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17 November 7011

Mr Peter Boettcher
Chief Executive Officer
SunWater Ltd
Level 10, 179 Turbot Street
PO Box 1553ó
City East Queensland 4002

Attention: Mr John Thornton

Dear Mr Boettcher

SunWater has appointed me as the independent external person to review its water trader
function.

The objective of the review is to assess whether SunWater is complying with its obtigations

under the Water Trading Code of Conduct, and to make any recommendations on

improving relevant internal procedures to hetp ensure an effective water market.

A printed copy of my report on the review is enclosed, and an etectronic copy has been

sent to Mr Thornton. ln summary, the finding of the review is that SunWater has complied
with the Code of Conduct. As well, no areas requiring improvement in the relevant
SunWater procedures were identified.

lf you have any queries in relation to the review, please contact me on 3237 5808 or at
bob. shead@bdo. com. au.

Yours faithfutty
BDo (Qld) Pty Ltd
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L. lntroduction

SunWater has commissioned BDO to carry out an independent audit of its water trading activities.

This report is on the third such review to be carried out.

ln Queensland, there are three types of water trading:

permanent trades of water allocations and interim water allocations

leases of water allocations

seasonal assignments of water available under a water entitlement (also called temporary
allocations or trades).

Prior to October 2011, SunWater's water trader function had been outsourced to Psi-Delta Pty Ltd.

From October 201.1, SunWater has contracted the Adelaide-based Waterfind to sell its seasonal
assignments of water. Waterfind acts as a broker - it does not buy or sell water in its own right.

ln 20L0-11, SunWater reported sales of 8,673 megalitres of seasonalwater (2009-10:38,594M1)- of
which its broker processed 5 sales totaling 2,803 megalitres (2009-10: 54 sales totaling 10,256 ML).

ln addition to the sales of its own water allocation, Sunwater has a role in approving 'off market'

seasonal trades negotiated directly between buyers and sellers within a Sunwater scheme. To do

this, the seller and buyer sign an Application for Temporary Transfer form (see Appendix 2) and send

it direct to SunWater.

L.t Objective

The objective of the audit is to independently assess whether SunWater's water trading activities and

arrangements comply with its obligations under the Water Trading Code of Conduct.

Code of Conduct

ln January 2007, SunWater issued a "Water Trading Code of Conduct" to give buyers confidence that
it is acting with integrity and thereby helping to ensure an effective water market, including in
relation to its own allocations.

A revised Code was issued in October 201-0. The revisions mainly reflected the fact that the Water
Trader function had been outsourced, rather than being operated internally.

The key features of the Code are:

. Market Facilitation and Education

L.

2.
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o provision of timely and relevant information on allocations, new or augmented

infrastructure, volumes and prices, through the SunWater website or that of the

Department of Environment and Resource Management.

. Transparent Trading Processes

o publication of the volume and timing of water allocations that SunWater will trade

and whether they will be released by permanent transfer, term allocation or
temporary transfer.

. pricing

o trading can take place through a public exchange, by tender or auction or through

direct negotiation with customers through the SunWater broker.

o no price discrimination for the same product delivered at the same time.

. Approval of Trades - for seasonal assignments:

o no discrimination between those involving customers and SunWater.

o approved in accordance with criteria in temporary trade application forms on

SunWater's website.

. Disclosure - standard water delivery and trading contracts to be on SunWater's website.

. Compliance
o SunWater to maintain procedures to ensure compliance with the Code.

o an annual audit by an independent external party to report on SunWater's

compliance.

. Ring-fencing - ensuring the water trader only has access to market information that is available

to every other market participant.

. Dispute Resolution - customer access to a binding process.

. Breaches - to be reported immediately to Queensland Treasury, investigated by an independent

body, and, if the Code has been breached, the nature and resolution of the breach to be

disclosed in SunWater's annual report.

A full copy of the current Code of Conduct is at Appendix 1.

t.2 Background

The 2006 Notionol Woter lnitiative Woter Troding Study conducted for the Department of the Prime

Minister and Cabinet assessed the need for market supervision and the enforcement of trading rules

in the emerging water market in Australia. The study recommended that:

Processes for managing trades and the entitlement registers should be subject to a regular audit
program to ensure the internal controls around these processes are adequate to [ensure] compliance

with trading and entitlement rules.



For example, arrangements should be introduced to ensure the operational staff who manage trade

are appropriately 'ring-fenced' from decisions that are likely to impact market process and are unable

to use any'inside information'for personal gain.

Tools that govern the conduct of market intermediaries, such as codes of conduct, accreditation or

licensing in the sector, are not required at the present time. However their need should be reviewed

periodically.

Every two years, the National Water Commission carries out an assessment of progress in

implementing the NationalWater lnitiative. The 2011 Biennial Review reported that:

Efficient market operation requires that water access entitlements be clearly specified, and that
requires robust and transparent methods and processes for determining and announcing annual

allocations of water. There is also a need for all market partic¡pants to have equivalent opportunity of
access to market-sensitive information at the same time, to guard against insider trading or other

situations in which some traders gain a market advantage by having prior access to allocation

decisions.

ln 2Ott, the Commission released a report (Strengthening Australia's woter markets 2077) on a

review which assessed the factors potentially hindering the further development and efficient

operation of water markets. One of the review's findings was that:

W'rh üe exception of SunWater, üe infiasEucture operâtors reúie\ /ed abovre have not taken comprehensive stçs to ring-

fence their water trading activities from their oüer activities. ln partiorla4 there does not appear to be separation of

information (for example, maftet-sensitir,e information) and decisionmaking processes (sudr as appointing an independent

person or committee to trade). There is also an absence of protocols for trading that prescribe when to üade, the price to

trade at and the medranism fortrade.

Only partial measures have been taken to manage the conflicts of ¡nterest that may arise from actively tading water in the

markel

Some operatoß hale implemented protocols for approving their own trades. There have been partial efforb to separate

Fading from other busines activities and to require brokers to conduct ûades or place ù-ades on exdranges at pool prices. ln

some instances, entjtlement holdings and associated trade volumes are listed in annual reports.

ln other cases, protocols require water auürorities to dedare tnding activities, whidl are subject to audiL For example, in

Victori4 water authorities must make a dedaration to the Department of SusÞinability and Environment when úey

approve their own trade applications, and this must be noted in their annual reports. This may deter actions that

contribute to, or ocorr widl inappropriate conducù

ln üre øse of SunWater, a mudr more rigorous and comprehensive approadr has been taken to guard against potential

conflicts of interesl ln collabontion with the Queensland GovemmenÇ SunWater hæ established a wluntary water tading

code of conduct and hæ adopted ring-fencing arrangements to put its trading actMties at arm's length from its operational

and regulatory activities.

Nevertheless, the report noted that SunWater performs a number of roles that may give rise to conflicts of

interest, given its commercial interests associated with holding or sell¡ng water ent¡tlements and allocations:

o System operotion SunWateroperateq maintains and develops infrastructure w¡thin the irrigation area. lt

maytherefore use commercial or market-sens¡tive information to inform its own trading activities.



. Determ¡notion of onnounced allocations. SunWater determines announced allocations for supplemented

(regulated) entitlements in each scheme and may therefore use that information to inform its own

trading activities.

. Approvol of temporory trades. SunWater has a role in approving seasonal assþnment tndes and could

give preferent¡altreatmentto its own trades.

The manner in which these potential conflicts are dealt with by SunWater, and the consequent risk to the effective

operation of the water mad<et are reviewed in section 2.

ln addition to the National Water Commission's assessmenq the development and operation of effective water

markets has been the subject of advice and recommendations by the ACCC (Australian Consumer and Competition

Authority)to the Munay Darling Basin Authority undertheWøter Act2007 (Cwlthl in relation to WaterTrading

Rules. The ACCCs final advice:

1.. recommended that "approval authoritiesl and Basin state governments develop policies and procedures

to identiñ¡ and appropriately manage potential or perceived conflicts of interest of trade approval

authoritiel'. Draft recommendation 5-L

2. advised that 'the Basin Plan water tndîng rubd should provide that trade approval authorities must

inform the market of anytrade of a wateraccess rightto which they have been a buyer; seller lessee or

lessor. This disclosure should be made as soon as possible afterthe trade has been completed and on the

approval at¡thority's website." Draft rule advice !K

The Commision had also noted that SunWater had implemented ring-fencing of its tnding and regulatory functions

by outsourcing the trading function.

1 
SunWater is the trade approval authority for supplemented systems in Queensland, while DERM is the authority for

unsu pplemented systems.

'The MDBA is due to publish these rules in November 2011.



2. Water Trading Roles and Procedures

2.L Announcement of Allocations

During the water year, SunWater's process for announcing allocations involves:

L. the Yield Hydrology team:
a. initiating or reviewing announced allocations;
b. calculating allocations by reviewing the storage and usage data in SWIMS and

confirming its currency with the regional office;

2. the Water Accounting and Standards team:
a. auditing the announced allocation calculations;
b. communicating the announced allocation (by SMS or written advice) to customers

and, where still required by the Resource Operations Plan (ROP) for that scheme, by
news media.

The announcement of allocations occurs at the start of the water year (which is 1 April for Eton, L

October for Dawson, and l July for all other schemes). lf less than I00%is allocated at the start of
the year, the percentage is reviewed later in the year, as required by the ROP for that scheme.

Depending on the scheme, the review and any new announced allocation is made either monthly,
quarterly or within 1-0 days of a major inflow when the allocation increase is greater than 5%.

2.2 Water Broker Role

SunWater's water broker, Waterfind, provides an online water exchange showing seasonal and

permanent orders for sales and purchases. lt also uses in-house brokers and a broker network to
facilitate trades in water.

SunWater's contract with Waterfind specifies that the broker has the following roles:

. to sell rights to annual water use for SunWater-held allocations as seasonal assignments;

. to develop an Annual Water Trading Plan consistent with SunWate/s Scheme Water

Trading Strategies (which in turn are based on its Annual Portfolio Strategy). The Plan is

to contain:

o location of trades (Water Exchange, direct negotiations, auction or tender);

o volumes to be traded;

o trading frequency and timing;

o predicted reserue prices;

o KPls agreed with SunWater.

. to report:

o a monthly trust account reconciliation;



o quarterly reports;

o an annual report;
. to develop a Quality Management Plan;

. planning, strategy and publicity, including annual tours of the 10 largest schemes;

. to have accounts with SunWater for each scheme (and each zone within a scheme)

within which water can be traded. SunWater is to transfer to these accounts all volumes

that are announced in the Scheme Trading Strategies or that become available;
. to provide access to the process and systems for itself to facilitate the annual water

trading audit; and

. to be paid:

o a sales commission;

o an annual fee for trading plans, marketing and reporting;

o the reimbursement of approved expenses; and

o an incentive of a proportion of the excess of sales revenue over marketing

costs and SunWater's minimum prices.

Following SunWater's announcement of allocations, the broker's exchange shows SunWater's

allocations in the same manner as other sell orders.

2.3 SunWater's Approval Process

When a temporary trade occurs (either through the broker or directly between buyer and seller),

SunWater's approval process is for the Water Accounting and Standards team to check that:

- the Temporary Transfer forms have been signed by both the seller and the buyer
- the specified volume of water is available in the seller's account

- it is within the same scheme and zone and not subject to a physical constraint on transfer
- the seller is not in arrears

- the transfer will not result in a significant water loss (or if it does, approving it to occur at a
future time when there are sufficient flows to minimise loss).

Provided these criteria are met, the transfer is approved, generally within the COAG target of 5 days

after a fully completed form is received.

2.4 Potential Conflicts

As noted in section 2.L, SunWate/s roles in operating water infrastructure, determining announced allocations and

approving temporary trades could create the potential for conflicts of interest in relation to its access to market-

sensitive and confidential information.



lnformation on intended announced allocations and hence the supply of water available for sale in the

scheme or sub-scheme would generally be a major determinant of its price, together with knowledge

of bids for the purchase of water from other potential buyers and for the sale of water by competing

allocation holders.

ln practice, potential buyers can estimate the volume of water to be allocated by:

. reference to the water sharing formula in the ROP or IROP for that scheme or sub-scheme;

and
. observation of inflows and of the water level in the catchment.

ln relation to the confidential information on bids by buyers and competing sellers, SunWater does

not have access to this information since the outsourcing of the water trader function and the

decommissioning of its online Exchange.

Hence, the current arrangements generally overcome the risk of a conflict of interest between

SunWater's roles in trading water.

2.5 Complaints

Enquiries to the areas of Queensland Treasury to which complaints against SunWater would be

channelled - the Office of Government Owned Corporations and the Economic and lnter-

Governmental Relations Unit - and to the Queensland Competition Authority, indicate that no

complaints have been received since the Ring Fencing protocols have been in place.

As well, SunWater has advised it is not aware of any complaints, and has not reported any in its

2Ot0-7L annual report.



3. Findings and Recommendations

3.1 Findings

Our review found:

L. no shortcomings in relation to SunWater's internal procedures:

. to ensure compliance with the Code of Conduct;

. relating to the protection of confidential information and the disclosure of market

information;

2. noindicationofdiscriminatoryapprovalofwatertradesandnorecordofdisputesnotifiedto
SunWater, Queensland Treasury or the Queensland Competition Authority;

3. no indication that SunWater has breached the Code.

3.2 Recommendation

The review identified no need for a recommended improvement in SunWater/s internal

mechanisms and procedures in relation to water trading.
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Appendix 2: Application for Temporary Transfer

APPLICATION FOR ÏEMPORARY TRANSFER
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