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Summary

On 12 January 2011, the Water Charge (Infrastraffules 2010 commenced after being
made by the Minister for Sustainability, EnvironhéNater, Population and
Communities. The rules create new regulation ofgdsfor infrastructure services
provided by rural water infrastructure operatorghie Murray Darling Basin.

The rules provide for price approvals or determaret under two circumstances:

e price approvals or determinations for non-membenexhoperators that
provide services in relation to more than 250 Glemtitlement (Part 6
of the rules)

e price approvals or determinations for member ows@erators that
provide services in relation to more than 10 Glentitlement and that
provide distributions to their member customergt(lPaf the rules).

The pricing principles set out relevant aspecthefmethodology to be followed by the
regulator in conducting these price approvals ¢emi@nations. This document sets out
both the pricing principles and the rationale foe ACCC'’s positions.

The regulator under the rules will either be theGXTor an accredited state agency. The
ACCC is responsible for accrediting state agendis. pricing principles will apply to the
ACCC when approving or determining regulated chaugeler the rules. The ACCC also
proposes that accredited regulators be requireditte by the pricing principles as a term
and condition of accreditation. This will help cobuite to achieving consistent

implementation of price approvals and determinatiwhere there are multiple regulators.

The principles mainly relate to the determinatiéthe costs on which regulated charges
are to be based, as well as how revenue shouldteemined and, ultimately, how charges
are levied to recover this revenue. For instangaciples relate to the approach a
regulator should use to assess operating and tapganditure proposed by an operator,
the determination of the rate of return to be apto assets, and the principles to be
applied when assessing what tariff structures shbelapplied to regulated charges.

The principles have been formulated to achievesachavel of regulatory certainty and
consistency in approach, while providing regulateith an appropriate level of discretion
to address pricing issues as they arise.

It is likely that the principles will require revas from time to time to reflect changes in
market conditions or new regulatory approachestitiisreason, the ACCC will retain the
discretion to amend the pricing principles if nesaeg. In making any substantive changes
to the principles, the ACCC will seek the viewsstdkeholders, including regulated
businesses and relevant state regulators. The AGELCEomprehensively review all

pricing principles after 1 July 2014.
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1 Introduction

TheWater Act 200{Cwilth) (the Water Act) creates new institutionatiagovernance
arrangements to address the sustainability and geamant of water resources in the
Murray—Darling Basin (MDB).

Among other things, the Water Act gives the Minigte Sustainability, Environment
Water, Population and Communities (the ministeg)rthie of making water charge rules.

The Water Charge (Infrastructure) Rules 2010 (WGIRR)one subset of the water charge
rules. The WCIR relate to water infrastructure faed charges levied by bulk water and
irrigation infrastructure operators.

The WCIR follow a three-tiered regulatory structufiéhis document outlines the pricing
principles for the two price approval or determioatprocesses under the WCIR, namely:

« Part 6 price approvals or determinations for nomatmer owned operators
that provide services in relation to more than @&0of entitlement (a tier 1
rule).

e Part 7 price approvals or determinations for menowered operators that
provide services in relation to more than 10 Glenftitlement and that
provide distributions to their member customersgia3 rule).

Under Parts 6 and 7 of the WCIR the ACCC is thaudéfegulator. However,
under Part 9 of the WCIR the ACCC can approve aneditation arrangement
under which a State agency can approve or detemmagquéated charges of Part
6 and Part 7 operators. If accredited, the relestte agency will undertake
the role of regulator under Part 6 and Part 7 eMICIR.

An accredited state agency must also abide byetinestand conditions of
accreditation. One condition that the ACCC propdsezpply upon
accreditation is that the accredited agency folldvespricing principles for
price approvals and determinations under the Walarge (Infrastructure)
Rules. This document outlines the principles ag therently stand, and the
rationale for these principles.

1.1 The three tiers of the WCIR

The three tiers of the WCIR apply to different agers depending on the ownership and
size of each operator.

Tier 1 rules require all infrastructure operatorshe MDB to publish regulated water
charges, with wider publication requirements apmyto infrastructure operators that
provide services in relation to more than 10 Glwater from managed water resources.
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Tier 1 rules also include non-discriminatory prigirequirements for member owned
infrastructure operators.

Tier 2 rules require infrastructure operators teedi@ network service plans outlining the
processes for determining charges, including aghesto asset management, every five
years. Tier 2 rules apply to larger member owné&astructure operators and medium-
sized non-member owned infrastructure operatorsaatured under tier 3.

Tier 3 rules address the potential misuse of may&eter and require larger
non-member owned infrastructure operators to hlase tegulated water charges
approved or determined by an independent econagidator.

There are several different guides relevant toM@R. These are summarised in table 1
below and will be applicable to the different typdsnfrastructure operators captured
under the tiers of the WCIR. These guides are avkslon the ACCC’s website.

In addition the ACCC will develop further guidarfoe Tier 3 operators on:
« details to be included in a pricing application
e aspreadsheet model for approving or determiningegr

Guidance material is to be used by Tier 3 operattiere the ACCC is the regulator.
Provided an accredited regulator is compliant whanterms and conditions of
accreditation, it can use its own guidance matemahformation requirements and its own
model for determining prices, or can use the malteeveloped by the ACCC. However,
as noted above, as a condition of accreditatianABCC proposes that an accredited
agency be required to follow the pricing principfesprice approvals and determinations
under the Water Charge (Infrastructure) Rules.

1 Non-discriminatory charging requirements includgistribution triggered price approval or determioatprocess.
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Table 1: Guides under the WCIR

Type of operator

Relevant Guide

All infrastructure operators

A guide to the water charge (infrastructure) rulesiblishing
and non-discriminatory charging requiremept®vides
guidance on the publishing and non-discriminatdrgrging
requirements under Tier 1

Member owned operators that
pay a distribution to members
and provide services in relatiof
to more than 10 GL of water

A guide to the water charge (infrastructure) rulesiblishing
and non-discriminatory charging requirements

L
A guide to the water charge (infrastructure) ruldsstribution
triggered price approvals or determinations (Pantufes) —
provides guidance on the process and informatiqnirements
for approvals or determinations under Part 7 oMHhelR

ACCC pricing principles for price approvals or daténations
under the water charge (infrastructure) ruleprevides
guidance on technical pricing issues relevant fw@ls or
determinations under Parts 6 and 7 of the WCIR

Member owned operators that
provide services in relation to
more than 125 GL of water

and

Non-member owned operatorg
that provide services in relatior
to between 125 GL and 250 G
of water

A guide to the water charge (infrastructure) rulesiblishing
and non-discriminatory charging requirements

A guide to the water charge (infrastructure) rul@ser 2
requirements—-provides guidance on the processes for
formulating and communicating network service plander
Part 5 of the WCIR
L
L

Non-member owned operatorg
that provide services in relatiof
to more than 250 GL of water

A guide to the water charge (infrastructure) rulesiblishing
nand non-discriminatory charging requirements

Pricing principles for price approvals or determii@ns under
the water charge (infrastructure) rules
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1.2 The purpose of this guide
The aim of the pricing principles is to:

« achieve consistency of approach where differenileggrs are
responsible for price approvals or determinaticoress states— it is
proposed that accredited state agencies will beinedjto follow these
pricing principles as a condition of accreditation

e provide greater certainty to regulated operatomiathe approach that
the regulator will adopt in approving or determgpcharges under
Parts 6 or 7 of the WCIR.

The pricing principles will outline aspects of timethodology that the relevant regulator
will follow in approving or determining charges widParts 6 and 7 of the WCIR. These
are consistent with, and in addition to, any olilmss that the regulator has under the
WCIR. The pricing principles have been formulate@cthieve a basic level of regulatory
certainty and consistency in approach while prangdhe regulator with an appropriate
level of discretion to deal with pricing issuesanase-by-case basis. Where a pricing
issue is not discussed in the pricing principlesgulator will have full discretion in
deciding an appropriate response - subject to tG¢RN

In formulating these principles the ACCC has sougtiuild on the considerable work
undertaken by IPART in New South Wales (NSW) aredEISC in Victoria in regulating
rural water businessé3he ACCC has closely considered the methodolagges by
these regulators in forming these pricing prin@pldence, the principles are largely
similar to the approaches previously used by thegelators. A key factor that has
informed the ACCC'’s approach has been the needféggard against any unnecessary
price shocks in the transition to the new regulaftamework under the WCIR.

In some instances the ACCC has chosen to deviatetfie approach currently used by
IPART and the ESC. This is due, in part, to the faat the WCIR need to contribute to
achieving a more consistent approach to regula@goass the Basin. It has also been
necessary to deviate from current regulatory agtresin NSW and Victoria in some
instances to contribute to achieving the Basin mettarging objectives and principles
under the Water Act.

This guide does not constitute legal advice. Ulteha an accredited regulator or regulated
organisation will need to make its own interpretatof its obligations under the WCIR.

1.3 Future changes to the pricing principles

This document will form the basis for price apprsvand determinations under the WCIR.
It is likely that the principles will require revas from time to time. For instance, several
of the parameters used to calculate the weightethge cost of capital (section 3.3) are
influenced by market conditions which can changer dwne. In these circumstances the

2 The ACCC has also taken into account the NatioretEWnitiative Pricing Principles agreed to by ORA
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pricing principles will be updated accordingly. Tiwenciples could also be updated where,
because of new evidence, a change to any asptdwt cdgulatory approach is warranted.

The ACCC will comprehensively review all pricingnueiples after 1 July 2014.

1.4 Structure
The draft report is structured as follows:

« Chapter 2 discusses the Part 6 process including the @aitesed by
regulators in approving or determining charges uirdet 6.

« Chapter 3 covers the pricing principles to be followed bg tiegulator in
approving or determining charges under Part 6.

« Chapter 4 covers the Part 7 process including the critesediby
regulators in approving or determining charges uitdet 7.

« Chapter 5 discusses the pricing principles to be followedhms/ regulator
in approving or determining charges under Part 7.

« Chapter 6 discusses other pricing issues that are not pbescby the
pricing principles.

« Appendix A outlines the issues raised in submissions to tag gricing
principles, released in January 2011, and the AGEGhsideration of these
issues.

« Appendix B summarises the pricing principles to be followe@pproving
or determining charges under Part 6.

« Appendix C summarises the pricing principles to be followepproving
or determining charges under Part 7.
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2 Process under Part 6

Part 6 applies to non—-member owned operators tbaide services in relation to more
than 250 GL of entitlement within the Murray-DagiBasin (MDB) (Part 6 operators).

Under Part 6, a regulator will be responsible fgpraving or determining the maximum
regulated charges that Part 6 operators may chBege6 outlines:

< aprice approval or determination process beingailen prior to the
commencement of the regulatory period to approwetermine maximum
charges for the first year of the regulatory peaod an indicative price
path for each subsequent year of the regulatoiggheras prescribed under
Division 2 of Part 6

< an annual update of these maximum charges, indigahy updated
information on demand or consumption forecastseémh year of a
regulatory period excluding the first year—as priésal under Division 3
of Part 6

« aprovision for reopening a determination withiregulatory period— as
prescribed under Division 4 of Part 6.

2.1 Initial approval or determination

An operator proposing to levy regulated chargestsuismit an application to the
regulator for approval or determination of its rieged charges in respect of the first and
each subsequent year of each relevant regulatoigdpe

For infrastructure operators that are regulatectuttte rules when the rules commence,
the first regulatory period will be for three yea#dl subsequent regulatory periods will be
for four years.

For businesses that become regulated under th@ Tides at a later date all regulatory
periods will last for four years.

2.1.1 What must the regulator consider in its decis  ion?

The regulator must approve or determine the regdlebharges proposed in a pricing
application.

The regulator will approve charges if it is sa@sfithat those charges meet the relevant
criteria. Rule 29(2) of Division 2 of Part 6 statkat a regulator must not approve a Part 6
operator’s proposed regulated charges unlessittisfied:

(a) that the determination of the applicant’s raguiy asset base used to calculate those
charges (where relevant) is in accordance with @dee?; and

(b) that:

3 Or within a state where that state has referredepdavthe Water Act in respect of all of non-urlveater in its state
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(i) the applicant’s total forecast revenue (from allrses) for the regulatory period is
reasonably likely to meet the prudent and efficdts of providing infrastructure services
in that regulatory period; and

(ii) the forecast revenue from regulated charges i®onaddy likely to meet that part of the
prudent and efficient costs of providing infrasture services that is not met from other
revenue.

Where the regulator is not satisfied of the abdvwaust determine such charges as will
satisfy these conditions.

In approving or determining a Part 6 operator’'srgaa under Division 2 of Part 6, the
regulator must also (under rule 29(4)):

... have regard to whether the regulated chargesdaaaiitribute to achieving the Basin
water charging objectives and principles set ol®dhedule 2 of the [Water] Act.

This document provides guidance to operators onthewegulator will give effect to the
above provisions.
2.1.2 Process for approvals or determinations

Pricing application

Prior to lodging a pricing application an operatoexpected to seek input from customers
on matters to be included in its price applicatibhis includes:

« price and service trade-offs
« investment decisions
e proposed tariffs.

Details of consultation with customers must be led in a pricing application, and in
accordance with the pricing principles (see 3.tdhsultation with customers will be
taken into account by a regulator in approvingetednining charges.

The operator is also expected to engage closelytivi regulator on the content and
format of its pricing application. This will helpé¢ operator to develop and provide
information in its pricing application that meete tregulator’s requirements.

Schedule 1 of the WCIR outlines information thatstroe included in a pricing
application. An application must include information:

« consultation

« regulatory and legislative obligations
« infrastructure service standards

e revenue

« regulatory asset base

e rate of return

« renewals annuity

ACCC WCIR pricing principles— July 2011 13



« capital expenditure

e operating expenditure

« tax

e demand or consumption
« regulated charges.

The ACCC will provide guidance to operators on A@&CC'’s preferred format and
content for a pricing application where the ACCGhis regulator. This includes the
information specified in Schedule 1 of the WCIR chedited regulators may develop their
own guidance material provided it includes the iinfation in Schedule 1.

After receiving an application, subject to confitlality, the regulator must publish on its
internet site:

e acopy of the application, and

< an invitation to interested parties to make a sgbimn.
The regulator will have thirteen months to makestedmination/or approval
but can take less time to make a decision if ihess
Submissions and public hearings

Regulators must invite submissions from interegi@ties on the operator’s pricing
application.

The regulator may also hold public hearings toikecteedback from customers and other
stakeholders.

Request for further information

The regulator can write to the operator requedtiniper information.

Where information is requested by a regulator ishallso be posted on the regulator’s
website.

If information is not provided within the time spked in the request the regulator can
provide a written notice to the operator requestinther information. The assessment of
the application will only restart once the inforimoathas been provided to the regulator.

Draft decision

After considering information in the submission amdesponse to any requests for further
information the regulator will publish a draft appal or determination. The draft approval
or determination will include draft regulated chesdor each year of the regulatory period
for which the application relates along with thasens for the regulator’s decision.

The draft decision must be posted on the reguiateebsite.

In making the draft decision a regulator may consiois consultants to review
material submitted by the operator. Subject to ickemtiality these reports may
also be posted on the regulator’'s website. (digzliss2.4).
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Submissions on draft decision

The regulator must invite submissions on its diteftision. The operator will be invited to
make a submission as part of this process.

A regulator may also choose to hold public hearimg#s draft decision.

Final decision

After the regulator has considered matters raigseibmissions to the draft decision it will
issue a final decision. As part of the decisiorre¢heill be maximum charges approved or
determined for the first year of the regulatoryiperand indicative maximum charges
approved for the remaining years of the regulapamyod.

Extensions of the deliberation period

If for some reason a regulator is unable to masteasion within the thirteen month
period after the operator has submitted its prieipglication, the regulator is able to
extend the deliberation period by a period of thremths. If so, the regulator must write
to the operator explaining why they have been wntbimake a decision within the
thirteen month period. The written notice must bstpd on the regulator’s website.

When a regulator extends the deliberation periodarator can continue to levy fees and
charges not exceeding its current fees and chargéshe extension expires.
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Figure 1 Process for the initial approval or detamination of regulated charges
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Part 6 operator
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2.2 Annual review process

After setting charges for the first year of theulagpry period, the regulator may adjust
charges for the second and subsequent years glikatery period through an annual
review process.

As part of the annual review of charges the operatgst submit an application each year
prior to the start of the second regulatory yeat ahsubsequent regulatory years. In the
application the operator may propose a changeetintlicative charges approved by the
regulator prior to the start of the regulatory pdri

When assessing whether a change to charges isnetthe regulator will consider the
demand/consumption forecasts in the applicatiothferforthcoming regulatory year,
along with price stability. Charges can then beated before the commencement of each
year to reflect updated demand forecasts usedt@nrdming charges.

2.2.1 What must a regulator consider in the annual review process?

Under Division 3 of Part 6, the regulator’s functis to adjust charges approved or
determined under Division 2 of Part 6 (or as amdndeler Division 4) for changes in
demand or consumption forecasts subject to theitondhat those changes must
maintain price stability. The regulator has threanths from receiving an application
under Division 3 of Part 6 to approve or deternthreeoperator’s charges for the relevant
year! In this way, it is a short approval or determioatprocess which focuses on
updating charges to reflect any changes in denaneddsts.

Rule 37(2) states that a regulator must not appadvart 6 operator’s proposed regulated
charges under Division 3 unless it is satisfied thase charges are those that have been:
approved or determined under Division 2 and, ifecdunder Division 4, as so varied, in

respect of the year to which the application rel@ecept to the extent, if any, that it is
reasonably necessary to make variations to theaegeb having regard to—

(a) the changes in the demand or consumption fetesat out in the application under rule
34 [a Division 3 application]; and

(b) price stability.

Where the regulator is not satisfied of the abdwaust determine such charges that will
satisfy these conditions. In this way, those chewgggproved or determined prior to the
regulatory period commencing could be adjusteafyr subsequent changes in demand or
consumption forecasts.

An annual review of charges will allow operatorsrtaintain greater revenue stability in

the face of changing demand or consumption. Howéwepproving charges in
subsequent years of a regulatory period, the reguldll also consider whether the
proposed charges will impact on price stabilityasdo balance the interests of the operator
and its customers.

4 However, the regulator may extend its decisionqueby one month at a time so long as it writesperator giving its reasons for the extension.
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2.2.2 Process for annual review

Upon receipt of the operators’ application, thewsmimeview will be undertaken in the
second year and each subsequent year of the regubesriod and updated before the
commencement of charges for each year.

Pricing application for annual review

The first step in the annual review process iglieroperator to submit an application for
an annual review of charges.

An application for the annual review of charges tinslude:

- the operator’s forecast of demand for or consumpidinfrastructure services for
the year to which the application relates

« the operator’s estimate of demand or consumptiosmgihe current year
« information about how the forecast and estimate caé=ulated
« proposed regulated charges to the year to whichppécation relates.

The regulator can also write to the operator retipuge$urther information. The assessment
of the application will only restart once the infaation has been provided to the regulator.

After receiving an application or additional infoation, subject to confidentiality the
regulator must publish on its internet site a copthe application.

Draft decision

After considering information in the applicatioretregulator must publish a draft decision
on the regulated charges for the year to whictapi@ication relates. The draft decision
must be posted on the regulator’s website.

Submissions on draft decision
The regulator must invite submissions on its dieftision.

Final decision

After the regulator has considered matters raisedibmissions to the draft decision it will
issue a final decision. As part of the decisiorreheill be final charges approved or
determined for each year of the regulatory period.

If information is provided by the operator in aatance with specified timeframes and the
regulator has not extended its deliberation petiogl final decision on the annual review
of charges will be made within three months of wttrenoperator submitted its
application.

Extensions of the deliberation period

If for some reason a regulator is unable to ma#teasion within the three month period
after the operator has submitted its pricing appion, the regulator is able to extend the
deliberation period by one month at a time. Ifls® tegulator must write to the operator
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explaining why they have been unable to make asttetivithin the regulatory period. The
written notice must be posted on the regulator’bsite.

When a regulator extends the deliberation periodparator can continue to levy fees and
charges not exceeding its current fees and chargéshe extension expires.

Figure 2 Process for the annual review of prices

Application is submitted by the
Part 6 operator before the end or
the first, second or third year of a
regulatory period

A

The regulator notifies applicant
v that information requirements

are not satisfied, where relev
A

The regulator reviews application
to assess whether information
requirements are met

A 4

The regulator issues a draft
decision to approve or determine
regulated water charges for the
following year and seeks
submissions

The application is also published
along with any further information
received

Submissions are received and
published* on the regulator’s
website

y

The regulator publishes* ifsal
decisionon its website within
three months of receiving an
application * subject to confidentiality
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2.3 Reopening provisions

Under Division 4 of the WCIR, a Part 6 operator ragply for a variation of the approval
or determination of its regulated water chargesre/la@ event occurs during the regulatory
period that:

« materially and adversely affects the operator'ssewaérvice infrastructure or
otherwise materially and adversely affects the afoeis business; and

« the operator could not reasonably have foreseeaviiet.

Contents of application

In order to apply for a variation of the approvadetermination, the operator must submit
an application to the regulator which sets out:

e details of the event(s)
« the operator’s proposals to rectify the adversecsdfof the event

« the total amount the operator requires to rechigyraterial and adverse effects of
the event

« whether that amount is likely to exceed 5% of thkig of the operator’s regulatory
asset base at the beginning of the period or $®Brichever is the lesser amount

« whether it is reasonably likely that the total exgi¢ure during the remaining part
of the regulatory period exceeds the total foreegpenditure over that time as
forecast at the start of the regulatory period

« details of the variation to the operator’s regudatbarges.
The operator must also demonstrate that it is blet ta reduce its expenditure to avoid the
consequences resulting from the unforeseen evénowimaterially and adversely
affecting the reliability and safety of the operatavater services.
Regulator’s response
After receiving the application, the regulator mpsblish on the regulator’s internet site:

e acopy of the application

e acopy of any further information received in resp®to the regulator’s request.

Before making a decision on the operator’s appbcathe regulator may request further
information relating to the application. The assssst of the application may pause until
the information has been provided to the regulator.

Regulator to decide whether to vary its approval ordetermination

If information is provided by the operator in aatance with specified timeframes, and the
regulator has not extended its deliberation petiogl final decision on the annual review
of charges will be made within three months of wttrenoperator submitted its

application.
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The regulator will vary an approval or determinatad regulated water charges where it is
satisfied:

« an event has occurred which the operator couldhaet reasonably foreseen

« the adverse affects resulting from the event wdtenially affect the operators
business and the reliability and safety of the afwets water services

« the total expenditure required to rectify the adeeaffect will exceed $15 million
or 5 per cent of the operator’s total asset basehelier is the lesser amount

« itis reasonably likely that the total expenditdtging the remaining part of the
regulatory period is likely to exceed the totalkftast expenditure for the remaining
part

« as aresult of the unforeseen event the operatorable to avoid it expenditure
without materially adversely affecting the relidtyiland safety of the operator’s
water services.

The regulator must give notice in writing to theeggtor of its decision on the operator’s
application to vary the operator’s regulated waterges.

The regulator’s decision must also be made avaaii or after the day which it gives
notice to the operator, on the regulator’s intesiiet

Extensions of the deliberation period

If for some reason a regulator is unable to ma#teasion within the three month period
after the operator has submitted its pricing appidn, the regulator is able to extend the
deliberation period by a period of one month atreet If so the regulator must write to the
operator explaining why they have been unable tkenaadecision within the regulatory
period. The written notice must be posted on tigelegor's website.

When a regulator extends the deliberation periodarator can continue to levy fees and
charges not exceeding its current fees and chargéshe extension expires.

2.4 Confidentiality provisions
Part 8 of the rules contain a number of provisi@hating to confidential information.

If both the regulator and the person making theras&ion or pricing application decide
that the application of submission contains comfi@dé information, then the regulator
may publish the relevant document, with the comfidé information omitted, and a note
in the document where the confidential informatiasuld have been included.

However, if the regulator does not agree with tlaércthat the information is confidential,
the regulator must provide a notice to the persaking the claim to give them the option
of withdrawing the claim, and outline the procdsst tapplies if they do or do not withdraw
the claim.

If the person withdraws the claim the regulator rpalish the entire application or
submission. A withdrawal must occur within 10 besis days of receiving the application.
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If the person does not withdraw their claim, thgulator may publish the relevant
document, with the confidential information omitt@d a note in the document where the
confidential information would have been includBader this scenario, the regulator must
not have regard to the omitted information whenrapipg or determining regulated
charges.

Confidentiality must be assessed by the regulata case by case basis.

ACCC WCIR pricing principles— July 2011 22



3 The Part 6 pricing principles

The pricing principles outline the approach the AC®ill take in approving or
determining charges if it is the regulator undent Baof the WCIR. As a
condition of accreditation the ACCC is also propgsio require accredited
regulator to apply pricing principles. This sectmutlines the rationale for the
principles.

At the end of each subsection the relevant prieagpkontained in a shaded box. The
principles are also summarised in Appendix B.

The principles relate to:
« valuation of the opening Regulatory Asset Base
« roll-forward of the Regulatory Asset Base
« rate of return
e operating expenditure
« capital expenditure
« debt raising costs
e depreciation
- forecast taxation
« renewals annuities
« cost allocation principles
- form of price control
- tariff structures
« revenue from termination fees
« demand or consumption forecasts
e customer consultation.

3.1 Valuation of the opening regulatory asset base (RAB)

One of the principal components of the buildingcklapproach is a return on and of a
regulatory asset base (RAB). The RAB should repitethe value of all assets that have
been funded directly by the operator and whichregaired for the provision of
infrastructure services for which regulated chaespayable.

Once a RAB value is set it must not be subjecét@luation. Revaluation creates
uncertainty for the regulated business and itsocnsts and can result in price shocks and
windfall gains or losses to the business. Forréason, the WCIR require that any RAB
value in place for a Part 6 operator at the tina¢ Bart 6 commences, must be retained.
Schedule 2 of the WCIR provides that where a Papddator has already had its RAB
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value set by an agency of a state under a laweo$tidite, this is the value that must be used
for the initial starting value under the Part 6 @wal or determination process.

Victorian water businesses (including GMW and LMK initial RAB values
determined by the Victorian Minister for Water fmlling advice from the ESC in 2006.
These RAB values have since been rolled forwartheyeSC in subsequent price
determinations. Similarly, IPART determined Statatéy’s initial RAB in 2004 and State
Water's RAB has been rolled forward by IPART inldo¥ing price determinations. For
these businesses the latest RAB value that hasdpgeaved by either the ESC or IPART,
as relevant, would be used as the starting basmeliong forward these businesses’ RABs
in undertaking Part 6 price approvals or deternmnstunder the WCIR.

Where a RAB value has not yet been set, howevéedide 2 of the WCIR states:

The regulatory asset base of a Part 6 operatothéopurposes of the first regulatory period
... is to be determined by applying a recognisedatadn methodology.

As the existing asset base of an operator is aiswealstment, a RAB valuation somewhere
between the scrap value of the asset base areplescement cost will be appropriate on
efficiency grounds, having regard to the need tarlz allocative efficiency objectives
and signals for efficient investment. However, @tetmining the initial RAB, the regulator
must have regard to whether the resulting chargiésamtribute to achieving the Basin
water charging objectives and principles. In pattc the resulting charges should avoid
perverse or unintended pricing outcomes.

If the initial value of the RAB was to result iniges changing significantly from prior
levels—that is, if it resulted in price shocks—thisuld be a perverse and generally
unintended pricing outcome. Hence, the regulatoukhensure that the initial RAB value
does not result in price shocks.

There are also some restrictions on what typess#ta can be included in the RAB value.
Specifically, only assets that are used to proinflastructure services may be included
and any assets that have been funded upfront bgrass or gifted by government or
other third parties (with no expectation of a rafteeturn) cannot enter the operator’s
RAB.

In this way, any assets that are gifted to theatpemust be excluded from the RAB.
While legal ownership might rest with the operdtarits shareholders) there is no
financial or equity requirement for the operatari{e shareholders) to earn a return on its
value or an allowance to compensate for depreaatidhe asset. Hence, such assets (or
part thereof) must not be included in the operat®AB.

In addition, any assets funded through a renewalsity contributed by customers must
be excluded from the operator's RAB. As these adsate already been funded outright
by customers, these assets must not be used tol@m@veturn on, or of, to the operator or
its shareholders.

The only assets included in the RAB are those eittiernally or debt financed by the
operator. These assets must be adjusted to adoow@preciation and valued using a
recognised valuation methodology.

ACCC WCIR pricing principles— July 2011 24



If a Part 6 operator has had its RAB set by an e@geha state under a law of the state
in the regulatory period preceding the commencerogtite initial regulatory period
under Part 6, this value must form the opening RaBie for the purposes of the initial
approval or determination process under Part 6.

Where a RAB value has not been previously set bgg@mcy of a state under a law of
the state, the RAB must be determined by applyireragnised valuation
methodology. The RAB may only include assets usqutdvide infrastructure services
and may not include any assets:

- gifted by government or another third party, withexpectation of a
rate of return on those assets

- funded by customers through charges, a renewalstsror
otherwise

« funded through other customer contributions.

The regulator must ensure that the initial RAB ealioes not result in price
shocks.

3.2 Roll-forward of the RAB

As mentioned above, the opening RAB value, oncenses$t not be subject to revaluation.
Once the opening RAB value has been set, the RABwe&d to be updated before the
commencement of each successive regulatory pahoalgh the Division 2 approval or
determination process) to account for capital egare incurred during the preceding
regulatory period.

In order to meet the criteria under Division 2, B&B must be calculated in accordance
with Schedule 2 of the WCIR.

In the case of Part 6 operators that have alreadytheir opening RAB value set by an
independent regulator prior to the WCIR commencBafjedule 2 sets the methodology to
be used to roll forward the RAB for the purposetheffirst regulatory period in which
charges are approved or determined under the WCIR.

Under Schedule 2(1) the RAB for the first regulgitperiod must be rolled forward in
accordance with the formula {(A-B)+C}-(D+E) where:

« Ais the value of the operator’s assets that weeal tdior the preceding
period

e Bisthe value of those assets that were not ugéldeboperator to
provide infrastructure services during the precggiariod and any
assets contributed by customers or government

« Cisthe actual (or, in the case of the last yé#ine preceding period,
forecast) capital expenditure on assets used byggbetor to provide
infrastructure services (net of actual customergmeernment capital
expenditure contributions) in respect of each yéadhe preceding
period
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« Dis the regulatory depreciation in respect of &ssgsed to provide
infrastructure services (as determined for each gkthe preceding
period)

« E is the actual (or, in the case of the last yé&n® preceding period,
forecast) revenue received by the operator fromadial of assets used
to provide infrastructure services in the precegiagod.

For all following regulatory periods, Schedule 2loé draft rules states that a RAB must
be rolled forward in accordance with the formula-Bj-(C+D) where:

« Aisthe regulatory asset base of the operatorméted in respect of
the preceding regulatory period

- B s the total of the actual (or, in the case @fltdst year of the
preceding regulatory period, forecast) capital exit@re on assets used
by the operator to provide infrastructure serviges of customer and
government capital expenditure contributions) speet of each year of
the preceding regulatory period

« Cis the regulatory depreciation in respect of tgzsssed to provide
infrastructure services in respect of each yedh®preceding
regulatory period

« Dis the actual (or, in the case of the last yédin® preceding
regulatory period, forecast) revenue received kyojerator from
disposal of assets used to provide infrastructeir@ces in respect of
each year of the preceding regulatory period.

The RAB must be rolled forward as per Schedule thefrules.

3.3 Rate of return

The most common method used by regulators to deterthe rate of return for pricing
purposes is the weighted average cost of capitAl@®). The WACC represents the
required rate of return on an investment and ithegall cost of capital for a firm that
uses a mixture of debt and equity financing.

The WACC is one of the key components in the bngdilock model in deriving the
required revenue and associated price paths fatategl entities. Where the rate of return
is set too low it may deter businesses from matkteghecessary investments to maintain
their infrastructure. Where the rate of returnastso high businesses may recover
revenues that exceed costs which may encouradgeiesf investment.

In determining the WACC, it will be necessary ta@re the rate of return is
commensurate with the commercial risk associatell the business’ regulated
activities such that the business recovers itsiefit costs.

Table 1 below summarises the approach to the WA@Ecpbed by the pricing principles,
the approach used by the ESC in setting regiordhlanal water prices from 2008 to 2013,
and IPART’s approach to setting bulk water pricasState Water from 2010 to 2014.
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The remainder of this section outlines the ACC@asoning for adopting the individual
parameters values to be used in calculating the WAC

Several of the parameters used to calculate the @/a@ influenced by market conditions
which can change over time. In these circumstatieepricing principles will be updated
accordingly.

As stated above, the principles could also be @ublahere, because of new evidence, a
change to an aspect of the regulatory approaclaisawted. This includes the approach to
determining WACC parameters.
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Table 1 - Summary of approaches to the WACC

Price determinations
under the WCIR

2008 ESC determination
of regional and rural
water prices

2010 IPART
determination of bulk
water prices

Form of Post-tax WACC Real post-tax WACC Real pre-tax WACC
WACC
Risk free Based on the yield of a 10  Based on the yield of a 10 Based on the yield of a
rate year Commonwealth year CGS bond averaged 10 year CGS bond
Government Securities over 20 business days. The  averaged over 20
(CGS) bond, using an real risk free rate is business days.
averaging period of calculated after adjusting
between 10-40 business for forecast inflation.
day period commencing
as close as practically
possible to the start of the
regulatory period.
Market risk 6 per cent 6 per cent 5.5 per cent to 6.5 per
premium cent
Equity beta 0.7 0.65 0.8t01.0
Debt risk Based on the yields of Based on debt issued by the Range based on a 20-day
premium BBB+ rated corporate Treasury Corporation of average of fair value
bonds with 10 year Victoria with a 10 year yield curve data for BBB
maturity. maturity and a credit rating rated Australian
of BBB+ corporate bonds with a
maturity of 10 years, as
:nctjsigglgr;lﬂ:eor:,:?gge for well as actual bond
' yields for BBB and
BBB+ rated securities.
An allowance was made
for transaction costs
associated with debt
raising.
Gearing 60 per cent 60 per cent 60 per cent
level
Gamma’ No value specified 0.5 0.5t0 0.3
5 Note that gamma is not a direct input into the WACC
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3.3.1 Form of WACC

The ACCC has historically adopted a nominal postvitBACC.In the post-tax WACC

used by the ACCC (known as a vanilla WACC) taxiliabs are explicitly included in the
cash flows and a separate tax cost block is indudéhe building block model. The cash
flows are adjusted to account for the utilisatiémaputation credits. The advantage of this
model is that it allows for modelling of taxes bam the estimated cash flows of the
businesses. This is likely to be a more accurgieesentation of the tax obligations of a
regulated business over a regulatory period.

The main advantage of a nominal WACC is simplicitg.most costs are fixed in nominal
terms—for example, depreciation, interest, chargash flows, financial reporting items
and taxes—a nominal approach is generally prefeHedever, the ACCC recognise that
other regulators may prefer to use a real WACCth&schoice between nominal and real
should not matter provided there is consistendhénparameter estimates and the cash
flows, accredited regulators will have the flexilyito choose a real or nominal WACC.

The WACC must be derived by summing up the weidjlateerage of debt and equity held
by a company multiplied by the cost of debt andityqu

(D WACC=kC +k2
VoV

Where:
Ke = the cost of equity
Kqg = the cost of debt
E/N = market value of equity as a proportion & th

total market value of the firm

D/V =  the market value of debt as a proportiothef
total market value of the firm

The cost of capital is to be calculated on thesbaa WACC determined in
accordance with the following formula:

WACC= keE + kdE
Vv \Y

3.3.2 Cost of equity

The cost of equity is a direct input to the WAC@olla and needs to be estimated to
derive the overall cost of capital for the regutiafiem. The cost of equity should
compensate an investor for the opportunity cosiobfinvesting in another investment with
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equivalent risk. Therefore, investors will be reratated for bearing the risk associated
with investing in the firm’s equity.

The cost of equity can be estimated by using tpgalaasset pricing model (CAPM). The
ACCC considers the CAPM to be most appropriate imdestimating the return on
equity due to its wide use in the finance indusipng with the considerable amount of
theoretical and empirical findings that supporuse.

The CAPM is given as the risk free ratg flus a market risk premium (Efrr;) above
the risk free rate which is multiplied by an equta ) which represents the covariance
of the business’/asset’s return with that of thekat

@ E(ro) =ri+ B(E(rm) = 17)

Where:
E(re) = the expected return on equity
Rf = risk free rate
E(rm) — rf = market risk premium
B = measure of systematic risk of the individuals

company/assets return relative to the market

The CAPM specifies a relationship between the ebguleturn of an individual risky asset
or business and the level of systematic (or noeysifiable) risk’

The ACCC has historically adopted a CAPM basecherQfficer model (1994)which is
an adaptation of the standard CAPM that assumesgihigy market is entirely segregated
and the marginal investor is purely the domestiestor. This version of the CAPM will
account for imputation credits by redefining theure on equity and the market risk
premium to reflect the value of imputation credits.

The cost of equity is to be estimated using theekiim CAPM based on the Officer
model.

Risk free rate (rf)

The risk free rate is the minimum rate of returrnirarestor will expect when investing in a
riskless asset. The risk free rate should compernbatinvestor for the opportunity cost of
not investing in the next best equivalent risklesset.

The risk free rate is a direct input in both theRBAformula for estimating the return on
equity as well as being a direct input in the cittan of the cost of debt. A single

6 Systematic risk refers to risk that is inherenthie asset (or the business) that cannot be diiesfvay. Systematic risk includes market widedesct
which affect all companies for example, changestierest rates and inflation. Hence, systematksriaced by investors are those risks that are
common to the market as a whole.

7 Officer, R. R., The Cost of Capital of a Compamgler an Imputation Tax system, Accounting and ieaMay 1994, pp. 1-17.
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consistent value of the risk free rate must beiagpihen estimating both the return on
equity and the cost of debt.

The ACCC and Australian Energy Regulator (AER) theeyield on Commonwealth
Government Securities (CGS) bonds as the proxthiBonominal risk free asset because
there is considered to be no risk of default onegement bonds. Following from the
Australian Competition Tribunal’s decision in rétmt to GasNet's access arrangemeints
2003, the ACCC has generally used 10 year CGS homistermine the risk free rate. An
average rate for 10 to 40 days leading up to the sf the regulatory period is generally
calculated (as opposed to an ‘on the day’ estintatajidress the day-to-day market
volatility.®

The risk free rate is to be based on the yield b® gear CGS bond, using an
averaging period of between 10-40 business dapgpeommencing as close as
practically possible to the start of the regulatoeyiod.

Market risk premium

The market risk premium (MRP) is the return onrerket portfolio. Under the CAPM
model investors will only be compensated for systnirisk. Investors are expected to
hold a market portfolio that consists of all riskysets in the market for diversification.
The MRP represents the additional return aboveiskdree rate required by an investor to
invest in a well diversified portfolio as opposedrvesting in a risk free asset and can be
seen as a reward to investors for bearing additimaaket risks. The MRP is a market-
wide rather than industry-specific parameter.

As the MRP is an expected, or ‘forward looking'eprium, it is not directly observable.
Estimates based on the historical difference betwee return of the stock market and the
risk free rate have been used to forecast the foeaking MRP° The MRP can be
determined with reference to historical estimateh® MRP, current studies of Australian
market practitioners and regulatory precedent.

In terms of historical estimates of the MRP, usaroMRP of 6.0 per cent is supported by
various long term historical estimates.

Survey measures also indicate that a MRP of 6 g@&ris the most commonly adopted
value by market practitionet$Studies of Australian financial market practiticsie
involved in capital budgeting show they most commase 6 per cent per annum as an

8  Australian Competition Tribunal, Application by Géet Asutralia (Operation) Pty Ltd [2003] AcompT 6.

9 AER, Electricity transmission and distribution netl service providers - Review of the weighted agercost of capital (WACC) parameters — Final
decision, May 2009, p. 171.

10 AER, Electricity transmission and distributioetwork service providers - Review of the weighasdrage cost of capital (WACC) parameters — Final
decision, May 2009, p. 191.

11 J.C. Handley prepared a report to the AER erhtstorical equity risk premium for the AER’s rewi of the WACC parameter. The report used
estimates for the periods 1883-2008, 1937-2008,1888-2008, ‘grossed-up’ for a 0.65 value of impiotacredits, produced an MRP range of 5.7
to 6.2 per cent.

12 AER, Electricity transmission and distributioetwork service providers - Review of the weightedrage cost of capital (WACC) parameters — Final

decision, May 2009, p. xiv.
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MRP for asset or investment valuatidhi addition, survey datahas supported an MRP
of 6 per cent as the most commonly adopted valuadrket practitioners before the

global financial crisis. As current Australian markconditions appear to be returning to
pre-global financial crisis conditions, the MRPimsttes in these surveys are unlikely to be
significantly downward biased.

In terms of regulatory precedents, apart from tE&RA most recent WACC review, where

a MRP of 6.5 per cent was adopfethe ACCC has generally used an MRP of 6 per€ent.
In recent decisions made by other Australian regtdaan MRP of 6 per cent or lower has
been used, with an MRP of 6 per cent being the wmsmonly used valug.

The AER’s most recent WACC review occurred in lapgil 2009 at a time when capital
market and global economic conditions were extrgmgtertain and turbulent. The
increase in the MRP to 6.5 per cent at this tinflected these prevailing conditions.
However, economic and capital market conditionseappo be improving to pre-global
financial crisis level$, meaning that an MRP of 6 per cent, reflectingylterm average
values of the MRP, appears appropriate over theg&r which these principles will
apply. As these pricing principles are not likedycome into effect until 2013, it is
appropriate to give more focus to historic ratlantcurrent market conditions.

Therefore, a long term historic estimate of the Mipipears appropriate on the basis that:

« the first approval or determination that will bedeaunder these pricing
principles will not be until 2013, meaning thabader term estimate is
a more robust measure at this juncture

< economic conditions appear to be returning to pobal financial
conditions.

Hence, an MRP of 6 per cent appears the most apagt®jestimate of the cost of equity at
this point in time.

13 Truong G., Partington, G. and Peat, M. (20@8)st of Capital Estimation and Capital Budgetingd®ce in Australia” Australian Journal of
Management, Vol. 33, No. 1, June 2008, p.155.

14 KPMG (2005), Cost of capital — market practiteelation to imputation credits, August, p.15]stea’s WACCs for Network ULLS and the ULLS and
SSS Businesses, 2006, Capital Research, Nevilleataty.

15 AER (2009) Final Decision: Electricity transsitn and distribution network service providerseview of the weighted average cost of capital
(WACC) parameters, May.

16 AER, Statement of Principles for the Regulatibilectricity Transmission Revenues, 2004; ACBEsessment of Telstra’s Unconditioned Local
Loop Service Band 2 monthly charge undertakingnraFdecision (public version), April 2009, pp. 2333; ACCC, A Report on the Assessment of
Telstra’s Undertaking for the Domestic PSTN Origimg and Terminating Access Services, July 20004p77.

17 AER (2009) Final Decision: Electricity transsi@n and distribution network service providerseview of the weighted average cost of capital
(WACC) parameters, May, p. 176, AER (2009) Soutltfalia: Draft Distribution Determination 2010-112014-15, p. 317.

18 This was detailed in the AER decision for ET@#ities in November 2009, which considered thatreases in both CGS yields and stock prices and
decreases in implied volatilities show significaigns of improvement. See AER (2009), South AustraDraft Distribution Determination 2010-
11 to 2014-15, November, p. 309 — 310. This was spported by the OECD, see OECD (2009) The fiadirdustry and challenges related to
post-crises exit strategies, Financial Market TeeNd. 97 Volume 2009/2, November, p. 2. http://weeed.org/datacecd/17/56/44563803.pdf,
accessed 17 February 2010.
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The cost of equity is to be calculated using a MiRB per cent.

Equity beta

The equity beta represents the systematic or negrsifiable risk of an asset or equity
relative to equity investments in the market ashale® Systematic risk may include
changes or volatility in relation to market variblsuch as inflation, economic growth,
interest rates, exchange rates and taxation. # doetake into account diversifiable risks
or business specific risks.

Equity beta is measured by estimating the covaeidmetween the return on the relevant
assets or investments with the return of a podfdpresentative of the market. The equity
beta of the market portfolio is standardised at\arage of one. Where equity beta equals
one, it indicates that the return of the investradrats the same sensitivity to systematic
risk as the overall market. If beta is less tha@, dhen the sensitivity of the investments to
systematic risk is less than the overall markenhv@esely, where the value is greater than
one, the systematic risk of the asset is greaser the market and investors would expect a
higher return for bearing greater risk.

For the WCIR, it is appropriate for a regulatouse a value of equity beta that is expected
to best represent the systematic risk profile oéfficient infrastructure operator over the
relevant regulatory period. As with all WACC parders, estimating the systematic risk
profile of an efficient business provides the regedl operator with the necessary
incentives to earn a reasonable return on its @apiestment.

In practice, a regulator normally chooses the gdeta by basing it on the historical
equity betas of a selection of businesses whichieeened to be close comparators to the
regulated businesses. This information is availablg for entities listed on the stock
exchange. As no Australian water business is listethe Australian stock exchange, it is
necessary to consider other available evidenceterahining the appropriate equity beta
for regulating infrastructure operators.

In determining its preferred value for equity btta ACCC has:

« concluded that the systematic risk of energy bgsiee is comparable to
the systematic risk faced by rural water businesses

e considered evidence from the most recent Austraégnlatory
decisions for energy

« reviewed estimates of betas adopted by other reyyslaf water
businesses in Australia.
Equity beta for comparative businesses
Choosing a comparator

19 The asset beta or ‘de-leveraged beta’ is a¢hieal representation of the beta that would ajifplye firm or asset was financed with 100 pertcen
equity. As a result the asset beta does not indngdinancial risk. The asset beta and equitg be¢ inter-related. The equity beta can be derived

through ‘re-levering’ the asset beta with respedhe firm’s capital structure.
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Based on a number of underlying industry charasties, the ACCC considers that rural
water businesses are likely to face similar leeélsystematic risk to energy distribution
and transmission businesses. Analysis undertakémdntier Economics for the ACCC
found that, while not perfect, equity betas forrgyegransmission and distribution
providers are adequate proxies for the purposstabéshing a benchmark equity beta for
regulating rural water businessés.

Evidence from comparative businesses

As energy businesses are deemed to be reasonafy@i@dors to water businesses in
Australia, it is instructive to assess recent raguly decisions in energy and the supporting
reasons to determine their relevance for wateastfucture operators regulated under the
WCIR.

Recently, the AER reviewed WACC parameters fortelgty transmission and
distribution network service providers. The outcgméthis review apply to electricity
transmission and distribution determinations whbeeproposal is submitted after 1 May
2009 and before the completion of the next revisshé¢duled to be completed 31 May
2014).

The AER examined market evidence from the busirsesbech are considered to be close
comparators to regulated network service providarshoosing comparators, the AER
selected businesses operating in Australia thalgpnénantly provide energy network
services (electricity and gas businesses provittamgsmission and distribution servicés).

The AER mainly considered estimates from 1 JanR@6p to 1 September 2008. The
estimates considered by AER were point estimatesrgéd from a portfolio of

comparator utility stocks. Several different equosta estimates were then calculated from
portfolios constructed by using different variablesluding:

 different stocks within the hypothetical portfolio

- different weighting of stocks within the portfolfequal weighted and
value weighted portfolios)

- different estimation techniques (Ordinary Least&qs and Least
Absolute Deviation methods)

- different estimation periods within the post ‘teology bubble’ time
frame

- different observation periods (weekly and monthly)
- different methods of calculating returns (average median).

20 Frontier Economics, The cross sectoral apjdinaif equity betas: energy to water, a report areg for the Australian Competition and Consumer
Commission, April 2010.
21 Australian Energy Regulator, 2009, Electritignsmission and distribution network service jews — Review of the Weighted Average Cost of

Capital - explanatory statement, Canberra, p. 78.
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Empirical evidence was provided to the AER by AsstecProfessor Olan Henry, a
consultant to the AER, and Allen Consulting GroAg(G), a consultant to the Joint
Industry Associations’, an organisation represenénergy network businesses. Of the
evidence submitted by Henry and ACG, the AER cahetls’(the) balance of the evidence
points towards the point estimate of the equityaluétthe benchmark efficient NSP lying
in the range of 0.4 to 0.72.

However, the AER did not solely rely on the emgitievidence from comparator
businesses. In choosing an equity beta of 0.8AEfR also cited other factors. This view
was first put forward in the explanatory statemang also maintained in the final
decision.

In the explanatory statement, the AER concludet tha

(T)he AER does not propose to change the equity Vetie as far as the market data would
suggest, even though the market data suggestsiline i substantially different to the
previously adopted value(s). In reviewing the eghitta, as for the other parameters, the
AER has given consideration to other factors, sagthe importance of regulatory stability,
in order to promote efficient investment, so asdatribute to the National Electricity
Objectives. Consequently, whilst the market datadkation presents a strong case for
establishing an equity beta at a point consistetfit mbove range, the AER has taken a
broader view in the context of the National Elegstyi Objectives [NEQO] and having regard
to the current financial environmefit.

In the final decision AER stated:

In determining the value of the equity beta, theRAlEas also taken into account the revenue
and pricing principles. The market data suggest@e lower than 0.8, however, the AER
has given consideration to other factors, such@séed to achieve an outcome that is
consistent with the NEO (in particular, the needéfficient investment in electricity

services for the long term interests of consumégeztricity). The AER has also taken into
account the revenue and pricing principles andrtiportance of regulatory stability.

Having a taken broad view, the AER considers thatquity beta of 0.8 for a benchmark

efficient NSP is appropriafé'.

As these factors are largely industry specificetedmined by the regulatory framework
under which AER is required to operate, the ACCEsinot consider that these factors are
relevant to setting the equity beta for regulatedewinfrastructure operators under the
WCIR. Hence, the ACCC will restrict its consideaoattito the empirical evidence.

Regulatory decisions for Australian water businesse

The ACCC has also considered recent regulatorysies in water in Australia. Table 2
below provides a summary of historical regulatoegidions on the value of equity beta
used in Australia for water businesses.

22 Op.cit, p. 326
23 AER WACC review explanatory statement, p. 252
24 AER WACC review final decision, p. 344
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There has been a broad range of equity beta valimsted in regulatory decisions,
ranging from 0.5 to 1.19. These decisions, in tsahg are of limited value in choosing an
appropriate equity beta value for rural water besses regulated under the WCIR. It is
worth noting that a number of these decisions edlaurban water businesses and, in

many cases, energy sector comparators have begmsiseproxy for estimating the equity
beta.

However, given that State Water, GMW and LMW w# tegulated under these rules, the
ACCC has considered evidence from recent ruralivsgeisions made by IPART and
ESC in more detail.
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Table 2 - Regulatory decision on equity beta for war businesses

Regulatory Decision Adjusted Equity Beta
IPART 2010 Bulk Water Prices 0.8-1.0
ESC 2008 Metropolitan and Regional Price RevievaFin 0.65
IPART 2006 Bulk Water Prices 0.8-1.0
Economic Regulation Authority (Western Australi@p3
Metropolitan Water Final Decision 0.8
IPART 2005 Metropolitan Water Final Decision 0.8
ESC 2005 Metropolitan and Regional Final Decision 0.75
Queensland Competition Authority 2005 GladstonaFin
Decision 0.83°
Independent Competition and Regulatory Commission
(ACT) 2004 Metropolitan Water Final Decision 0.9
Queensland Competition Authority 2004 GladstonaFin
Decision 0.81
Government Prices Oversight Commission 2004 Bulk
Water Final Decision 0.62-1.19
IPART 2003 Metropolitan Water Final Decision 0:68.90
Queensland Competition Authority 2003 Burdekin Fina
Decision 0.5
IPART 2001 Bulk Water Final Decision 0.65-1.02

IPART decision on bulk water prices

In its 2010 review of bulk water prices for Stataté&f, IPART used a range of 0.8 to 1.0
for the equity beta. This was used along with oiN&YCC parameters to calculate a range
for the cost of capital.lhe mid-point of this range was then used as Stateer's WACC.

In determining the range of the equity beta, IPAf®Nsidered what equity beta would
apply to a benchmark efficient bulk water businass considered that a range of 0.8 to
1.0 was appropriate.

25 QCA equity beta is adjusted using the assureaditg level of 60% debt. The equity beta using @@4aring level assumption of 50% debt is 0.65.
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The equity beta range of 0.8 to 1.0 was also addptethe 2006 determination of State
Water’s prices. In making this decision IPART calesed equity beta values for other
regulated industries and values used by other aggsl for regulated water businesses.
IPART also considered the systematic risk face®taye Water, relative to the
metropolitan water businesses, and found that tlvaseno evidence to warrant a different
equity beta than that used for metropolitan watesitesse&

In choosing the range for metropolitan water busses in 2005, IPART considered there
was no evidence to suggest that water agenciesrface or less systematic risk than the
Australian gas and electricity network busineséésrange of equity beta of 0.8 to 1.0
was consistent with IPART’s 2004 access decisio\f8L’s gas network.

ESC decision on bulk water prices

In its 2008 water price review for rural and regibbusinesses, the ESC adopted an equity
beta of 0.65. In arriving at this value, the ES@ hegard to the equity beta applied to gas
distribution businesses as part of its recentlygeted gas access arrangement review
where the ESC set an equity beta of 0.7 for gassacarrangement8 The ESC had
previously considered in its decision for all wabeisinesses that the non-diversifiable risk
for regulated water sector activities is likelyl® slightly lower than that for the energy
sector?

ACCC conclusion on equity beta

In considering the level of systematic risk facgdiral water businesses, the ACCC notes
the level of systematic risk faced by rural watesibhesses is likely be similar to that faced
by energy businesses. This is similar to concluseviously reached by the ESC and
IPART in determining an equity beta for water besises.

Based on the most recent empirical data collectquba of the AER WACC review, the
historical equity betas of energy transmission @isttibution businesses were estimated to
be between 0.4 and 0.7. Taking a conservative wigWe likely equity beta estimate of
operators regulated under the WCIR, the ACCC censid appropriate to choose a value
in the higher end of this range. The ACCC consi@ergo be an appropriate value.

The cost of equity is to be calculated using aritgdpeta of 0.7.

3.3.3 Cost of Debt
The cost of debt is typically given as the sumhef isk free rate and a margin for debt:
ki =ri + DRF 3

26 IPART, Bulk Water prices for State Water cogiimn and Water administration Ministerial Corp@at From 1 October 2006 to 30 June 2010, p. 184

27 IPART, Sydney Water Corporation, 2005, Huntetté¥ Corporation, Sydney Catchment Authority, RricBWater Supply, Wastewater and
Stormwater Services — Final Determination and Regane, p. 75

28 Essential Services Commission 2008, 2008 \Waiee Review, Regional and Rural Businesse’s WRlans 2008-2013 — Draft Decision, March.,
p.86

29 Essential Services Commission, MetropolitanRadional Businesses’ Water Plans 2005-06 to 2@)March, p. 90-91
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Where:

Kqg = cost of debt
¢ = risk free rate
DRP = Margin/premium for debt

To maintain consistency within the WACC formulag tisk free rate used to estimate the
cost of debt must be equal to the risk free ragel uis the CAPM for the return on equity.

The debt margin (DRP) represents the premium reduiy lenders and is the difference
between the fair yield on a proxy corporate bond tue risk free rate. The DRP is
dependent on the firms gearing level, credit raing term of the debt.

In order to remain consistent with the principlésampetitive neutrality, the DRP is
generally determined with reference to benchmafiBengearing level and stand-alone
credit rating of a commercially operated business.

The correct approach to estimating the DRP is beamgidered by a number of Australian
regulators, including the ACCC/AER, in light of babractical and theoretical problems
with existing approach€8 The ACCC/AER has used a BBB+ rated corporate hatida

10 year term in its calculation of the DRP. Therapph is broadly consistent with that
previously used by the ESC and IPART for water messes. It is based on the assumption
that a BBB+ rated corporate bond is an appropadegdit rating for a commercially
operated business, and the approach that the feihme debt should be consistent with the
10 year CGS bond used to calculate the risk free(sge 3.3.2).

However this approach has significant problemsstlirthe ACCC notes that, at the time
of preparing these pricing principles, there iacklof market information on BBB+ rated
corporate bonds with 10 year terms. This meansttigdifficult to determine the
benchmark DRP with certainty. Secondly, while cqrioally convenient, the approach is
unlikely to reflect the actual debt portfolios dimtancing practices of water service
providers. The ACCC/AER is considering the apprajgrapproach to estimating the DRP
in light of these issues. While it has retainedube of a BBB+ rated corporate bond with a
10 year term in the pricing principles at this timerder to achieve a basic level of
regulatory certainty and consistency in approdoh ACCC may revise the pricing
principles following its further consideration ob\W to best estimate the DRP.

Gearing level

The gearing level of a firm refers to the ratiacdebt to equity that a firm uses to finance its
capital. The gearing level is used to weight tharreon equity and cost of debt in the
WACC formula. Where the firm’s capital structurehighly geared (i.e. the firm has a

high level of debt) this implies greater finangigk for the firm and therefore a greater
return will be required for both equity and debldwsus.

30 See, e.g., Reeves (AER Chairman), Finding the bafasthe rules, prices and network investment, speeEmergy Users Association of Australia energgepr

and market update seminar, 20 June 2011, p. 9; TR BRveloping the approach to estimating the dedrgin—other industries, final decision, April 2011.
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Finance theory assumes the choice of financingtstrel will not affect the overall cost of
capital of a firm. This is because even thoughaetse in gearing will weight the WACC
more heavily towards the cost of equity (whichyjsi¢ally higher than the cost of debt),
the cost of equity will decline when facing lesskrd' Theory predicts that on the whole the
two effects cancel each other out.

It is standard practice amongst Australian regudatio adopt a benchmark assumption on
the gearing levels of an efficiently financed besis rather than the actual gearing level of
regulated firms. Adopting a benchmark gearing ratithe pricing principles is also
consistent with the general approach for estimatthgr WACC parameters in the pricing
principles. It would be internally inconsistentadopt a benchmark approach to estimating
some WACC parameters and to calculate actual valhes estimating other WACC
parameters.

In regulatory decisions for the water sector, HB#ART and ESC have adopted a
benchmark gearing ratio. Both IPART and ESC hadn@gyto the gearing ratios of
comparable utilities businesses in Australia ad Wklwater businesses to establish an
appropriate benchmarkBased on this assessment, both regulators adagtedchmark
gearing ratio of 60:40 debt to equity in their riegory decisions for the water sector. A
benchmark ratio of 60:40 has also been adopteddbA€CCC and AER in regulating many
infrastructure businesses.

The benchmark DRP is to be estimated on the b&si®enchmark gearing level of 60:40
debt to equity on the yields of BBB+ rated corperdabnds with 10 year maturity.

3.4 Operating and capital expenditure assessments

A regulator must not approve the regulated chasgésut in a pricing application unless
the regulator is satisfied that the total forecagenue used to calculate those charges for
each year of the regulatory period recovers thdgmtiand efficient costs of providing
infrastructure services, including costs incurredomplying with regulatory obligations
and requirements.

A forecast of the prudent and efficient cost ofyadong infrastructure services means,
based on forward estimates of operating and capifanditure, the operator would be
expected to:

a) cost-effectively meet regulatory, legislative arldes obligations and requirements

b) define reasonable service standards, and costigésccomply with these standards,
and

31 The cost of capital is invariant over a broaige of gearing possibilities under the assumptidperfect information, no taxes and no transastio
cost. See F Modigliani, and M H Miller, ‘The Cost@apital, Corporation Finance and theory of Inwestt’. American Economic Review, Vol.
48, No. 3, 1958, pp. 261-297.

32 Essential Services Commission, Workshop Disengsconomic Regulation of the Victorian Water $ecEstimating a return on and of Capital
Investment, April 2004; IPART, Draft Determinatiand Draft Report - Bulk Water Prices for State W&terporation and Water Administration
Ministerial Corporation - From 1 August 2006 to Bthe 2010, May 2006, p. 154.
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c) make decisions on providing goods and servicesategef a commercially successful
infrastructure operator in the same position, avst-effectively deliver these goods
and services.

3.4.1 Operating expenditure

Operating expenditure includes all expenditureteeldo the operation, maintenance and
administration of infrastructure services providgda Part 6 operator.

A Part 6 operator will need to include in its apption under Part 6 details of its forecast
operating expenditure for the relevant regulatawiqu. In particular, under Schedule 1 of
the draft rules, Part 6 operators will be requiiedchclude in their applications under
Division 2 of Part 6, information on their:

« forecast and actual operating expenditure

« the key reasons for the expenditure

< ajustification of the forecast and actual opegrpenditure
« evidence of productivity improvements.

This information is to be provided for each yeaths relevant regulatory periods. Further
detail on how information is to be provided will Beailable in the tier 3 guidelines.

The regulator will need to assess the informati@vided by a Part 6 operator in their
pricing application for the purpose of determinthg operating expenditure allowance for
the regulatory period.

The regulator will need to take into account thedgncy and efficiency of past operating
expenditure of the operator and the reasons amges® supporting any changes in
operating expenditure in the next regulatory perirductivity improvements must be
taken into account and cost estimates must be lmaseghsonable assumptions on the
efficient costs likely to be incurred over the neegulatory period.

The regulator may wish to engage an external ergimg consultant to assist in reviewing
an operator’s pricing application and/or in deterimg an operator’s forecast operating
expenditure. As is the existing practice of Ausaralregulators, any external review would
generally be made public on the regulator’s website

In making an assessment of the prudent and effiojgerating expenditure for the next
regulatory period, the regulator must assess:

- the prudency and efficiency of operating expendiiarthe previous
regulatory period

- the reasons and evidence supporting changes tioesstandards in the
next regulatory period

« the reasons and evidence supporting changes tatopeexpenditure in

33 However, where information pertains to a caeiihl matter relating to the operator’s businéss,regulator will not be required to publish this

information.
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the next regulatory period

« reasonable productivity improvements in providiegvices over the
next regulatory period.

Where relevant, a regulator must compare and takeaiccount operating expenditure of
similar businesses.

Forecasts must be based on reasonable assumptitvesafficient costs likely to be
incurred in this period.

3.4.2 Capital expenditure

Capital expenditure includes all expenditure thefraents or replaces the existing assets
used by a Part 6 operator to provide infrastructergices. Net capital expenditure that has
been funded by the operator is added to the op&r@&AB and is recovered through a
return on the RAB (i.e. the WACC multiplied by tRAB) and a return of the RAB (i.e.
regulatory depreciation).

Under Schedule 1 of the draft rules, Part 6 opesatdll be required to include in their
applications under Division 2 of Part 6, information:

- forecast and actual capital expenditure

« evidence of an ability by the business to delit®capital program
within the same time constraints as those proposed

« the major projects completed or to be completea theperiod
including the actual or forecast cost and timinghafse projects

« the expected outcomes of these projects and tsifigation

« evidence that the expected levels of expenditwgardent and
efficient—for example, the results of an independsgineer’s
assessment.

As with the assessment of operating expenditueetefulator will need to review an
operator’'s proposed capital expenditure in theiagipbn.

In determining prudent and efficient capital expane, the regulator will take into
account the detailed reasons and evidence supgon@jor new capital projects both
within the regulatory period under consideratiod,amhere relevant, future regulatory
periods.

The regulator will also consider the operator’'ssassanagement practices, and, where
relevant, the prudency and efficiency of capitglenditure in the previous regulatory
period. Cost estimates are to be based on reasoasdlimptions on the efficient costs
likely to be incurred over the current regulatogyipd.

As with the assessment of operating expenditueetgfulator may also wish to engage an
external engineering consultant to assist in datengy the operator’s proposed capital
expenditure.
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In making an assessment of the prudent and efticegpital expenditure for the next
regulatory period, the regulator must assess:

« the prudency and efficiency of capital expendiiaréhe previous
regulatory period (where relevant to proposed ehpitpenditure in the
next regulatory period)

« the reasons and evidence supporting the commentefeew major
capital expenditure projects in the next regulafmeiod, including
whether such projects are consistent with efficieng term
expenditure on infrastructure services.

« the reasons and evidence supporting levels ofalapipenditure in the
next regulatory period

« whether the timeframe for delivering the proposayital expenditure
program is reasonable, having regard to the opeésatelivery of major
projects in the past

« whether the asset management and planning framenfidinle operator
reflects best practice.

Forecasts must be based on reasonable assumptitvesafficient costs likely to be
incurred across the regulatory period.

Subject to confidentiality, any external reviewaof operator’s proposed capital
expenditure must be made public on the regulateelssite.

3.5 Debt raising costs

Debt raising costs are incurred each time dellisd over and may include underwriting
fees, legal fees, company credit rating fees ahdrdtansaction costs. The ACCC
recognises this as a legitimate expense incurrétkeiprocess of raising debt; therefore the
ACCC considers it appropriate to provide an allogeato businesses to recover these costs
where they are incurred.

The ACCC and AER have accounted for debt raisirggscas part of general expenses in
the building block model or by incorporating themtoi the cost of capital through an
adjustment to the cost of debt.

Given that the pricing principles apply to ruralterabusinesses which do not regularly
access external debt markets, the ACCC believgsribre transparent to allow the
business to recover its debt raising costs asopdr operating expenditure as opposed to
making adjustments to their cost of capital.

Where businesses do access external debt markefsCBC recognises that there will be
costs associated with raising debt which are legite expenses incurred in operating the
business. Accordingly, a regulator must providelewance for debt raising costs, where
they are incurred, as part of operating expenddémckwill be recovered through the
building block revenue.
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The regulator must treat any forecast debt raiso®gs as operating expenditure.

3.6 Depreciation

Depreciation represents the reduction in the vafien asset due to usage, wear and tear of
the asset over time and other factors. In a regylatontext, depreciation is referred to as
the ‘return of capital’. The purpose is to retuapital to investors through depreciation to
compensate for capital invested over the life efabset. Hence, customers who benefit
from the asset are required to contribute to tlsetascosts over its useful life.

There are two broad types of depreciation:
e economic depreciation
e accounting depreciation.

Economic depreciation is defined as the changearket value of an asset over a given
period of time. This can be calculated by the miaviké.ie of the asset at the start of the
period minus the market value of the asset atkdeoé the period.

Accounting depreciation is defined as the allocatbthe fixed cost of an asset to the
periods in which services are provided by the a3ses represents the theory that, in
generating revenue, the value of the asset is egdoeer time due to wear and tear.

Although economic depreciation provides a more rbigzally accurate depreciation
profile for an asset, accounting depreciation isenwaidely used due to its simplicity. This
is especially relevant in a regulatory contexttgsavides a fixed component for the rate
of return and thus provides some degree of praailgl in regulated charges.

There are several methods for calculating depirieaidut the simplest and most widely
adopted method is the straight-line method whesesiiue of the asset is depreciated in
equal increments over the life of an asset. The 8@@d AER have generally applied
straight-line depreciation in regulating businessesrious industries. Similarly, this
method of depreciation has been adopted by theda8IPART in regulating water
businesses.

Due to the steady-state nature of assets in therwattor, the ACCC believes that
straight-line depreciation is normally the most rggpiate methodology in allocating the
cost of an asset over time and promoting pricelgtaim regulating water charges.
Accordingly, the ACCC considers a straight line Inoelology should be used to derive
regulatory depreciation unless the operator is ttbjgovide reasonable justification for a
departure from this method. However, where a dfieapproach is used, the net present
value to the business must be the same as untl@ighsline methodology.

However, a regulator or might also wish to useedéht depreciation profiles for other
reasons. For instance it is possible that in sersiances price stability could be better
achieved through an alternative depreciation prdblstraight-line. Accordingly, the
regulator has the discretion to adopt a differeygrdciation methodology where it
considers it appropriate.

ACCC WCIR pricing principles— July 2011 44



Fixed assets should be depreciated using a stiaghinethodology. However, the
regulator or the operator may adopt a differentra@gh to depreciation where an
operator can justify departure from this methoevbere it is appropriate for the
regulator to do so. Where a different approactseduthe net present value to the
business must be the same as under a straighmhétieodology.

3.6.1 Timing of depreciation

To ensure that the operator is only being compeddat capital expenditure once the
related asset is available for use, regulators wnigtallow an operator to recover
depreciation after the asset is available for lrsthis way, customers will only be required
to compensate for the cost of an asset once tloeiag=d service is available for use.

Investors should have adequate forecasting methgial to ensure that they have enough
revenue to finance their capital expenditure owveetand the building block model
provides for this.

Depreciation of an asset must only be recovered trat asset is providing
infrastructure services.

3.7 Forecast taxation

The pricing principles require regulators to ugmat-tax building block model to set
regulated charges. As a result, forecast taxatiost fiorm a separate building block of the
total revenue requirement of an infrastructure ajuer

The forecast taxation payable by the infrastructyserator must be calculated in reference
to both the forecast corporate income tax payapliad operator less the estimated value
of imputation credits that would be received byypdthetical private investor in that
operator.

Forecast corporate income tax

Australian businesses pay taxation at the compateyan taxable income earned in a
financial year. Taxable income is typically caldathby revenue less any deductible
expenses, including operating expenditure, intexedtdepreciation on capital
expenditure. Where a company makes a loss, thaidoslled forward to the next
financial year and deducted from taxable incomghat financial year.

Under the National Tax Equivalents Regime (NTERg, dame provisions typically apply
to government owned corporations. However, instégrhying taxation subject to income
tax laws, the entity pays an equivalent incomditbility to the Treasury or Revenue
Office of the State or Territory to which the NTERtity belongs.

In forecasting the corporate income taxation pag/élylthe infrastructure operator, under
the pricing principles the regulator must fore¢astactual taxation bill to be incurred by
the firm over the regulatory period. This must loaelin accordance with either Australian
tax law, or provisions such as the NTER.
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Estimated value of imputation credits

Under an imputation tax system in Australia, divide distributed by a company from
post tax earnings carry imputation credits thatlmamnised by local residents to offset their
personal tax liabilities. Credits reflects the that has already been paid by those
companies and credits represent a benefit of thestment in additional to dividends or
capital gains. This system avoids double taxatiodigidends for income tax already paid
by the company.

As Australian resident taxpayers can claim a taxlitlagainst the income tax they pay on
dividends received from Australian companies, tredlect a benefit to investors.
Imputation is therefore relevant to the modelliigax payments in cash flows/allowable
revenue.

While franked dividends are not generally paid bygyrnment businesses, in order to
maintain competitive neutrality, it is necessaryrtake an assumption of the value of
imputation credits for a hypothetical private inesn the infrastructure operator.
Therefore it will be necessary to assume a valumpbitation credits in the pricing
principles.

Imputation factor (gamm&)

In the CAPM, the proportional value of imputatiaedits is represented by the value of
gamma. The imputation factor, or gamma, repregéetproportion of these credits which
can, on average, be used, and their value to iorgest

Gamma has a value of between zero and one. A gahaore means that shareholders
receive income tax credits equivalent to the valiuax paid at the company level. Gamma
would be equal to one where imputation creditsfaig distributed and fully valued by
investors **A gamma of zero means that shareholders receivalne from the imputation
credits. Where the investor is not a local residert pays no Australian taxes, the value of
imputation credits to such an investor would eqtatzero.

The general regulatory approach in Australia idgbine the gamma as the utilisation rate
multiplied by the imputation payout ratio:

y = OF @)
Where:
0

the utilisation rate of imputation credits i€ thalue of
distributed imputation credits to investors gg@portion of
their face valué’

34 Imputation credits arise only from payment ofs&alian company tax.

35 With a vanilla WACC, imputation is also relevam CAPM for the equations for re-levering andldeering beta estimates, and by redefining the
return on equity and the market risk premium téefthe value of imputation credits.

36 AER, Review of the weighted average cost oftahV/ACC) parameters for electricity transmissamd distribution — Issues Paper, August 2008, p.
72

37 Where the domestic CAPM is used, the utilisatate is the utilisation rate of the average Aali&tn investor.
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F = Imputation payout ratio is the face valuemputation credits
distributed by the firm as a proportion of tiaed value of
imputation credits generated by the fii(h© + Tax paid by the
firm).

It is anticipated that water infrastructure opermsit@gulated under Part 6 of the WCIR will
not be required to pay income tax and thereforegaih no explicit value for imputation
credits. In light of this, the ACCC has revisedapproach from the draft pricing principles
and does not intend to determine a value for gatonag@ply in the context of price
approvals or determinations under Part 6 of the R@iless a business is forecast to pay
income tax.

In estimating the annual taxation building blodle tegulator must estimate the
annual actual corporate income taxation to be pgithe operator less the imputation
credits that would be received by a hypotheticalgte investor in the operator.

In estimating the value of imputation credits tagulator must multiply the annual
estimated corporate income tax bill of the operbioan imputation factor (gamma).
If required, the imputation factor will be deterrathby the ACCC.

3.8 Renewals annuities

Part 6 operators may choose to fund capital araperating expenditure through a
renewals annuity. Where a renewals annuity is useast:

« provide sufficient revenue to fund all required emgiture
- reflect efficient expenditure forecasts

« be set across a long term planning horizon (beybagberiod to which the
application applies)

e be transparently calculated
« be reviewed regularly.
Where an annuity payment is made by all custonaasets purchased with the annuity

must not be included in the RAB (see section 3.1).

Under Schedule 1, Part 6 operators that use a esannuity will be required to provide
information in their Division 2 application on:

« the nature of the assets included in the annwaésilation

« the basis of the long term capital expendituredasts that support the
calculation—when and on what basis the forecaste wade

« the service levels that underpin the capital exjieralforecasts
e the annuity term
« the discount rate used to calculate the annuity
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- from the above, the actual or forecast balancbefénewals annuity

« evidence of how the annuity is managed and howdfte annuity is
reviewed.

These details are to be provided for each yedreofégulatory period that is set to expire
and for each year of the following regulatory pdrio

Where a renewals annuity is used, the regulatot beisatisfied that it:
« provides sufficient revenue to fund all requiregpexditure
- reflects prudent and efficient expenditure foregast
« the discount rate used to calculate the annuityasonable

« is set across a long term planning horizon beybedgeriod to which the
application applies and that the length of the @&gnsi determined by the
capital expenditure program so that all materiglesxditure is captured.

3.9 Cost allocation principles

Cost allocation refers to the allocation of an @pars various costs to each of its various
services and consequently, to the charges it légrehiose services. In general, costs will
be directly attributable or shared. That is, sows&will only arise due to a particular
service being provided (direct costs) while othests will be incurred in providing a
number of services (shared costs). While the dilmcaf direct costs is relatively
straightforward, the allocation of shared costslwamore difficult.

Initially, operators will need to identify which sts are associated with providing
infrastructure services, as opposed to other dmstse by the operator (i.e. their regulated
costs/services as opposed to their unregulated/sestices). The costs associated with
providing infrastructure services will be the castsvhich a regulated charge applies.

Those costs that are associated with providin@ggtfucture services to which a regulated
charge applies will then need to be allocated theedirect or shared costs.

In the case of direct costs, only costs that amrecty attributable to the provision of a
particular category of service may be directlyibttted to that category of service. The
operator will have some discretion in determining level to which it identifies direct
costs; these could be to the customer level, tadbegory of service level or to the
irrigation district level, for example. Generaltiae level of cost identification and
allocation should align with the level to which ofpas are determined. For example, if
charges are levied by valley, direct costs shoal@bntified and allocated at the valley
level.

Shared costs incurred in providing several categarf service must be allocated between
those categories. Where there is an identifiab&iomship between the shared costs and
the services being provided, a causal allocatoulshoe used to share those costs between
services. For example, if costs increase with timalver of megalitres delivered, the causal
allocator could be the number of megalitres deéideiWhere shared costs are immaterial
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or a causal relationship cannot be establishedwitbndue cost and effort, the operator
may use a non-causal allocator to allocate costede® services.

A Part 6 operator’'s methodology for allocating sdst different services must be
sufficiently detailed so that the regulator codglicate the operator's methodology. In
particular, the operator should include in its Baapplication information:

e For directly attributable costs:
« the nature of each cost item
« the category of service to which the cost itenoibe directly attributed

« the characteristics of the cost item that assodiateiquely with a
particular category of service in order to maka directly attributable
cost.

« For shared costs that are allocated between ssmgieg a causal allocator:
« the nature of each cost item
« the categories of service to which the cost iteraseing attributed
« the nature of the causal allocator(s) being usedldcate costs

« the reasons for selecting the allocator(s) andxataeation of why it is
the most appropriate allocator for the cost item

« details of the numeric quantity or percentage efatiocator(s)
including how these have been determined

« whether the numeric quantity or percentage of tleeaor(s) is likely
to remain constant over time.

« For shared costs that are allocated between semgirg a non-causal allocator:
 the basis of allocation
« the reason for that basis

« an explanation of why the shared cost is immateriahy no causal
relationship could be established without undue and effort

« the numeric quantity or percentage of the non-dalkeator applied to
each category of service and in total.
In allocating costs between various categoriegnfises, the same cost is not to be
allocated more than once. Namely:
« the same cost may not be treated as both a dwsttod a shared cost
« adirect cost may only be attributed once to alsingtegory of service

« the allocation of a shared cost must not exceee tian 100 per cent
of the cost.
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An operator is not locked into using particulardgmf charges and tariff structures (see
section 3.11). However, transparency around hows@rg allocated between different
activities will assist the regulator in assessing:

« the efficiency and prudency of the cost base oberator

« the extent to which the proposed charges and trifttures recover
the underlying costs of providing infrastructurevéees.

Charges are to be approved or determined on the &fea cost allocation methodology
that:

 identifies which costs arise from providing infragtture services (to which
regulated charges apply) and which costs arise othar activities undertaken
by the operator

« attributes direct costs to the service to whicly tleate and not more than once
to any category of service

e uses an appropriate allocator when a causal atlot@tshared costs can be
identified

< only uses a non-causal allocator for shared coseserthose costs are
immaterial or no causal relationship could be disabd without undue cost
and effort

» allocates shared costs such that the full amoutiitasfe costs, no more or no
less, is allocated to the services to which itteda

The same cost must not be allocated more thaniorargy instance.

3.10 Form of price control

In general the forms of price control availableteegulator include price caps and revenue
caps, although regulators often adopt approactasitiise both elements of price and
revenue caps. This is known as a hybrid approach.

Under a price cap approach, a regulator would oeter the maximum charges an
operator could levy. This may be done in referéondadividual tariffs or a ‘basket’ of
tariffs. Under a price cap the regulator typicaliguld regulate charges to increase by a
fixed percentage in each regulatory year.

Under a revenue cap approach a regulator wouldrdete the maximum amount of
revenue while the operator would remain responddyleletermining prices in accordance
with the cap. Therefore if the operator under-reced in any one year, prices could be
raised in subsequent years to recover this shiotfféhe operator over-recovered in any
one year, prices would have to be reduced in suiesgyears to ensure the revenue cap
was not exceeded.

In theory, under a price cap, an operator woulcetastrong incentive to determine a tariff
structure that aligned with the costs of its bussn®therwise where tariff structures
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deviate from cost structures, a business would ifacreased revenue risks. Under a price
cap, it would be possible for a regulator to deteemelatively stable prices.

On the other hand under a revenue cap a businadd Wave greater flexibility to offer
alternative tariff structures as it would be subgreater protection against revenue risks.
However, under this form of price control, custosmould be at risk of greater price
instability as operators could change prices owvee to address revenue shortfalls or
windfalls that occurred in the past.

Therefore, the decision in applying a form of preoatrol will largely reflect a decision
about achieving revenue stability for the operatwat price stability for customers. The
ACCC considers that the regulator will be in theth@osition to decide on how to make
this trade-off between different objectives. In mmakthis decision the regulator may
choose to seek input from the regulated business.

A regulator may apply any form of price controlubgect to meeting the requirements
of the Water Charge (Infrastructure Rules) 2010.

3.11 Tariff structures

Given the multitude of supply scenarios acrosB&n, it is neither practical nor
desirable to prescribe particular tariff structui@sdifferent types of infrastructure
services. Nevertheless, in approving or determinggmlated charges, the regulator must
have regard to the Basin water charging objectwesprinciples.

For example, charges must promote the economie#ilbient use of water infrastructure
assets. In practice, this can be best achievedenherfixed and variable components of a
charge recover the fixed and variable costs ofidiog services.

Charges must also be sufficient to ensure thateygired infrastructure services continue
to be efficiently delivered. That is, charges mstdesigned so that businesses earn a
sufficient revenue stream in order to meet thejutatory, legal and other obligations.

It will also be important that customers can readilderstand the tariffs they are likely to
face and the amount they would pay under diffeseaharios. Therefore charges should be
clear to customers and promote pricing transparency
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Tariff structures should:
« promote the economically efficient use of waterasfructure assets

« ensure sufficient revenue streams to allow effictslivery of the
required services

- give effect to the principles of user pays in resjéd water storage
and delivery in irrigation systems

< achieve pricing transparency

- facilitate efficient water use and efficient furoeting of water
markets.

3.12 Revenue from termination fees

Termination fees are levied on customers who wodlertminate their right of access to the
operator’s irrigation network. The Water Charger(ii@ation Fees) Rules 2009 caps the
maximum termination fee that can be imposed byeraior at 10 times the irrigator’s
total network access charge payable to the operatofinancial yeaf®

The rationale for levying termination fees is tasabs the fact that operators face ongoing
costs for maintaining irrigation infrastructure. Meof the costs associated with
maintaining the viable use of irrigation infrastiure are fixed costs — they are incurred by
the operator regardless of whether or not an itwigehooses to terminate its access.

Where termination fees are not charged to ternmgatrigators, irrigation infrastructure
charges for remaining customers are likely to figes is because the fixed cost of
operating and maintaining the network would be stifretween less entitlements of
access to that network. Therefore, remaining itagawould expect that any termination
fee revenue already collected by an irrigationastiructure operator is used to contribute
to the ongoing costs of operating and maintainimgrtetwork. This would in-turn help to
reduce any upward pressure on irrigation chargesgalator under the WCIR has a role
in ensuring this occurs.

There are various mechanisms by which terminagerrévenue could be reflected in
regulated charges.

For instance one method would be to treat ternondges as a customer contribution for
the roll forward of the RAB. This would be donefegording termination fee revenue
within the pricing model as negative capital expemd with a time period for returning
the revenue to customers. When capital expendgysesitive, customers pay for the
expenditure through a higher RAB and a higher d=atien allowance until the asset life
is exhausted. By recording the revenue as negedipital expenditure customers would

38 Water Charge (Termination Fees) Rules 2009+taaatory statement
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receive the benefits of the revenue through a IdR&B and a lower depreciation
allowance until the revenue has been fully retutimeclistomers.

Alternatively, the operator could operate a hypotaé ‘termination fee revenue bank’ that
would record termination fee as it was receivedhayoperator, a provision for interest
earned on the revenue, and record when the revemsed to reduce the revenue that
would otherwise be required from regulated chartyeapproving or determining revenue
from regulated charges the regulator would be nesipte for:

e approving or determining how revenue would be dsa&a the ‘bank’ to reduce the
revenue from regulated charges during the regylgteriod

e approving or determining an appropriate interets om the revenue.

The regulator has flexibility in deciding which namism is appropriate. However,
whatever mechanism chosen by the regulator it imeistansparent and promote price
stability.

The regulator must take into account the revenugady received by the operator from
termination fees when determining the required meegrom regulated charges in the
forthcoming regulatory period.

The method for addressing revenue from termingges must be transparent to
customers and promote price stability.

3.13 Demand or consumption forecasts

As part of their application under Division 2 ofrP@, Part 6 operators will need to provide
information on their methodology for estimating derd/consumption forecasts. In
particular, under Schedule 1, the operator wiltdppiired to provide data on:

« forecast and actual demand or consumption

e adescription of the methodology used to forecastahd or
consumption

e assumptions on which the forecasts are based
e consistency with historical data.

This information is to be provided for each yeaths relevant regulatory periods (the
regulatory period that is set to expire the follogvregulatory period).

In addition, as part of the annual review of char@eder Division 3 of Part 6), Part 6
operators will be required to submit additionabmmhation on their demand or
consumption forecasts. In particular, they will 8ag submit information on:

- forecast demand for, or consumption of, infrastiteservices for the
year to which the application relates

e estimated demand or consumption during the cuymesut
« how the forecast and estimate were calculated.
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Demand/consumption forecasts are important bedheseharges necessary for operators
to meet their revenue requirement depend on tleedst demand for the operator’s
services. Hence, any overestimate of demand cesldtrin a revenue shortfall for the
regulator and any underestimate could result ihdrighan necessary charges being levied
on customers.

There are a number of approaches to demand/consumiptecasting that have been used
in the rural water sector. These include utilisaafual sales and/or extraction data, the
Integrated Quantity and Quality Model and adoptrtgne-series approach.

In assessing a Part 6 operator's demand or consumfptecasts the regulator should
apply the following criteria:

« Have the forecasts been developed using appropoiseasting
methodologies?

« Are the forecasts based on reasonable assumpbons the key drivers
of demand, including:

« supply restrictions

< environmental conditions including inflows and thailability of
water

« commodities, including the treatment of water @eaved demand
« any elasticity assumptions
« demographic impacts, where appropriate.

« Do the forecasts utilise the best available infdrama including
historical data that can identify trends in demand?

« Do the forecasts take account of current demandaodomic
conditions?

The regulator may engage an independent constttamdertake this analysis where that
consultant has experience in assessing demandsumption forecasts for rural water
businesses. Any consultant report should be mabicpaubject to confidentiality.

An assessment of a Part 6 operator’s demand oupgisn forecasts is to involve an
assessment of whether the demand or consumptiecafsts:
- are based on appropriate forecasting methodology

« are based on reasonable assumptions about theikegsdf
demand, including:

= supply restrictions

» environmental conditions, including inflows and thailability
of water

= commodities, including the treatment of water aeaved
demand
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» any elasticity assumptions
» demographic impacts, where appropriate.

 utilise the best available information, includingtbrical data that
can identify trends in demand

» take account of current demand and economic comditi

The regulator may engage an independent constdtassist in determining the above.
All reports from consultants should be made pulsiihject to confidentiality.

3.14 Customer consultation

In a pricing application an operator must provideogerview of how the business has
consulted with its customers. It is expected thadeking input from customers an
operator would consult on issues of significancegaustomer base. This is likely to
include the trade-off between pricing and servicEomes, major investment decisions,
significant maintenance works, and proposed tariffs

There are a number of forms that consultation aka &nd the ACCC would expect
businesses to use a mix of consultation approaoh@®vide customers with sufficient
opportunities to be involved in the process.

Options for customer consultation include:
« market research
« satisfaction surveys
« willingness to pay surveys
¢ customer committees
¢ meeting with interest and community groups
« customer focus groups
« meetings with large customers
« project specific consultation with customers armhl@ommunity groups
 inviting customer comment on proposals
¢ public meetings, information sessions and workshops
« newsletters and media releases.

While the WCIR do not specify the consultation aygmhes that an operator must use and
when they are to be used, the regulator must heyegrd to the consultation that has been
undertaken by an operator. For instance, whergdatr deems consultation to be
insufficient or unsatisfactory it may influence tlegulator’s views on whether proposed
expenditure is prudent or efficient.

The regulator must have regard to consultation tiakien by an operator in approving or
determining regulated charges.
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4  Process under Part 7

This chapter and the following chapter deal with pinocesses and principles to be
followed in undertaking price approvals under Haof the WCIR.

Part 7 applies to member owned operators that:

e provide services in relation to over 10 GL of datitent within the
MDB?*

« makes a distribution to all of its member customers
Operators that satisfy the above are called Paperators.

The purpose of Part 7 is to ensure that Part 7atqerdo not use member distributions as
a means to discriminate against their non-membsiomers. As the boards of member
owned operators are directly accountable to theimiver customers there are adequate
incentives for these operators to pursue effigeiting, investment and appropriate levels
of service for their member customers.

However, there is a risk that member owned opesatould set access charges at levels
greater than those consistent with full cost recpge as to return monopoly rents to their
members in the form of a distribution. Hence Pdrag been introduced as a limited price
approval or determination process which is focussednsuring that all distributions are
based on a rate of return which reflects the comialerisks faced by the operator. This is
discussed in more detail below.

An overview of the Part 7 process is provided gufe 3 below.

A Part 7 operator that makes a distribution taalts member customers will have three
months from this date to apply to have their chsuaproved or determined by the
relevant regulator from the date.

Part 7 operators will be required to provide aipgapplication to the relevant regulator
for approval or determination:

« For new Part 7 operators this application shoulgrogided to the
regulator as soon as possible after becoming a7Rgyérator.

« For operators that have been through at least mm®waal or
determination process under this Part, the appicathould be made to
the regulator at least three months before theadpeis planning to
make changes to their charges.

39 Or within a state where that state has refgrozeer to the Water Act in respect of all of nofam water in its state.

ACCC WCIR pricing principles— July 2011 56



Figure 3 Part 7 process

Application is submitted by the

operator upon becoming a Part 7
operator or each time it wishes to
change its prices after becoming a P& |

7 operator o .
P The regulator notifies applicant
v that information requirements
. — are not satisfied, where relev
The regulator reviews application to +

assess whether information
requirements are met

v

The regulator publishes itaft

decisionto approve or determine the
operator’s regulated water charges apd
seeks submissions

The operator’s application and any
further information received is also
published

A 4

Submissions are received and
published* on the regulator’s website

A 4

The regulator publishes* ifmal
decisionon its website within three
months of receiving an application * Subject to confidentiality
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As required under Schedule 3, the application nmestide details of the operator’s:

Regulated charges including current charges, chdogavhich approval is
being sought and the period for which those regdlaharges will apply,
where relevant.

Asset base, including:

the nature and type of assets on which returnsviestors have
been, or will be, paid

the valuation of the assets on which returns tesinrs have been,
or will be, paid

the method and assumptions used to calculate thatian of those
assets including estimated remaining economic vekthe basis
for past and future depreciation

the financing of those assets showing the propodantributed or
financed by its members, the proportion of asset¢ributed or
financed by government, the proportion financedulgh renewals
annuity charges and the proportion financed thraughannuity
charges and whether or not debt funding is used

the operator’s method and assumptions used tolatddine return
on those assets.

Costs recovered through regulated charges, inaudin

total operating costs incurred in providing infrasture services

depreciation of capital assets required for provisif infrastructure
services

taxation in relation to the provision of infrasttuie services

rate of return on investment in relation to thevjsimn of
infrastructure services.

Demand or consumption forecasts, including:

the methodology used to determine that forecastaderr
consumption

the assumptions on which the forecast is based.

Distributions that the operator has made, or wike to related customers
including

the amount of the distribution pool and the sowfcehe reserve or
surplus from which the distribution is, or was,wna

for each class of related customer, the methodalsgy to
determine a related customer’s share of the digtab pool

the timing of the distribution
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. details of how the distribution is made to relatedtomers

. any terms, conditions or obligations associated wie
distribution?®
After receiving a Part 7 operator’s applicatiorg tegulator may request further

information from the operator. Such information s provided by the operator to the
regulator within the period specified by the re¢gatan the request.

In making its decision the regulator must prepadeadt decision which either approves or
determines the operator’s regulated charges. Tdfe dkicision must be published on the
regulator’'s website along with:

« acopy of the application

e acopy of any further information received in resg®to an information
request

¢ an invitation for submissions to the regulator’aftidecision before a
date specified in the notice.

The regulator will then consider whether to approrvdetermine the Part 7 operator’s
proposed charges as required under rule 49:

(2) The Regulator must not approve regulated chargesusén an application under this
Part that include a return on investment unles&Rigulator is satisfied that the return
is commensurate with the commercial risks involved.

(3) If the Regulator is not satisfied as to the mattefsrred to in subrule (2), the Regulator
must determine such changes to the regulated chageill enable the Regulator to
be satisfied as to the matters referred to inghbtule.

(4) In approving or determining regulated charges setroan application under this Part,
the Regulator may have regard to whether or notapalated charges would
contribute to achieving the Basin water chargingediives and principles set out in
Schedule 2 of the Act.

Hence, a regulator must not approve an operatoojsgsed charges unless the regulator is
satisfied that any rate of return included in tharges is commensurate with the
commercial risks involved. In approving or determgnhan operator’s charges the regulator
may also consider whether the charges would cané&ito achieving the Basin water
charging objectives and principles.

In particular, this will require the regulator tesess whether the operator has
used an appropriate rate of return and whetheagbet base upon which the
rate of return is levied is also appropriate.

The regulator may take up to three months to apoo\determine an operator’s charges
after receiving the operator’s application. Thiethmonth period does not include any
day or part day in which a request for further infation remains unfulfilled. The
regulator may extend this three month period pir@tvides a written notice to the relevant

40 Part 7 operators should refer to the ACCC's TiGuidelines for details of their information tégments under Part 7.
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operator which explains why it has been unable a&ara decision within the three
months. The extension may only be for one monthtahe.

When the regulator has made its final decisiomust give written notice of the decision
to the relevant operator and publish its decisioit®website.
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5 The Part 7 pricing principles

This chapter presents the pricing principles tajpglied by the relevant regulator in
applying the Part 7 rules.

Given the criteria under rule 49, there are two jBging inputs that the regulator will
need to scrutinise in approving or determining & Paperator’s regulated charges:

- the RAB
« the rate of return used for pricing purposes.

5.1 Valuation of the initial RAB

As mentioned in chapter 3, the RAB is the asset bgen which an operator is able to
earn a rate of return. It represents the valuédl alsaets that have been funded directly by
the operator (through explicit member contributionslebt financing) and which are
required for the provision of infrastructure seesdor which regulated charges are
payable.

Unlike Part 6 operators, no Part 7 operators (termi@l Part 7 operators) have yet had
their RAB set by an agency of a state under a latheostate. Hence, initial RAB values
will need to be calculated as part of the firsttFaaspproval or determination process
undertaken for each Part 7 operator.

In setting initial RAB values there are a numbecategories of assets that must be
excluded from the valuation. These include:

« Assets that are gifted to the operator—for examgseets that have
been gifted by government. While legal ownershighhrest with the
operator (or its members) there is no financiaauity requirement for
the operator (or its members) to earn a returriowalue or an
allowance to compensate for depreciation of thetass

« Assets funded through a renewals annuity thatnsributed by all
customers. As these assets were funded outrigal bystomers, these
assets should not also be used to provide a raguhe operator or its
members.

« Assets funded by all customers through a meang titae a renewals
annuity.

Hence, the first step in determining a Part 7 dpesaRAB is to identify any explicit
member contributions or debt financing by the oferthat has been used to fund capital
expenditure. Only these assets may be includdueiiRAB but should be adjusted to
account for depreciation. In valuing these as$eisdgulator must use a recognised
valuation methodology.

As the existing asset base of an operator is aiswealstment, a RAB valuation somewhere
between the scrap value of the asset base areplescement cost will be appropriate on
efficiency grounds, having regard to the need tarlz allocative efficiency objectives
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and signals for efficient investment. However, @tetmining the initial RAB, the regulator
must have regard to whether the resulting chargiésamtribute to achieving the Basin
water charging objectives and principles. In pattc the resulting charges should avoid
perverse or unintended pricing outcomes.

If the initial value of the RAB was to result iniges changing significantly from prior
levels—that is, if it resulted in a price shock—stkiould be a perverse and unintended
pricing outcome. Hence, the regulator should enthatthe initial RAB value does not
result in price shocks.

The initial RAB is to be determined by applyingegognised valuation methodology.
However, in determining which methodology to use, tegulator must ensure that the
valuation methodology it uses to set the initialBRéoes not result in price shocks. The
RAB may only include assets funded by the operaorused to provide infrastructure
services. The RAB may not include any assets tinat been:

- gifted by government or another third party, withexpectation of a
rate of return on those assets

« funded by all customers through a renewals annuity
« funded through other customer contributions.

5.2 Roll-forward of the RAB

The RAB value, once set, must not be subject taluation. Revaluation of an existing
RAB can create uncertainty for the regulated bssirand its customers and can result in
price shocks and windfall gains or losses to ther®ss. Moreover, the periodic
revaluation of sunk assets can result in regulapsgtators facing an unpredictable revenue
stream which could deter efficient investment.

Once the opening RAB value has been set, the wltihee RAB will need to be updated
each time changes are to be made to an operaggusated charges. In particular, the
value of the RAB will be rolled forward based o fiollowing calculation:

« starting with the RAB value approved or determittegllast time charges were set
under Part 7 of the rules

« adding all actual capital expenditure (net of costoor government contributions)
undertaken since charges were last determinedpsoagd under Part 7 where that
capital expenditure was necessary to provide theired infrastructure services

e subtracting all regulatory depreciation since chargere last determined or
approved under Part 7

« subtracting all actual revenue from asset dispasatsvered since charges were
last determined or approved under Part 7.

The RAB must be rolled forward in this way for eatlbsequent approval or
determination under Part 7 following the initiapapval or determination under Part 7.
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A Part 7 operator’'s RAB is to be rolled forward by:

- starting with the RAB value approved or determittegllast time charges were
set under Part 7 of the rules

« adding all actual capital expenditure (net of costoor government
contributions) undertaken since charges were kistrohined or approved under
Part 7 where that capital expenditure was neces$samovide the required
infrastructure services

« subtracting all regulatory depreciation since chargere last determined or
approved under Part 7

« subtracting all actual revenue from asset dispasatsvered since charges were
last determined or approved under Part 7.

5.3 Rate of return

The same methodology as outlined in section 3.8@bwust be used by the regulator in
undertaking Part 7 approvals or determinations.

The cost of capital is to be calculated on thesbaba WACC determined in
accordance with formula (1).

The cost of equity is to be estimated using theekim CAPM based on the Officer
model.

The risk free rate is to be based on the yield Bd gear CGS bond, using an averaging
period of between 10-40 business day period commgrs close as practically
possible to the start of the regulatory period.

The cost of equity is to be calculated using a MiRB per cent.
The cost of equity is to be calculated using antgdpeta of 0.7.

The benchmark DRP is to be estimated on the bé&based on a benchmark gearing
level of 60:40 debt to equity on the yields of BBEated corporate bonds with 10 year
maturity to match the term of the risk free rate.

5.4 Common approaches across Part 6 and Part 7

The remaining components of the pricing principfesespect of Part 7 approvals or
determinations are common across Part 6 and P&enerally, the following issues will

be subject to greater scrutiny under Part 6 pgggavals or determinations where the
regulator will be more concerned with ensuring thatoperator is operating efficiently
than under Part 7 price approvals or determinatidhsse issues will only be considered
under Part 7 to the extent that the proposed chargeforward by the Part 7 operator raise
concerns in relation to the Basin water chargingdives and principles in Schedule 2 of
the Water Act. Consequently, in undertaking Paiti@e approvals or determinations, the
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regulator is to treat the following issues in thene manner as has been prescribed for
Part 6:

e operating expenditure

e capital expenditure

« debt raising costs.

e depreciation

- forecast taxation

« renewals annuities

« cost allocation principles

« form of price control

 tariff structures

« treatment of termination fees
« demand or consumption forecasts.
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6 Otherissues

There are some pricing issues that are not exgligiescribed under these pricing
principles. These issues are either beyond theesobine WCIR or matters in which the
regulator will necessarily need to exercise itemigon on a case-by-case basis.

6.1 User shares—treatment of government contributio ns

As noted in chapter 2, Part 6 applies in respect@iilated charges levied by Part 6
operators. As such, a regulator operating under@airthe rules may only approve or
determine regulated charges as defined under ke and the Water Act.

In approving or determining an operator’s chargeden Part 6 of the WCIR the regulator
will be required to assess whether the operat@ssscassociated with providing
infrastructure services are prudent and effici€he regulator will then use these efficient
costs to determine the operator’s total revenueirement. Any revenue received outside
of charges (for example, from government or custornatributions or from asset sales)
will then be subtracted from the total requirederawe to determine the amount of revenue
that charges need to recover. This will be usedketermine regulated charges.

In this way, while the costs associated with aivagtthat is not funded through regulated
charges will be assessed for prudency and effigighe source or amount of that funding
will not be determined by the regulator. The retpri@an only determine regulated
charges.

Hence, any government (or other) contribution Regt 6 operator’s costs will be taken as
an independent input to the price approval or dateation process. This includes any
share of costs relating to certain activities, &ulpart funding of certain infrastructure
projects or assets, or lump sum contributions fgavernment.

To the extent that a government is contributing #art 6 operator’s costs this is
independent of the Part 6 price approval or deteaition process. A government
contribution is a government policy decision, ratth@n being determined by a regulator
under the WCIR.

6.2 Carry forward of revenue shortfalls or windfall s from a
state regulatory period

At the end of a regulatory period the actual reweearned by an operator is unlikely to
exactly equal the revenue forecast prior to the sfahat period. In which case, without
further adjustments, over the regulatory period,ldhsiness would earn less revenue than
it anticipated or more revenue that it anticipat#uis is likely to occur for a water
infrastructure business where it levies chargessvtig in water consumed or delivered.

In transitioning to the new regulatory frameworldanthe WCIR, there may be shortfalls
or windfalls arising from over-forecasting or underecasting in the previous state
regulatory period. To ensure an infrastructure afperhas sufficient revenue streams to
deliver its infrastructure services in the firsguatory period under the WCIR, a regulator
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can take these shortfall losses or windfall gams account when determining revenue
requirements for the first regulatory period unither WCIR. In assessing how to address
the carry forward of revenue shortfalls or windfate regulator will need to consider
whether it would contribute to achieving the Basster charging objectives and
principles in Schedule 2 of the Water Act.

It is noted that regulators have the flexibilityuse a revenue cap - subject to meeting the
requirements in the WCIR (see 3.10). Thereforerelgellator can take into account
revenue shortfalls or windfalls from one regulatpeyiod in the WCIR when determining
the revenue requirement for a subsequent regulptrgd in the WCIR.

6.3 Other mechanisms for managing revenue volatilit vy

The WCIR and pricing principles provides regulaterth flexibility on a range of
different mechanisms that can be used to addrd¢sstl revenue volatility. Measures
available to a regulator include:

« choosing the form of price control (see sectiorDB.1
« setting tariff structures (see section 3.11)

« changing charges during a regulatory period tectithanges in forecast demand
or consumption (see section 2.2).

However, in some circumstances a regulator may teishtroduce other mechanisms to
manage likely revenue volatility over the regulgtperiod. For instance, a regulator could
estimate the opportunity costs associated withibgahe risk of revenue volatility over
the period, or could estimate the likely cost ofghasing insurance to manage revenue
volatility.

Any other mechanisms can also be applied by aaggubn a case by case basis, subject
to meeting the requirements in the rules. This rmgtide an assessment of whether the
approach would contribute to achieving the Basiteweharging objectives and principles
under Schedule 2 of the Water Act.

6.4 Price stability

Under 92(1)(c) of the Water Act, the water changles are to contribute to achieving the
Basin water charging objectives and principlesttar; the regulator is required to
consider these objectives and principles in unéemggapprovals or determinations under
Parts 6 and may have regard to these objectivepramzdples in undertaking approvals or
determinations under Part 7.

One of the Basin water charging objectives andclas is the efficient use of water and
water related infrastructure. Price stability igpontant to encourage efficient water use

and efficient investment in on-farm water infrastire assets. Hence, the regulator has the
ability to consider price stability in approving @etermining charges under Part 6 or 7 of
the WCIR. To do so is consistent with the Basinewaharging objectives and principles.

In this way, the WCIR provide enough flexibilityrfa regulator to smooth price changes
within a regulatory period. .
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6.5 Efficiency incentive schemes

The regulatory framework should provide the busineth the appropriate incentives to
only commit such capital and operating expendiaigé necessary to provide the required
services. To this end, the framework for approvdetermining charges under Part 6
contains built-in efficiency incentive mechanisms.

In undertaking an approval or determination, thgutator will (among other things) assess
the operator’s proposed capital expenditure (ferghtire regulatory period in the case of
Part 6) before that expenditure is undertakenillthg an ex ante approval process
whereby capital expenditure projects are effecyiyee-approved by the regulator.

In this way, there will be a lag between the tinteew the expenditure is undertaken and
the time when the RAB is updated for actual effitieapital expenditure. Charges in the
period during which the expenditure is actuallyumed will be set on the basis of the
forecast capital expenditure that the regulatorgnasapproved before the commencement
of the regulatory period. Where the operator cdiveiethe capital project for less than the
forecast cost of the project, the operator wilebée to recover the difference between the
forecast and actual capital expenditure throughgsgsauntil the start of the next regulatory
period (when the RAB is adjusted for actual expteméd).

At the start of the next regulatory period, the RAH be adjusted by the actual amount of
capital expenditure and, in this way, if the operdias been able to spend less than the
forecast amount, the customers will also benef@ugh lower prices into the future
(through a lower RAB).

Because operating expenditure is also assessate)sanilar incentives exist as for
capital expenditure. Namely, if the operator iseabl spend less than the forecast amount
of operating expenditure, it will be able to recotrgough prices the difference between
the actual and forecast operating expendituréhitnway, operators are faced with the
incentive to spend less than the forecast levepefating expenditure.

Outside of the built-in efficiency incentive mecksns discussed above, the regulator may
choose to incorporate other incentive schemestiaio regulatory framework provided
that these are not inconsistent with the WCIR.

6.6 Timing assumptions of cash flows

The ACCC normally adopts a year-end assumptiooperating expenditure and revenue
cash flows. Accordingly, it is expected that expame and revenue all occur on the final
day of each regulatory year; therefore no adjustsiencash flow are required for
operating and revenue.

However, given that State regulators have adoptéeteht timing assumptions in the past,
the ACCC believes it is appropriate to allow thgulator full discretion in deciding an
appropriate timing assumption of cash flows inttipeicing models. Where a different
timing assumption is adopted, it is expected thaper adjustments to opex and revenue
will be made accordingly.

Where an alternative cash flow assumption is adptee ACCC believes it is then
appropriate to allow an explicit allowance for wiidk capital to account for potential
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misalignment in expenditure and revenue. The réguisa given full discretion in
determining the quantum of the working capital\@lnce so long it is fully transparent.
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Appendix A - Issues raised by submissions

On 17 January 2011 the ACCC released a draft weddithe pricing principles. In
response the ACCC received submissions from thewolg parties:

e The Essential Services Commission of Victoria (ESC)

e Goulburn-Murray Water (GMW)

« The Independent Pricing and Regulatory Tribundlleiv South Wales (IPART)
e Lower Murray Water (LMW)

+ State Water.

This section discusses the main issues raisecakgtsblders, and the ACCC'’s
consideration of these issues.

A.1 Management of revenue volatility
Views raised in submissions

In response to the draft pricing principles, staltdérs questioned whether alternative
mechanisms could also be applied to manage rewasiatity.

For instance ESC and GMW both questioned whetlegr ¢buld be allowed to apply a
revenue cap under the pricing principles. The E®@hasised that revenue caps and
hybrid control systems had been used in the pdkeatquest of rural businesses to help
them deal with the variability of revenue and ralhflts view was that price caps do not
have the same flexibility.

Fixed prices could lead to large under or overvedes of revenue. Given that the
variability of rainfall and revenue cannot be cotied by water businesses, it is
inappropriate to apply the incentive properties gfice cap regime to them. Providing
businesses with the option of a revenue cap oridhgaip has proven in practice to be the
most prudent choic&.

GMW stated that:

Customers are used to and accept the current gciangements for a rural water business
(in Victoria). The current pricing method enabled/8V to manage risk jointly with
customers, which ultimately arrives at a more staiice over time and customers only
paying for the cost of the servite.

Under the revenue cap approach in Victoria, watsirtesses have also been able to carry
forward under-recovery of costs from previous ratarly periods. Therefore stakeholders
also questioned whether this would also be allowtdkr the pricing principles.

41 ESC submission, p.2
42 GMW submission, p. 1
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For instance LMW were concerned the flexibilityary tariffs within a regulatory period
would be ‘lost’ and also believe there should lmeexhanism ‘to enable water agencies to
recoup any revenue shortfall moving into the newC&regime™®

A similar point was made by GMW:

The WCIR and Guidance Materials are currently sitenthe ability to carry-over under
recovered revenue between regulatory periods. i ssignificant concern for G-MW as it
has currently under recovered revenue of $20m. & &kartfalls have been due to
significant supply constraints (during drought) aeduced demand (during flood)...GMW
considers it appropriate to address this transiti@sue in the WCIR or guidance materials,
as significant losses of revenue will have an inhpacregulated business&'s.

IPART, on the other hand, questioned whether tloeydccontinue to apply the approach
they have used to manage revenue volatility fagefitate Water. IPART have used price
caps to regulate State Water and have set taoffisat approximately 60% revenue is
recovered through usage charges. In the most rdegetmination of State Water’s prices
IPART added an additional building block to Statatés’s revenue requirement. This was
designed to reflect the forecast holding costs $tate Water will incur in borrowing funds
in years of revenue shortfaffs.

We have found middle ground by using a price stmgctvhich recovers less than 100% of

costs from fixed charges, but, to partly compenSaste Water for the risk of revenue

volatility includes a revenue volatility allowancel.he building block approach
should...provide the capacity to include a revenuatitity allowance if warranted®

State Water also requested compensation througireaue volatility allowance, but its
first preference for obtaining compensation foreraye volatility would be through a
higher WACC.

Given difficulties associated with quantifying suabsts (i.e State Water cannot insure
against volumetric risk), there is a strong argunfencompensation through the WACE.

Their submission suggests that an equity betai®hiore appropriate for rural bulk water
operators.

ACCC assessment

The pricing principles for price approvals and d@ieations under the Water Charge
(Infrastructure) Rules aim to contribute to achmgvihe Basin water charging objectives
and principles set out in Schedule 2 of the Waigr A

To achieve the Basin water charging objectivesmimtiples, amongst other things, a
regulator will need to ensure that a business eggdlunder Part 6 of the WCIR has
sufficient revenue to allow efficient delivery dfet required services. In other words,
regulated revenue streams must be based on cestssad as prudent and efficient, and it

43 LMW submission, p. 2

44  GMW submission, p. 2

45 |PART, Review of bulk water charges for State Wa&erporation, June 2010, p. 57
46 |PART submission, p. 5

47 State Water submission, p. 16
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must be likely from the charges levied by an operttat there will be enough revenue
available to provide the infrastructure services.

There is a risk that a business will not have sigfit revenue to recover its costs where it
imposes a charge structure that is misaligned thigrunderlying cost structure of the
operations of its business. This might arise wiieeecosts of operating a water business
are largely fixed but a high proportion of revemsié be recovered through charges that
vary in water consumed or delivered.

The draft pricing principles outlined a price capm of control. That is, in determining
regulated water charges, the regulator would caprthiximum amount an operator could
charge. Under this approach, to ensure an opdratosufficient revenue to deliver the
required services, a relatively high percentageewénue could be recovered through fixed
charges.

The regulatory framework also allows for revenwsisito be addressed by requiring
charges to be updated during a regulatory peri@ttount for changes in demand or
consumption forecasts. This approach recognis¢®feaators may still wish to impose
usage charges, and that it is difficult to prediater usage in advance for several years
into the future.

Further, the regulatory framework allows for flekily in choosing the methods for setting
demand and consumption forecasts. For instanbe ifdgulator was concerned that a
particular demand or consumption estimate propbgetie regulator was not accurate, the
regulator has flexibility to choose an alternatagtimate.

In response to submissions the ACCC recognise®that mechanisms may also be
appropriate to manage potential revenue volatilityis includes a revenue cap, whereby a
regulator sets a maximum amount of revenue thabeaarned through charges over
several years. Accordingly, a regulator will beagithe flexibility under the pricing
principles (subject to meeting the requirementseutide WCIR) to determine the form of
price control. This is discussed in Section 3.1€hefpricing principles.

Other mechanisms would need to be assessed bylategn a case by case basis. For
instance a regulator will also have the flexibilibyapply any other mechanisms to address
forecast revenue volatility where it considers tyaplying those mechanisms would
contribute to achieving the Basin water chargingcives and principles in Schedule 2 of
the Water Act. For instance, a regulator could applevenue volatility allowance subject
to this assessment. The flexibility available t@gulator in addressing forecast revenue
volatility is outlined in section 6.3.

The ACCC also recognises that there may be reveimortfalls and windfalls from the
current state regulatory period that a regulatoy miah to consider when determining the
revenue requirement for the first regulatory peuoder the WCIR. This is discussed in
section 6.2.

In deciding whether carry-forward of windfalls drostfalls would be appropriate, the

regulator would also need to assess whether thiddwmntribute to achieving the Basin
water charging and objectives in Schedule 2 oitager Act. For instance the regulator
would need to assess whether in the absence abltiferward of shortfalls or windfalls,
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an operator’s revenue streams would be ‘suffidierallow efficient delivery of the
required services’ and ‘give effect to the prineipf user pays’.

However the ACCC considers that a change to the WMot an an appropriate means
for compensating an operator for bearing revenuaility risk. The WACC is intended to
provide a rate of return which is commensurate withrisk faced by a benchmark
efficient service provider. This ensures that tha funder regulation is provided with
adequate incentives and receives adequate returnadertaking capital investments. The
equity beta in the WACC only compensates an opefatdearing risk that is by nature
systematic. That is, risk that a firm cannot eéfidly address through other means.

Revenue volatility on the other hand mainly arigesvater infrastructure operators
because variable charges have been levied. Tmsdbwolatility can be addressed by
altering the tariff structure or through other matisms available to the regulator.
Increasing the WACC in response to such a tanffcstire would lead to a WACC that is
higher than would be demanded by a hypotheticathraark efficient provider and
therefore may provide too great an incentive torédgeilated business to invest in capital
expenditure.

A.2 Timing of annual review process
Views raised in submissions

Several submissions raised questions about thaedineiquirements of the annual review
process.

For instance GMW were concerned that the timefreumeld require lodgement of an
application in the middle of the peak irrigatiorasen and forecasts would be less accurate
than if it were provided a few months later.

(T)he process defined in the guidance materialsulshbe) shortened, so that more timely
and accurate information can be provié%d.

This was a similar point made by LMW.

The requirement to submit the annual review 5 meptior to the end of the period is
excessive, particularly when most usage occursdmtvilovember and Apr‘l?.

State Water also noted the difficulty in providiaccurate data at this stage of the
irrigation season.

Irrigation water sales have traditionally continuietb March and then levelled out from
April to July. Such sales patterns mean it is diffi to predict current year and forecast
extractions before March each yé%r.

Views raised in submissions

The WCIR outlines timing requirements in relatiorah approval or determination
undertaken prior to the start of a regulatory prireopening of an approval/determination

48 GMW submission, p. 2
49 LMW submission, p. 1
50 State Water submission, p. 23
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mid-period, and the annual review of charges. Rstaince in each year during a regulatory
period (other than the final year) the operatorthpusvide an application for the annual
review of charges. The regulator must approve tardene those charges within 3 months
of receiving the application. The timing obligatsoare summarised in Section 2 of this
document.

However a regulator has some flexibility as to wkeask operators for an application for
either an initial approval or determination or foe annual review of charges. For
instance, a regulator may wish to take less timepfmove or determine charges than it is
allocated under the rules to approve or deternfaeges. In such a case, the regulator can
ask for an application later than it may otherwdse A regulator may seek input from the
operator in deciding when it is appropriate for tiperator to provide an application.

A.3 Revenue from termination fees
Views raised in submissions

The approach proposed by the ACCC in the drafiqgitermination fees would have in
effect required regulators to treat terminationrf®esnue as negative capital expenditure.

GMW raised a query about how this approach woultkwat did not express a view on
whether they supported the approéch.

LMW were of the view that the approach proposedhieyACCC in the draft pricing
principles would provide too great a revenue impact

Instead they proposed that

The termination fee...should be applied on an ansedlbasis to the total revenue received
and not deducted from the RAB.

ACCC assessment

The ACCC recognises that there are a number of wawyhich termination fee revenue
can be reflected in regulated revenues. Differppt@aches will lead to different impacts
between different customers and across time amd Hre a number of ways to give effect
to price stability and transparency. Given thaséhguestions will be of interest to current
customers, the ACCC considers it appropriate thsttoeners be given full opportunity to
provide feedback on these issues. Consequentlyritiag principles now reflect higher
level principles about how termination fees shdwéchddressed rather than the mechanics
of the approach. The principles include that ttgailaor must consider revenue from
termination fees in determining regulated revemaethat the method for recovering
revenue must be transparent and promote pricdistabi

The revised position will allow an operator to ppep how to address termination fee
revenue in their pricing application prior to thars of a regulatory period. It is expected
that customers will be consulted prior to this sigsmon. Customers will also have an

51 GMW submission, p. 3
52 LMW submission, p. 3
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opportunity to provide feedback after a regulatakes a draft decision, and during any
other consultation process the regulator conducts.

A.4 Customer consultation
Views raised in submissions

The ESC submitted that the draft pricing princigésuld include a requirement that the
accredited regulator consider whether a water legsihas properly consulted with its
customers about tariff structures.
Unlike some other regulated industries, rural whtesinesses have fewer customers, and
consultation with them regarding tariff changes &radsition strategies is a vital means of
ensuring that efficiently-set tariffs are arrivedaad that there is a proper and full
consideration of tariffs and their impaéf’s.

The ESC noted that in the past the ESC has reject@gplication from a regulated
business on the basis that proper consultationesusttomers had not been undertaken.

ACCC assessment

The WCIR ensure affected stakeholders will haveramum level of input prior to a
regulator’s decision. For instance in providingrgipg application, the operator must
provide detail on the consultation it has undentakéh its customers prior to submitting
its application.

Prior to submitting a pricing application, the AC@&pects that operators would consult
with customers on issues of significance. Thigksly to include the trade-off between
pricing and service outcomes, consideration majoestment decisions and maintenance
works, and proposed tariffs.

A regulator will need take the consultation inte@ent when assessing the pricing
application. This has been included in section &4.4 pricing principle. The inclusion of
this principle intends to signal to the operata@ itmportance of customer consultation. For
instance where an operator has not undertaken ktatis on major expenditure
proposals, it would be difficult for a regulatordesess the relative merits of that proposal
where it would materially impact on prices and/@ngce outcomes and for the regulator
to approve such expenditure.

It is noted that the rules or pricing principlesrdd preclude a shareholder of a regulated
business requiring particular consultation priotite submission of a pricing application.
Customers will also have the opportunity to proviekedback to the regulator on a draft
decision.

A5 WACC

Views raised in submissions

53 ESC submission, p. 6
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State Water’s submission noted its concerns arthumdalue of the WACC citing that the
WACC parameters under the pricing principles dorabiect the underlying commercial
risk of rural water operators.

State Water is concerned that the draft pricinggipies do not explicitly recognise the

unique operating characteristics and businesgrisle of the rural water industry. Rather,

the WACC parameters are based on previously esteddliprinciples for the metropolitan

water and energy network sectors that benefit fetahle and predictable cash flows. In

contrast, rural water operators are exposed tafisignt volumetric riskc?

State Water has highlighted that the impact ofA6€C’s proposed WACC parameters as
it stands will translate to a 150 basis point réiduncin regulated returns compared with
IPART’s 2010 Bulk Water determination for State \&tat

State Water also raised concerns around the foMAAXEC and would prefer to retain the
real pre-tax WACC formula that IPART has previoustiopted for State Water’s price
reviews.

The use of a post tax rate (or more importantlyube of an actual expected tax liability

instead of a statutory tax rate) effectively tratest to a zero tax rate for State Water due a

tax office ruling which allows accelerated depréoiaof most of State Water’s capital

expenditure. The accelerated depreciation will ltestaccumulated tax losses beyond the

next determination period. The tax incentive pragsafficient investment in rural water

infrastructure with flow on economic benefits tese areas®

State Water considers that by adopting a postetexaf return, it is effectively
undermining State Water’s initiatives undertakemiaimise tax liability since any tax
savings will effectively be transferred to custoseia a reduction in operating revenue.

State Water also noted that the benchmark geagired implied in the pricing principles is
well above the actual gearing level for rural watperators. State Water considers that the
unigue risk characteristics for rural water operatgarrants a more conservative gearing
assumption relative to the 60 per cent gearingd ledepted for energy and metropolitan
water businesses. State Water proposed that angearige of 30 per cent to 40 per cent
more accurately represents the efficient capitacstire for rural water businessés.

GMW on the other hand, noted that the current ggamtio is set at the assumed default
ratio of 60:40 debt to equity. GMW believes thattds does not recognise the highly
geared equity to debt ratio of regulated busingssskould be adjustet.

GMW has also noted that the WACC adopted by the E&been in real terms, while the
ACCC has proposed to adopt a nominal WACC.

The ESC expressed concerns around the level ofngysn to the setting of the WACC
several years out from a regulatory review. The B&es:

54 State Water submission, p. 1-2
55 Ibid, p. 1

56 Ibid, p. 5

57 Ibid, p. 18

58 GMW submission, p. 3
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It is obviously preferable to set WACC parameteasdal on data at the time of the
regulatory review. When this does not happen, WA@IDes might not reflect the actual
borrowing costs of a business when it plans itsetalzliiurek._’9

The ESC also stated that it would be better to taairthe parameters in the draft pricing
principles as guidance, or set a range, and theewehe parameters closer to the date of
the price review.

IPART also expressed concerns that the draft gyipnmciples fixed the parameter to be
used to determine the WACE.

ACCC assessment

The ACCC considers that the WACC parameters urgedtaft pricing principle are
consistent with the rate of return for benchmaficeint infrastructure operators and is
consistent with parameters adopted by Australigalegory authorities in regulating
monopoly businesses, including rural water busie®ss

The ACCC believes volumetric risk is a business#igerisk and therefore should not be
addressed via the rate of return. The ACCC'’s views how a regulator can respond to
forecast revenue volatility is discussed in secAch

In regards to the form of WACC, the ACCC is of thew that a post-tax form is an
appropriate methodology to determine a suitable eateturn for regulated businesses and
is consistent with the approach generally favolmgthe ACCC and the AER. The ACCC
considers that it is not possible to justify onmsmmic grounds the provision of an
allowance for tax liability when it is not likelptbe incurred by a business, as can occur if
adopting a pre-tax forff.The ACCC notes that by adopting the post tax fdomgcast tax
liability will be recovered through an explicit daBow within the building block model.
This will increase transparency, and provide argadete avenue for regulated businesses
to recover forecast tax liabilities.

However the ACCC notes that the choice betweemamal and real should not matter
provided there is consistency in the parametemaséis and the cash flows. If there is
consistency in the application then there shoultittbe difference from using either form
of WACC. All else being equal, the nominal WACC gltbprovide a similar result to the
real WACC. Therefore the ACCC considers that appropriate to allow accredited
regulators the flexibility to choose a real or noaliWACC.

On debt to equity ratios the draft pricing prineiplproposed a benchmark ratio of 60:40.
This assumption is consistent with the gearingratian efficient benchmark business and
is the gearing ratio generally adopted by regujapoactitioners. The ACCC notes that
where any changes to the gearing ratio were maaeuld not be viewed in isolation from
other WACC parameters. That is, if the gearingordcreased then cost of capital would

59 ESC submission, p. 6-7
60 IPART submission, p. 3

61 Asis the case for State Water
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be more heavily weighted towards equftydowever, where the overall debt ratio
decreases, equity holders will require a lowerrreais equity would be less risky.
Therefore the ACCC would need to readjust the gdpeta downwards.

The ACCC agrees with the views expressed by the &&8IAPART in regards to the
pricing principles locking in the parameters foe WACC. As a result, the ACCC believes
it is important to continue to review and update phicing principles to reflect the most
current information. The ACCC will undertake a castgensive review of all pricing
principles after 1 July 2014.

A.6 Timing assumptions of cash flows

Views raised in submissions

IPART’s submission to the ACCC raised the ideallofrang an explicit working capital
allowance in the cost building block. IPART hasetbthat differences in payment cycles
from creditors and debtors will mean most busingsaesome time, will need to invest in
working capital so that a business is able to nteeurrent liabilities. As a result they
believe a working capital allowance should be ideldito allow businesses to meet the
daily transactions engaged by a business anddgatatory working capital should consist
of some current assets less some current liakifitie

ACCC assessment

Under IPART’s pricing model, a mid-year assumpi®made for both operating
expenditure and revenue. Under this assumptiorerekfure occurs evenly throughout the
year; as a result cash flow misalignment may ooesulting in the need for working
capital to be used to cover any expenditure that meaur during the year. In doing so it is
expected that businesses would need to accommibiatey borrowing funds.
Furthermore, as the business incurs a cost foolmg funds, IPART also provides a
return on working capital so that the businesslesjaately reimbursed for accruing extra
borrowing costs.

While the ACCC has generally adopted a year-endnaggon for operating expenditure
and revenue, the ACCC recognises other regulators &dopted different timing
assumptions. Therefore the ACCC consider it apjtgthat regulators be allowed to
adopt different timing assumptions in their pricmgdels. Accordingly, adjustments to
operating expenditure and revenue may be requitesteriming assumptions differ from
from a year-end assumption.

Where the regulator chooses to adopt an alterimabeg assumption for cash flows it can
allow a working capital allowance under the buitdhlock model. This is discussed in
section 6.6.

62 This is because the proportion of debt in tHeO@ formula will have decreased and the equityiporwill have increased. Since debt is a cheaper
source of financing compared to equity the ovaM8ICC, ceteris paribus, would therefore increase.

63 IPART submission, p. 4-5
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A.7 Depreciation

In its submission to the ACCC, IPART noted thatdinaft pricing principles limit the
depreciation profile that the regulator is abledosider, as non-straight line depreciation
can only be applied if it is requested by the ofmerdPART has suggested that the pricing
principles be modified to allow consideration deahative depreciation methodologies at
the discretion of the regulator or if requestedhs operatof?

Due to the steady state nature of assets in taéwater sector, straight-line depreciation
is the generally the most appropriate methodolagllbcating the cost of assets over time
and also for promoting price stability in water aies.

However, if using different depreciation methodglptipe full cost of assets can still be
recovered. Therefore, the pricing principles alsw/gle regulators with flexibility to adopt
a different depreciation methods. Accordingly, get8.5 of the pricing principles has
been amended to reflect this change.

A.8 Additional issues
Other issues raised by stakeholders related tfotlosving:
« the length of regulatory periods
e reopening provisions
« valuation of the opening RAB
« confidentiality provisions.

In part, some of the submissions on these isstiestex] confusion as to the requirements
imposed on regulators and operators through theRV&id any additional requirements
or issues addressed by the pricing principles.

The ACCC has addressed these concerns in parblidprg greater detail about the
process requirements under the WCIR in this doctynaeid outlining the flexibility that
applies to all regulators. This is addressed irti&@e@ of this document.

However, some issues could not be addressed asdllagsd to the requirements specified
in the WCIR. The ACCC notes that, before the WQiBkteffect, they were the subject of
consultation process both by the ACCC and the N&nis

The ACCC also notes that, in this version of theipg principles, no value has been
specified for gamma, in contrast to the draft pigcprinciples. Instead, gamma will be
determined by the ACCC at a later time if businessgulated under Part 6 or Part 7 are
forecast to pay tax. The ACCC understands thatighislikely for the foreseeable future
so considers there is little benefit from puttiogwWard a view in these pricing principles
on what an appropriate value for gamma should be.

64 IPART submission, p. 4
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Appendix B — Pricing principles for Part 6
approvals or determinations

Valuation of the opening Regulatory Asset Base (RAB )

If a Part 6 operator has had its RAB set by an egeha state under a law
of the state in the regulatory period precedingctmencement of the
initial regulatory period under Part 6, this vahaast form the opening
RAB value for the purposes of the initial approgatetermination process
under Part 6.

Where a RAB value has not been previously set bgg@mcy of a state
under a law of the state, the RAB must be deterdhimeapplying a
recognised valuation methodology. The RAB may amtjude assets used
to provide infrastructure services and may notudelany assets:

« gifted by government or another third party, withexpectation of a
rate of return on those assets

« funded by customers through charges, a renewalstsror otherwise
« funded through other customer contributions.

The regulator must ensure that the initial RAB eadioes not result in price
shocks.

Roll forward of the RAB

The RAB must be rolled forward as per Schedule thefrules.

Rate of return

The cost of capital is to be calculated on thesbaba WACC determined
in accordance with the following formula:

WACC= keE + kaE
Vv Vv

The cost of equity is to be estimated using theekiion CAPM based on the
Officer model.

The cost of equity is to be calculated using a MiRB per cent.

The risk free rate is to be based on the yield b® gear CGS bond, using
an averaging period of between 10-40 business daggcommencing as
close as practically possible to the start of ggutatory period.

The cost of equity is to be calculated using antgdpeta of 0.7.
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« The benchmark DRP is to be estimated on the basib®enchmark gearing
level of 60:40 debt to equity on the yields of BBExted corporate bonds
with 10 year maturity.

Assessment of operating expenditure

« In making an assessment of the prudent and effiojgerating expenditure
for the next regulatory period, the regulator massess:

« the prudency and efficiency of operating expendiiarthe previous
regulatory period

« the reasons and evidence supporting changes toesstandards in the
next regulatory period

« the reasons and evidence supporting changes tatopgeexpenditure in
the next regulatory period

« reasonable productivity improvements in providiegvices over the
next regulatory period.

« Where relevant, a regulator must compare and takeaiccount operating
expenditure of similar businesses.

« Forecasts must be based on reasonable assumgtitvesedficient costs
likely to be incurred in this period.

Assessment of capital expenditure

« In making an assessment of the prudent and efticegoital expenditure for
the next regulatory period, the regulator mustssse

« the prudency and efficiency of capital expendiiaréhe previous
regulatory period (where relevant to proposed ehpipenditure in the
next regulatory period)

« the reasons and evidence supporting the commentefeew major
capital expenditure projects in the next regulafmeyiod, including
whether such projects are consistent with efficieng term
expenditure on infrastructure services

« the reasons and evidence supporting levels ofalapipenditure in the
next regulatory period

« whether the timeframe for delivering the proposayital expenditure
program is reasonable, having regard to the opesatelivery of major
projects in the past

« whether the asset management and planning framenfdinle operator
reflects best practice.

« Forecasts must be based on reasonable assumgtitvesedficient costs
likely to be incurred in this period.
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Subject to confidentiality, external review of gmeoator’s proposed capital
expenditure must be made public on the regulateelssite.

Debt raising costs

The regulator must treat any forecast debt raisogfs as operating expenditure.

Depreciation

Fixed assets should be depreciated using a stiaghinethodology.
However, the regulator or the operator may adaptferent approach to
depreciation where an operator can justify depariam this method or
where it is appropriate for the regulator to do\&there a different approach
is used, the net present value to the businesslmibe same as under a
straight line methodology.

Depreciation for an asset must only be recoveree timt asset is
providing infrastructure services.

Taxation

In estimating the annual taxation building blodle tegulator must estimate
the annual actual corporate income taxation todie lpy the operator less
the imputation credits that would be received Iypothetical private
investor in the operator.

In estimating the value of imputation credits tagulator must multiply the
annual estimated corporate income tax bill of therator by an imputation
factor (gamma).

If required, the imputation factor will be deterrathby the ACCC.

Renewals annuities

Where a renewals annuity is used, the regulatot beisatisfied that it:
- provides sufficient revenue to fund all requiregpexditure

« reflects prudent and efficient expenditure foregast

« the discount rate used to calculate the annuityasonable

e s set across a long term planning horizon beybederiod to which
the application applies and that the length ofatheuity is determined
by the capital expenditure program so that all metexpenditure is
captured.

Cost allocation principles

Charges are to be approved or determined on the diee cost allocation
methodology that:
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« identifies which costs arise from providing infragstture services (to
which regulated charges apply) and which cost dresn other
activities undertaken by the operator

« attributes direct costs to the service to whicly tletate and not more
than once to any category of service

e uses an appropriate allocator when a causal atiot@tshared costs
can be identified

« only uses a non-causal allocator for shared coseserthose costs are
immaterial or no causal relationship could be distadd without undue
cost and effort

» allocates shared costs such that the full amoutttasfe costs, no more
or no less, is allocated to the services to whichlates.

« The same cost must not be allocated more thaniorargy instance.

Form of price control

« Aregulator may apply any form of price controlubgect to meeting the
requirements of the Water Charge (Infrastructundp®2010.

Tariff structures
 Tariff structures should:
« promote the economically efficient use of waterasfructure assets

« ensure sufficient revenue streams to allow effictslivery of the
required services

« give effect to the principles of user pays in resjpd water storage and
delivery in irrigation systems

« achieve pricing transparency
« facilitate efficient water use and trade in watetitements.

Revenue from termination fees

e The regulator must take into account the reveneady received by the operator from
termination fees when determining the required meegrom regulated charges in the
forthcoming regulatory period.

« The method for addressing revenue from termingges must be transparent to
customers and promote price stability.

Demand or consumption forecasts

¢ An assessment of a Part 6 operator’'s demand ouogtgn forecasts is to
involve an assessment of whether the demand ouogutgon forecasts:

- are based on appropriate forecasting methodology
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« are based on reasonable assumptions about theikegsdf demand,
including:

. supply restrictions

. environmental conditions, including inflows and the
availability of water

. commaodities, including the treatment of water aeaved
demand

. any elasticity assumptions
. demographic impacts, where appropriate.

 utilise the best available information, includingtbrical data that can
identify trends in demand

« take account of current demand and economic comditi

« The regulator may engage an independent consutitassist in
determining the above. All reports from consultastteuld be made public,
subject to confidentiality.

Customer consultation

« The regulator must have regard to consultation takien by an operator in
approving or determining regulated charges.
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Appendix C — Pricing principles for Part 7
approvals or determinations

Valuation of the opening Regulatory Asset Base (RAB )

The initial RAB is to be determined by applyingegaognised valuation
methodology. However, in determining which methodgito use, the
regulator must ensure that the valuation methodoitogses to set the
initial RAB does not result in price shocks. TheBRay only include
assets funded by the operator and used to providestructure services.
The RAB may not include any assets that have been:

- gifted by government or another third party, withexpectation of a
rate of return on those assets

« funded by all customers through a renewals annuity
« funded through other customer contributions.

Roll forward of the RAB

A Part 7 operator’s RAB is to be rolled forward by:

« starting with the RAB value approved or determittezllast time
charges were set under Part 7 of the rules

« adding all actual capital expenditure (net of costoor government
contributions) undertaken since charges were ktgrohined or
approved under Part 7 where that capital expereit@s necessary to
provide the required infrastructure services

« subtracting all regulatory depreciation since chargere last
determined or approved under Part 7

Rate of return

The cost of capital is to be calculated on thesbaba WACC determined
in accordance with the following formula:

WACC= keE + kaE
Vv Vv

The cost of equity is to be estimated using theekiion CAPM based on the
Officer model.

The risk free rate is to be based on the yield b gear CGS bond, using
an averaging period of between 10-40 business daggcommencing as
close as practically possible to the start of ggutatory period.

The cost of equity is to be calculated using a MiRB per cent.
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The cost of equity is to be calculated using antgdpeta of 0.7.

The benchmark DRP is to be estimated on the basi®enchmark gearing
level of 60:40 debt to equity on the yields of BBExted corporate bonds
with 10 year maturity

Assessment of operating expenditure

In making an assessment of the prudent and effiojgerating expenditure
for the next regulatory period, the regulator massess:

« the prudency and efficiency of operating expendiiarthe previous
regulatory period

- the reasons and evidence supporting changes ticesstandards in the
next regulatory period

« the reasons and evidence supporting changes tatopeexpenditure in
the next regulatory period

« reasonable productivity improvements in providiegvices over the
next regulatory period.

Where relevant, a regulator must compare and teheaiccount operating
expenditure of similar businesses.

Forecasts must be based on reasonable assumptitvesafficient costs
likely to be incurred in this period.

Assessment of capital expenditure

In making an assessment of the prudent and efficegpital expenditure for
the next regulatory period, the regulator must ssse

« the prudency and efficiency of capital expendiiaréhe previous
regulatory period (where relevant to proposed ehpikpenditure in the
next regulatory period)

« the reasons and evidence supporting the commentefeew major
capital expenditure projects in the next regulafmeyiod, including
whether such projects are consistent with efficieng term
expenditure on infrastructure services.

« the reasons and evidence supporting levels ofalapipenditure in the
next regulatory period

« whether the timeframe for delivering the proposayital expenditure
program is reasonable, having regard to the opesatelivery of major
projects in the past

« whether the asset management and planning framenfidinle operator
reflects best practice.
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Forecasts must be based on reasonable assumtitiesafficient costs
likely to be incurred in this period.

Subject to confidentiality, external review of gmeoator’s proposed capital
expenditure must be made public on the regulateelssite.

Debt raising costs

The regulator must treat any forecast debt raisoggs as operating expenditure.

Depreciation

Fixed assets should be depreciated using a stiaghinethodology.
However, the regulator or the operator may adaptferent approach to
depreciation where an operator can justify depariam this method or
where it is appropriate for the regulator to do\&here a different approach
is used, the net present value to the businesslmibe same as under a
straight line methodology.

Depreciation for an asset must only be recoveree timt asset is
providing infrastructure services.

Taxation

In estimating the annual taxation building blodle tegulator must estimate
the annual actual corporate income taxation toaie Ipy the operator less
the imputation credits that would be received Iypothetical private
investor in the operator.

In estimating the value of imputation credits tagulator must multiply the
annual estimated corporate income tax bill of therator by an imputation
factor (gamma).

If required, the imputation factor will be deterrathby the ACCC.

Renewals annuities

Where a renewals annuity is used, the regulatot beisatisfied that it:
- provides sufficient revenue to fund all requiregpexditure

« reflects prudent and efficient expenditure foregast

« the discount rate used to calculate the annuityasonable

e is set across a long term planning horizon beybederiod to which
the application applies and that the length ofathieuity is determined
by the capital expenditure program so that all metexpenditure is
captured.
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Cost allocation principles

« Charges are to be approved or determined on the d&fes cost allocation
methodology that:

 identifies which costs arise from providing infragtture services (to
which regulated charges apply) and which coste dresn other
activities undertaken by the operator

 attributes direct costs to the service to whicly tieéate and not more
than once to any category of service

e uses an appropriate allocator when a causal atlot@tshared costs
can be identified

« only uses a non-causal allocator for shared coseserthose costs are
immaterial or no causal relationship could be dstaéd without undue
cost and effort

» allocates shared costs such that the full amouttitasfe costs, no more
or no less, is allocated to the services to whichlates.

« The same cost must not be allocated more thaniorargy instance.

Form of price control

« Aregulator may apply any form of price controlubgect to meeting the
requirements of the Water Charge InfrastructureeRaD10.

Tariff structures
 Tariff structures should:
« promote the economically efficient use of waterasfructure assets

« ensure sufficient revenue streams to allow effictslivery of the
required services

« (give effect to the principles of user pays in respé water storage and
delivery in irrigation systems

« achieve pricing transparency
« facilitate efficient water use and trade in watetitements.

Revenue from termination fees

e The regulator must take into account the reventgady received by the operator from
termination fees when determining the required meegrom regulated charges in the
forthcoming regulatory period.

« The method for addressing revenue from termingges must be
transparent to customers and promote price stabilit
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Demand or consumption forecasts

« An assessment of a Part 6 operator's demand ouogtsn forecasts is to
involve an assessment of whether the demand ouoguifon forecasts:

- are based on appropriate forecasting methodology

« are based on reasonable assumptions about theikegsdf demand,
including:

. supply restrictions

. environmental conditions, including inflows and the
availability of water

. commaodities, including the treatment of water aeaved
demand

. any elasticity assumptions
. demographic impacts, where appropriate.

 utilise the best available information, includingtbrical data that can
identify trends in demand

« take account of current demand and economic comditi

« The regulator may engage an independent consutitassist in
determining the above. All reports from consultastteuld be made public,
subject to confidentiality.
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