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1  Executive summary

The economic regulatory framework needs to provide sufficient investment certainty, to promote
efficient investment decisions and to maintain the resilience and security of digital national critical
infrastructure, in the long-term interests of eConveyancing customers

It is important that the economic regulatory framework provides regulated businesses with sufficient
certainty that they will be able to recover the costs of their efficient investments in delivering
regulated services, while continuing to maintain security and resilience in a digital platform that
moves over $720 billion annually in the biggest financial transaction in most Australian’s lives.
Without sufficient certainty, investors will not invest in regulated businesses, and regulated
businesses may not be willing or able to make the investments needed to meet the needs of their
customers or technical regulators.

Providing sufficient certainty and predictability to promote efficient investment is particularly
important for e-conveyancing, which is a new and evolving industry. Customers have consistently
told PEXA that their priorities are service quality, reliability and resilience (as outlined in PEXA's
November 2025 submission). Similarly, recent proposed requirements by ARNECC suggest that its
priorities are aligned with those of customers, and that it is most concerned with ensuring sufficient
(not insufficient) investment in e-conveyancing services.

The importance of investment certainty is one of the reasons why regulators have valued price and
revenue stability in transitioning to economic regulation and in establishing initial Regulatory Asset
Bases (RABs), and why regulators typically do not revalue the RAB once it is established.?

PEXA's RAB should be consistent with its current prices, given IPART's last review of ELNO service
fees found these prices to be reasonable

Economic regulation of ELNO services commenced in 2019 when IPART reviewed ELNO service fees
and found prices to be reasonable, after comparing them to paper conveyancing prices and the
estimated ‘building block’ costs (including RAB) of modelled benchmark ELNOs. Given the findings of
IPART's 2019 review, it would be logical to conclude that PEXA's RAB in 2019 was consistent with the
service fees that IPART found to be reasonable at that time.

PEXA's proposed discounted cash flow (DCF) line in the sand approach to determine its opening RAB
in its November 2025 submission is based on PEXA’s net cash flow in 2021-22, and hence its 2021-22
fees approved by IPART in 2019. If IPART adopts a methodology that results in a RAB significantly
lower than this, then it will effectively write-off a proportion of the 2019 asset base that it previously
found to be reasonable. Such a retrospective revaluation would be counter to regulatory principles
and precedent. Such a change would also significantly undermine confidence in the regulatory
framework and hence potentially ELNOs' incentives and ability to invest at levels consistent with
service expectations, security requirements of national critical infrastructure, regulatory obligations
and the priorities of ARNECC and customers. More broadly, it would reduce trust in governments and
regulators, by introducing undue sovereign risk, which would diminish the value of assets sold by
State or Federal governments in the future.

PEXA's proposed prices reflect its efficient costs to deliver its services to levels consistent with the

expectations of its customers and regulators. Therefore, if IPART decided that PEXA's prices should
be materially lower than its proposed prices (e.g. due to a lower RAB), this would adversely impact
on PEXA's services, to the detriment of eConveyancing customers and stakeholders.

1 Apart from the routine "rolling forward" of the RAB from one regulatory period to the next, to adjust the RAB for capital
expenditure, depreciation and indexation.
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A suitable approach would be to triangulate the results of different RAB approaches. With
appropriate assumptions, they all yield relatively similar outcomes.

IPART’s methodology paper expresses preference for a historical cost approach but also
acknowledges other alternative approaches to determining a RAB. It is reasonable to consider several
reference points when reviewing PEXA's RAB, given it is sensitive to uncertain inputs and
assumptions under some methodologies, price regulation of a digital platform is unique, and
eConveyancing is very different to industries relying on physical assets and therefore has no clear
reference points or benchmarks.

Table 1 compares the results of different approaches to determining PEXA's RAB. Options 1 to 3 use
the historical cost /recovered capital approach (HC/RC)?, with the Weighted Average Cost of Capital
(WACC) used to capitalise unrecovered costs from 2011-2020 varying between these options. Option
4 calculates the RAB using PEXA’s previously proposed discounted cash flow (DCF) line-in-the-sand
approach, while Option 5 is based on the sale price when governments privatised PEXA in January
2019.

Table 1: Overview of alternative RAB approaches and implications for 2026 RAB?
Option 1 Option 2: Option 3: Option 4 Option 5

HC/RC; WACC HC/RC; WACC HC/RC; WACC Line-in-the- PEXA’s sales
based on linear based on based on sand (DCF) price rolled
transition from benchmarked life industry forward
Venture capital to  cycle stages transition and
Regulatory WACC on roll-out

RAB $1.44bn $2.46bn $2.24bn $1.43bn $1.72bn

(15 July

2026)

The ‘historical cost/recovered capital’ approach in IPART’s discussion paper would yield a RAB of
between $1.44 billion and $2.46 billion at 1 July 2026 (Options 1 to 3). These options use the
recovered capital method to ensure the recovery of PEXA's efficient historical capital and operating
expenditure to establish the tangible and intangible assets required to deliver the eConveyancing
market as well as reasonable estimates of the cost of capital to capitalise PEXA's unrecovered costs
from 2011 onwards.

It is critical that the costs PEXA's incurred in establishing its intangible (as well as tangible) assets are
reflected in the RAB. If they are not appropriately included, the RAB will significantly understate the
investment required to establish an ELNO, particularly a benchmark efficient first mover ELNO. IPART
has previously noted that, as the first mover, PEXA incurred costs in undertaking a range of activities
to establish the national platform and market, with is represented by its intangible assets.*

2 We refer to the "historical cost / recovered capital approach", because the recovered capital approach is required as a
supplement or cross check to the "historical cost" approach to account for all efficient costs PEXA incurred in establishing its
tangible and intangible eConveyancing assets. IPART's paper recognises that if the "historical cost" approach only includes
capital expenditure, then an uplift to this would be required to account for expenditure in establishing eConveyancing assets
that is not recognised as capital expenditure, and the recovered capital method can act as a cross-check of the "historical
cost" approach and a way of determining the uplift required to historical capital costs to ensure the recovery of all (capital
and non-capital) historical investment (see also section 3).

3 For assumptions supporting each estimate please see subsequent sections, for historical cost approach (section 3), line-in-
the sand (section 4), and sales price (section 5.3)

4 IPART, Review of the pricing framework for Electronic Conveyancing Services in NSW, Final Report, November 2019, p 53.
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Option 1 applies a reasonable venture capital WACC® to PEXA's unrecovered costs in FY2012 and
transitions linearly to the regulatory WACC by FY2020; whereas Options 2 and 3 transition a
reasonable venture capital WACC to the regulatory WACC over the same period, but in tranches that
reflect the lifecycle stages of PEXA's eConveyancing product and market development (Option 2) and
its market penetration and the roll-out of eConveyancing mandates (Option 3).

In considering the cost of capital applied to PEXA's historical unrecovered costs to determine the RAB
under the historical cost/recovered capital approach, PEXA disputes the assertion in IPART’s
discussion paper that “much of the initial development risk was borne by governments”, and that
"PEXA was funded by state governments during its formative years”. The first non-government
investment in PEXA was in 2011; by February 2013 private investors had contributed more than half
of the cash, and by the time that PEXA was privatised in 2019, private investors had contributed 84%
of the cash raised by PEXA to that date. In any case, even if governments had been the dominant
investors in PEXA before 2019, finance theory and IPART’s own approach to determining the WACC
suggest that ownership should have no bearing on determining the appropriate rate of return.

PEXA's proposed DCF 'line in the sand' approach in its November 2025 submission to IPART would
yield a RAB of about $1.43 billion at 1 July 2026, as noted in Table 1 under Option 4. Under this
approach, PEXA's RAB at 1 July 2022 would be set based on the present value of its net cash flows in
2021-22, assuming they would continue over the estimated economic life of its assets (25 years from
FY2022). This value is then rolled forward to 1 July 2026 by adding efficient capex and deducting
depreciation. This approach would also be consistent with the DCF approach that IPART and other
economic regulators applied to establish the initial "line in the sand" RABs for existing businesses
when introducing economic regulation® and reflect the RAB implicit in PEXA’s 2021-22 prices, which
IPART found to be reasonable in its 2019 review of ELNO service fees. The outcome of PEXA's DCF
approach is that its prices would not vary substantially in real terms from the prices that IPART found
to be reasonable in 2019, despite significant increases in volumes. This reflects the need for
substantial investments since IPART's 2019 review, to increase functionality, resilience, and cyber
security, reflecting the preferences of customers and the requirements of regulators.

PEXA’s sale price when governments privatised PEXA in January 2019 of $1.62 billion (Option 5),
rolled forward to account for capex and depreciation since then, would equate to a RAB value of $1.7
billion at 1 July 2026. This is effectively an investor (or 'the market') view of the future cashflows that
would be provided by PEXA’s tangible and intangible assets, and therefore their value. Notably, the
NSW Government referred review of ELNO service fees to IPART in November 2018, meaning the
market valued PEXA at its sale knowing that it would be subject to economic regulation and
therefore that its revenues would reflect the efficient costs of service provision (rather than any
expectations of monopoly returns). Furthermore, in 2019, PEXA was essentially valued for its
potential Australian ELNO business only. The prospect of international expansion was primarily
reflected in the uplift in value between the 2019 privatisation and the 2021 IPO.

Other approaches to setting the RAB are not suitable

IPART's methodology paper mentions other approaches to setting the RAB. However, PEXA believes
these are not suitable.

5 See Table 2 on page 19 for an overview of literature on Venture capital WACC expectations

6 For example, IPART used this DCF approach to establish the initial "line in the sand' RABs for Sydney Water and Hunter
Water when those businesses were transitioned to economic regulation, and the Victorian Essential Services Commission
(ESC) applied a similar approach in establishing the RABs for Victorian water businesses.
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The replacement cost approach (or Depreciated Optimised Replacement Cost approach) would not
provide a reliable basis for establishing the initial RAB, particularly for an incumbent ELNO. Such an
approach could result in a RAB that bears no relationship to the efficient costs a first mover incurred
in developing innovative and world-first eConveyancing services. It could not accurately account for
sunk costs that were legitimately incurred in developing PEXA’s tangible and intangible assets. In
turn, this would significantly undermine efficient investment in services to eConveyancing customers
moving forward; undermine confidence in investing in the development of any new, innovative
services that may, at some point in the future, be subject to economic regulation by IPART; and
undermine the confidence of investors in any other business privatised by Australian governments
that is subject to economic price regulation. This approach would require a deep understanding of
the complexity of a truly national platform including the regulatory and legal obligations in a complex
and evolving market and would require highly uncertain assumptions about the form and cost of
modern replacement assets.

The net book value approach would likely not adequately account for PEXA's historical expenditure
to develop its intangible assets and therefore materially understate the asset base relative to the
efficient costs incurred to develop eConveyancing services, as acknowledged in IPART's methodology

paper.

A cautious approach that acknowledges the importance of regulatory certainty and predictability is
appropriate.

Investor reactions to the release of IPART’s methodology paper suggests that investors had not been
able to predict IPART’s approach. After IPART released its paper, PEXA’s share price fell by around 20-
25% over 48 hours’, with the share price broadly stable before and after. Although IPART is
consulting and has not reached conclusions, the market clearly interpreted the paper as signalling a
change in approach that would result in outcomes very different to previous investor expectations.
This investor reaction in response to IPART’s methodology paper suggests that IPART’s proposed
approach may not be consistent with the certainty and predictability that IPART should provide in its
approach to price-setting.

Some uncertainty is inevitable no matter what method IPART uses in setting an initial RAB. All
methods require IPART to make assumptions and judgments that are less prescribed than is typical
for IPART’s pricing decisions. However, relative to PEXA's proposed DCF approach, other approaches
involve much greater uncertainty and therefore should not be solely relied upon to set the RAB. For
example, under the historical cost approach, IPART would be required to determine whether
expenditure 15 years ago was prudent and efficient, which is inherently difficult given the passage of
time, initial record keeping that was not designed with a view to future IPART inquiries, and several
changes of ownership. IPART would also need to determine the appropriate WACC to apply to
capitalise unrecovered costs incurred when PEXA was a much higher risk business, noting that IPART
has no established methodology for setting a WACC for a business that is effectively in start-up
phase, attempting to create a new industry that may never eventuate.

7 PEXA share price opened at $15.23 on 315t March and reached $16.05 in intra-day trading. IPART released its RAB paper at
11am on 31t March with PEXA’s share price subsequently closing at $15.21 (315t March), $12.97 (15t April) and $12.09 (2
April).
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Given the importance of regulatory certainty and predictability in promoting efficient investment to
meet regulatory and customers' expectations of reliable, resilient and secure eConveyancing services,
IPART should adopt a cautious approach in setting an opening RAB, by determining a value that is
supported by several reference points or methods if possible and avoiding significant shifts in prices
and revenue. It would be prudent for IPART to avoid selecting a method that is highly reliant on (or
sensitive to) uncertain inputs or assumptions and which results in a RAB materially different from
IPART's previous review and other reasonable RAB valuation methods.
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1.1 PEXA’s responses to IPART’s specific questions

1. Which categories of non-capitalised expenditure, if any, do you consider should be eligible for
consideration as unrecovered market-establishing costs to be included in the initial asset base,
and why?

All expenditure incurred by PEXA in developing eConveyancing services in Australia from 2011- 2020
should be reflected in the RAB under a historical costs / unrecovered cost approach, as discussed in
section 3. There is no basis to exclude any of this expenditure, as it was all efficiently incurred in
developing eConveyancing services in Australia. There were strong incentives for PEXA to ensure that
this expenditure was efficient because, with minimal revenue, investors immediately bore all costs.

As discussed in section 3 of this paper, the best way to incorporate non-capitalised expenditure is to
determine the RAB by capitalising and rolling forward PEXA’s unrecovered costs (as measured by its
historical net cash flow) at an appropriate rate of return. The difference between this RAB and the
value of PEXA’s rolled forward historical capital expenditure effectively represents PEXA’s non-
capitalised expenditure in developing and establishing eConveyancing (ELN) services in Australia.

2. Are there proxies or evidence, other than historical operating expenditure, that reflect the
current value of unrecovered costs used in establishing the market?

See above.

The sale price of PEXA in 2019 reflects the market’s estimate of the value of PEXA’s tangible and
intangible assets under the (then) upcoming regulatory environment.

3. What criteria should we apply to ensure that any uplift to the initial asset base for unrecovered
costs incurred in establishing the market is limited to efficient expenditure and does not embed
over-recovery of costs?

In section 3, PEXA outlines unrecovered costs incurred in efficiently developing and establishing
eConveyancing services in Australia, and how these should be used to determine the initial RAB
under a historical cost / recovered capital method.

Consistent with economic regulation principles, and to provide sufficient levels of investment
certainty, the prudence and efficiency of costs should be assessed based on the circumstances
prevailing at the time that expenditure was incurred.

There were strong incentives for PEXA to ensure that this expenditure was efficient because, with
minimal revenue, investors immediately bore all costs.

The difficulty of establishing whether costs incurred over 10 years ago were prudent and efficient at
the time is a key reason why economic regulators have rarely used a historical cost approach to
determine the initial RAB for businesses many years after they became established and started to
operate.

It is even more difficult to challenge the efficiency of PEXA's historical expenditure because it was
developing a world first technology and service that inevitably required ‘test and learn’ as part of the
innovation and development process.
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4. Do you consider a backward-looking measure of cost recovery, such as the recovered capital
method, is useful as a cross-check on the initial asset base and any uplift for unrecovered
historical expenditure?

If IPART uses the historical cost approach, an uplift will be required to PEXA's historical capital
expenditure to ensure the RAB accurately reflects all PEXA's historical efficient expenditure incurred
in establishing eConveyancing services — as much of PEXA's historical expenditure to establish
eConveyancing services was not 'capital expenditure' but costs associated with creating the
foundations for the ELNO market. If appropriately applied, the recovered capital method can
determine this uplift. Section 3 outlines the application of this approach, including rates of return
that should apply to capitalising unrecovered costs under this approach.

However, outcomes under the recovered capital method can be sensitive to assumptions. Therefore,
IPART should adopt a cautious approach in setting an opening RAB by determining a value that is
supported by several plausible reference points or methods if possible and avoiding significant shifts
in prices and revenue. As outlined in Table 1 above, outcomes under the DCF approach, reasonable
applications of the recovered capital method and PEXA's sales price can be used as reference points
in determining the opening RAB.

5. Do you consider a DORC assessment would provide a more appropriate basis for establishing
the initial asset base than our proposed historical cost rolled-forward approach, and if so, why?

The Depreciated Optimised Replacement Cost (DORC) approach would not provide a reliable basis
for establishing the initial RAB.

The key problem is that a DORC would result in a RAB that bears no relationship to the efficient costs
incurred by a first mover in developing innovative and world-first eConveyancing services. This would
significantly undermine:

o efficient investment in future eConveyancing services; and

e confidence in investing in new, innovative services that may later be subject to economic
regulation by IPART.

The DORC approach would also require highly subjective and uncertain inputs and assumptions,
including in relation to modern equivalent assets, optimisation of capacity, technology choices and
asset lives. Further, to truly understand the complexity of an ELNO and the regulatory and legal
obligations of an ELNO would take many months, even for an appropriately qualified technology
consultancy making this option unworkable given IPART timelines.
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2  Guiding principles and key context

This section outlines key principles and relevant context to consider when setting PEXA’s initial RAB.

2.1 Broad principles for government intervention in price-setting

Certainty and predictability are key to effective regulation, continuing investment in ELNOs, and
encouraging investment in future privatisations.

IPART’s legitimacy for setting prices depends on those prices being set in a way that is certain and
predictable. It is unusual for government to intervene to set prices rather than accepting what a
willing buyer will pay a willing seller. The process for setting these prices needs to be certain and
predictable to avoid the appearance and reality of the arbitrary exercise of government power.

A certain and predictable process is also important to ensuring that ELNOs can continue to invest in
the functionality desired by their customers. If investors perceive that IPART is not acting in a
predictable way, then they may not be prepared to provide the capital required for future ELNO
investments.

A certain and predictable process is also important to future government privatisations. If investors
perceive that PEXA’s prices have been arbitrarily reduced by government intervention after it was
sold by government for significant consideration they may be reluctant to invest in future
government privatisations, effectively reducing the price that government receives for these assets.

Determining an opening RAB for ELNOs is inherently challenging. The eConveyancing industry has
developed in Australia before it has developed anywhere else in the world, so there are no direct
precedents for IPART to follow. By contrast, there are many examples around the world of the other
industries with prices regulated by IPART. eConveyancing primarily involves online not physical
assets. By comparison, most of the industries with prices regulated by IPART are primarily fixed
physical infrastructure with more predictable asset lives and maintenance requirements as well as
relatively stable customer expectations. Conversely, ELNOs are facing fast changing regulatory
environment, ongoing new customer requirements and rapidly evolving cyber threat landscape that
all create an unpredictable investment profile. EConveyancing is not a mature industry: close to full
penetration only occurred around five years ago in New South Wales, and eConveyancing services
were only launched in Tasmania and the Northern Territory in the last 12 months.

Given the value of certainty and predictability, and the difficulty of delivering it when regulating
eConveyancing prices, it seems appropriate for IPART to adopt a cautious approach in setting an
opening RAB, choosing a value supported by triangulation if possible and avoiding significant shifts in
price. It would seem prudent for IPART to avoid selecting a method, or assumptions for a particular
method, that results in an opening RAB materially different from that suggested by other reasonable
methods.

2.2 Guiding principles in setting an initial RAB value
Consistent with these broader principles for government intervention in price-setting, to promote
reliability and security of national digital critical infrastructure in the long-term interests of

customers, regulators should ensure the initial RAB of a regulated business:

e allows the regulated business to recover the prudent and efficient costs of its past investments
incurred to provide the (now) regulated services, and
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o allows the regulated business to recover prudent and efficient costs of new investments incurred
to meet its regulatory and legal obligations as critical infrastructure, and

e maintains reasonable levels of price and revenue stability (avoiding windfall gains or losses to
the regulated business or its customers).

2.2.1 Ensure recovery of prudent and efficient past investments

The RAB should be set at a level that means customers do not pay for inefficient past expenditure. At
the same time, it needs to allow the regulated business to recover the prudent and efficient costs of
its past investments — to provide sufficient investment certainty and promote efficient investment
decisions.

This can be relatively straightforward if there is perfect information on prudent and efficient
historical expenditure.

However, assessing prudent and efficient historical expenditure can be particularly difficult:

e If significant time has passed since the expenditure was incurred, then there is more uncertainty
about its prudence and efficiency, which should be assessed based on the circumstances and
information that prevailed at the time the expenditure was incurred.

e If significant time has passed since the expenditure was incurred, then historical records of
expenditure may not accurately reflect the costs incurred because:

— Records may not be available - the longer back in time, the greater the likelihood that
available records of expenditure do not accurately capture all costs

— Business structure may have changed — e.g., where a business is providing multiple services,
the costs of establishing new (now regulated) services may not be accurately attributed to the
new service, particularly in its early stage of development

— Business ownership may have changed — e.g., information can be lost in the transfer of
ownership, particularly over a period over which the products/service evolve.

These problems of assessing prudent and efficient expenditure tend to be even greater if the
business is the first mover in a novel market because:

e Itis harder to assess the prudence and efficiency of expenditure in creating a market which
inherently involves significant experimentation and innovation.

e The first mover typically incurs a range of R&D and market development costs to create the
market (as IPART recognised of PEXA in its 2019 review of ELNO service fees®), and the value of
these costs/assets tends to be uncertain.

e A nascent business is less likely to have high quality historical records of costs well-adapted to a
subsequent assessment of whether those costs were prudent and efficient.

8 |PART, Review of the Pricing Framework for Electronic Conveyancing Services in NSW, Final Report, November 2019, p 53.
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Ensuring that regulatory price setting promotes efficient investment decisions for an online platform
is particularly difficult. In contrast to regulating, and setting the initial RAB for, a longstanding
primarily physical asset business that has been the focus of economic regulation — such as network
businesses of water, energy, rail, and telecommunications - there are no obvious precedents for
regulatory price setting for an online platform. Care needs to be taken to ensure such regulation in a
novel context does not have unintended consequences. In particular, there are dangers that
inappropriate regulation of an emerging online platform may deter investment that promotes
customer efficiencies and reliability and security of the platform.

Other online platforms, with network effects similar to the network effects in eConveyancing, that
innovated substantially and delivered significant value to customers have not been subject to price
regulation (eg, Google, Aconex, Atlassian, Car Sales, REA). If these platforms were subject to stringent
price regulation, it is likely they would not have attracted sufficient investment given the risks of
start-ups in developing innovative technology and services.

At a minimum, economic regulation of online platforms needs to allow for the recovery of all costs
incurred in developing innovative technology and services; and to provide a sufficient return on this
investment given the risks involved to start-ups in developing such services. If not, the regulation
would significantly impede efficient investment and innovation, to the detriment of customers and
the broader community.

2.2.2 Ensure reasonable levels of price and revenue stability

Price stability is a key objective for economic regulators when determining a RAB for several reasons:

e Customers prefer prices that do not change abruptly or unpredictably because stable prices
facilitate their business planning and investment.

e Stable and predictable revenues for regulated entities make it easier for those entities to make
investment decisions efficiently, attract and retain staff in the highly competitive market of
technology, reduce their financing costs, and promotes their long-term financial sustainability.

e Price stability fosters public trust and support for regulatory frameworks because it reduces
perceptions of arbitrary decision-making.

In the past, economic regulators have generally aimed to maintain reasonable levels of price and
revenue stability in setting a RAB (and thus avoid windfall gains or losses when a business
transitioned to economic regulation).

PEXA has been unable to find any example of IPART materially reducing a regulated entity’s real price
—and there are many examples of material increases. Investors in PEXA 2019 — and in other
government assets in future — would reasonably assume given this history that governments would
not intervene to materially reduce prices.

Consistent with the aim of maintaining price and revenue stability, regulators have also tried to
ensure that subsequent regulatory decisions are consistent with prior regulatory decisions. This
consistency entails both minimising changes of methodology (ie, “not changing the rules of the
game’’) and not revisiting RAB valuations once they are established (except for “standard” RAB roll
forwards that incorporate the return of capital on previous investments, and new investments from
one price period to the next). For example:

e In currently considering the initial RAB to apply to Watercare New Zealand (Auckland's water
utility), the New Zealand Commerce Commission notes that:
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"Once set, the value of the initial RAB underpins the regulatory commitment and
predictability provided by the building block approach and so, subject to it still promoting the
relevant statutory purpose and other provisions, should generally not be amended."

e In Australia, the National Electricity Rules hard-code opening RABs for many regulated networks
and then rolls them forward.

e In considering the initial RABs of Victorian water businesses, the Essential Services Commission
noted that:

“For price regulation purposes, the most important factors to consider when setting a RAV
[Regulatory Asset Value] are to ensure that....the initial valuation of past investment is not

revised at subsequent price re-sets”.?°

e Inthe United Kingdom, Stern notes that:
“Britain has extensively used the RAB (regulatory asset base) to provide investors in privatized
network utilities with comfort that their investments will not be treated unfairly. In particular,
RAB protection has de facto become the major perceived underpinning of investor expectations

for UK infrastructure industries, particularly against (a) retrospective “asset taking” and (b)
against the future stranding of assets.”*!

2.3 Specific context relevant to setting an initial RAB for PEXA

In applying these principles to PEXA, it is relevant that applying a historical cost approach would
require IPART to:

e Assess the prudence and efficiency of expenditure made over 10 years ago.
e Assess the prudence and efficiency of expenditure made for a new business in a novel market.

e Re-assess a RAB effectively set by its 2019 determination (as discussed in more detail in section
4).

e Set a potential precedent for other online businesses that have not historically been subject to
price regulation, in a way that may discourage future investment in eConveyancing specifically,
and in online businesses more generally.

9 Commerce Commission New Zealand, Price-Quality Path for Watercare, Approach Paper, 26 November 2025, p 32.

10 Essential Services Commission, Advice to the Minister for Water, Regulatory asset values for the Victorian water
businesses, March 2005, p 4.

11 Jon Stern, The Role of the Regulatory Asset Base as an Instrument of Regulatory Commitment, Centre for Competition and
Regulatory Policy (CCRP) City University London, CCRP Working Paper No 22, March 2013, p 2.
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3  Application of a historical cost / recovered capital approach

IPART’s paper proposes to set the initial RAB value using a historical cost approach. It also proposes
the recovered capital method approach as a cross-check on the outcomes produced by the historical
cost approach, including an uplift for unrecovered costs when establishing the market.

PEXA recognises the value of applying the recovered capital approach as a complement or cross-
check to the historical cost approach. This is because recorded historical capital expenditure will not
reflect all expenditure actually incurred to develop and establish eConveyancing services, particularly
expenditure incurred to establish intangible assets, which may not have been capitalised.

IPART’s 2019 final report recognised that expenditure to establish PEXA's intangible assets should be
included in PEXA’s RAB.%2 It is also important in the context that PEXA was creating a new industry,
and consequently had negative operating results for 9 years between 2011 and 2019, and did not
have positive cashflow until FY2020. Without a recovered capital approach, there would be no means
of recognising the costs incurred to establish the tangible and intangible assets necessary to create
new services that have benefitted customers greatly.

The remainder of this section sets out the rationale and required preconditions for the historical cost
and recovered capital approaches, presents estimates of PEXA’s RAB using these approaches, and
identifies key inputs and sensitivities.

3.1 The rationale for a historical cost approach and pre-conditions for its application

The historical cost approach is intended to ensure the regulated business can recover the return on
and of its prudent and efficient investment made to deliver the regulated services, consistent with
the principles discussed above in section 2.2.

However, the historical cost approach will only promote efficient investments decisions if it is based
on reliable information about prudent and efficient historical expenditure. Without reliable
information, the historical cost approach may result in:

e significant price rises to customers, and windfall gains to the regulated entity; or

e material and unjustified reductions to the revenues of the regulated entity — which could
undermine the confidence and potentially ability of the business to continue to invest at required
levels, thus undermining service levels to customers.

As outlined above in section 2.2.1, it is more difficult to obtain reliable information about prudent
and efficient historical expenditure if:

e significant time has passed since the expenditure was incurred
e the regulated entity is the first mover in a novel market

e the regulated entity is an online platform.

3.2 Where a historical cost approach has been applied in practice to set an initial RAB

The historical cost approach to establish an initial RAB is commonly used where economic regulation
is applied from the outset of a new business. For example, this approach was used by IPART to
establish the Sydney Desalination Plant’s (SDP) initial RAB in IPART’s 2011 determination of SDP’s

12 |PART (2019), Review of the pricing framework for electronic conveyancing services: Final Report, p.53-54
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prices. In this case, IPART was able to track and review the costs incurred in establishing the plant
from the time its construction commenced in 2007 because IPART had a longstanding role in
regulating Sydney Water’s prices (which originally owned the plant and was responsible for its
construction and establishment). That is, an economic regulation framework was already in place
when expenditure on establishing SDP commenced.

In contrast, the historical cost approach has rarely if ever been used to establish an initial RAB for a
business that was established well before economic regulation was applied because:

e There is significant uncertainty about the prudent and efficient level of historical expenditure
before economic regulated applied

e |t could lead to significant instability in price and revenue.

For example, the New Zealand Commerce Commission is currently considering how to set
Watercare's initial RAB in transitioning Watercare to economic regulation. As the water utility in
Auckland, Watercare is a long-established service provider, in a long-established industry. However,
the Commerce Commission is still not proposing to apply the historical cost approach to determine
Watercare's initial RAB. The Commerce Commission notes that: "In practice, it could be difficult to
determine the actual historical cost of Watercare's existing assets, particularly vested assets. It is also
possible that setting the initial RAB equal to the actual historical cost of the existing assets would
result in an insufficient level of revenue." Instead, the Commerce Commission is proposing a
"modelled" approach that is aimed at providing Watercare with sufficient revenue consistent with its
long-term investment needs, the services it is required to provide and an investment grade credit
rating.

IPART’s paper notes that there may be data gaps in PEXA’s records for the period 2011-2015. PEXA is
attempting to fill these gaps to the best of its ability given the passage of time.

When setting an initial RAB for a business established well before economic regulation was applied,
governments or regulators have preferred either the Depreciated Optimised Replacement Cost
(DORC) method, or a method based on existing prices when economic regulation was applied. For
example, for a range of businesses transitioning to economic regulation, key Council of Australian
Government (COAG) agreements®® supported the Optimised Deprival Value (ODV) method, which
typically determined the initial RAB value as the lesser of:

e the Depreciated Optimised Replacement Cost (DORC) of current assets used to provide the
regulated services (the “DORC”*, and

e the ‘Economic Value’ of current assets, typically measured as the net present value of the future
stream of revenues, minus cash operating costs, assuming constant real prices equal to prevailing
prices (commonly referred to as the ‘NPV’ or ‘Discounted Cash Flow’ (DCF) approach).

13 For example, see National Competition Council, Compendium of National Competition Policy Agreements, Second Edition,
June 1998, p 62 & 112.
14 Also referred to as “Optimised depreciated replacement cost” (ODRC).
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In practice, the DORC approach was generally used for energy (electricity and gas) network assets!™

and the DCF approach was generally used for water assets.'® The situations in which DORC is and is
not suitable, and the risks of its use, are outlined in section 5.

3.3 The rationale for the recovered capital approach

IPART suggests supplementing the historical cost approach with an uplift for the unrecovered
operating expenditure incurred to create the market. This approach might be characterised as a
‘recovered capital’ approach. Consistent with the historical cost approach to setting the initial RAB,
the uplift aims to ensure the regulated business can recover its efficient past costs that have been
prudently incurred but not yet recovered through prices at the time economic regulation
commences.

A historical cost approach that focuses only on expenditures classified as capital costs is unlikely to
capture all expenditure actually incurred to develop and establish a new business. In developing a
new business — and even more so in developing a new market — there is typically significant risk and
expenditure on research and development, market development and on intangible assets — which
would not be reflected in historical capital expenditure.

Consequently, IPART’s RAB Methodology Paper proposes an uplift to the historical cost approach to
recognise these costs. PEXA’s understanding is that this uplift would calculate how much of the
aggregate historical expenditure prudently and efficiently incurred, and associated with providing the
service, including both capital and operating expenditure, has been recovered from users through
revenue over time. It calculates any losses or unrecovered costs (differences between costs and
revenues), accumulates these losses and rolls them forward at an appropriate cost of capital
reflective of the early risks undertaken by the business.

Like the historical cost approach, this uplift requires accurate information about prudent and efficient
historical expenditure. Like the historical cost approach, there are issues with obtaining reliable data
about PEXA’s costs before 2015. IPART’s paper notes that these gaps can have large impacts on the
initial RAB calculated when incorporating the uplift, because of the compounding impact of negative
cash flows in early years and the significant early risks in developing a new market.

An initial RAB that includes this uplift is also very sensitive to the cost of capital applied to the

accumulated losses when rolling them forward. As outlined below in section 3.4.4, this rate can vary
significantly, depending on the business's stage of development and the perceived risks undertaken.

3.4 How a historical cost / recovered capital approach would apply to PEXA

IPART’s Paper sets out how it might use a historical cost approach, with an uplift for unrecovered
historical costs.

3.4.1 Overall calculation
Under the Historical Cost approach, the initial asset base is calculated by using historical capital

expenditure incurred and rolling this forward using straight-line depreciation and indexation. This is
supplemented by applying the ‘Recovered Capital Approach’ to determine the uplift required to

15 For instance, see: ACCC, NSW and ACT Transmission Network Revenue Caps 1999/00-2003/04, 25 January 2000, section 3.
16 See: IPART, Sydney Water Corporation, Prices of Water Supply, Sewerage and Drainage Services, Medium-term price path
from 1 October 2000, p 20-21; and IPART, Pricing of Water, Sewerage and Stormwater Services - Sydney Water Corporation,
Hunter Water Corporation, Gosford City Council, Wyong Shire Council and Sydney Catchment Authority — Issues Paper, 1999,
p 43-44.
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account for any unrecovered costs not reflected in the roll forward of historical capital expenditure.
IPART notes that all expenditure included in the RAB should be prudent and efficient.

To implement this approach, we calculate, based on revenues and costs, PEXA’s net cash flows in each
year from FY2011 through to FY2026 (inclusive) to derive the total unrecovered cost. From FY2012
through to FY2026 we obtain the closing value of the unrecovered cost by adding the net cashflows in
the year (expressed in real terms) to the opening value of unrecovered cost multiplied by a
reasonable real WACC for the year. In parallel, we calculate the roll-forward value of historical capex
to calculate the RAB of tangible assets as at 1 July 2026. The difference between the two is an
estimate of PEXA's investment in its intangible assets. Below, in section 3.4.2 we discuss what
historical PEXA costs should be recoverable, in section 3.4.3 whether these costs were efficient, and
in section 3.5.3 the appropriate rate of return given the risks involved in developing and establishing
not just an ELNO, but the eConveyancing market in Australia.

As an example of how to apply this approach:

e We start with a cost of capital of 65% in FY2012, declining linearly to a regulatory WACC of
7.6% in FY2020, thereafter set as the regulatory WACC each year to FY2026. We apply these
rates to PEXA's unrecovered costs in each year over this period, to calculate a RAB of $1.44b
(real $2025-26) at 1 July 2026.

e Taking PEXA'’s historical capital expenditure from FY2012 and rolling this forward,
depreciating the asset base at a weighted asset life of 13.3 years (calculated using reported
capital expenditure and asset lives), we calculate a value for investment in PEXA's physical (or
tangible) assets of $0.235b (unaudited) (real $2025-26) at 1 July 2026.

e The difference between these two values is an estimate of PEXA’s investment in its intangible
assets (51.2b).

Under this approach, the estimated RAB is highly sensitive to input values and assumptions.
Nevertheless, in section 3.4.4Error! Reference source not found. we present plausible scenarios in
which PEXA's RAB value under a historical cost / recovered capital approach could range from about
$1.4b to $2.5b at 1 July 2026.

PEXA's RAB at 1 July 2026 calculated using a historical cost / recovered capital approach (51.4b to
$2.5b) is broadly consistent with PEXA’s 2019 sale value ($1.6b in January 2019), rolled forward to 1
July 2026 (S1.7b). The sale value reflects investors' assessment of the value of PEXA's tangible and
intangible assets under a regulatory framework, noting that at the time investors knew that PEXA’s
prices would be regulated and would therefore reflect the efficient costs of service provision.

Error! Reference source not found.Notably, this analysis demonstrates that PEXA’s proposed RAB of
about $1.4b (at 1 July 2026) in its November 2025 submission, which is calculated using the DCF
approach, is supported by plausible estimates using other approaches.

3.4.2 PEXA’s tangible and intangible assets
IPART’s paper recognises that ELNOs rely predominantly on intangible assets, rather than long-lived

physical assets, and that costs incurred to establish intangible assets may not be reflected accurately
in records of historical capital expenditure.
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Given the significance of intangible assets to ELNOs, it is important that they are accounted for in
establishing the RAB. If not appropriately included, the RAB will significantly understate the
investment required to establish an ELNO, particularly a benchmark efficient first mover ELNO. IPART
has previously noted that, as the first mover, PEXA incurred costs in undertaking a range of activities
to establish its intangible assets, including:

e developing the first eConveyancing platform in Australia (and the first of its kind in the world),
including substantial research and development costs

e establishing processes and standards (such as data standards)

e building relationships with stakeholders to encourage the uptake of eConveyancing by financial
institutions and solicitors/conveyancers

e educating subscribers to use an ELNO platform.t’

However, estimating the value of intangible assets (and the costs incurred to establish these assets)
can be challenging and uncertain. IPART’s 2019 Final Report identified three potential methods for
valuing the first mover’s intangible assets: the capital invested approach, the discounted cash flow
valuation approach, and the relative valuation approach. IPART decided that only the capital invested
approach was feasible, given available information. This is akin to the approach we have applied to
estimate the value of intangible assets under the historical cost / unrecovered capital approach.

3.4.3 The prudence and efficiency of PEXA’s historical expenditure

IPART’s RAB Methodology Paper notes that it will assess the extent to which historical costs “were
efficient at the time and only include efficient costs in the initial asset base”. Presumably this
assessment should be based on the circumstances and knowledge available at the time the
expenditure was incurred, rather than looking back with “perfect hindsight”.

Without this approach, investors would be reluctant to invest, knowing that they would not be
recompensed for any investment that proved to be inefficient given knowledge subsequently
acquired. The approach would also be consistent with how IPART and other economic regulators
assess the prudence and efficiency of historical expenditure of other regulated businesses. For
example, in outlining its approach to assessing water utilities' historical expenditure, IPART has noted
that “for historical capital expenditure, we assess whether the actual expenditure was efficient based
on the information available to the utility and the circumstances prevailing at the time it incurred the
expenditure”®

Given the passage of time, there is no basis for IPART to determine that the historical expenditure
incurred to develop PEXA’s ELN services was inefficient. By contrast, the prevailing circumstances
provide every reason to conclude that this expenditure was efficient. In developing its ELN services,
there were strong incentives for PEXA to ensure that this expenditure was efficient because with
no/minimal revenue, investors immediately bore all costs. There may have been some expenditure
that was incurred in ‘test and learn’ in developing a world first eConveyancing market and platform.
However, this is a standard feature of innovation and development and does not mean the
expenditure was inefficient. It also highlights that there would be no sound basis for IPART to reach a
view, years after the expenditure was incurred and without reliable contemporary benchmarks, that
efficient levels of historical expenditure are less than what was actually expended by PEXA.

17 IPART, Review of the pricing framework for Electronic Conveyancing Services in NSW, Final Report, November 2019, p 53.
18 |PART, Guidelines for Water Agency Pricing Submissions, Water — Guidelines, November 2020, p 18
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3.4.4 Whatis an appropriate rate of return to apply?

The historical cost approach supplemented with the recovered capital method requires estimates of
an appropriate rate of return to:

e Compound forward capital invested, and unrecovered costs incurred historically (under the
historical cost approach); and

e (Calculate the return on capital component of aggregate historical costs (under the recovered
capital method).

Basic theory of rate of return

A key principle in financial economics is that the required rate of return should reflect the risk of the
investment in question. The riskier the investment, the greater the return that investors require in
order to commit funds to the project. IPART recognises this principle when it sets the allowed rate of
return for the businesses it regulates equal to an estimate of the Weighted Average Cost of Capital
(WACC) for the type of business (i.e., the industry) being regulated. The WACC explicitly accounts for
risk through key parameters such as beta.

When IPART determines the allowed rate of return for a business it regulates, it estimates the return
that would be required by “a firm operating in a competitive market and facing similar risks to the
regulated business.”*®

Risk of failure
In novel industries, this rate of return is highly sensitive to the expected risk of failure.

In competitive markets, investors will only commit funds to a firm if they expect to (a) recoup their
initial investment and, (b) earn at least a reasonable rate of return that compensates them for the
risk they bear in venturing and tying up their scarce capital in that investment. If the investor expects
that there is some possibility of their investment becoming stranded, then the return they require on
successful investments will increase accordingly, to compensate for capital lost on stranded
investments.

For example, consider an investor contemplating an investment in an ELNO, and that the investor
expects to recoup their investment in full (i.e., the investor expects no stranding). Suppose that the
‘fair’ return for that investment, sufficient for the investor to commit funds (assuming no stranding
risk), is 10% per annum.

However, suppose instead that the investor faces a stranding risk of 30%. In these circumstances the
investor will receive:

e areturn equal to the ‘fair’ economic return of 10%, and recoup their original investment in full,
with a 70% probability; and

e areturn of -100% (i.e., they will lose their entire investment) with a 30% probability.

The resulting expected return to the investor would be -23%:

—100% X 30% + 10% X 70% = —23%.

Clearly, no rational investor would make this investment. In order to agree to commit funds to this
ELNO, the investor would require a return of 57.1% if the ELNO succeeds, and the investor recovers

19 IPART, Review of our WACC method, Final report, February 2018, p. 19.
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their initial investment in full. This return on success is required to take into account the risk of
failure, and deliver an overall return of 10% on the investment.

—100% % 30% + 57.1% X 70% = 10%.

This risk of stranding explains why investors in start-ups require what appear on their face to be very
high rates of return. Without the benefit of perfect foresight, investors in such enterprises face the
material risk that they will lose the entirety of their investment. This is particularly the case for
investors in new platforms and markets (i.e., for which there is no existing blueprint), and which can
only be brought to market once complex technology challenges can be solved, and which are unlikely
to yield substantial revenue unless they are widely adopted by users. When broad adoption depends
on a network effect —i.e. every other potential user adopting the platform, then it is far from certain
that a platform will succeed.?

Table 2 summarises studies that estimate the returns required by venture capitalists in start-up firms
over their life-cycle:*

e The required return in the ‘seed’ stage of an investment (i.e., when finance is required to move
the enterprise from a concept to a working prototype that can be subjected to testing and initial
marketing) is very high because the project is at a very early stage and the risk of a complete loss
is high.

e The required return then falls as the product/service passes the early development stage (where
working prototypes that appear viable have been developed, and most of the technical
challenges have been solved) and expansion stage (where the enterprise is scaling up its
customer base).

e The required return falls again at the stage where the business seeks additional external finance
(e.g., bridging finance/IPO) to bring the product or service to market — although even at that
stage there are still substantial risks that the product or service fails to gain sufficient market
penetration or market share to be viable or to justify the original development costs.

Table 2: Returns required by venture capitalists in start-up firms over their life-cycle

Venture/Business maturity 2>

Start-up / First-stage / Early = Second-stage/ Bridging finance /

Seed development Expansion IPO
Plummer (1987)* 50% - 70% 40% - 60% 35% - 50% 25% - 35%
Scherlis and 50% - 70% 40% - 60% 30% - 50% 20% - 35%
Sahlman (1989)%
Sahlman et al 50% - 100% 40% - 60% 30% - 40% 20% - 30%
(1998)*
Manigart et al Not 36% - 45% 26% - 30% 26% - 30%
(2002)® reported

20 For a discussion of online network business that have —and have not — succeeded in marketing their services to create a

network, see Hugo and Varian, Information Rules.

21 These stages are summarised in Accounting & Valuation Guide: Valuation of Privately-Held-Company Equity Securities

Issued as Compensation, 1% Edition, 2013, American Institute of Certified Public Accountants, John Wiley & Son, Appendix B.

22 plummer, J. L., QED Report on Venture Capital Financial Analysis, QED Research Inc., 1987.

23 Sahlman, W. A., Scherlis, D. R., A Method for Valuing High-Risk, Long Term, Investments: The 'Venture Capital Method,"

Harvard Business School Teaching Note 9-288-006, Harvard Business School, 1989.

24 Sahlman, W. A., Stevenson, H. H., Roberts, M. )., Bhide, A. V. (1999), The Entrepreneurial Venture, Harvard Business School

Press, 2" edition.

25 Manigart, S., De Waele, K., Wright, M., Robbie, K., Desbrieres, P., Sapienza, H. J., Beekman, A., (2002), Determinants of
required return in venture capital investments: a five-country study, Journal of Business Venturing, 17(4), pp. 291-312.
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Damodaran 50% - 70% 40% - 60% 35% - 50% 25% - 35%
(2009)%

Equidam (2025)*’ 76% - 94% 57% 49% 35%

PEXA’s risk of failure

Despite government backing, there was a material chance that PEXA would never provide returns to
investors. Several Australian State governments had previously tried to set up eConveyancing
platforms and failed, such as NECO (The National Electronic Conveyancing Office) in NSW and EVC
(Electronic Conveyancing Victoria) in Victoria. EVC succeeded in creating a functional platform but
wasn’t able to drive market take-up and only ever conducted one transaction.?®

It was also clear that industry participation in eConveyancing would be optional and would need to
deliver benefits to the overall industry to secure participation. ARNECC’s consultation paper from
July 2012 notes that “...the decision to participate will be up to the individual member of the
conveyancing industry. There is no present intention to make participation in National Electronic

Conveyancing mandatory or to remove paper-based conveyancing’. *

In other words, any emerging ELNO would itself need to create the market and drive adoption by
demonstrating efficiencies and benefits to enough market participants to create critical mass. It
could not expect regulatory support or mandates to create the market or drive adoption.

Several years after PEXA’s platform gained widespread acceptance in Australia, no other country has

implemented an eConveyancing platform — apart from PEXA’s growing efforts in the United Kingdom

to which investors are not yet ascribing significant value in PEXA’s market valuation, given the risks as
to whether the platform will be widely adopted.

PEXA’s development life-cycle

Table 3 presents the lifecycle development of PEXA. The risk of failure was obviously high when
PEXA’s platform was not fully functional. It was also high when PEXA had minimal market
penetration — as without widespread acceptance, the PEXA platform would not generate substantial
revenues, and governments were unlikely to take the political risk of mandating its use. It is notable
that government mandates were only issued once the relevant class of transactions in that
jurisdiction had reached critical mass. The risk of failure reduced once PEXA had developed a
platform with broad functionality, had achieved significant customer penetration in key markets, and
its use was gradually mandated in some jurisdictions.

The reducing risk of failure was also reflected by the increasing share price paid by investors in PEXA
before it was fully privatised (see Table 3). This increasing price cannot be explained primarily by
expectations of higher revenue at maturity. PEXA’s prices were capped at CPl from inception, and the
total number of transactions in Australia that might occur on the platform could be estimated with
reasonable confidence. By contrast, whether PEXA’s platform would succeed was less certain.

Table 3: The lifecycle of PEXA's development

26 Damodaran, A., Valuing Young, Start-up and Growth Companies: Estimation Issues and Valuation Challenges, NYU Stern
School of Business working paper, May 2009.

27 Equidam, Understanding the Venture Capital Method for Calculating Required Returns, 20 May 2025.

28 The Australian Financial Review, 4 July 2008, ‘Vic may drop its e-conveyancing system’ https://www.afr.com/politics/vic-
may-drop-its-e-conveyancing-system-20080704-jcngd

29 ARNECC: Introduction of the Electronic Conveyancing National Law, section 1.3, July 2012
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PEXA's net Mandates* Share price Market

cash flow (mill) (non-listed) penetration
FY2011 -$6 $1.00 0% Start up
FY2012 -$37 $1.22-1.50 0%
FY2013 -$76 $1.50-52.80 0%
FY2014 -$ 120 0% Solution
build and
FY2015 -$174 $3.15 2% market
education
FY2016 -$223 $4.79 9%
FY2017 -5286 $5.00 23% Scale and
FY2018 Refi: VIC, NSW, $5.00 48% gradual
-$334 SA WA mandates
Transfers: VIC
FY2019 -$341 Transfers: NSW, $12.00 68%
WA (privatisation)
FY2020 -$306 80%

* SA mandated transfers in FY21; QLD mandated refi and transfer in FY23; Tasmania and Northern
Territory have not issued mandates.

Table 2 above suggests that a required return of 60% to 70% would have been reasonable for an
enterprise such as PEXA’s in FY2012, the year after PEXA first began to invest in the development of
its platform. This rate of return could be assumed to transition gradually to a risk adjusted regulatory
WACC (here illustrated as 8%)) by FY2020, the year after PEXA was sold to private investors (but
before PEXA’s shares were floated on the Australian stock market).

The table below considers three scenarios for profiling the required rate of return between FY2012
and FY2020:

e Asimple linear approach, where the rate of return is interpolated linearly between 65% in
FY2012 and 8% in FY2020;

e A transition according to four life cycle stages; and

e An alternative phased or staged approach, based on when eConveyancing commenced being
mandated in some jurisdictions in Australia (per table above).

These scenarios draw on the research and results presented in Table 2.

Table 4: Required rates of return over PEXA's lifecycle

Linear transition Transition according to Transition based
life cycle stages on mandates
FY2011 NA Start-up / Seed
FY2012 65% 60% / Platform
FY2013 58% First-stage / Earl
FY2014 51% develop?nent ! development: 50%
FY2015 43% 50%
FY2016 36% Second-stage / Expansion
FY2017 29% 40%
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FY2018 22% Roll-out and
FY2019 15% Bridging finance / IPO gradual mandates:
30% 35%
FY2020 Illustrative lllustrative Regulatory Illustrative
onwards Regulatory WACC WACC Regulatory WACC
(8% in FY2020) (8% in FY2020) (8% in FY2020)

Applying these scenarios:
e the simple linear approach produces an opening RAB in 2026-27 of $1.4 billion ($2026-27)
e the life-cycle approach produces an opening RAB in 2026-27 of $2.5 billion ($2026-27)

e the transition based on mandates approach produces an opening RAB of 2026-27 of $2.2 billion
($2026-27).

Government ownership

IPART’s paper acknowledges that PEXA’s investors faced significant uncertainty in the early
development of eConveyancing, and that it may be reasonable for the regulatory framework to set
prices that allow a fair return for that uncertainty. However, IPART goes on to suggest that much of
the initial development risk was borne by state governments during its formative years—the
implication being that government involvement ‘de-risked’ PEXA such that it may be reasonable to
provide no allowance for that initial uncertainty and risk.

Another issue we are considering is whether the initial asset base should include an additional
allowance for asymmetric risk associated with the early development of eConveyancing, on
the basis that PEXA’s initial investments did not have absolute assurance of succeeding. In
principle, regulatory frameworks may need to consider whether prices allow a fair return for
early uncertainty. However, in the eConveyancing context, much of the initial development
risk was borne by governments, with PEXA established and funded by state governments
during its formative years. We will consider this further in the Draft Report.*®

However, PEXA disputes two aspects of this assertion.

First, the vast majority of PEXA’s funding before 2019 was provided by non-government investors.
Government entities provided the ‘seed’ capital for PEXA in 2011. However, much of the subsequent
investment in PEXA was provided by non-government investors, as shown in Table 5. These
investments were made while there was still very substantial risk in developing a viable platform, and
well before PEXA had successfully persuaded a critical mass of users to adopt the platform.

Table 5: Investments in NECDL/PEXA from FY11 — FY19, $ million nominal
Feb June July Aug July June

Shareholders 2013 2013 2014 2014 2015 2016
Inkind | $13 - - . - - - - - $13
State Governments
Cash | $27 s11 sS4 - $6 - $10 - - $58
Private Investors $31 $22 $22 S$34 S- $45 $38 $98 $18 $308

30 |PART consultation paper, p. 6.
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Second, even if governments had provided all of the funds for PEXA’s development, it would still be
appropriate to apply a rate of return to their investments reflecting the risk of failure, and the
expectation of a commercial return. In this regard, we note the following:

e Finance theory is clear that the required return on a project or investment varies according to its
risk and is not affected by ownership. When governments provide equity finance, equity risks are
borne by taxpayers rather than private investors. Those risks do not diminish simply because
taxpayers bear them.?! The taxpayers who contributed to financing PEXA’s early stages, bore the
equity risks through those stages, just like their non-government co-investors. Those risks were
not eliminated due to government involvement.

e |IPART’s previous decisions recognise that government ownership does not alter a firm’s cost of
capital. For example, IPART does not set a lower allowed rate of return for the State-Owned
Water Corporations than the allowed rate of return it sets for Sydney Desalination Plant (SDP)—a
business that is 100% privately owned.

e Other economic regulators in Australia also apply a similar rate of return whether an asset is
owned by government or private investors. In developing its 2013 Rate of Return Guideline, the
Australian Energy Regulator (AER) concluded that: “We consider that the systematic risks are
likely to be almost identical between government-owned and private service providers... the lower
cost of debt for government-backed entities is underwritten by taxpayers, through the
government's ultimate recourse to taxation. If taxpayers were compensated for the risk they
assume for tax-financed projects, then no capital cost advantage would be conferred through
government finance. The risk premium on government finance would, in principle, be no different

to that of private investors.”3?

31 See, for example, Jenkinson, T. J. (2003), Private finance, Oxford Review of Economic Policy, 19(2), 323-334.
32 AER, Rate of Return Guideline, Explanatory Statement, December 2013, p. 44.
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4 PEXA’s proposed Discounted Cash Flow (DCF) approach

This section present PEXA’s proposed Discounted Cash Flow (DCF) approach to determining the initial
RAB value, including how this approach is applied to calculate an initial RAB and the rationale for this
approach.

4.1 PEXA’s proposed approach

To establish the proposed RAB at 1 July 2022 in PEXA's November 2025 submission to IPART, PEXA
took its pre-tax net cash flow received from providing ELNO services during FY2022 (i.e. revenues at
FY2022 prices minus cash costs), and assumed that these cash flows remain at that level for the
expected remaining economic life of the assets of 25 years from FY2022. It then discounted the
future pre-tax net cash flows over the expected life of the assets to a value at 1 July 2022 using a real
pre-tax WACC estimate of 8.60% (for 1 July 2022). This resulted in an expected net present value of
$1.3b ($2021-22), as at 1 July 2022 (which equates to $1.5b, $2025-26). This figure was PEXA’s
proposed 'line-in-the-sand' opening RAB at 1 July 2022. Under PEXA'’s proposal, this opening RAB
value would then be rolled forward from 1 July 2022 by adding capex as it is incurred or forecast to
be incurred and deducting annual regulatory depreciation. This would equate to a RAB of $1.43b at 1
July 2026.

4.2 The rationale for PEXA’s proposed DCF approach

PEXA’s proposed DCF approach for setting the initial RAB value reflects the RAB implicit in prices that
IPART approved in its 2019 review of ELNO service fees. In 2019, IPART concluded that PEXA’s prices
were reasonable after comparing them to paper conveyancing prices and the estimated ‘building
block’ costs (including RABs) of modelled benchmark ELNOs. Consequently, IPART found that the
maximum prices for all ELNOs should be set at PEXA’s then current prices from 1 July 2020 for two
years, with annual CPIl indexation, before being reviewed again. PEXA’s proposed DCF approach for
setting the initial RAB therefore recognises that IPART effectively established a line-in-the-sand RAB
for PEXA as at 1 July 2022 when it found that PEXA’s 2020-21 and 2021-22 prices were reasonable in
its 2019 review of prices for ELNO services.

Given its consistency with IPART’s 2019 findings, PEXA’s proposed DCF approach:

e Ensures that only efficient expenditure is embedded in the initial RAB, noting that IPART found
PEXA’s prices to be reasonable after comparing them to the building block costs of modelled,
efficient benchmark ELNOs

e Provides reasonable levels of investment certainty to PEXA and other ELNOs, by not
retrospectively re-setting the initial RAB implied in IPART’s 2019 decision and maintaining
reasonable levels of revenue stability - which is important in promoting efficient investment
decisions, at a time when customers and ARNECC value reliability, resilience and security of ELN
services

e Provides reasonable levels of price stability to customers —ie, it avoids the potential price

volatility that could occur if another model was used to calculate the initial RAB, particularly
given the significant uncertainty around the input values to be applied in other approaches.
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PEXA’s proposed DCF approach also reduces the need to rely on inherently uncertain information or
input values — which are required under other approaches (such as the historical cost, recovered
capital and DORC approaches), and which therefore increases the risk and potential for error under
these other approaches. Similarly, IPART’s RAB Methodology Paper states that a potential strength of
the DCF approach is that it can reflect value associated with uncapitalised intangible investment,
including costs incurred when establishing a market that may not be fully captured in accounting
records.

For the above reasons, there is significant regulatory precedent for applying PEXA’s proposed DCF
approach to determine in the initial RAB value for an existing business when transitioning to
economic regulation of that business (or, in the case of IPART’s current review, seemingly
transitioning to a more detailed form of economic regulation).

For example, IPART set the opening RAB values of NSW metropolitan water utilities based on the
NPV of each utility’s future cash flows at prevailing price levels. According to IPART, “the initial ‘line in
the sand’ RABs were calculated in 1999 as the net present value of future cash flows, assuming they
would continue.”® For IPART’s 2000 determination of Sydney Water’s prices, it used the “line in the
sand” methodology to determine the “economic value” of Sydney Water’s assets, with this value for
1 July 1999 equal to the present value of future net cash flows, assuming they would continue at
1998-99 levels.3*

IPART’s RAB Methodology Paper raises some potential concerns or questions in relation to the DCF
approach. PEXA’s response to these is as follows:

e The appropriateness of a DCF approach as the primary basis for an initial asset base depends
on whether the price path embodied in the cash flow forecasts reflects the efficient cost of
providing services: As outlined above, PEXA’s proposed DCF approach reflects the RAB implicit in
its prices in 2021-22, which IPART found to be reasonable after comparing them to the building
block costs of modelled, benchmark ELNOs.

33|PART, Cost Allocation Guide, Water Industry Competition Act 2006, March 2018, p 18.
34|PART, Sydney Water Corporation, Prices for Water Supply, Sewerage and Drainage Services, Medium-term price path from
1 October 2000, p 21.
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e DCF outcomes are highly sensitive to assumptions about revenue growth, margins, discount
rates and terminal value: The assumptions in PEXA’s calculation of its proposed initial RAB under
the DCF approach are relatively straightforward. There are no assumptions about revenue
growth or margins or terminal values. PEXA simply calculated the present value of net cash flows
in 2021-22 (which are primarily based on prices that IPART found to be reasonable) assuming
they will continue over the assumed economic life of its assets. -]

which is significantly less uncertain

than assumptions about the rate of return required when capitalising unrecovered costs under
the historical cost / recovered capital approach (as outlined in section 3). PEXA has had to make
an assumption about the remaining economic lives of assets in the initial RAB (25 years from

FY22).% In general, the longer the assumed asset life, the longer the period of cash flows

included in the calculation of the DCF RAB and therefore the larger the initial RAB (see Table 5

below). However, the longer the assumed asset life, the longer the period over which the RAB

would be subsequently recovered via regulated fees. Therefore, a longer assumed asset life may
result in a higher initial RAB, but lower fees over the upcoming pricing period (all else being
equal). Regardless, PEXA’s proposed DCF approach is less reliant on (or is less sensitive to)
uncertain input values and assumptions than other approaches.

Furthermore, as outlined in the previous section, PEXA's RAB at 1 July 2026 under its proposed DCF
approach ($1.4b) is broadly supported by estimates of its RAB at 1 July 2026 under a historical cost /
recovered capital approach ($1.4b to $2.5b). PEXA's proposed RAB is also generally supported by a
RAB based on PEXA’s 2019 sales value, which would be $1.7b when rolled forward to 1 July 2026
(adding capex and deducting depreciation), noting that the 2019 sales value reflected investor’s
assessment of the value of its tangible and intangible assets under a regulatory framework.

Table 6: PEXA's 1 July 2026 RAB — sensitivity analysis for changes to remaining economic life of assets in the
RAB at FY2022

Remaining economic life at FY2022 PEXA's DCF RAB at 1 July 2026, based on net

cash-flows in FY2022

25 years (proposal) $1.4b
15 years $1.0b
35 years $1.6b
45 years S1.7b
Indefinite (no depreciation of opening RAB) $1.9b

4.2.1 Plausibility despite increased volumes

IPART may be concerned that an application of the DCF approach resulting in the calculation of a RAB
of around $1.4 billion at 1 July 2026 would imply little change in price since IPART's last review of
prices in 2019, even though PEXA’s volumes are considerably larger. However, a similar price despite
larger volumes reflects substantial increases in costs since the previous review, which reflects both
the key demands of customers, complex regulatory requirements and the designation of PEXA as
national critical infrastructure (as outlined in our November 2025 submission).

35 This assumed life of 25 years from FY22 (or 20 years from FY27) reflects that most of the RAB in FY22 is comprised of
intangible assets (as demonstrated in Section 3.4.1 of this submission, when we apply the recovered capital method) and
balances a range of considerations. As noted in Section 4.8 of PEXA's November 2025 submission to IPART: "The economic
life will potentially be subject to technological, legal or other market changes. The economic life of PEXA's assets in the line
in the sand RAB, including its intangible assets, will not be indefinite, but nor will they be very short-lived — particularly given
the continued expansion of eConveyancing coverage in Australia." Therefore, we consider that 25 years is a reasonable
estimate of the remaining economic life of PEXA's assets in its RAB at FY22.
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Examples of these costs include:

e Significant enhancements in functionality driven by customer requirements and regulatory
obligations. For example, PEXA’s customers have asked for significant uplifts in functionality,
including Mobile Signing (as customers transition off of hard tokens), Ready to Book (which
improves efficiency and on day settlement rates for Refi transactions by reducing manual
handling), and PEXA Projects (which reduces the risks of errors associated the bulk uploading of
financials information for multi-lot transactions). This functionality has delivered customers
substantial internal savings that far exceed eConveyancing service fees. Governments have also
required, through ARNECC Model Operating Rules, that PEXA add additional functionality
through the expansion of digitised instruments (this ‘long tail’ of has increased by 55% since
2020) and through the introduction of eConveyancing into smaller jurisdictions including
Tasmania and Northern Territory. As a result of this geographic and digital footprint expansion,

compliance and regulatory capex spend now exceeds |||} NGz

e PEXA’s customers and regulators have demanded increased reliability & resilience. Banks are
under regulatory pressure from CPS 230%° to manage the reliability of suppliers such as PEXA,
Government requirements for increased reliability include PEXA’s designation as National Critical
Infrstructure under the Security of Critical Infrastructure Act, and requirements in the Model
Operating Rules and operating agreements have increased (with a substantial uplift recently
proposed in the draft MOR 7.2). PEXA’s capex program to support reliability and resilience has

increased from [ = ©<' PEXA's

November 2025 submission.

e PEXA has significantly transformed its security posture through sustained investment to address
an escalating threat landscape (with intrusion attempts surging from 1.4m in FY24 to 6.5m in
FY25), compliance obligations (ISO 27001 certified in 2021 and recertified against the updated
2022 standard) and significant business growth. As a result, total operating expenditure for the
 \Vith Al enabled attacks & Post
Quantum encryption now emerging as additional threat vectors, the current investment
trajectory is expected to continue.

e PEXA has incurred significant costs to implement interoperability (loP) of around $22 million, as
required by legislation and regulatory policy. Governments have now decided not to proceed
with the loP program, and as the loP functionality that PEXA has built is not suitable for use for
any other purpose, these costs must now be written off due to accounting and audit rules. As per
IPART’s previous findings, loP costs are best recovered through ELNO service fees, hence the
inclusion in PEXA’s calculation for future pricing.?’

36 https://www.apra.gov.au/sites/default/files/2023-
07/Prudential%20Standard%20CPS%20230%200perational%20Risk%20Management%20-%20clean.pdf
37 |PART, Interoperability pricing for Electronic Lodgment Network Operators, June 2023, section 3.2
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5 Alternative options

Below we evaluate alternative approaches to setting the initial RAB value for PEXA, including the
replacement cost and net book value approaches — which are raised in IPART’s RAB Methodology

Paper —as well as the sales value approach.

5.1 Replacement cost approach

According to IPART’s RAB Methodology Paper, the replacement cost method sets the initial asset base
on the cost of a modern equivalent asset (MEA) that provides the same service capacity and
functionality as the existing platform, less an allowance for economic depreciation.

IPART notes there are several variations of this methodology depending on whether the MEA would
replace the existing platform or a hypothetical benchmark. The standard formulation is Depreciated
Optimised Replacement Cost (DORC), which identifies the efficient cost of building a functionally
equivalent eConveyancing system today, optimised for current technology and demand, and adjusted
for the proportion of economic life already consumed.

The replacement cost (or DORC) approach to setting PEXA’s initial RAB is not a viable option. PEXA’s
concerns with this approach are as follows:

It can result in a RAB that bears no relationship to the actual costs PEXA incurred as first mover in
developing innovative world-first eConveyancing services, platform and market. In particular, it
could not accurately account for sunk costs that were legitimately incurred by PEXA in
developing its tangible and intangible assets — which would be highly problematic, as regulators
generally seek to allow the recovery of efficient sunk costs to provide incentives for efficient new
investment.

It could result in price and/or revenue volatility relative to current levels, with questionable
justification (as the per point below) — neither of which is in customers’ long-term interests,
noting the potential adverse impact that revenue volatility could have on PEXA’s confidence in
the regulatory framework and hence its ability and willingness to efficiently invest to meet the
needs of customers and technical regulators moving forward

It would require highly subjective and uncertain inputs and assumptions, including in relation to
modern equivalent assets, optimisation of capacity, technology choices and asset lives. For
example, in discussing IPART’s adoption of the DCF approach to determining the initial RABs for
water businesses, the World Bank noted:

“IPART resisted the pressure to adopt the DORC approach to asset valuation, since it was
concerned about the uncertainty in asset valuations and its sensitivity to planning assumptions
(which impact the extent of optimization).*®

5.2 Net Book Value

Under the net book value approach, PEXA’s opening RAB would be equal to the carrying value of its
assets recorded in its financial accounts at a specified date (ie, historical cost minus accumulated
depreciation and accumulated impairment). IPART notes that PEXA’s reported software asset values
span its entire group, including PEXA UK and PEXA Digital, and so careful ring-fencing would be
required to isolate only the assets attributable to PEXA Exchange.

38 World Bank, Australian Urban Water Reform Story: with detailed Case Study on New South Wales, 2017, p 169.
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IPART reports that net book value is based on audited financial statements, which provides “a more
readily verifiable asset base valuation that does not require us to revisit historical costs.”

However, IPART also notes that:

e accounting treatment often results in some early intangible investments being expensed rather
than capitalised, and so the net book value may understate the recorded asset base relative to
the costs incurred to develop the firm; and

e the method is sensitive to the ELNO’s own accounting policies on depreciation rates and asset
lives, which may not align with IPART’s assessment of appropriate asset lives for regulatory
purposes.

PEXA’s book value at 30 June 2025 was $1.13 billion. However, as IPART acknowledges, this figure
would understate the RAB as it will not accurately reflect the value of early intangible investments.

5.3 Transaction/sale value

PEXA'’s sale value provides a useful, market-determined cross-check or reference point for its initial
RAB. The sale price (or market value) when governments privatised PEXA in January 2019 was $1.62
billion. This value equates to a RAB of $1.7 billion on 1 July 2025, when it is rolled forward to account
for capex and depreciation since 2019.

PEXA's sale price is effectively an investor (or 'the market') view of the future cashflows that would
be generated by PEXA’s tangible and intangible assets, and therefore their value. Notably, the NSW
Government referred review of ELNO service fees to IPART in November 2018, meaning the market
valued PEXA at its sale knowing that it would be subject to economic regulation, and therefore that
its revenues would reflect the efficient costs of service provision (rather than any expectations of
monopoly returns). Furthermore, in 2019, PEXA was essentially valued for its potential Australian
ELNO business only (ie, the cashflows from providing its Australian ELN services only). The prospect
of international expansion was primarily reflected in the uplift in value between the 2019
privatisation and the 2021 IPO, when PEXA began formulating plans for UK market entry.

Therefore, PEXA's sales value in 2019 is a reasonable reference point when determining PEXA's RAB.
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