially focused pricing (the creation 

respectively of Sydney Water in 1995 and TasWater in 2013).    

In the South Australian case the line-in the sand was used at neither of these two places; ie in 

1995 when the SA Water Corporation was created, or in 2004 when the state made its 

commitment to the NWI. This makes it substantially different to the two other groups of states.  
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3. The justification for selecting a particular RAB value, and whether the 

decision deliberately reflected a write-down in value of legacy assets. 

The first, most commonly used method of valuing assets is at Historical Cost.  This valuation is 

based on using the original cost of the acquisition of the assets to a company. Historical cost 

valuation previously has been widely used, but it is now often recognised as having a number 

of limitations. As prices change over time some have argued that this method fails to provide a 

meaningful base for performance measurement, particularly of government business enterprises 

generally which own long-life infrastructure assets.  The advantage of historical cost accounting 

is the low cost of undertaking it and its general familiarity and simplicity.  Most government 

business enterprises, however, have considerable accounting resources, and are especially 

capital-intensive, so no longer use this approach today. 

Current cost accounting has been used widely in the past, especially by government business 

enterprises in Australia.  Under Australia’s version of current cost accounting, assets can be 

reported at a written-down current cost.  This generally means some form of Replacement 

Cost is used, that is the price that an entity would pay to replace an existing asset at 

current market prices with a similar asset. Often when a firm moves from using an 

Historical to a Replacement Cost the value of the asset is valued upwards, reflecting that 

the Historical Cost has been written down to an unrealistic level over a long period of time. 

The third main valuation approach is an Income Value, where the value of the asset is 

determined by the conversion of expected benefits like cash flows into a net present value.  In 

this case though, the value of the asset depends on the revenue generated by it, and there is 

therefore a direct link to the manner in which economic regulation is enforced on it. 

In addition to using the previous individual methods, it is possible to use a combination of 

individual methods.  The Fair Value approach is of this type.  Under the Fair Value approach, 

an estimate is made of the potential market price of an asset.  It doing so, it takes into account 

factors such as: the acquisition/production/distribution costs of the asset, the replacement costs, 

or the costs of close substitutes; the actual utility of the asset at a given level of development of 

capability; the risk characteristics; and the cost of and return on capital and any individually 

perceived utility.  In the case of government business enterprises such as water supply, however, 

it has been recognised that the valuing of assets using a market-based approach might involve 

some difficulties.  If it is not possible to obtain market-based evidence of the fair value of an 

asset because of the specialised nature of the property, plant and equipment, and if the asset 

rarely is sold, then an organisation may need to make an estimate of the Fair Value using an 

income or a depreciated replacement cost approach.   Deprival value is also another combined 

approach used in accounting theory to establish the appropriate measurement basis for asset 

valuation.  That is, the deprival value of an asset is the degree to which an entity is ‘better off’ 

because it owns an asset.   

https://www.accountingtools.com/articles/what-is-an-asset.html
https://www.accountingtools.com/articles/what-is-market-price.html
http://en.wikipedia.org/wiki/Prediction
http://en.wikipedia.org/wiki/Market_price
http://en.wikipedia.org/wiki/Utility
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As different asset values can result from the different approaches used, this in turn can lead to 

different regulated prices.  In each case where a value was chosen based on income streams 

(rather than a Replacement Cost), the legacy assets were effectively written down in value.  

Rates of return were initially quite low, which meant that the economic value was low.  As this 

approach has been incorporated into line-in-the sand it is important to understand why it has 

been used.   

The main justification for its use is that past capital expenditure on infrastructure assets might 

have been carried out for reasons besides commercial ones. This means that often it is not 

appropriate to give them a commercial value.  It is also possible that these past investments 

could have been partially or fully covered for by grants from the government.  Any extra 

recovery of capital costs through pricing, from the same taxpayers who purchase water, would 

create double charging.  As investments after the line is drawn are regarded as commercially 

driven, requiring approval by regulators with a viability test, additions are put on at cost (with 

an investment return).  This means that past investments, as opposed to present and future ones, 

should be treated differently. 

As investment assets after the line are built up, prices will be altered, increasingly reflecting the 

post-line capital expenditure, and less the pre-line, historical investments. As substantial 

investments have been undertaken in Australia since the mid-2000s prices have tended to 

increase to cover the new capital expenditure. In the case of these new capital investments the 

Historical Cost and Replacement Cost of them is the same figure, and so rolling the figure 

forward onto valuations seems appropriate. 

In terms of valuing assets today for financial reporting generally the different states have used 

the same approach to valuation as that used in regulating pricing, i.e. in the Melbourne case the 

water companies use a discounted cash flow approach as this is the approach that was used to 

value the assets at the line-in-the sand for estimating the RAB.   What this has meant is that 

generally those states that have used a line-in-the sand procedure to value assets for the RAB 

have asset valuations at levels lower than efficient cost.  In the case of Victoria for instance, 

Melbourne Water changed to Fair Value in 2009, for financial reporting, from Historical Cost.  

Fair Value in this case was based on the income stream earned by the company (and in turn 

based on the RAB valuation) and as such has been valued consistently below that of the 

Replacement Cost of the assets.  This means that the legacy assets values are written down below 

that of their Replacement Cost, a common result where an income stream valuation of assets 

has been used in the Australia water sector.  
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4. A comparison of the ratio of the RAB to Statutory Asset Value in each 

jurisdiction, and a possible explanation for any differences. 

In the case of the different states the value of the RAB calculated by the regulator will be 

different to that of the financial reporting of the value of fixed assets (infrastructure, plant, 

equipment, property, land and buildings).  

Figure 4 provides data of the ratio of the RAB to statutory financial account values of fixed 

assets in Melbourne (the four water companies there combined), the ACT, SA Water, Sydney 

(Sydney Water and the Sydney Catchment Authority) and the Water Corporation of Western 

Australia.     

Although these ratios do change slightly over time they remain fairly steady over time and there 

is no strong discernible difference between the states.  

This doesn’t seem very strange as the financial accounting fixed assets valuations are related to 

the RAB valuations. In the New South Wales, Victorian, and Queensland cases for instance the 

Infrastructure is valued in financial reports using the Discounted Cash Flow approach, which is 

also used in the determination of the RAB.  In these states the RAB is determined using this 

approach and then the water companies use it to determine the Fair Value of the Infrastructure 

assets (Table 2).  

In each of the states there has emerged a link between the estimation of the RAB and the 

financial reporting of the assets of the companies. The sequencing of this has not always been 

consistent (for instance in Victoria and New South Wales it flows from regulatory decisions to 

changes in financial accounting practices, whereas in South Australia and Tasmania it has been 

in the opposite direction). Whatever, the sequencing the link between the two is a significant 

one.  
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5. Whether it is possible to benchmark the RAB values for each  

      Jurisdiction by consideration of such variables as number of customers, 

kilometres of mains, desalination assets, water quality and consumption. 

Although it is possible to make comparisons between states on the basis of such things as the 

RAB value per connections, water consumption etc., these types of comparisons should be 

viewed with some degree of caution and only used as part of a study that contains much broader 

data. 

In some cases water companies like SA Water, the Water Corporation and TasWater are state 

wide organisations servicing both country and metropolitan regions. In some cases water 

companies are also vertically separated as is the case in both Sydney and Melbourne (separate 

wholesale and retail water companies).  Differences in operating climate, climatic and 

demographic conditions can also be important in creating differences.  Nonetheless comparisons 

of this sort can be useful, especially if they are undertaken over a period of time to see how a 

water company changes its operational performance. 

Figures 5 and 6 provide examples of the case of SA Water, the four Melbourne companies 

combined, ACTEW/Icon Water in the ACT, the Water Corporation in Western Australia and 

the combination of Sydney Water and the Sydney Catchment Authority.   

As has been noticed elsewhere, the case of Melbourne shows a far lower RAB per connections 

and water supplied than that of SA Water.  The ACT and Sydney also have lower 

RAB/connections-water supplied compared to SA Water, although not to the same degree that 

Melbourne does.  In each case the RAB per connection and water supplied all rise over time as 

the level of capital expenditure builds up over time.  

In the case of the Water Corporation in Western Australia the RAB/connections-water supplied 

figures are more similar to those of SA Water than those in Melbourne or the ACT, which could 

be a product of the similar nature of the water companies (state-wide in South Australia and 

Western Australia) or could be due at least partially to a higher RAB being calculated on the 

basis of a higher economic value in turn being driven by an initial higher revenue stream in that 

state. 

Although the evidence is not conclusive it is likely that the use of a Replacement Cost approach 

to determining the RAB in South Australia has made a contribution to it being higher than in 

places like Melbourne and Sydney.   
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6. Other issues 

Turning now to a discussion on whether there have been any subsequent consequences for water 

businesses where the RAB was set at a low value relative to the statutory accounting value, it is 

possible that the use of a line-in-the-sand approach (with an economic value) can potentially 

create a degree of dissatisfaction among some enterprises, as they found it difficult to recover 

the costs of their investments, with prices held lower.   

A report from the Auditor-General Victoria has raised concern about Victorian water 

businesses’ financial viability, particularly their ability in servicing and repaying debt (Victoria, 

Auditor-General’s Report 2013).  Interest-bearing liabilities have increased by $10.3 billion or 

248 per cent over the past five years.  Finance costs have accounted for 21 per cent of the water 

industry’s total operating costs each year.  In the financial year 2012/13, debt increased by $5.4 

billion or 59 per cent, due predominantly to the desalination plant being recognised as a finance 

lease by Melbourne Water (Melbourne Water 2013).   

The Essential Services Commission also conducted an investigation in 2004 to assess the 

financial viability of the Victorian water businesses. 

What these reports tended to find is that the metropolitan based water companies have tended 

to be profitable and to generate enough to finance their development.  In contrast rural and 

regional providers have suffered somewhat.  

In commenting on this aspect one finance manager of a water company has stated: 

…mainly that price settings should be reflected by current and relevant asset values, in 

order to adequately recover and plan for an assets replacement/renewal. 

Another finance manager stated that: 

Asset values and replacement should be used for price setting, otherwise assets will not 

be replaced except through borrowings. 

Further that: 

Assets value adopted in price setting should take into consideration the accounting book 

value, as any material difference between the value used for price setting and book value 

may not be recovered (corporate finance office of a water company). 

More specifically in Victoria, Goulburn Murray Water stated that under the economic regulatory 

framework (i.e. line-in-the-sand) the company was unable to recover the majority of its statutory 

depreciation through customer charges. 
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Despite that, the water based companies in Melbourne and Sydney have managed to maintain 

their profitability as well as undertaken substantial investments in capital since the setting of the 

RABs on these companies took place.   

Figure 7, which gives the capital expenditure figures for the various capital cities in Australia 

show that there has been substantial investments in each jurisdiction, with the major changes 

being brought about as a response to drought conditions (the years 2008 to 2010). This means 

that a substantial part of the water price increases in Australia can be explained as being caused 

by the need to generate returns to pay for substantial increases in capital expenditure rather than 

to any changes in the way assets are valued to estimate the RAB.   

In terms of whether there have been any changes in accounting or regulatory practices in recent 

years in response to issues arising from asset valuation practices.  

In the early 2000s the Australian Accounting Standards Board (AASB) announced that from 

2005 it was going to adopt the accounting standards issued by the International Accounting 

Standards Board (IASB). This subsequently meant that all reporting entities in Australia would 

be required to comply with International Accounting Standards (IASs). These standards 

included making use of the ‘Fair Value’ method to value assets. A Fair Value estimation of an 

asset’s value is the amount at which it can be sold in a current transaction between willing 

parties.  

The Fair Value approach to measurement takes into account a range of factors including the 

current market conditions and any expectations about the sale or transfer price, and is regarded, 

therefore, as being a market-based measurement. 

In more recent times, in the case of government-owned enterprises in Australia, the various state 

and federal governments have required that their enterprises also move to the use of IASs, 

including utilising the Fair Value approach in their statutory accounts. As part of the process of 

replacing Australian Accounting Standards with IFRS and applied to the public sector, therefore, 

it has been proposed and accepted by most state and federal governments that standards be 

applied on a sector-neutral basis.  

There appears to be no other major changes that have occurred. 
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7. Conclusion 

Most jurisdictions in Australia used an economic value based on a discounted cash flow 

technique in determining the initial RAB when establishing the building blocks that set water 

prices. Two exceptions to this approach were the states of South Australia and Tasmania which 

used DORC approaches.  Generally valuations of assets at economic value as used in the line-

in-the-sand procedure as initial rateable asset bases were lower than that of the Replacement 

Costs of assets. This in turn means that prices for water were lower than they would have been 

had a Replacement Cost approach been used to value assets. 

In the South Australian case, two main cases were important at embodying the DORC valuations 

into pricing; the RAB adopted in the first Transparency Statement in 2004-05 and the Initial 

RAB set by the SA Treasurer in the 2013 Price Determination.  Although it could not be claimed 

that by using this approach was the only reason why water prices were increased in South 

Australia from the mid-2000s onwards, it would have made a significant contribution to raising 

water prices compared to the situation in most other states.  

By using the DORC approach to asset valuation, SA Water’s RAB would have been higher than 

would have eventuated had an economic value been used.  This can be illustrated by the 

relatively high level of RAB compared to water connections and ML of water supplied.   

The South Australian case also differs from most of the other Australian jurisdictions in that the 

line-in-the-sand was used, but only after water prices had risen substantially.  This made its use 

problematic.  

Finally with the use of developer contributed assets South Australia initially included them in 

the RAB, along with Queensland and Western Australia, Later South Australia (and Western 

Australia) left them out. 
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Table 1. Australian Economic Regulatory Agencies, 2018 

Jurisdiction Name Current areas of responsibility 

Australia Australian Energy Regulator-ACCC 2005 Electricity & gas distribution and transmission 

 Australian Competition and Consumer 

Commission 1995 

Telecommunications, airports monitoring and post 

New South Wales IPART 1992 Water & sewerage, train/bus/ferry charges, rail access, 

electricity & gas retail, local government rates 

Victoria Essential Services Commission 2002 

(previously Office of the Regulator 

General - from 1994) 

Water & sewerage, port charges, rail access, electricity 

& gas retail 

Queensland Queensland Competition Authority 1997 Water & sewerage, rail access, electricity & gas retail, 

local government rates 

South Australia Essential Services Commission 2002 

(replaced the Office of the South 

Australian Independent Industry Regulator 

1999)  

Water & sewerage, port charges, rail access, electricity 

& gas retail 

Western Australia Economic Regulation Authority 2004 Water & sewerage, rail access, electricity & gas 

retail/distribution/transmission 

Tasmania Office of the Tasmanian Economic 

Regulator 2009 (replaced the Government 

Prices Oversight Commission 1999 and 

the Office of the Tasmanian Energy 

Regulator 2001)  

Water & sewerage, electricity & gas retail 

Australian Capital 

Territory 

Independent Competition and Regulatory 

Commission 1997 

Water & sewerage, electricity & gas retail 

Northern Territory Utilities Commission Water & sewerage, electricity & gas retail/ 

distribution/transmission 

Source: Independent Pricing and Regulatory Tribunal of New South Wales (2016b); Essential Services 

Commission (2016); Queensland Competition Authority (2014a, 2014b); Essential Services Commission of South 

Australia (2016); Economic Regulation Authority (2017); Office of the Tasmanian Economic Regulator (2015); 

Independent Competition and Regulatory Commission (ACT) (2018); Utilities Commission (2012). 
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Table 2. Australian Water Industry Regulatory Approaches and Financial 

Reporting, 2018 
 Form of regulation Financial reporting 

(Fair Value calculation) 

Regulated 

capital base 

Regulated 

depreciation 

New South 

Wales 

Cost-of-service building 

block approach 

Infrastructure – Discounted cash flow (income 

approach) 

Land & building - Market value 

Plant & equipment – Historical cost 

LITS (EV) + 

roll forward 

(1996) 

Straight-line 

method 

Victoria Cost-of-service building 

block approach 

Infrastructure – Discounted cash flow (income 

approach) 

Land & building - Market value 

Plant & equipment – Depreciated replacement 

cost 

LITS (EV) + 

roll forward 

(2004) 

Straight-line 

method 

Queensland Cost-of-service building 

block approach 

Infrastructure – Discounted cash flow (income 

approach) 

Land & building – Discounted cash flow 

Plant & equipment – Historical cost 

LITS (EV) + 

roll forward 

(2008) 

Straight-line 

method 

South 

Australia 

Cost-of-service building 

block approach 

Infrastructure – Reproduction or replacement 

costs  

Land & building – Market value 

Plant & equipment – historical cost 

Fair Value 

(DORC) + roll 

forward 

(2004/2012) 

Straight-line 

method 

Western 

Australia 

Cost-of-service building 

block approach 

Infrastructure – Depreciated historical cost 

Land & building – Market value  

Plant & equipment – Depreciated replacement 

cost 

Deprival value 

(EV) + roll 

forward 

(2005) 

Straight-line 

method 

Tasmania Cost-of-service building 

block approach 

Infrastructure – Discounted cash flow (income 

approach) 

Land & building – Market value 

Plant & equipment – Depreciated replacement 

cost 

DORC + roll 

forward 

(2012) 

Straight-line 

method 

Australian 

Capital 

Territory 

Cost-of-service building 

block approach 

Infrastructure – Discounted cash flow (income 

approach) 

Land & building – Market value 

Plant & equipment – Historical cost 

LITS (EV) + 

roll forward 

(2003) 

Straight-line 

method 

Northern 

Territory 

Price cap Infrastructure – Discounted cash flow (income 

approach) 

Land & building – Market value 

Plant & equipment – Discounted cash flow 

NA NA 

Notes: LITS = line-in-the-sand.  EV=economic value. DORC=Depreciated optimised replacement cost. Sydney 

Water, Melbourne Water, Queensland Urban Utilities, SA Water, Water Corporation of WA, TasWater, Icon 

Water (ACT), Power and Water Corporation (NT). Annual Reports. 

Source: Independent Pricing and Regulatory Tribunal of New South Wales (1996a, 1996b, 2000a, 2000b, 2005, 

2016a, 2016b); Essential Services Commission (2004, 2005a, 2005b, 2005c, 2013, 2016, 2018a, 2018b, 2018c); 

Queensland Competition Authority (2014a, 2014b); Essential Services Commission of South Australia (2005, 

2016); Economic Regulation Authority (2005, 2017); Office of the Tasmanian Economic Regulator (2008, 2012, 

2015); Independent Competition and Regulatory Commission (ACT) (1999, 2018); Utilities Commission (2012). 
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Figure 1 Annual Water Bill Based on 200 kL/water, Nominal Terms, 1995/1996 to 

2016/17 
 

 
Source: Water Services Association of Australia (1997-2005), National Water Commission (2006-14). Australia, Bureau of Metrology (2015-

18). 

Figure 2 Annual Water Bill based on 200 kL/water, 1995/1996 to 2016/17 (constant 

$2006/2007) 

 
Source: Water Services Association of Australia (1997-2005), National Water Commission (2005-14). Australia, Bureau of 

Metrology (2015-18). Australian Bureau of Statistic (1998-2018) Consumer Price Index, Cat. No. 6401.0. 
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Figure 3. Overview of Asset Valuation Methodologies used in Statutory  

Financial Reporting 
 

                                              

                                                          Valuation methods 

 

 
      Cost-based valuations                 Value-based valuations                  Hybrid approach 

       -largely ex-post approach            -largely ex-ante approach           -value subject to testing 

       -depreciated asset values             -output-based                               of two or more methods 

       -input-based                                 -market/business value 

 

           Historical cost-based                    Discount cash flow                   Deprival value 

           -original prices                                -cash flow projections               -value to owner 

          -indexed historical cost                      discounted by cost of              DV=min (ORC, EV) 

                                                              capital 

 
                                                                    Capitalisation of 

            Reproduction cost                           earnings - price                         DCF supplemented 

           -like-for-like                                    earnings ratio                            other methods 

            reproduction                                                

                                                                    Dividends yield & 

                                                                    Growth valuation 

            Replacement cost                        

            modern asset equivalent                 

            optimised replacement                    Net realisation value 

            cost                                                   

                                       

                                                                    Line-in-the-sand 

 

 

 

Source:  Abbott, Raar & Tan-Kantor (2016)          
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   Figure 4. RAB $ / Fixed Assets $, 2004/05 to 2016/17 
 

 
Source: Water Services Association of Australia (1997-2005), National Water Commission (2005-14). Australia, Bureau of 

Metrology (2015-18). 

 Economic Regulation Authority, Western Australia (2005, 2017).  

Essential Services Commission (Victoria) (2005a, 2005b, 2005c, 2013, 2016, 2018a, 2018b, 2018c).  

Essential Services Commission of South Australia (2005, 2013, 2016). Independent Competition and Regulatory Commission 

(ACT) (1999, 2018). 

 Independent Pricing and Regulatory Tribunal of New South Wales (2005, 2016a, 2016b). 

Annual Reports: Sydney = Sydney Water, Sydney Catchment Authority,  

Water NSW – Greater Sydney assets. Melbourne = Melbourne Water, City West  

Water, Yarra Valley Water, South East Water. SA Water. Water Corporation. ACTEW. Icon Water. 

 

 

 

 

 

 

 

 

 

 

0

0.2

0.4

0.6

0.8

1

1.2

2
0
0

4
/0

5

2
0
0

5
/0

6

2
0
0

6
/0

7

2
0
0

7
/0

8

2
0
0

8
/0

9

2
0
0

9
/1

0

2
0
1

0
/1

1

2
0
1

1
/1

2

2
0
1

2
/1

3

2
0
1

3
/1

4

2
0
1

4
/1

5

2
0
1

5
/1

6

2
0
1

6
/1

7

Melbourne

SA Water

Water Corp.

ACTEW/Icon

Sydney



P a g e  | 28 
 

 

Figure 5. RAB $ / Number of Connections, 2004/05 to 2016/17 

 
Source: Water Services Association of Australia (1997-2005), National Water Commission (2005-14). Australia, Bureau of 

Metrology (2015-18). Economic Regulation Authority, Western Australia (2005, 2017). Essential Services Commission 

(Victoria) (2005a, 2005b, 2005c, 2013, 2016, 2018a, 2018b, 2018c). Essential Services Commission of South Australia (2005, 

2013, 2016). Independent Competition and Regulatory Commission (ACT) (1999, 2018). Independent Pricing and Regulatory 

Tribunal of New South Wales (2005, 2016a, 2016b). 

Annual Reports: Sydney = Sydney Water, Sydney Catchment Authority, Water NSW – Greater Sydney assets. Melbourne = 

Melbourne Water, City West Water, Yarra Valley Water, South East Water. SA Water. Water Corporation. ACTEW. Icon Water. 

 Figure 6. RAB $ / Water supplied ML, 2004/05 to 2016/17 

 
Source: Water Services Association of Australia (1997-2005), National Water Commission (2005-14). Australia, Bureau of 

Metrology (2015-18). Economic Regulation Authority, Western Australia (2005, 2017). Essential Services Commission 

(Victoria) (2005a, 2005b, 2005c, 2013, 2016, 2018a, 2018b, 2018c). Essential Services Commission of South Australia (2005, 

2013, 2016). Independent Competition and Regulatory Commission (ACT) (1999, 2018). Independent Pricing and Regulatory 

Tribunal of New South Wales (2005, 2016a, 2016b). 

Annual Reports: Sydney = Sydney Water, Sydney Catchment Authority, Water NSW – Greater Sydney assets. Melbourne = 

Melbourne Water, City West  

Water, Yarra Valley Water, South East Water. SA Water. Water Corporation. ACTEW. Icon Water. 
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Figure 7. Capital Expenditure on Water and Wastewater Infrastructure, 1997/1998 to 

2016/2017 ($000’ 2006/2007) 

 
Source: Water Services Association of Australia (1997-2005), National Water Commission (2005-14). Australia, Bureau of 

Metrology (2015-18). 
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