24 October 2002

Rick Stankiewiecz

Queendand Competition Authority
GPO Box 2257

BRISBANE QLD 4001

Dear Rick
Re: Commentson QCA BRIA draft report

Bdow are some of my initid comments and questions on the QCA BRIA draft report. | ook
forward to discussing these with you in the near future. | would also be keen to examine the data
and modds usad in your andlyss.

1. Government payments made in the past would gppear to be ether:

a. A capital contribution and without thisthe project would not go ahead.
Growers could not afford to pay more than their current contribution or their
investment would not be commercidly attractive. Given that blocks were auctioned,
it would be reasonable to assume that growers paid commercid prices for land and
water which indicated their commercia vaue of land and water to them (p19 “the
auction vaue of land represented the total value that irrigators placed upon al
entitlements associated with it.”). Given that the economics of sugar are now
markedly worse and the vaue of ther land has depreciated accordingly, it is highly
guestionable whether growers are now able to pay more for water.

b. A gift from government toirrigators since the grower s could have paid
mor e for the dam in thefirst place. If it was such agood investment, why was
demand much lower than supply and growers il carrying significant debt now?
And why didn’t the land/water fetch amuch higher price a auction to return sate
government with a hedthy return at that time?

c. Paymentstoreducetherisk of theinvestment/dam so that it is
commer cially attractive. That is, it was not the $x00m which was the problem
but the 10% or so interest rate required by growers to pay if they borrowed to buy
the dam in the first place. As aresult, the much lower interest rate that government
would be charged (lets say 3%) would mean that the project would be
commercialy attractive. However if thiswere the case, the value of land and water
sdes would have been dmost the same as the codts of building infrastructure.



2. The QCA dates (p3), “Asthe current price paths do not provide a mechanism by which
Sunwater can capitalise on past capacitiesto pay, it would be inappropriate to reduce the
leve of return when the expected capacity to pay islow.”

a. | would have thought past prices wereirrelevant for this study. There was no
requirement for lower bound pricing or otherwise in the past.

b. Just because growers may have had the capacity to pay in the padt, this matters
little for current and future expenditures.

3. The QCA chose to use the same WACC for irrigators as for Sunwater. | would expect
thet the risk premium for cane farming in the BRIA would be subgtantidly higher then that
for Sunwater. Thus the WACC for farmers would be expected to be substantidly higher
than for Sunweter.

a. Sunwater is guaranteed of receiving 70% of its revenue from the BRIA regardiess
of water use. Also, it is a statutory organisation backed heavily by the state
government. Under these circumstances, it is difficult to see how Sunwater could
default on aloan and thus the risk premium it would obtain would be extremely
low.

b. Canegrowersinthe BRIA on the other hand are faced with large risk due to large
sugar price fluctuations, wesether, disease and arange of other factors. Also, the
mgority of cane growersin the BRIA are carrying alarge debt load and the
amount of equity that growers have in their farmsis faling with faling farm vaues.
Asaresult, anumber of cane growersin the BRIA have defaulted on loans over
recent years. Given this, | would expect that the risk premium would be relatively
high and the WACC subgtantialy higher than for Sunwater.

4. Itisdifficult to see how government can now clam that it would like to seek a commerciad
rate of return given that it has not done since the inception of the scheme. Tobea
commercid venture, government must recover money in theinitid years or thisis not
possible.

a. Theuseof acommercid discount rate means that, depending on the rate used, cash
flows beyond about year 10 or S0 of the scheme are substantialy lower when
converted to the time of construction of the BRIA. Consequently, businesses tend
to seek returns from their investment and pay the mgority of the costs off early in
the life of their investments.

b. Themgority of cogts of developing the BRIA gppear to have been incurred on
average around 1985.

c. Itwould appear that no rate of return may have been charged between 1985 and
2000, a period of 15 years.

d. A rateof return of lessthan 1 percent has been included between 2000 and 2005
according to the QCA.
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e. For the scheme to be commercid, exorbitant returns would need to be obtained by

Sunwater between year 21 and 30 of the scheme (QCA used a 30 year time frame
for caculating EV’9).

Given this it isdifficult to see how government could possibly suggest that they
intended the BRIA to ddliver acommercid return.

It is unfortunate that the QCA was unable to examine the gppropriateness of the lower
bound price set by government for the BRIA. If the lower bound price set by government
was found to be too high, this may change the outcome of the report.

The QCA appears to be taking an unredigticaly hard line on what is a capita contribution.
They state on p17 that, “a capita payment should be regarded as a capita contribution if
the intention of the rlevant parties at the time was that the capitd payment would be
recognised for pricing purposes.”

a. Giventhat obtaining arate of return by increasing water prices in the future was not

considered at the time of congtruction by the commonwedlth, it is unlikely thet the
commonweelth government would have explicitly outlawed this.

. Higorically, government capitd injectionsin irrigation developments have been

undertaken for arange of reasons. These have included decentralised devel opment
in provincid Queendand, socid issues, turning unproductive margind land into
productive land and the economic impact on towns. Commercia returns on
investment did not appear to be amajor consideration.

. Therewere no clearly stated documents presented to growers saying that parties

would seek to obtain arate return in the future.

. If you had asked the commonwedlth government the red question which is, “were

your contributions intended to occur so the state government could obtain profits
from it?’, the answer would have been no and the payments would have been
viewed as acapita contribution.

. As| understand, Bundaberg Sugar successfully fought to have mill levies

recognised as a capital contribution in recent years.

7. Many of the sugar prices used to caculate EV’s of water from growing cane appear to be

incorrect or ingppropriate (P58, 102). As aresult, the EV’ s reported are substantialy
higher than they would be if redistic sugar prices were used.

It is not gppropriate to use a spot price in October 2000 as an indicator of future
prices given that there is great volatility in sugar prices asthe QCA acknowledges.
i. Given thisvolatility, the spot price usudly bearslittle resemblance to the
final sugar price received by growers.
ii. The spot price would aso mean little when trying to assess a 30 year
average future sugar price
iii. If you were to use a Single number, a more appropriate measure would be
the sugar price received by the cane industry in the previous year. For



1999-00, the price received was A$257/t of sugar which is $A263/t in
2000-01 dallars.

b. The ABARE forecasts quoted in the report do not gppear to line up with the actual
ABARE forecastsin the OUTLOOK 2000 publications

i. Therea numbers (in 1999-00 dollars per tonne) in OUTLOOK 2000 for
2000-01 to 2004-05 are 261, 312, 316, 333 and 359. To convert these
to 2000-01 dollars, we multiply by one plus the inflation rate for 1999-00
(ie, 1.024). Therefore, the numbersin 2000-01 dollars are 267, 319, 324,
341, 368 (an average of A$324/t)

ii. Clearly what QCA have doneisto caculate, for example, the price of
$455/t for 2004-05 by multiplying the 2000-01 price of $267/t by the
USc/Ib price in 2004-05 of 12.8 and divide this by the USc/lb pricein
2000-01 of 7.5. Thisis an incorrect method of caculating the red $A price
gnce it does not take account of forecast changesin both the inflation and
exchange rates.

c. Giventhat the QCA waslooking for long term sugar price forecasts from ABARE
pre October 2000, the 10 year average price for 1995-96 to 2004-05 which
ABARE forecast in 1997 of A$302/t (1994-95 dollars) for usein the sugar
indugtry review at that time may be a useful measure.

i. Thisequatesto $341/t is 2000-01 dollars. The sugar price averaged
$352/t inthe first 5 years of this forecast which would mean that the price
would have to average $330/t between 2000-01 and 2004-05 for the 10
year forecast to hold. This number is very close to the forecast from
OUTLOOK 2000.

d. An assessment of trendsin the red sugar price over the last 20 years would be
ussful at identifying long term future prices.

i. Thiswould suggest that an average price around $350/t or above over next
30 yearsis extremely unlikely and a price around $250/t is much more
likely.

e. Long term red pricesfor most commodity tend to fal gradudly over timetypicaly
by around 1-2% per year. Thisis no different for sugar and thus the concept of
holding real prices constant between 2005 and 2030 in the QCA paper is
questionable. ABARE typical usesthis scdefdl inlong term red prices for mog, if
not al, agriculturd commodities.

f.  Movementsin the sugar pricein the last decade have largely been influenced by
Brazil. Brazil isthe largest sugar producer and exporter in the world and
movements in sugar prices are largely attributed to the Size of Brazilian crops and to
the leve of Brazilian exports.

i. TheBrazilian currency depreciated massively in 1998 as a result of politica
ingtability leading to the linking of the Brazilian red to the US dollar being
unsustainable. This depreciation is likely to be a permanent changein the
vaue of thered.
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ii. Asaresult of this currency depreciation, Brazil has become a much more
competitive sugar producer and consequently sugar production and exports
have increased markedly.

iii. Thishaslead to a permanent shift down in the world sugar price and
consequently future prices would be expected to be significantly and
permanently lower than historica levels.

iv. Asareault, it would be difficult to see how long term prices could possibly
average around $350/t or higher. Infact, even $300/t would appear to be
optimidgtic.

v. Theonly way that prices could average well over $300/t isif the Brazilian
currency appreciated significantly which would appear to be unlikely.

0. The WRU forecasts of sugar prices gppear to reflect an optimistic and unredistic
increase in prices between 2000 and 2005. Also, price forecast gppear higher than
those used by NRM as the basis for economic assessments for various WAMP' s

h. The prices used in the Hilderbrand report would appear to be reasonably redigtic.
However while the average estimate of $25/t of cane, which would equate to
roughly $250/t of sugar, the optimistic price used appears to be extremely
optimigtic and probably outside the reslms of the possible.

i. Also, theissue of volatility of sugar prices and difficulty in forecagting prices was
Seen asahindrance to using EV.

i. However, as pointed out previoudy, the volatility and errorsin forecasts
are not likely to be as much asthe QCA has stated. And thereis
consderably more volatility in short term prices (eg, daly or yedy) than
there isin long term average forecasts (eg, 5 year or 30 year averages).

ii. Also, given that aforecast of 30 year average sugar price required, a
reasonable estimate can easily be obtained by undertaking atrend analyss
of historic real prices. 5 year average forecasts can aso be forecast in this
fashion with reasonably low volatility.

It is clear from the report that the QCA casts doubt on the ability of the BRIA torunasa
commercid entity. This occurs because the industry contribution to the schemeis only
about 20% of the total costs of the schemein their opinion.

a. Giventhelow and fluctuating capacity to pay by the growersin the Burdekin, it is
unlikely that government will ever be able to charge acommercia rate of return on
scheme assets.

b. Given that the Burdekin is considered to be one of the more commercia schemesin
Queendand, thiswould suggest that the Queendand government has little ability to
charge rates of return in other schemes throughout Queendand.

It isclear from this gudy that it is extremdy difficult for the QCA to clearly determine the
purpose of the BRIA scheme from the Commonwedth and Sate governments as well as
industry and other participants. Also, it has been extremely difficult to determine the costs



of the scheme and the ability of growersto pay above lower bound payments. It has dso
been an extremdy time consuming and expensive exercise
a. Giventhis, it would be an extremdly difficult and time consuming exercise to
undertake for al irrigation schemesin Queendand
b. Giventhat the BRIA isone of the newer schemesin Queendand, other schemes
will be much more difficult to review if not impossble,

10. Eladticity of demand and profit maximisation issues were not congdered by the QCA. If
prices are set too high and above what growers can afford, water use will fall as growers
go bankrupt or reduce water use based on higher margina cost. I'm not sure that thisisin
Sunwater’s or the governments interest. These factors should be considered by the QCA
and government when setting water prices and looking at their appropriateness. | would
expect that it would not be appropriate for government to seek a positive rate of return if
thiswould lead to the profitability of Sunweter faling.

11. p 99 indicated that the QCA accepts that public interest needs to be consdered in water
supply and pricing activities. And this can be reflected as trangparent CSO’s from
governmert.

12. p 102 dtates that, “acommercid service provider would, in generd, only provide aprice
adjusment for a customer where afailure to do so would affect the longer term viability of
the service provider. Such a circumstance may ariseif commodity prices on internationa
markets fal sufficiently so that the current nature and level of farming activity in unprofitable
in the longer term.” This gppears to apply in the Burdekin and other cane areas a the
moment.

13. The paper discusses arange of circumstances whereit is not appropriate for an entity to
charge a pogitive rate of return.

a. Themgority of these exceptions clearly apply to the BRIA including periods of
substantial excess supply, redundant and overengineered assets, government CSO
and capacity of customersto pay.

I. Some of theseissues are explored in the paper while others including
excess supply do not appear to be explored despite the fact that thereis
clearly an excess supply meaning thet the vaue of the water in a
commercia senseis zero. P 97 Sates, with respect to excess supply, “this
may include the sale of water without seeking to recover any return on
capitd. Thisis appropriate provided no users who are willing to pay more
are excluded and the sdle has no longer term impact on the security of
supply for other users.”

ii. Also, the arguments from QCA on capacity to pay and CSO appear
contradictory at times. For example, they indicate on p102 that the EV is
likely to be zero under arange of sugar price assumptions.



b. Wewould argue that there are other exceptionsinduding:

Where assets are sunk

Where assets cannot be moved to profitable uses that can pay arate of
return. That is, opportunity cost is zero

When agreements were entered into in the past with respect to
developments

When assets/resources (including water and land for dams) are sold in the
past &t market prices that reflect thair true commercia vaue at the time.
Where a positive rate of return would lead to the profitability of Sunwater
fdling.

14. QCA dates (p39), “Arhitrary exclusion of assets on the grounds thet they are sunk failsto
provide management with the incentive to enhance shareholder value, and does not provide
incentives for the better management of assets or for future investment.”

a  Renewds have been sat aside to undertake future refurbishments of the scheme. It
IS not gppropriate to charge arate of return on these projects given that they have
been funded in advance by customers

b. Legitimaeitemsfor future invesmentsincluding new damswill need to negotiate an
acceptable financing structure to be gpproved. Writing off sunk assets does not
influence this negotiation.

c. If theonly reason for not supporting the sunk assets gpproach is because of the
disncentive to enhance shareholder value then amove to locd management would
overcome this dilemmaand disncentive. Shareholders vaue would be maximised
by charging the lowest possible price. Also, the determination of maximum prices
by government is meant to be an incentive for Sunwater to continue to increase
efficiency

d. p 63 states, “the cost of capital isaforward looking concept that reflects the
expected return, relaive to risk, that should be earned from investing in the asset.”
But if the asset was built in the past and the opportunity cost of using the asset is 0,
then the rate of return would be O.

e. ABARE haswritten many papers about sunk costs with regards to weter pricing all
of which have avery smilar message. One of these papers was Collins, Hall and
Scoccimarro ( 1996), COAG water reforms and farm incomes in the southern
Murray Darling basin, OUTLOOK 96, p123-135.

This paper stated (p125), “It has generally been recognised that past water
infrastructure investments were progressed for a myriad of reasons, and
there is little economic merit in recovering a depreciation charge from
current irrigators. Little of the capitd tied up in water supply infrastructure
could be salvaged and used € se where in the economy and therefore
represents asunk cost....the levying of any depreciation charge that served
to reduce capacity use on this sunk capital would impose a net loss on the
economy.”



ii. P 127 states, “While accepting the principle of the opportunity cost of
capitd, and putting aside revenue raising consderations, it is unclear why
governments would seek areturn on past water infrastructure investmen.
Asnoted earlier, little of the capitd tied up in water supply infrastructure
can be salvaged and used elsewhere in the economy, thusiit represents a
sunk cost. By seeking areturn on this capita, some changesin farm
investment and production patterns may occur, but it is unlikely that these
changes will result in the Stuation that would have occurred had afull return
been sought from the outset. Rather, any changesto provide areturn on
this capitd that serve to reduce capacity use on this sunk capita would
impose a net |oss on the economy.”

iii. P128 gates, “Notwithstanding the importance of efficient pricing regimes
for water delivery, the development of water markets may have a grester
impact on the efficiency of water use and the pattern of irrigated agriculture
in Audrdia”

15. According to the report, the total vaue of grower, mill and commonwed th contributionsis
$271.3m and the depreciated vaue is $202.2m. The DORC for the BRIA was cdculated
at $256.7m (p53).

a. Thetota contributions of the 3 groups above are greater than the DORC which

b.

means that arate of return would not be appropriate.

The total depreciated contributions are $54.5m less than DORC. At 8%, this
amounts to around $9/ML which is about the amount currently being charged
above lower bound. Consequently, although current price is fine, government
cannot charge any more.

If the 2% rate of return sought by the state government in 1980 was gpplied to the
$54.5m, then clearly an excessive price has been charged in the BRIA.

If the EV is caculated to be below that of the DORC as | suspect it will, thisis
likely to lead to the rate of return being charged in the BRIA to be excessiveif the
totd vaue of grower, mill and commonwesdlth contributions are deemed to be
capita contributions.

16. Some of the mgjor outcomes and findings by the QCA are hidden in the report as subtle
comments. Many of these commentswill be lost on the mgority of people or will not be
read. It is unfortunate that these findings cannot be stated as magjor outcomes of the review
because of the extremely narrow and restrictive terms of reference for the QCA. This casts
doubt over the vdidity and outcomes of the whole report and clearly further work must be
done in these areas for the report and the process to have red credibility.

17.

p 103 tates, “the authority notes that the return to Sunwater above lower bound only
accounts for 2 to 3 percent of the costs of sugarcane production inthe BRIA.” If these
numbers are correct, it may be only arelatively small component of costs but represents a



large proportion of the profit margin from cane growing in the BRIA. Consequently, it
would aso have alarge impact on the vaue of farmsin the BRIA.

18. It isextremey clear from my perspective that growersin the BRIA were not aware that the
gtate government intended to seek arate of return at the time that the BRIA was
developed.

a

b.

Government should have stated very clearly their intention to charge arate of return
before they sold growers land and water.

It is clear that government did not make reasonable efforts to clearly articulate this
intention to growers & the time that land and water was sold in the BRIA.

Given that government did not make their intention to seek arate of return clear to
growers at the time of salg, it is not reasonable to assume that growers did factor
thisinto their bids when purchasing land and water.

It would appear that growers were enticed to purchase land and water when they
did not understand what they were purchasing. Also, they did not understanding
what price government was able to charge for water in the future with respect to
seeking arate of return. As aresult, growers purchased assets that had a much
lower vaue than they had thought.

It will be up to the BRIA to collate evidence to back up their assertion that they
were not aware of governments' intention to charge arate of return through
datutory declarations and providing written evidence of governments' intention a
the time the BRIA was developed.

19. If government continues to extract any profits from cane growing in the BRIA, thereislittle
incentive for cane growersto increase their profit.

Thankyou.

Y ours fathfully

Eric Danzi

SENIOR MANAGER WATER



