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MANAGED FUNDS Max Riaz

Why water is such a solid asset

This precious resource can add sustainability and diversification
to a portfolio in times of volatility

or a range of economic and political
F reasons, volatility is at the forefont

of investors’ concerns. Although
the worst of the pandemic is (hopefully)
behind us, share price volatility has been
even higher in 2022 than it was in 2021.

The problem with volatility is that it
keeps you nervous and fearful of potential
losses, even if at the end of the year your
actual losses are not as bad as feared. That
we feel the pain of actual and potential
losses more than the joy of profits is often
mentioned in behavioural finance.

So, at times like these, you wish you had
some investments in your portfolio that
helped to at least partially offset the losses
with some gains and you wish the price
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of some investments didn’t move up and
down as much. Well, I think I have one
such asset that you might want to consid-
er: water rights for use in agriculture.
First, what is a water right? In simplest
terms, it is a quota of water from natural
river systems that a working farm may use
in agricultural activity, such as growing
crops. Water rights used to be attached
to the land titles of rural properties until
they started becoming unbundled in the
1990s, which meant that farmers could
sell the water rights they didn’t want.
They sold them to other farmers or,
more recently, there have been water
funds that invest in water entitlements
and lease out the water to irrigators for a

recurring fee. There is also a government
body that purchases entitlements for
allocating water back to the ecosystem to
ensure environmental sustainability.

A water right has two main parts. There
is the entitlement, which is a permanent
right to a certain amount (gigalitres) of the
capacity of a lake, river system or aquifer.
Water entitlement is a freehold asset.

The second part is allocation. This is the
amount of water allocated each year to the
farmers holding an entitlement, depend-
ing on the level in the river or other water
source during that year. Think of an enti-
tlement as owning an empty glass of water
and allocation as the water inside the
glass, which depends on whether there has



been enough rain in any season to either
fully or partially fill the glass.

Allocations can fall in drought years
and the price of water that can be drawn
from an entitlement thus goes up. Holders
of water entitlements can sell their annu-
al allocation. These allocations are like
leases and can be short term or cover a
number of years.

The benefit to the entitlement holder is
that they can earn an income from leasing
out their annual allocation while continu-
ing to hold the ownership of their entitle-
ment as an asset. Alternatively, a farmer
can sell the entitlement altogether and
either lease water back from the market
or just cease the farm operation and con-
tinue holding the land without access to
water, or separately sell the land as well.

If you are still wondering how water
entitlement can be considered an asset,
let me put its value in context. Consider
an average rice or dairy farm in Austral-
ia. All the assets of such a farm include
livestock, trading stock, fixtures, land and
water entitlement. Then water entitlement
on average comprises 30%-40% of the
total value of the farm assets.

Tighter regulation

Water rights used to be issued relatively
freely to farmers without always
respecting the limits of the resources

of rivers such as the Murray-Darling
system, which spans four states on our
east coast. The Murray-Darling basin
supplies water to the biggest food-
producing region in Australia.

While the free allocation of water served
Australia reasonably well, by the 1980s
pressures and problems were emerging.
These included environmental issues (such
as salinity, algal blooms, and deteriorating
river and wetland health) and a growing
awareness that traditional approaches to
providing water infrastructure servic-
es were costly and lacked incentives to
improve service delivery over time. With
the drought of the late 1990s and the drying
up of the river systems in the Murray-Dar-
ling basin but no let-up in the agricultural
use of water, the impact on the environment
and ecosystem was severe. The need to reg-
ulate the use of water became immediate.

1 Riparian Water Fund

Riparian Capital Partners is a specialist
water, agriculture and food investment
firm. Its objective is to deliver compet-
itive, sustainable returns to stakehold-
ers through long-term investments
across the agricultural sector. ESG
objectives are embedded in the invest-
ment approach and processes.

2 Kilter Water Fund

The fund utilises the investment man-
ager’s extensive networks to secure
attractive investment opportunities that
deliver strong capital growth with superior
returns generated through the distribution
of proprietary water products to irrigators.
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3 Warakirri Diversified
Agriculture Fund

It aims to purchase, develop and own a
diversified portfolio of investment-grade
Australian agricultural assets and lease
to high-quality businesses. The strategy
aims for a net return of 7%-11%pa.
Examples of assets include nuts, fruit,
vineyards, agriculture infrastructure

and water.

In response, some state and territory gov-
ernments began reforming aspects of water
policy. A national approach commenced in
1994 with the Council of Australian Gov-
ernments framework. Reform of the water
sector has continued, reflecting the funda-
mental importance of water to our economy
and the significant challenges involved in
managing a shared natural resource often
impacted by periods of scarcity.

Regulation of water use has tightened
through subsequent initiatives such as
the National Water Initiative (2004), the
Water Act 2007 (commonwealth) and the
Murray-Darling Basin Plan (2012). The end
destination of these policy reforms is to
have a market-based cap-and-trade system
where the inefficient users are priced out
and those with a focus on efficiency and
value-added crops will use the water. This
is called the Australian water market.

Let’s now turn to investing in water
entitlements. The Aither Entitlement
Index (AED is the only index that tracks

the capital value of entitlements through-
out the southern Murray-Darling basin
(the largest trading region).

The compound annual growth rate
of the AEI was 8%pa between 2008 and
June 30, 2022. Since 2015-16, the entitle-
ment prices have appreciated even faster
at 17%pa - those were the drought years.
Included in that return is yield income
from leasing the allocations, which should
earn around 4%pa. Turning to annual vol-
atility in the value of the entitlements, let’s
look at the correlation analysis done by
Riparian Water Fund - there is no evidence
of a correlation of the fund to listed stocks,
with a low positive correlation to bonds.

More droughts ahead

From a timing perspective, you might won-
der why you would invest in water rights
now when there has been plenty of rain on
the east coast and, if anything, there is too
much water and dams are overflowing.

My response would be that La Nifa,
which is causing the heavy rainfall, lasts
for two or three years and then disappears.
The longer-term climate-warming trend
continues as carbon emissions, which
are the root cause of global warming and
droughts, are not being abated fast enough.

At any rate, it will take a couple of
decades at least to curb carbon emissions
and bring global warming/climate change
under control. So long as it remains a threat,
we should expect abnormal droughts and a
trend towards efficient use of water.

However, access to investing in water is
not straightforward and not without risks,
as the government is still trying to regu-
late the trading and information sharing
aspects of the market. Active funds are an
option but most only directly give access
to sophisticated investors.

Discuss your options with your adviser.
You probably have the rest of this La Nifa
period, likely to last to the end of 2023, to
consider learning about and investing in
water assets.

Max Riaz is an investment manager
and director at Banyantree Investment
Group, with responsibilities across
equity and multi-asset strategies. See
banyantreeinvestmentgroup.com.
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