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VAGO

Victorian Auditor-General’s Office
Auditing in the Public Interest

The Hon. Bruce Atkinson MLC The Hon. Ken Smith MP
President Speaker

Legislative Council Legislative Assembly
Parliament House Parliament House
Melbourne Melbourne

Dear Presiding Officers

Under the provisions of section 16AB of the Audit Act 1994, | transmit my report on the
audit Operating Water Infrastructure Using Public Private Partnerships.

Water corporations have used the public private partnership (PPP) model to deliver a
number of water and wastewater treatment infrastructure projects. This was done on
the assessment that value for money would be achieved by contracting the private
sector to design, build and operate facilities and manage specific risks.

This audit examined the operational effectiveness of four PPP projects covering water
and wastewater treatment. In summary, it found that the effectiveness of each project
was limited by gaps in governance and contract management and that only two
projects have provided a level of service that matched the costs incurred.

Yours faithfully

John Doyle
Auditor-General

21 August 2013
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Audit summary

Demand for reliable and high-quality water has increased in the face of population
growth, changing water uses and a changing climate. Managing our water resources
has prompted significant investment to augment water supplies and improve water use
efficiency.

From the late 1990s, water corporations used the public private partnership (PPP)
model to deliver a number of water and wastewater treatment infrastructure projects.
PPPs provide an opportunity to achieve value for money by contracting the private
sector to deliver and operate facilities over an agreed period, while managing
contractually allocated risks.

At establishment, PPP project proposals are assessed on their ability to deliver value
for money by comparing the proposal to a benchmark showing the most efficient form
of public sector delivery. However, realisation of that value for money depends critically
on effective governance, and contract and performance management throughout the
contract. PPP projects must actually deliver what was intended for the agreed price.
Demonstrating that a PPP project has achieved value for money relies on reconciling
the intent against actual performance throughout the operational phase.

All but two of Victoria’s 12 water and wastewater PPP projects have been operating for
at least four years. Therefore, it is timely to examine the operational effectiveness of a
selection of these projects and to assess whether value for money has been achieved.

This audit assessed the operational effectiveness of four PPP projects:

° AQUA 2000 project—managed by Coliban Water

° Campaspe Water Reclamation Scheme—managed by Coliban Water

. Ballarat North Water Reclamation Plant—managed by Central Highlands
Water

o Wodonga Wastewater Treatment Plant—managed by North East Water.

Conclusions

There are gaps in governance and contract management in all four audited projects.
The effectiveness of the water corporations’ contract management varied, however,
none could demonstrate a fully effective approach. Shortcomings in the water
corporations' risk management, combined with a lack of board oversight, limits the
board's assurance and visibility of the operational effectiveness of each project.

Of the four audited projects, only Central Highlands Water's contract administration for
the Ballarat North Water Reclamation Project substantially complied with Partnerships
Victoria requirements. However, there is scope for all water corporations to improve
monitoring of service providers' financial health and broader project risks.
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Audit summary

The failure to identify risks associated with the voluntary administration of the
Wodonga Wastewater Treatment Plant service provider in 2012 demonstrated
shortcomings in the contract management of the PPP, and in board and Department of
Treasury and Finance (DTF) oversight.

The Ballarat North Water Reclamation Plant and the Wodonga Wastewater Treatment
Plant projects have been effective in providing a standard of service that matches the
costs incurred. Coliban Water's decision not to reduce service payments for
performance failures under its two PPP contracts undermines its ability to derive the
services at the contracted standards and price. This, combined with a lack of reliable
project benchmarking during the procurement phase and increased costs for its
customers due to contract changes, means that Coliban Water is unable to
demonstrate that its PPP projects have delivered value for money.

Findings

Governance

There are gaps in the quality and detail of information reported to the boards of each
water corporation, which diminishes their ability to appropriately monitor the
operational performance of each PPP project. The absence of sufficient oversight by
water corporation boards around contract performance limits the boards' assurances
that project risks are being managed effectively and value for money outcomes are
being achieved.

The oversight provided by DTF and the Department of Environment and Primary
Industries (DEPI) has been minimal on the basis that the water corporation boards are
ultimately responsible for contract performance. However, the effectiveness of this
approach relies on the water corporation boards exercising sufficient oversight to
identify, address and mitigate risks.

The 'arm's length’ oversight that is performed each month by DTF has been poorly
implemented. This contributed to the failure to identify risks associated with the
voluntary administration of the Wodonga Wastewater Treatment Plant service provider,
despite the framework clearly aiming to identify these risks.

Contract management

Partnerships Victoria’'s Contract Management Guide was first published in 2003. It sets
out expected steps to be taken for each PPP project. These steps cover a number of
contract management areas including:

o contract administration

° risk management

° relationship management

° monitoring financial health of service providers.

The effectiveness of the water corporations’ contract management varied, however,
none could demonstrate a fully effective approach.
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Audit summary

Each water corporation has a clear focus on managing each PPP using a range of
tools and processes. Central Highlands Water has the most comprehensive approach
to contract administration and performance monitoring. In contrast, despite its
documented processes, Coliban Water’s contract management has been less
rigorous.

North East Water did not have an effective contract management approach due to an
incomplete and outdated contract administration manual and inadequate arrangements
for monitoring the financial health of its service provider.

Each project is supported by the responsible water corporation's corporate risk
register. However, none of the water corporations have effectively monitored or
managed project-specific risks, with only Coliban Water documenting these. This is at
odds with Partnerships Victoria’s Contract Management Guide.

Each water corporation has regularly monitored its service provider’s core service
delivery, however, none have effectively monitored project-specific risks or the financial
health of the provider. In particular, the lack of financial monitoring of the Wodonga
Wastewater Treatment Plant service provider meant that North East Water was
unprepared for the voluntary administration of the provider in mid-2012. Closer
financial monitoring might have identified the need to review the adequacy of existing
controls associated with this risk. Despite not having done so, North East Water, in
consultation with DTF, has appropriately responded to the event.

Delivering services as intended

The Ballarat North Water Reclamation Plant and Wodonga Wastewater Treatment
Plant projects have substantially complied with contracted performance standards and
have been paid in line with their performance.

Coliban Water has made full service payments on its two PPP projects, despite
numerous instances of non-performance across both projects amounting to nearly
$4.8 million in potential payment deductions over the three-year period reviewed. This
reflects the board's preference from the early stages of the project only to pursue
service payment reductions where noncompliance had significant consequences, or
where the service provider's response was unsatisfactory. This set an early precedent
for the contract's operating period that lowered the level of service provided without
service payments being adjusted accordingly. In addition, it has potentially undermined
the initial procurement where unsuccessful tender bids were based on delivering
specified levels of service.
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Audit summary

Change events during the operating phase of a PPP project should not diminish value
for money outcomes or inappropriately transfer contracted risk. Changes under Central
Highlands Water's and North East Water's PPP projects were managed satisfactorily,
and each maintained the intended level of service. In contrast, Coliban Water's
approach to managing PPP projects has led it to incur up to $64 million in unplanned
costs under the AQUA 2000 project contract to address financial risks faced by the
service provider. Coliban Water believes that it was necessary to incur these
unplanned costs to ensure continued water supply during prolonged and unforeseen
drought conditions. Nonetheless, this approach undermined its ability to achieve value
for money under this contract.

Demonstrating achievement of value for money

Water corporations have not assessed whether the intended value for money of their
PPP projects has been achieved during the operating phase. In part, this is because
DTF does not provide support or guidance material on a best-practice approach to
realising intended project benefits and assessing the value for money achieved
throughout the contract operating period. A model that considers whether the cost of
both quantitative and qualitative outcomes reflects value for money is needed.

Despite both the Wodonga Wastewater Treatment Plant project and the Ballarat North
Water Reclamation Plant project producing the expected level of service, only Central
Highlands Water can demonstrate that its project remains on track to achieve value for
money against the project's quantitative public sector benchmark. The other three
projects were approved under an earlier, less developed PPP model that led to
inconsistent and unreliable benchmarking during the procurement phase. This makes
the assessment of value for money challenging.

Coliban Water could not provide sufficient evidence that reliable public sector
comparators had been developed during the procurement phases of the AQUA 2000
project, and Campaspe Water Reclamation Scheme.
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Audit summary

Recommendations
Number Recommendation Page
1. The water corporations should routinely and regularly report to 17

their boards on contract performance, including:
e realisation of anticipated benefits

¢ financial performance

o effectiveness of risk management.

2. The Department of Treasury and Finance should improve its 17
existing public private partnership project oversight regime in the
water sector to address gaps in implementation and seek ongoing
assurance that water corporation boards are effectively managing
contract performance.

3. The Department of Environment and Primary Industries should 17
seek assurance that water corporation boards are effectively
managing public private partnership contract performance.

4. The water corporations should revise their contract administration 17
manuals to comply with Partnerships Victoria’s Contract
Management Guide.

5. The water corporations should improve their risk management 17
frameworks for each public private partnership project to
systematically identify, mitigate and report on risks.

6. Coliban Water should reconsider its approach to applying 29
reductions in service payments for non-performance under the
AQUA 2000 project and the Campaspe Water Reclamation
Scheme contracts.

7. The Department of Treasury and Finance should develop a 29
best-practice approach to assessing value for money throughout
the public private partnership contract operating period.

Submissions and comments received

In addition to progressive engagement during the course of the audit, in accordance
with section 16(3) of the Audit Act 1994 a copy of this report, or relevant extracts from
the report, was provided to Central Highlands Water, Coliban Water, North East Water,
the Department of Treasury and Finance, and the Department of Environment and
Primary Industries with a request for submissions or comments.

Agency views have been considered in reaching our audit conclusions and are
represented to the extent relevant and warranted in preparing this report. Their full
section 16(3) submissions and comments are included in Appendix A.
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1 Background

1.1 Introduction

Victorians should expect a reliable supply of water that is suitable for drinking, as well
as industrial, agricultural and other domestic uses. With increasing demand for water
and less certainty about natural supplies, governments have increasingly focused on
approaches to better manage all water resources—rainfall, groundwater, wastewater
and seawater.

Effective systems for ensuring water quality are those which deliver safe and reliable
drinking water and minimise the human and environmental health risks associated with
wastewater. In Victoria, meeting these demands has required significant investment
over the past decade to augment water supplies and to use water more efficiently.

1.2 Water management in Victoria

Past challenges in meeting demand for water have resulted in an integrated approach
to managing water resources in Victoria. This approach is reflected in the complex
structure of Victoria’s water sector.

Under the Water Act 1989, each of Victoria’s 19 water corporations is responsible for
water and wastewater treatment within their district. The facilities that perform this
treatment must operate in a way that reduces risks to public and environmental health.

The water corporations are government owned with their boards appointed by the
Minister for Water. Each water corporation is responsible for performing its functions as
efficiently as possible—consistent with commercial practice—and reporting to the
Minister for Water on performance via the Department of Environment and Primary
Industries (DEPI).

Drinking water must be treated in compliance with the Australian Drinking Water
Quality Guidelines and the Victorian Safe Drinking Water Act 2003, which is
administered by the Department of Health.

Wastewater must be treated so that it can be reused or discharged in accordance with
the Environment Protection Act 1970 and related Environment Protection Authority
(EPA) guidelines. EPA licenses water corporations—and in some cases, a private
provider—to control pollution. The licence sets the waste treatment, handling,
discharge and disposal conditions, according to the type of operation conducted.

Under EPA guidelines, the Department of Health also has a role in assessing and
endorsing schemes that involve treatment to a Class A recycled water standard, which
is required for schemes where direct human contact with treated water is likely.

Victorian Auditor-General’'s Report Operating Water Infrastructure Using Public Private Partnerships 1



Background

1.2.1

1.3

Special arrangements apply for managing stormwater, which is a shared responsibility
between local governments and water corporations.

Water and wastewater treatment facilities

Water and wastewater treatment facilities are critical parts of the infrastructure required
to deliver reliable and high-quality water for Victoria. Water treatment plants that
produce drinking water remove contaminants from a raw water source so that it
becomes fit for human consumption. Wastewater treatment plants remove
contaminants from a raw water source so that it becomes fit for industrial, domestic or
agricultural uses.

Use of public private partnerships in delivering
water infrastructure

In alignment with government priorities in the late 1990s, regional water corporations
undertook to deliver infrastructure projects to provide improved water supply and
sewerage services. This led to increased use of the public private partnership (PPP)
model to finance, design, build and operate new water and wastewater treatment
facilities.

Under the PPP model, a private sector partner is contracted to manage specific risks
and deliver improved services and innovation over the life of the project. The extent of
private sector involvement varies between projects, for example the capital costs of
some projects are privately financed, while under other projects the same costs have
been financed publicly. Typically, around half of the costs of individual PPP projects
fund the operation of the facilities over the lifespan of the partnership, which ranges
from 10 to 25 years. PPPs are used when a government agency—in this case, the
water corporation—can demonstrate that by assigning particular project risks and
incentives to the private sector partner, the partnership is likely to deliver better value
for money than could be achieved if the government carried out the project itself.

A PPP can be an effective way of delivering water infrastructure projects because it
draws on the strengths of both the public and private sectors. However, realising these
benefits is reliant on how well the services are delivered, whether risks are managed
effectively and ensuring the costs for doing so are minimised. It also depends on
having effective contracts, and contract management arrangements that ensure
continued performance of the private providers.

Since 2000, water and wastewater treatment PPP projects have been delivered under
the Partnerships Victoria framework. Since 2009 this framework has required
compliance with the National Public Private Partnership Policy Framework, the
National Public Private Partnership Guidelines and associated Partnerships Victoria
requirements.

2 Operating Water Infrastructure Using Public Private Partnerships Victorian Auditor-General’'s Report



Background

Non-metropolitan urban water corporations are exempt from the mainstream
framework requirements for project development and approval, and instead follow a
streamlined process. This recognises their status as government business enterprises
and the lower cost of many of their projects. This exemption applies only to the
procurement phase, not the operational phase, of PPP projects.

Excluding the much larger Victorian Desalination Plant project, the value of Victoria's

11 PPPs has totalled at least $450 million. Four of these projects are the:

° Ballarat North Water Reclamation Plant—managed by Central Highlands
Water, with the private sector partner upgrading and operating a wastewater
treatment facility for 15 years. The project seeks to improve compliance with
environmental regulations.

° AQUA 2000 project—which covers three water treatment plants and is managed
by Coliban Water. The private sector partner was contracted to design, construct,
finance and operate the plants located in Bendigo, Castlemaine and Kyneton
over 25 years. The project seeks to improve water security and compliance with
drinking water standards.

° Campaspe Water Reclamation Scheme—also managed by Coliban Water. The
private sector partner was contracted to design, build, finance and operate
wastewater treatment facilities for 25 years. The project aims to improve
compliance with environmental regulations.

° Wodonga Wastewater Treatment Plant—managed by North East Water. The
project involved the upgrade and operation of an existing plant for 10 years, with
the option of extending this operation over two five-year periods. The project
aimed to provide increased capacity to manage domestic and trade wastewater.
The contract was terminated in August 2012, after the voluntary administration of
the plant's operator.

These projects cover both water and wastewater treatment services, and represent
four of the five most expensive water PPPs that have been in an operational phase for
at least four years. Summary details of these projects are set out in Figure 1A.

Victorian Auditor-General’'s Report Operating Water Infrastructure Using Public Private Partnerships 3



Background

Figure 1A
Summary of four private public partnership projects

Campaspe Ballarat North Wodonga

AQUA Water Water | Wastewater

2000 Reclamation Reclamation Treatment

project Scheme Project S FTals

Privately/publicly financed capital Private Private Public Public
costs

Year contract executed 1999 2002 2006 2000

Year facility opened 2002 2005 2008 2003

Initial operating period 25 years 25 years 15 years 10 years(a)

Option for further operating period n/a n/a n/a 2 x5 years

Estimated capital net present 31 41 31 15

value at contract execution ($ mil)

Estimated operational net present 54 14 21 17
value at contract execution ($ mil)

(&) The Wodonga Wastewater Treatment Plant contract was scheduled to end in 2013, but was
terminated in 2012 after the service provider went into liquidation.

Note: Varied assumptions were used by water corporations to develop each project's estimated capital
and operating net present values.

Source: Victorian Auditor-General's Office.

Under these four contracts, the water corporations pay the private sector partner
monthly for the operation of the contracted facilities. These payments comprise fixed
and variable components, with the variable component dependent on the volume of
water received or treated. The contracts also provide water corporations with a
mechanism to reduce the monthly payments if service standards are not met.

Excluding the Ballarat North Water Reclamation Plant, these contracts pre-date the
introduction of Partnerships Victoria's Contract Management Guide in 2003. However,
the guide is still relevant and applicable to the management of each contract.

1.4 Responsibilities

1.4.1 Water corporations

The Partnerships Victoria framework gives the water corporations responsibility for
managing and implementing PPP projects. In the operating phase, water corporations
are responsible for establishing sound and effective contract management processes
and achieving the project objectives.

4 Operating Water Infrastructure Using Public Private Partnerships Victorian Auditor-General’'s Report



Background

1.4.2 Department of Treasury and Finance

The Department of Treasury and Finance (DTF) manages the Partnerships Victoria

framework. Under the framework, it has whole-of-government responsibility for:

° reviewing PPP project proposals to determine whether they represent value for
money

° supporting and reviewing PPP projects, predominantly during the procurement
phase

° monitoring and independently advising the Treasurer and Cabinet on significant
contract management issues.

These responsibilities extend to providing guidance and support to contract managers
during the operating phase of PPP projects. For example, DTF shares contract
management knowledge across government and provides contract management
training.

In May 2013, DTF published an update to the Partnerships Victoria Requirements to
reflect lessons learnt, market feedback and reforms to the PPP model. These reforms
include developing a streamlined procurement method for smaller scale PPP projects.

1.4.3 Department of Environment and Primary Industries

DEPI leads the sustainable management of Victoria's water resources. This includes
implementing government policies and acting as a liaison between water corporations
and the Minister for Water.

DEPI reviews business cases for water PPP projects during the procurement phase to
determine whether proposals align with government policy. Operationally, water
corporations must notify the minister, via DEPI, of any significant changes or problems
they are facing regarding PPP projects.

1.5  Audit objective and scope

The objective of the audit was to assess the operational effectiveness of the following
projects:

° Ballarat North Water Reclamation Plant—Central Highlands Water

° AQUA 2000 project—Coliban Water

° Campaspe Water Reclamation Scheme—Coliban Water

° Wodonga Wastewater Treatment Plant—North East Water.

To address this objective, the audit examined the administrative practices of each of

the above water corporations to determine whether:

° contracted services have been delivered as intended and represent value for
money

° contracts have been managed effectively and are supported by sound
governance.

The audit also examined the roles of DEPI and DTF during the operating phase of the
selected PPP contracts.

Victorian Auditor-General’'s Report Operating Water Infrastructure Using Public Private Partnerships 5



Background

1.6

The audit did not assess the procurement and construction phases of these projects.

Audit method and cost

1.7

The audit was conducted under section 15 of the Audit Act 1994 and in accordance
with the Australian Auditing and Assurance Standards. Pursuant to section 20(3) of the
Audit Act 1994, unless otherwise indicated, any persons named in this report are not
the subject of adverse comment or opinion.

Information analysed during the audit included:

° contracts, business cases and manuals relating to each project
° information reported on service provider performance from 2010
° board papers relating to each project

° forecast and actual expenditure

o contract management arrangements

o internal audits and reviews.

Two consultants were engaged during the audit to provide expert advice on assessing
the value for money achieved by a PPP.

The total cost of this audit was $335 000

Structure of the report

Part 2 of the report assesses the contract management and governance arrangements
for each project, and Part 3 examines the delivery of contracted services.

Operating Water Infrastructure Using Public Private Partnerships Victorian Auditor-General’'s Report



(Governance and contract

management

At a glance

Background

Effective and efficient public private partnership delivery requires appropriate
governance and a suite of strategies, plans and processes to support sound contract
and performance management over the life the contract.

Conclusion

The effectiveness of water corporations’ contract management varied. However, none
could demonstrate a fully effective approach. Shortcomings in the water corporations'
risk management, combined with a lack of board oversight, limited assurances on the
operational performance of each project.

Findings

° Contract oversight by each of the water corporation boards is inadequate. There
are also shortcomings in the Department of Treasury and Finance's oversight.

° Only Central Highlands Water's contract administration manual substantially
complied with Partnerships Victoria requirements.

° The water corporations have sufficient information to measure compliance with
water and wastewater treatment contractual standards.

° There are deficiencies in the water corporations' monitoring of service providers'
financial health and broader project risks.

Recommendations

The water corporations should:
° routinely and regularly report to their board on public private partnership contract

performance
° revise their contract administration manuals
° improve their risk management frameworks for each project.

The Department of Treasury and Finance should improve its oversight regime for
operational public private partnerships in the water sector. The Department of
Environment and Primary Industries should seek assurance that water corporation
boards are effectively managing public private partnership performance.

Victorian Auditor-General’'s Report Operating Water Infrastructure Using Public Private Partnerships 7



Governance and contract management

2.1

Introduction

2.2

Public private partnership (PPP) contracts require governance arrangements that allow
water corporation boards to understand whether project risks are being managed
effectively, and intended benefits are being achieved.

Effective PPP contract management relies on having a suite of strategies, plans and
processes to support achievement of the desired outcomes over the life of the
contract. A contract administration manual is central to this, along with arrangements
for managing specific areas such as monitoring performance, managing risks and
improving relationships with the private sector partner.

This Part of the report assesses whether PPP contracts have been effectively
managed and supported by sound governance.

Conclusion

2.3

The water corporations responsible for each of the audited PPPs have a clear focus on
managing each contract using a range of tools and processes. Central Highlands
Water has the most comprehensive approach to contract administration and
performance monitoring, while Coliban Water’s contract management practices lack
rigour in their application.

North East Water did not have an effective contract management approach due to an
incomplete and out-of-date contract administration manual, and inadequate
arrangements for monitoring the financial health of its service provider.

None of the three water corporations have effectively managed project risks. There are
also gaps in the quality and detail of project information reported to the boards of each
water corporation. These gaps reduce the ability of the board to monitor the
operational performance of each PPP project.

The oversight provided by the Department of Treasury and Finance (DTF) and
Department of Environment and Primary Industries (DEPI) has been limited and
should be reviewed to ensure more effective management of these contracts.

Governance of water public private partnership
projects

2.3.1

Governance roles of water corporation boards

The boards of the water corporations are accountable for their entity's performance,
including for the delivery and operation of PPP projects. However, there is a lack of
PPP project oversight by each board, limiting board assurances around risk
management and the value for money achieved.

8 Operating Water Infrastructure Using Public Private Partnerships Victorian Auditor-General’'s Report



Governance and contract management

Water corporation boards need ongoing assurance that:
° PPP project risks are being managed effectively

° anticipated project benefits are being realised

° project costs are in line with original estimates.

Board reporting for each of the audited PPP projects provides insufficient detail to
understand performance in these areas.

Coliban Water’s and Central Highlands Water’s monthly board reports highlight each
facility’s compliance with environmental and health requirements. Both water
corporations also report certain matters to the board by exception, such as when
change events require approval.

Reporting to the North East Water Board on the Wodonga Wastewater Treatment Plant
project occurred only when exceptional issues arose, which limited effective board
oversight. This included when there was a request to change the plant’s service
provider in 2005 and when the replacement provider went into voluntary administration
in May 2012. The voluntary administration of the service provider was caused by a
separate legal dispute between the provider and a Queensland-based water company.

2.3.2 Governance roles of the departments of Treasury
and Finance and Environment and Primary Industries

DTF and DEPI exercise minimal oversight of the operational performance of each PPP
project on the basis that this is the responsibility of the water corporation boards.
However, the effectiveness of this approach relies on the water corporation boards
exercising sufficient oversight of contract performance to identify, address and mitigate
against risks.

DTF performs an 'arm's length' oversight role of each project's operational
performance, which has not been implemented effectively. This contributed to the
failure to identify risks associated with the voluntary administration of the Wodonga
Wastewater Treatment Plant's service provider, despite DTF's oversight regime clearly
seeking to identify these risks.

DTF collects monthly reports from water corporations for individual PPP projects. The
one-page reports serve as an assurance around service delivery, financial health and
management quality of the service provider, as well as any other emerging risks.

Victorian Auditor-General’'s Report Operating Water Infrastructure Using Public Private Partnerships 9



Governance and contract management

10

2.4

There were weaknesses in DTF's implementation of this reporting regime that reduced

its effectiveness:

° DTF had only collected two monthly reports from North East Water on the
Wodonga Wastewater Treatment Plant project beyond December 2004. DTF was
not aware of this gap until mid-2012, when it was advised that the plant’s service
provider went into voluntary administration.

° The submission of monthly reports for the remaining three projects was not
timely. Specifically, Coliban Water did not provide DTF with any monthly reporting
for 2012 until October, while the majority of Central Highlands Water’s 2012
reports were submitted in either July or November.

° DTF did not follow up on an unexplained performance issue in monthly reports
regarding the AQUA 2000 project. In each report during 2012 Coliban Water had
flagged contractual changes which increased the project’s cost to government,
but did not give an explanation for this.

Despite the flaws in its project oversight, DTF's response to the voluntary
administration of the Wodonga Wastewater Treatment Plant's service provider in
mid-2012 was appropriate. DTF sought assurances that North East Water's preference
to terminate the PPP contract and resume operational control of the plant was the
most financially viable option, and then advised the Treasurer on how this issue was
being addressed.

DEPI's involvement during the operational phase of water PPP projects is limited to
being notified of significant operational issues, which complies with its A Governance
Guide to the Victorian Water Industry. DEPI does not collect information on the
operational performance of water corporations’ PPP projects on the understanding that
the Partnerships Victoria framework already does this.

Contract management arrangements

2.4.1

Partnerships Victoria’'s Contract Management Guide was first published in 2003. It sets
out expected steps to be taken for each PPP project. These steps cover a number of
contract management areas including:

o contract administration

° risk management

o relationship management

o monitoring financial health of service providers.

Contract administration

Partnerships Victoria’s Contract Management Guide recommends that a contract
administration manual be developed for each PPP project, comprising an up-to-date
collection of all the tools and processes used in managing the contract.
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The guide also requires a contract administration manual to identify:

° what needs to be done, by whom and when

° how the government’s role will be performed

° the ramifications of any non-performance or default by the private party or
government, and how these should be addressed.

Contract administration manuals were created for each of the four audited PPP
projects. However, as shown in Figure 2A, only the manual for Ballarat North Water
Reclamation Plant project substantially met these requirements.

Figure 2A
Contract administration manual compliance with
Partnerships Victoria’s Contract Management Guide
Ballarat North

Water Campaspe Wodonga
Reclamation Water Wastewater

AQUA 2000 Project Reclamation Treatment

project (Central Scheme Plant

(Coliban Highlands (Coliban  (North East

Requirement Water) Water) Water) Water)

What needs to be done, by whom and when
Assigns obligations

and accountabilities v v v P
Describes how the

contractor's P v P v
performance will be

monitored

How the government's role will be performed

Identifies the P P P P
resources, delegations

and authorisations

required for the water

corporation to meet its

obligations

Ramifications of any non-performance or default by the private party or government,
and how these should be addressed

Identifies contingency P v P x
plans

Identifies issue and P v P x
dispute resolution

mechanisms

Additional requirements

The manual is P v P x
reviewed and updated

regularly

Note: v indicates aspects of the manual that are fully compliant with Partnerships Victoria’s
Contract Management Guide.

P indicates aspects of the manual which are partly compliant.

% indicates aspects that are not compliant.

Source: Victorian Auditor-General’s Office.
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2.4.2

Each of the four manuals had information about the resources, delegations and
authorisations required to meet contract management obligations, but all lacked the
detail necessary to be fully compliant.

Unlike the contract administration manual for the Ballarat North Water Reclamation
Plant project, manuals for the AQUA 2000 project and the Campaspe Water
Reclamation Scheme—both managed by Coliban Water—Ilacked detailed descriptions
in key areas such as change and issue management and end-of-term arrangements.

Central Highlands Water and Coliban Water specified regular reviews of their manuals,
however, only Central Highlands Water adhered to its review schedule. While Coliban
Water's manuals were reviewed in March 2012, they still do not accurately reflect how
the service provider’s performance is monitored in practice. For example, the
Campaspe Water Reclamation Scheme manual requires that Coliban Water and the
service provider meet on a monthly basis to discuss operational performance,
however, in practice these meetings occur only twice a year.

North East Water's manual for the Wodonga Wastewater Treatment Plant did not meet
good practice. The manual was never completed after a draft was prepared in 2004.
Some sections remain empty or incomplete, including sections on contingency plans,
change management and dispute resolution.

By not having a complete and up-to-date contract administration manual, North East

Water has limited the ability of involved staff to:

° fully understand how both parties’ contractual obligations should be applied—this
gap is made more significant by the fact that there have been five changes in
project director since the manual was drafted

° demonstrate to the board and other stakeholders that its contract management
approach is effective.

Risk management

Partnerships Victoria’'s Contract Management Guide recommends that contract
managers identify, monitor and manage risks over the life of a PPP project.

None of the three water corporations has effectively managed project risks in a
systematic manner.

Each project is supported by its respective water corporation’s corporate risk registers.
These registers identify the high-level risks relating to each project which include
failure of key assets, poor service delivery, contract termination and natural events.

In addition to its corporate risk register, Coliban Water has documented project-specific
risks for the AQUA 2000 project and the Campaspe Water Reclamation Scheme, along
with internal controls for each. However, this added little value to Coliban Water's
contract management because it has not systematically monitored the risks it
identified.
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Risks specific to the Ballarat North Water Reclamation Plant and the Wodonga
Wastewater Treatment Plant have not been adequately identified or managed.
Specifically, Central Highlands Water and North East Water have not systematically
documented or monitored project-level risks for their respective projects.

Central Highlands Water is now reviewing how it identifies and systematically manages
project-specific risks.

2.4.3 Relationship management

Partnerships Victoria’s Contract Management Guide recommends that the government
agency adopts ways of assessing the quality of the relationship with the private sector
partner. The guide also recommends that clear processes for resolving disputes are
established.

Water corporations' approaches to relationship management have varied.
Nevertheless, each has maintained satisfactory working relationships with their
respective service providers. These have been underpinned by sound arrangements
for dealing with formal disputes.

Maintaining the health of the partnership

Figure 2B details each water corporation's arrangements for maintaining the health of
the partnership.

Figure 2B
Water corporations' measures for maintaining partnership health

Project Measure

AQUA 2000 proj_eCt and Campaspe ¢ Day-to-day contact with service provider staff
Water Reclamation Scheme e Monthly operations meetings

(Coliban Water) . . .
e Quarterly steering committee meetings
e Quarterly relationship surveys

Ballarat North Water Reclamation e Day-to-day contact with service provider staff
Project (Central Highlands Water) o Monthly operations meetings

e Quarterly project committee meetings
Wodonga Wastewater Treatment e Day-to-day contact with service provider staff
Plant (North East Water) e Monthly operations meetings

Source: Victorian Auditor-General’s Office.

Each water corporation relies on monthly operations meetings and day-to-day contact
with service provider staff to manage the health of the partnership. Coliban Water and
Central Highlands Water have supplemented these arrangements with additional
measures to manage relationships strategically. However, in each case the relationship
between the water corporation and the service provider was reasonably effective.
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2.4.4

Coliban Water also requires both parties under the AQUA 2000 project and Campaspe

Water Reclamation Scheme contracts to jointly survey the state of the relationship on a

quarterly basis. While the relationship management approach described in Coliban

Water's contract administration manuals is the most comprehensive, its effectiveness

has been diminished by poor implementation. Specifically:

° operations meetings for the Campaspe Water Reclamation Scheme have
occurred only twice a year, rather than monthly

° steering committee meetings have occurred quarterly for the AQUA 2000 project
but never in relation to the Campaspe Water Reclamation Scheme

° the partnership surveys for the AQUA 2000 project showed that the relationship
was sound, however, surveys for the Campaspe Water Reclamation Scheme
have not been conducted.

Dispute resolution

Each contract contains reasonable processes for resolving disputes via dispute panels,
expert determination or arbitration. These processes were triggered under the Ballarat
North Water Reclamation Plant contract in 2009, after Central Highlands Water had
refused to pay the service provider for additional costs claimed as part of the
wastewater treatment process. The dispute was commercially resolved following
meetings of the dispute panel with advice from technical experts, and Central
Highlands Water did not incur any additional operational costs.

Formal dispute resolution mechanisms have not been triggered under the AQUA 2000
project, Campaspe Water Reclamation Scheme or the Wodonga Wastewater
Treatment Plant project.

Monitoring service providers’ financial health

Partnerships Victoria’'s Contract Management Guide recommends that agencies
monitor their service providers’ cash flows and financial health, including information
on financial statements, dividend payments and audited accounts.

Central Highlands Water and Coliban Water have arrangements in place to monitor the
financial health of the service provider. However, neither has followed the
arrangements described in their contract administration manuals:

° Central Highlands Water required a range of half-yearly and yearly financial
information from the service provider, yet it has not collected any half-yearly
financial information since the commencement of the contract. In addition, the
service provider failed to publish an annual report in 2010, limiting Central
Highlands Water's checks on the service provider's financial health. Central
Highlands Water's review of the service provider's 2011 and 2012 annual reports
was satisfactory.

° For both of its projects, Coliban Water required an expert review of the service
provider’s annual report along with a company search, and review of company
controllers and stock exchange announcements. Neither of these has occurred.
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North East Water had inadequate systems in place for monitoring the financial health
of the service provider for the Wodonga Wastewater Treatment Plant project. The
dispute—between the service provider and a Queensland-based water supplier—that
triggered the provider going into voluntary administration in May 2012 had been
‘long-standing’ according to its 2011 annual report.

North East Water advised that the risks associated with a lack of financial monitoring

were 'relatively low' because the level of private financing under the contract was

small. However, this reasoning did not consider the risks associated with:

° potentially receiving a lower level of service from the service provider once it went
into voluntary administration

° outstanding payments to local suppliers and sub-contractors.

The lack of monitoring of the Wodonga Wastewater Treatment Plant's service
provider's financial health by North East Water is particularly significant as it was left
unprepared for the voluntary administration of its service provider in 2012. Better
financial monitoring would have identified this issue and enabled it to review the
adequacy of existing controls associated with the above risks.

2.5 Performance monitoring regimes

Being assured that a PPP project is operating effectively requires the water corporation
to regularly monitor important aspects of performance, including whether:

° core services are being delivered to the contracted standard

o the condition of assets is being managed effectively.

The three water corporations' performance monitoring provides sufficient information to
assess whether water and wastewater treatment complies with contract standards.
However, none can demonstrate fully effective regimes due to uncertainty about the
quality of service providers' asset management frameworks.

2.5.1 Monitoring core service delivery

Water corporations monitor operational performance under each contract through
monthly reports from the service provider that detail compliance with service standards
and eligibility for service payments. This monthly reporting arrangement has been
followed as intended under each contract and provides a satisfactory account of
operational performance.
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2.5.2

North East Water's validation of monthly performance reports from the service provider
was less robust than that of Central Highlands Water and Coliban Water. Specifically:
e Coliban Water and Central Highlands Water had performed and documented
satisfactory checks on the accuracy of the service providers’ monthly
performance reports and invoices.
¢ North East Water claims that sufficient checks on the accuracy of the service
provider’s performance information occurred through monthly discussions with
the provider. Records of these discussions provide minimal evidence of these
checks. As a result North East Water cannot demonstrate that it adequately
validated performance information and invoices submitted.

Monitoring asset management

The monthly reports from each service provider show that regular maintenance of
contracted facilities has occurred, however, doubts exist about the effectiveness of
these activities.

Water corporations collect a range of additional information to verify that assets are
being maintained as required under the contract. For example, Coliban Water and
North East Water each receive annual condition reports for contracted facilities from
their service provider, while Central Highlands Water receives annual updates to the
service provider's asset management plan and requires an independent facility
condition assessment every five years, the first of which is due to occur later in 2013.

These arrangements are useful and are supported by contract provisions obliging the
service provider to return the assets in an agreed condition at the end of the contract
period. However, doubts remain about the quality of service providers’ asset
management frameworks:

o North East Water commissioned a detailed condition assessment of the
Wodonga Wastewater Treatment Plant in August 2012 as part of the handover of
the plant. While the assessment found that the plant was in reasonable condition,
it also found that maintenance activities were not systematic but rather appeared
to have been targeted on an ad hoc basis. North East Water maintains that the
service provider’s asset management approach was sound, although it
acknowledges that there was a drop in maintenance activity at the plant after the
service provider went into voluntary administration.

° Coliban Water cited concerns regarding the extent to which the AQUA
2000 project’s service provider’s asset management framework aligned with its
own practice. It is now working with the service provider to better understand the
framework and how it compares with Coliban Water’s own approach.

° Central Highlands Water has noted that the service provider’s asset maintenance
spending regularly exceeds the forecast amount, potentially indicating gaps in its
assessment of asset condition. These additional costs have been borne by the
service provider. Central Highlands Water believes that there may be other
reasons for this discrepancy, but is unable to provide evidence in support of this
claim.
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2.6 Monitoring and improving contract
management

Central Highlands Water and Coliban Water have processes in place to regularly
assess their contract management approaches. Reviews for the AQUA 2000 project,
for example, have assessed project alignment with business needs, identified the need
to improve aspects such as dispute resolution and contract management, and tracked
progress in implementing improvements. North East Water has not reviewed its
contract and project management approaches, limiting its opportunities to assess the
value of the project and implement continuous improvements.

Only Coliban Water has used its internal audit programs to specifically assess the
management of its contracts in practice. These internal audits identified areas for
improvement around financial management and contract administration. Coliban Water
has responded satisfactorily to these issues.

Recommendations

1. The water corporations should routinely and regularly report to their boards on
contract performance, including:
e realisation of anticipated benefits
e financial performance

e effectiveness of risk management.

2. The Department of Treasury and Finance should improve its existing public
private partnership project oversight regime in the water sector to address gaps
in implementation and seek ongoing assurance that water corporation boards are
effectively managing contract performance.

3. The Department of Environment and Primary Industries should seek assurance
that water corporation boards are effectively managing public private partnership
contract performance.

4.  The water corporations should revise their contract administration manuals to
comply with Partnerships Victoria’s Contract Management Guide.

5. The water corporations should improve their risk management frameworks for
each public private partnership project to systematically identify, mitigate and
report on risks.
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Achieving intended

outcomes

At a glance

Background

Public private partnership (PPP) projects should deliver what they were intended to,
and continue to demonstrate value for money throughout their operation.

Conclusion

Water and wastewater treatment services in the Ballarat North Water Reclamation
Plant and Wodonga Wastewater Treatment Plant projects have largely complied with
the contracted key performance indicators (KPI). Coliban Water has continued to make
full service payments for its PPPs despite failures to meet KPIs, meaning that it has
paid for a level of service that was not delivered. Coliban Water has also allowed
changes under the AQUA 2000 project that have further undermined the value for
money achieved.

Water corporations have not attempted to assess whether value for money has been
achieved in their respective PPPs.

Findings

e Contracted services for the Ballarat North Water Reclamation Plant and Wodonga
Wastewater Treatment Plant projects have been delivered as intended.

e Coliban Water did not pursue reductions to service payments for numerous
noncompliances.

e There is no agreed approach to retrospectively assessing whether a PPP has
achieved its intended value for money.

e Coliban Water’s decisions to allow changes to its AQUA 2000 project contract
means its customers will incur up to $64 million in additional costs.

Recommendations

e Coliban Water should reconsider its approach to applying reductions in service
payments for non-performance.

e The Department of Treasury and Finance should develop a best-practice approach
to assessing value for money throughout the public private partnership contract
operating period.
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3.1

Introduction

3.2

Like any contract, public private partnership (PPP) contracts are beneficial when they
lead to the services being delivered as intended, at or below the agreed price.

PPP contracts contain performance standards that the service provider must meet to
be eligible for the full service payment. If managed effectively, this arrangement gives
the service provider the continued incentive to provide a desired level of service.

Achieving value for money is a key requirement of a PPP. Tracking value for money
during the operating phase requires an understanding of how the outcomes achieved
compared against the contract and the original project proposal, which should include
a robust public sector benchmark.

This Part assesses whether services have been delivered in a way that meets
contractual requirements and achieves value for money outcomes.

Conclusion

The water corporations have not attempted to assess whether value for money has
been achieved in their respective PPP projects.

There is no agreed best practice approach to assessing whether a PPP project
achieves the value for money intended. The Department of Treasury and Finance
(DTF) does not provide support or guidance material on a best-practice approach to
realising intended project benefits and assessing the value for money achieved
throughout the contract operating period.

The Ballarat North Water Reclamation Plant project and Wodonga Wastewater
Treatment Plant project have substantially complied with contracted performance
standards and have been paid in line with their performance. Events that have required
changes to the PPP contracts have been managed appropriately and maintained the
intended level of service.

Despite numerous instances of its two PPP projects not meeting core service key
performance indicators (KPI), Coliban Water has made full service payments to them.
Coliban Water has therefore paid for a level of service that it has not received, which
has undermined the purpose and effectiveness of its KPI regimes. Coliban Water has
also allowed changes under the AQUA 2000 project that have led it to incur up to

$64 million in unplanned costs, despite the contracts making the service provider
responsible for bearing these. This approach undermines the value for money
achieved and diminishes the integrity of the original tender processes that established
service levels and risk allocations.
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3.3 Establishing public private partnership service
levels

The ability to effectively deliver a PPP project depends on establishing contracts with
mechanisms that drive performance to the desired standard and cost at the
commencement of the project.

Each of the contracts for these four PPPs contained KPIs that, where not met, enabled
the water corporation to reduce the contract payments to be made to the private sector
partner. These included KPIs relating to water or wastewater treatment quality and
quantity, some of which exceed the relevant environmental and health regulations.
Figure 3A outlines the coverage of KPIs in each PPP contract that could trigger
payment reductions.

Figure 3A
Coverage of contract key performance indicators that are linked to service
payment reductions for non-performance
Campaspe Ballarat North

AQUA Water Water Wodonga
2000 Reclamation Reclamation  Wastewater

project Scheme Plant (Central Treatment
(Coliban (Coliban Highlands Plant (North
Performance area Water) Water) Water) East Water)

Core service

Water/wastewater treatment v v v v
quality and quantity

Compliance with relevant v v v
laws and authorisations

Non-core service

Delivery of maintenance v 4
Presence of quality v 4
assurance systems

Handling of complaints v 4
Adhering to monitoring and v v

reporting requirements

Note: This audit has examined KPIs that, where not met, trigger the right to reduce service
payments for non-performance.

Source: Victorian Auditor-General’s Office.

Only the AQUA 2000 project and Campaspe Water Reclamation Scheme contracts
contain KPIs in areas other than water quality and quantity, such as maintenance
performance and handling of complaints.
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3.4

While the ability to reduce service payments for failure to meet KPIs provides effective
performance incentives, other contract provisions are available to be used to drive
improvements in areas not covered by KPI regimes. For example, failure by the
service providers of the Ballarat North Water Reclamation Plant and the Wodonga
Wastewater Treatment Plant to meet contractual requirements regarding maintenance
could trigger a default.

Delivering the required service levels

Service providers for the Ballarat North Water Reclamation Plant and the Wodonga
Wastewater Treatment Plant have received service payments in accordance with their
performance against contractual requirements.

In contrast, numerous noncompliances reported across Coliban Water's two projects
have not led to any reductions in service payments. This approach was based on an
assessment that the associated health and environmental impacts were insignificant.
This undermines the value the contract provisions envisaged when the service levels
and risk allocations were established and agreed to. Ultimately, Coliban Water has
paid for a level of service that has not been provided.

Figure 3B compares service delivery across the four audited projects over the past
three operational years, and the abatements applied for non-performance.

Figure 3B
Summary of reported contract noncompliances and payment reductions
applied over the past three operational years

Ballarat
Campaspe North Water
Water Reclamation Wodonga
AQUA 2000 Reclamation Project  Wastewater
project Scheme (Central Treatment
(Coliban (Coliban Highlands Plant (North
Water) Water) Water) East Water)
Number of 74 5 5 -
noncompliances
reported
Number of payment - - 5 -

reductions applied for
non-performance

Total amount of
payment reductions - = $173 238 =

Total value of forgone
payment reductions $3 573 161 $1 180 725 - n/a

Source: Victorian Auditor-General’s Office.
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3.4.1 AQUA 2000 project—Coliban Water

The AQUA 2000 project service provider failed to meet service delivery KPIs during all
but three months of the three-year period reviewed. These failed KPIs included:

e 27 months with low chlorine residual levels

e 18 months with noncompliant pressure levels

e 11 months with high turbidity levels

e 10 months with high levels of total coliforms

e three months with low alkalinities recorded

e three months with noncompliant colour samples

e one month with noncompliant storage levels

e one month with low pH results.

Despite being able to reduce service payments by nearly $3.6 million due to these
failures to meet KPIs, Coliban Water did not pursue any reductions in service
payments, paying the full amounts to the service provider during this period.

The water treatment KPIs for the AQUA 2000 project are more stringent and numerous
than the Victorian Drinking Water Quality Standards. This allows the water corporation
to identify issues with water quality before they trigger notifications to the Department
of Health. It also increases the likelihood that contract KPIs will remain relevant and
appropriate if future changes to health regulations are made.

Coliban Water’s documented reviews of the service provider’'s monthly performance
reports and invoices assessed the risks associated with the noncompliances as
minimal, and therefore did not pursue payment reductions. This reflects the water
corporation board's preference only to pursue reductions where noncompliances had
significant consequences, or where the service provider's response was unsatisfactory.

Importantly, the board's preference was adopted in August 2003, approximately one
year after the project's operational phase commenced. This set a precedent at an early
stage of the contract's operating period that lowered the level of service provided
without service payments being adjusted accordingly. It also failed to recognise that in
setting the abatement regime the materiality of these noncompliances had already
been considered. This is reflected in the contract's payment reduction rates for these
being set between 5 and 25 per cent.

Despite not representing a risk to water users, the failures to meet KPIs without any
payment deductions reflects a loss of value that would otherwise be achieved under
the contract. In addition, this has potentially undermined the initial procurement where
unsuccessful tender bids were based on delivering specified levels of service.

Consequently, Coliban Water needs to reconsider the basis on which it determines
when full service payments should be made. Ultimately this may require adjustments
to the performance standards and/or the prescribed payment reduction rates.
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3.4.2

3.4.3

3.4.4

Campaspe Water Reclamation Scheme—Coliban
Water

The service provider failed to meet contract KPIs in relation to Escherichia coli (E. coli)

and total phosphorus levels in mid-2011. Much like the noncompliances reported under

the AQUA 2000 project, Coliban Water assessed the risks arising from these

noncompliances as low, on the understanding that:

e the noncompliant E. coli levels had no impact on the project's compliance with the
Environment Protection Authority's standards for Class B recycled water

e investigations of the noncompliant total phosphorus levels revealed no
environmental impacts to surrounding land.

In line with the board's preference, Coliban Water did not pursue any reductions in
service payments for these five noncompliances, which would have totalled nearly
$1.2 million in payment deductions. This decision is at odds with the severity of
corresponding payment reduction rates under the contract, which warranted a

50 per cent monthly payment deduction for each of the five reported noncompliances.

The service provider has met contract KPIs since these noncompliances were
reported. However, the lack of reductions to service payments for non-performance
provides further evidence that Coliban Water has paid for a level of service that was
not delivered and this undermines the original procurement.

Ballarat North Water Reclamation Plant— Central
Highlands Water

Five separate reductions in service payments for non-performance were applied under
the Ballarat North Water Reclamation Plant contract during late 2009, when the service
provider exceeded discharge limits for total nitrogen and ammonia. In accordance with
the contract, the service provider’s monthly service payment was reduced by

20 per cent for each noncompliance and collectively totalled $173 237.79.

Since reductions were applied in late 2009, the service provider has reported full
compliance with contract KPIs and environmental regulations.

Wodonga Wastewater Treatment Plant—North East
Water

The service provider for the Wodonga Wastewater Treatment Plant reported full
compliance with service delivery KPIs over the three-year period reviewed. As a result
reductions in service payments were not required.
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3.5 Demonstrating the achievement of value for
money

There are two dimensions of value for money for PPP projects.

As infrastructure projects, the value for money of PPP projects is established in a
business case which makes various forecasts and assumptions for factors such as
water demand, effective capacity to supply water, rainfall, water prices, financing costs
and required maintenance. Throughout a project’s operational phase, these forecasts
and assumptions can be tested against actual outcomes to verify if value for money is
still being achieved.

Additionally, under the Partnerships Victoria framework, a PPP project quantitatively
achieves value for money if the successful tender bid is priced below the project's
public sector comparator (PSC). The PSC is an estimate of the total whole-of-life cost
of public sector delivery, taking into account the likelihood and consequences of all
potential project risks that may occur. Value for money is considered to be likely where
a private sector provider is able to manage certain risks more efficiently than the public
sector agency.

This comparison is made during the procurement phase, along with consideration of
other qualitative factors such as the successful tenderer's expertise and innovative
practices. Value for money throughout the operational phase depends on delivery of
services to the required levels, whether the risk allocation is maintained as intended,
and how changes to contracts are managed.

Overall, value for money in PPP projects is more complex to demonstrate in the
operational phase. This is because an external event—such as a drought—does not
itself affect the value for money, but may indicate whether the risk of the event was
appropriately estimated and allocated to the most appropriate party.

The water corporations have not attempted to assess whether value for money has
been achieved in their respective PPP projects. In part, this is because there is no
agreed best-practice approach to assessing the value for money in a PPP other than
during the procurement phase. DTF does not provide support or guidance material on
best-practice approaches to realising intended project benefits and assessing the
value for money achieved throughout the contract operating period. There is a need for
a model that considers whether the cost of both quantitative and qualitative outcomes
during the operating period reflects value for money.
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However, even with an agreed approach, it is difficult to determine whether the
intended value for money has been achieved for the AQUA 2000 project, Campaspe
Water Reclamation Scheme and the Wodonga Wastewater Treatments Plant projects.
This is because each of these projects was approved under an early version of the
PPP model that contained less material to support the development of a robust
business case and PSC. Only Central Highlands Water can demonstrate that its
project remains on track to achieve value for money against the project's quantitative
public sector benchmark.

Coliban Water could not provide sufficient evidence to show that reliable PSCs had
been developed during the procurement phases of the AQUA 2000 project and
Campaspe Water Reclamation Scheme. The likelihood of achieving value for money is
also eroded by Coliban Water not holding service providers to their contracted service
levels and by its approach to managing contract changes.

Responding to change

Achieving a project’s intended outcomes and delivering value for money are affected
by unforeseen events that arise during a contract. Effective change management is
essential due to the long-term nature of a PPP contract. It is important that any change
does not diminish value for money outcomes or inappropriately transfer allocated risk
back to the state.

The contracts for each of the projects had provisions that enabled the authorisation
and implementation of changes during their operational phases. Figure 3C shows the
change events that have occurred during the operational phase of each contract.

Figure 3C
Change events during the operational phase of each project
AQUA 2000 project (Coliban Water) 2005—modified service payment calculation
methodology

2010—modifications to enable treatment of water
from a new source and achieve improved
manganese standard

Campaspe Water Reclamation 2013—scheme connection to the Rochester
Scheme (Coliban Water) system

Ballarat North Water Reclamation 2012—allowance for re-use of biosolids for
Plant (Central Highlands Water) agricultural purposes

Wodonga Wastewater Treatment 2005—change in service provider

Plant (North East Water) 2004-05—minor modifications to points of supply

and influent pipe sections

2012—termination of contract following the
voluntary administration of the service provider

Source: Victorian Auditor-General’s Office.
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3.6.1 AQUA 2000 project—Coliban Water

Coliban Water's approach to managing PPPs has resulted in it incurring up to
$64 million in unplanned costs under the AQUA 2000 project contract. It intends to
pass these costs onto customers over time.

The first change occurred in 2005, when Coliban Water agreed to modify the contract's
service payment calculation methodology to address increasing risks raised by the
service provider about its financial sustainability. These risks resulted from a
combination of:

e the ownership of the service provider changed immediately prior to the contract
being signed in 1999, leading to the adoption of a more risk averse and expensive
water treatment process

o the effects of drought on volumes of water treated, leading to lower than expected
service payments.

This change was supported by board papers that considered two treatment options,
including a ‘do nothing’ approach. Coliban Water considered that refusing to adjust the
methodology would increase the risk of the service provider withdrawing from the
contract. The change added approximately $52 million in service payments over the
life of the contract.

In addressing these risks Coliban Water had failed to consider other potentially viable
and cost-effective solutions. For example, no consideration had been given to
negotiating an outcome that was more favourable to Coliban Water, or making a
counter-offer.

The second change occurred in 2010, when Coliban Water and the service provider
agreed to a series of facility modifications to address risks around untreated water
quality that were contractually allocated to the provider. Specifically, the completion of
the Goldfields Superpipe project in 2008 had unexpectedly brought a more variable
quality of untreated water into the Coliban system, making water treatment more costly
than expected.

Board papers informing this change showed that Coliban Water expected to contribute
nearly $12 million towards the works on the basis that these risks could not have been
foreseen by the service provider. This outcome represents a significant divergence
from the contract, which allocates risks relating to untreated water solely to the service
provider. Importantly, the contract states that 'Raw Water means water from any
surface water catchment in any combination'. This definition gives Coliban Water the
ability to input water from any surface water catchment, and brings into question its
decision to contribute funding towards the works.

Coliban Water believes that its decision to incur additional costs in response to these
two change events was necessary to ensure the continued supply of drinking water
during a period of severe drought that could not have been reasonably foreseen.
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Coliban Water also believes that the additional costs are offset by approximately
$60 million invested by the service provider to address the same issues. However, it
could not provide sufficient evidence to verify the service provider's investment.
Additionally, this rationale does not consider the possibility of the service provider
bearing all the additional costs in accordance with the original contract. In any event,
Coliban Water's approach undermined its ability to achieve value for money.

3.6.2 Campaspe Water Reclamation Scheme—Coliban
Water

The only change event for the Campaspe Water Reclamation Scheme involved
connecting the scheme to the Rochester Wastewater Treatment Plant to improve the
plant's compliance with the Environment Protection Authority regulations. While this
upgrade was detailed in the contract, it did not prescribe its costs. This reflected
Coliban Water's preference to retain the flexibility to fund and deliver the upgrade as
required. Accordingly the contract had been structured in a way that allowed the costs
to be incorporated at a later date.

In December 2012, the Coliban Water board approved a proposal to provide

$9.3 million to deliver the upgrade. The board also approved an increase in annual
service payments to the service provider of $164 000 to cover the increased
operational costs arising from the works. In July 2013, Coliban Water and the service
provider contractually agreed to commence the upgrade works.

The value for money impacts of this change remain unclear due to a lack of evidence
showing that a reliable PSC was in place at the procurement phase. As such, Coliban
Water's claim that the project remains on track to cost less than the associated PSC
cannot be verified.

3.6.3 Ballarat North Water Reclamation Plant— Central
Highlands Water

The single change event for the Ballarat North Water Reclamation Plant project
allowed the service provider to re-use biosolids produced for agricultural purposes. It
had no impact on the contract's service delivery obligations and payment
arrangements. Board papers relating to this change show that it was adequately
documented and appropriately authorised.
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3.6.4 Wodonga Wastewater Treatment Plant—North East
Water

North East Water responded appropriately to two significant change events under the
Wodonga Wastewater Treatment Plant contract.

In 2005 the service provider requested permission to transfer operational control of the
plant to a third party, after the provider’s parent company decided to scale back its
international operations. Before approving this request, North East Water sought
assurance that the replacement service provider had the necessary technical and
financial capacity, and that risk allocation would not be affected.

North East Water was unprepared for the voluntary administration of the plant's
replacement service provider in 2012. Despite this, North East Water's response was
appropriate and included:

e successfully negotiating with the service provider to honour its contractual
obligations—at a reduced cost to North East Water—while a long-term solution
was investigated

e considering the merits of a series of solutions before deciding to assume
operational control of the plant

e obtaining legal advice and input from DTF where appropriate.

Recommendations

6. Coliban Water should reconsider its approach to applying reductions in service
payments for non-performance under the AQUA 2000 project and the Campaspe
Water Reclamation Scheme contracts.

7. The Department of Treasury and Finance should develop a best-practice
approach to assessing value for money throughout the public private partnership
contract operating period.
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Appendix A.
Avait Act 1994 section 10—

submissions and comments

Introduction

In accordance with section 16(3) of the Audit Act 1994 a copy of this report was
provided to Central Highlands Water, Coliban Water, North East Water, the Department
of Treasury and Finance, and the Department of Environment and Primary Industries.

The submissions and comments provided are not subject to audit nor the evidentiary
standards required to reach an audit conclusion. Responsibility for the accuracy,
fairness and balance of those comments rests solely with the agency head.

Response provided by:

The Department of Environment and Primary INdUSEIes ...........ccoccevvieeiiiene e 32
Central HIghlands WaLET ..........coiiiiiiiiie ettt e e e e e aa e e e e s anne 33
COlIDAN WBLET .......eeiiie e 34
NOMN EASTWALET .......eiiiiiiiiie ettt 38
The Department of Treasury and FiNANCEe ..........ccccoiiiiiiiiiien e 40
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RESPONSE provided by the Secretary, Department of Environment and Primary
Industries
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Appendix A. Audit Act 1994 section 16—submissions and comments

RESPONSE provided by the Managing Director, Central Highlands Water

Doc code:  RF:DCI

Your ref: ’
CENTRAL
HIGHLANDS
WATER

13 August 2013

Mr John Doyle

Auditor-General

Victorian Auditor-General's Office
Level 24, 35 Collins Street
Melbourne VIC 3000

Dear Mr Doyle,

Re:  Proposed Performance Audit Report
Operating Water Infrastructure Using Public Private Partnerships

Thank you for providing a copy of your proposed report dated 1 August 2013 and for inviting
Central Highlands Water (CHW) to provide a submission.

CHW has reviewed this report and confirms that it accurately reflects our discussions and
information provided in relation to the Ballarat North Water Reclamation Plant (BNWRP). CHW
welcomes the findings and confirmation that CHW's approach to demonstrating the BNWRP is on
track to achieve value for money and the management of the contract is substantially in
accordance with the requirements of Department of Treasury and Finance (DTF) and Partnerships
Victoria.

The report's recommendations are noted and as previously advised CHW has commenced the
implementation of several of the suggested improvements and has developed plans to implement
the others that are deemed relevant to CHW. CHW will continue to liaise with DTF and other water
corporations to assist the ongoing improvement in the water sector’'s use of PPP contracts.

On behalf of CHW please pass on our appreciation to your office and the staff for their approach to
this audit and enabling CHW the opportunity to provide feedback at various stages during the
audit.

Yours sincerely,
1 \

/

) _=

Paul O'Donohue
Managing Director

Central Highlands Region Water Corporation
355 PO Box 152 Ballarat VIC

iet.au ABN: 75 224 340 348 chw.netau

3353

7 tearmonth Rd Wendouree VIC
T: 1800 061 514 F: 03 5320 3299 E: customerenquiries@chw,
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RESPONSE provided by the Managing Director, Coliban Water

Coliban

WATER

Your ref. Qurref.  206/35, 205/2 Contact: Jeff Rigby 5434 1231

13 August 2013

Mr John Doyle EINE
Auditor-General

Victorian Auditor General’s Office

Level 24

35 Collins Street

MELBOURNE VIC 3000

Dear Mr Doyle

Proposed Performance Audit Report — Operating Water Infrastructure Using Public Private
Partnerships (PPP)

Coliban Water welcomes the Victorian Auditor-General’s report on the audit of water infrastructure
PPPs, and recognises the transparency that the audit provides for public sector performance as it
relates to service delivery to urban water customers of the audited entities.

The corporation has noted the seven recommendations of the report, of which three
(Recommendations 1, 4 and 5) relate to the three water corporations that were audited and one
(Recommendation 6) is specific to the audit of the two Coliban Water PPP transactions.

Coliban Water supports Recommendations 1, 4 and 5 and the corporation will ensure that its
performance reporting, contract administration and risk management processes are reviewed, in
light of the audit findings, to improve process and, ultimately, further enhance performance.

Coliban Water acknowledges Recommendation 6 and further advice with respect to action
proposed to be taken is outlined in a later section of this submission.

Coliban Water notes but does not offer any comment in respect of Recommendations 2, 3 and 7,
which are matters specifically relevant to the agencies referred to in each recommendation.

Presented below is substantive commentary that Coliban Water submits is relevant to assisting any
reader of the report better understand the broader context as relates to the development and
operationalisation of the two PPP transactions that were the subject of the audit.

Reform of the Victorian Water Sector in the Late 1990s

Major water reform was driven in the late 1990s by the previous Kennett Government. As part of
this reform, regional water authorities, including Coliban Water, entered into undertakings with the
State Government to complete major infrastructure projects to deliver drinking water, new
sewerage services, dam upgrades and sewerage treatment plant upgrades, and the regional water
authorities received funds totalling $410 million to do these works.

37 - 45 Bridge Street Bendigo Victoria 3555 PO Box 2770 Bendigo DC Victoria 3554

Telephone 1300 363 200 Facsimile 03 5434 1341 www.coliban.com.au ABN 96 549 082 360

Operating Water Infrastructure Using Public Private Partnerships
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RESPONSE provided by the Managing Director, Coliban Water — continued

2

The AQUA 2000 and Campaspe WRS projects were a key part of Coliban Water's undertaking with
government implemented through a Memarandum of Understanding executed in late December
1997. The undertaking required Coliban Water to provide drinking water to Bendigo, Castlemaine
and Kyneton through the AQUA 2000 project by a nominated date of the end of 18889, which was
delivered in 2002. The undertaking also committed Coliban Water to upgrade the Echuca and
Rochester Water Reclamation Plants to comply with State Environment Protection Policy
requirements by a nominated date of the end of 2001, which was achieved with the implementation
of the Campaspe WRS in 2005.

There was clear accountability for water authorities to complete these commitments within the
nominated and extremely tight timeframes, and with the expectation that large capital infrastructure
transactions would be delivered through PPPs, with a preference for Build-Own-Operate-Transfer
(BOQOT) contracts.

The reform very much set the direction for the development and implementation of these two key
infrastructure transactions by Coliban Water. An understanding of this reform is fundamental to the
overall development and implementation context of the two PPP transactions that were audited.

Dealing With Major Changes to Business, Operational and Regulatory Situations

Holding to the principle as stated in the introduction in the audit report of delivering what was
intended for the agreed price over the term of a PPP is a clear aim. However, experience shows
that the parties to a long-term PPP transaction will invariably encounter changes to business,
operational and regulatory situations that necessitates them reviewing and, in some circumstances,
re-negotiating elements of the transaction during the operating phase.

When this arises, the public sector client primarily seeks to preserve service standards and avoid
any diminishment to service performance. The imperative is to ensure the client's customers
continue to receive the services to the standards and specifications as intended at contract
commencement for the full term of the transaction.

The public sector dient will also endeavour to defend and preserve the risk allocation as originally
established and the commensurate pricing. But with the absence of market-based competitive
tension, this may not always be achievable, and, to effectively mitigate change impacts, a particular
negotiation may lead to the client having no alternative other than to pay more to the provider, or
incur a direct cost to fund a critical augmentation initiative, in order to avoid a risk of reduction in the
standard of service to the client's customers.

It is considered reasonable to accept this where the client is satisfied that the increased commercial
consideration paid to the provider, or an additional direct cost incurred by the client, generates
tangible deliverables, such as additional assets that are necessary for continuity of service
standards, or it ensures the commercial viability of the transaction through to conclusion, and with
the risk allocation largely preserved.

The change management process as broadly outlined reflects the approach consistently taken by
Coliban Water in dealing with major change impacts directly affecting the AQUA 2000 project as
identified in the audit. Specifics of the major changes that were encountered are further discussed
in the next section.

Decisions to Mitigate Extreme Event Risks and Impacts

Coliban Water made certain commercial decisions for AQUA2000 during the operating phase of the
PPP contract. These decisions were to, firstly, ensure the ongoing commercial viability of the
transaction and, secondly, to pay for the installation of additional critical works to deal with the
consequence of extreme events on future PPP operations.

At the time, the corporation considered that these decisions were necessary and appropriate to

preserve the service standards and ensure the continued delivery of high quality service to Coliban
Water customers over the remaining life of the contract. Exireme events that occurred were:
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RESPONSE provided by the Managing Director, Coliban Water — continued

1. the prolonged and severest drought on record over the course of the first decade of the 2000's,
which necessitated the introduction of a whole new source of supply through the Goldfields
Superpipe for Bendigo that was treated by the AQUA 2000 contractor;

2. the impact of record floods in both 2010 and 2011 on the future treatability of the water
resources for supplying Bendigo and treated by AQUA 2000;

3. unprecedented bushfires on Black Saturday that occurred in Bendigo in February 2009, and
the potential this created for prolonged loss of power supply to essential water treatment
“acilities operated under AQUA 2000. :

In making these commercial decisions, both Coliban Water and its service provider accepted that
these events were not genuinely contemplated when the AQUA 2000 contract was implemented.
Both parties considered the events were beyond what could reasonably be expected to occur, and
hence mitigated solely by the contractor at its cost, over a 25 year contractual term, and given that
the risk profile of the transaction could enly be informed by past history and experience.

Contractor Performance Requirements and Abatement of Toll Reductions

Abatement regimes are an integral element of the performance requirements of the two PPP
transactions. The regimes reflect an accepted position by the parties to only apply toll reductions in
instances where non-conformances with contractual Key Performance Indicators (KPIs) has led to,
or in the future will lead to, demonstrable adverse consequences to Coliban Water’s customers,
assets, environmental compliance, reported performance and corporate reputation. As part of the
regime, contractor actions are assessed and rated in terms of responsiveness to minimise the
duration of KP| exceedances.

For the AQUA 2000 Project, the contractual performance standards are in many cases more
stringent than the Australian Drinking Water Guidelines. Water quality delivered to Coliban Water
customers has consistently met these guidelines and, since the implementation of the toll
abatement regime in August 2003, for instances where there has been any non -conformances with
KPls, the consequences and contractor actions as assessed under the abatement regime has been
such that Coliban Water has not required a reduction in service payments.

The PPP transactions have been stricily administered to these requirements, consistent with the
expectations of the parties to the PPP contracts.

Coliban Water acknowledges Recommendation 6 of the Victorian Auditor-General’s report, which
recommends that the corparation reconsider its approach to applying reductions in service
payments for non-performance under the two PPP contracts. In light of the audit findings, Coliban
Water will review the effectiveness of the performance standards, in close consultation with the
contractors, with aim of driving future improvements, albeit on the basis that changes that may be
sought are acceptable to the parties to the contracts.

Value for Money

Coliban Water acknowledges that it has not actively measured or monitored value for money
provided by these PPPs at an individual transaction level since commencement of the operating
phase. The Victorian Auditor-General's report concedes that value for money in PPP projects is
more complex to demonstrate in the operational phase (Page 25) and the assessment of value for
money is challenging for three of the projects that were audited, which includes both the AQUA
2000 Project and Campaspe WRS (page x).

Coliban Water does participate in industry benchmarking that compares operating cost per
customer connection at a whole-of-enterprise cost level. It should be noted that the corporation is
consistently benchmarked as one of the lower cost regional water corporations in operating cost
terms in comparison to similar regional water businesses across Australia (refer to National Water
Commission's National Performance Reporting 2011-12 for Urban Water Utilities).
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RESPONSE provided by the Managing Director, Coliban Water — continued

On this whole-of-business cost basis, Coliban Water contends that, comparatively to water
businesses of a similar scale of operations, the corporation achieves reasonable value for money
for the urban services that it delivers. The whole-of-business cost includes all of the non-financing
elements of the PPP tolling that is paid by Coliban Water.

Any further queries or concerns in relation to the details outlined in this letter should be directed to
my office in the first instance.

Yours sincerely

Fof/Li

Jeff Rigby
Managing Director
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RESPONSE provided by the Chair, North East Water

PO Box 863
Wodonga,Victoria 3689

Level I, Hovell Street
Wodonga, Victoria 3690

Telephone: 1300 361 622
Accounts: 1300 361 633
Facsimile: (02) 6024 7454

e nerwa@nerwa.vic.gov.au

Wi WWW.Newater.com.au
14 August 2013

John Doyle

Auditor-General

Victorian Auditor-General's Office
Level 24, 35 Collins Street
MELBOURNE VIC 3000

Dear Mr Doyle

Thank you for the opportunity to comment on the proposed performance audit report on Operating
Water Infrastructure Using Public Private Partnerships under section 16(3)(b) of the Audit Act
1994.

While we acknowledge that the recommendations will not impact on North East Water, as we no
longer have a PPP contract in operation, we do support the opportunity for improvement upon
which the audit findings are made.

North East Water's response is enclosed and should you wish to discuss further, please contact
Kevin Freeman, Acting Executive Manager Corporate Services, on 02 6022 0590 or by email

kfreeman@nerwa.vic.gov.au.

Yours sincerely

Joanne Anderson
Chair

SERVICING Beechworth, Benalla, Bright, Corryong, Mt Beauty, Myrtleford, . :;a::‘:a
Rutherglen. Tallangatta, Wangaratta, Wodonga, Yarrawonga and Districts snae sSHE1
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VAGO Audit
Operating Water Infrastructure Using Public Private Partnerships

North East Water (NEW) welcomes the opportunity to comment on the audit report with specific
management response for each recommendation as outlined below.

Number

Recommendations

1

The water corporations should routinely and regularly report to their boards on contract
performance, including: ) :

e realisation of anticipated benefits

e financial performance

s effectiveness of risk management

NEW Response: Accept

Comment: A more structured appreach to board reporting on PPP projects is éccepted as an
improvement to governance oversight. However we believe that the level and frequency of this
reporting should be informed through a risk based assessment.

The Department of Treasury and Finance should improve its existing public private partnership
project oversight regime in the water sector to address gaps in implementation and seek
ongoing assurance that water corporation boards are effectively managing contract
performance.

NEW Response: Accept

The Department of Environment and Primary Industries should seek assurance that water
corporation boards are effectively managing public private parinership performance.

NEW Response: Accept

The water corporations should revise their contract administration manuals to comply with the
Partnerships Victoria Contract Management Guide.

NEW Response: Accept

Comment: It is accepted that a more rigorous approach to contract management would improve
risk management.

The water corporations should improve their risk management frameworks for each public
private partnership, to systematically identify, mitigate and report on risks.

NEW Response: Accept

No bearing in respect to North East Water and as such we have no comment on this
recommendation.

The Department of Treasury and Finance should develop a best practice approach to assessing
value for money throughout the public private partnership contract period.

NEW Response: Accept

Comment: It is accepted that more guidance in this area would be of use to the industry.
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RESPONSE provided by the Secretary, the Department of Treasury and Finance
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VAGO'’s website at www.audit.vic.gov.au contains a comprehensive list of all reports issued by VAGO.
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VAGO

Victorian Auditor-General’s Office
Auditing in the Public Interest

Availability of reports

Copies of all reports issued by the Victorian Auditor-General's Office are available
from:

® Victorian Government Bookshop
Level 20, 80 Collins Street
Melbourne Vic. 3000
AUSTRALIA

Phone: 1300 366 356 (local call cost)
Fax: +61 3 9603 9920

Email: bookshop@dbi.vic.gov.au
Website:  www.bookshop.vic.gov.au

e Victorian Auditor-General's Office
Level 24, 35 Collins Street
Melbourne Vic. 3000
AUSTRALIA

Phone: +61 3 8601 7000

Fax: +61 3 8601 7010

Email: comments@audit.vic.gov.au
Website:  www.audit.vic.gov.au
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