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Foreword 

The Independent Competition and Regulatory Commission (the Commission) is responsible for 
determining the tariffs that ACTEW Corporation (ACTEW) applies for the provision of water and 
wastewater services in the Australian Capital Territory (ACT). In order to determine these charges, 
the Commission undertakes a comprehensive inquiry into ACTEW’s water and wastewater 
business on a regular basis, typically once every four or five years. Each inquiry results in the 
determination of a price path to apply for the length of the subsequent review period. The most 
recent review determined a price path to apply for the four years from 1 July 2004 to 30 June 2008.  

It should be noted that the tariffs for water and wastewater set by the Commission recover the 
prudent and efficient costs of ACTEW providing those services. They do not include a recovery of 
the scarcity value of water nor do they include costs incurred by the ACT Government to manage 
water conservation in the territory. The ACT Government has introduced a Water Abstraction 
Charge (WAC) that goes towards the recovery of these costs. In addition, the ACT Government 
has announced a tax to apply to utilities in the ACT. These are costs that may also be included in 
the final price that consumers pay for water and wastewater services. The Commission, however, 
is not responsible for determining these charges and taxes. 

In preparation for the next price inquiry, which will determine water and wastewater tariffs to be 
charged by ACTEW and to apply in the ACT from 1 July 2008, the Commission has released three 
discussion papers.  

The first discussion paper was released in November 2006 and set out some of the technical 
regulatory issues the Commission must consider in determining a regulatory price path.  

The second discussion paper was released in March 2007 and addressed issues related to the 
calculation of an appropriate return on capital. The third and final paper, released in August 2007, 
considered the issue of water and wastewater pricing structures. 

As always, the Commission believes that community involvement is crucial to the regulatory 
process. The Commission sought and has received submissions on its discussion papers from the 
ACT community. The Commission also invited a number of interested parties to participate in 
roundtable discussion on water pricing issues on 4 September 2007.  

This working conclusions paper represents the initial step in the formal price inquiry process and 
details the Commission’s proposed approach to the price determination. It reflects the 
Commission’s further consideration of issues identified in the discussion papers, as well as other 
(but not all) issues relevant to the price inquiry. It also reflects stakeholder input on the discussion 
papers and at the pricing roundtable as well as drawing upon ACTEW’s submission which was 
received on 31 July 2007. 

The Commission welcomes comments on this working conclusions paper, which should be 
provided to the Commission by 12 October 2007. 

The Commission expects to release a draft decision on 12 November 2007 and a final decision in 
early March 2008. The Commission will seek comments from interested parties, and intends to 
hold a public hearing, between the release of the draft and final reports. The Commission’s 
timetable for the inquiry is as follows: 
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Event 
Release of information paper 
Release of discussion paper 1 
Release of discussion paper 2 
Release of discussion paper 3 
Close of submissions on discussion papers 
Release of working conclusions paper 
Close of submissions on working conclusions paper 
Release of draft report 
Close of submissions on draft decision 
Public hearing 
Release of final report and price direction 

Date
August 2006

November 2006
March 2007

August 2007 
7 September 2007

25 September 2007
19 October 2007

12 November2007
20 December 2007
7 December 2007

1 March 2008

 

Paul Baxter 
Senior Commissioner 
September 2007 
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1 Introduction 

The Commission has been asked by the ACTEW government to make a price direction in respect 
of regulated water and sewerage services provided by ACTEW from 1 July 2008 to 30 June 2013. 
This is the fifth such direction the Commission (and its predecessor bodies) have been requested to 
undertake. The Commission’s most recent review established a price path to apply for the four 
years from 1 July 2004 to 30 June 2008.  

This current determination is taking place at a time of heightened public interest in water and the 
environment, prompted partly by drought conditions which have severely impacted south eastern 
Australia in recent years. The ACT’s water supply has also been affected by the 2003 bushfires, 
which influenced both the quality and quantity of water available.  

The Commission has already undertaken a number of preliminary steps as part of the price 
determination process, including the release of three discussion papers. The first was released in 
November 2006 and provided a discussion of the technical regulatory issues the Commission must 
consider in determining a regulatory price path. The second discussion paper was released in 
March 2007 and addressed issues related to the calculation of an appropriate return on capital. The 
third and final paper, released in August 2007, addressed the issue of water and wastewater pricing 
structures. 

This working conclusions paper represents the initial step in the formal price inquiry process and 
details the Commission’s proposed approach to the price determination. It also reflects stakeholder 
input on the discussion papers and at a pricing roundtable as well as drawing upon ACTEW’s 
submission which was received on 31 July 2007. 

The Commission expects to release a draft decision by October 2007 and a final decision by March 
2008. The Commission will seek comments from interested parties, and intends to hold a public 
hearing, between the release of the draft and final reports. 

1.1 ACTEW submission 

ACTEW has provided the Commission with a confidential submission which sets out its views on 
expenditure, service standards, prices and related matters in the forthcoming regulatory period. A 
public version of this submission is located on the Commission’s web site. Details of ACTEW’s 
submission are summarised below. 

1.1.1 Price changes and tariff structure 

ACTEW has proposed average annual real price increases (‘X’ factors) of 7.1 per cent for water 
and 6.2 per cent for wastewater. An underlying theme of ACTEW’s proposal is that the price of 
water should rise to signal the higher cost of providing new water sources and the continuing 
scarcity of water. Key reasons for the price increases are: 

• ACTEW has proposed the pass through of costs incurred in the current regulatory period 

• ACTEW has proposed a weighted average cost of capital of 8.4%, compared to 7.0% in the 
current regulatory period  
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• forecast increases in operating and capital expenditure compared to the existing regulatory 
period 

In terms of the tariff structure: 

• ACTEW proposes to move away from a three tiered inclining block to a single tier inclining 
block (based on daily pricing 274L per day) accompanied by a differentiated water abstraction 
charge. Under ACTEW’s approach the ACT Government’s water abstraction charge (WAC) 
will vary according to the level of restrictions in place at the time—higher restrictions will be 
accompanied by higher prices.  

• ACTEW has indicated a broad intention to leave the existing residential fixed charge for 
wastewater in place, but to change the existing non-residential tariff structure from a fixed 
charge and a charge per excess flushing fixture to a two part tariff comprising a fixed and 
volumetric component. ACTEW has also indicated it is considering an excess strength charge. 
However, ACTEW has not provided any specific wastewater pricing proposals to the 
Commission. 

1.1.2 Proposed operating and maintenance expenditure 

ACTEW has forecast total operating expenditure proposed over the forthcoming regulatory period 
of $490 million (in 2006–07 dollars), split equally between water and wastewater.  

ACTEW’s forecast operating costs are shown in Table 1.1. These costs compare to actual 
operating expenditure of $75.9 million (in 2006–07 dollars) in 2005–06. Operating expenditure 
forecasts are discussed in more detail in Chapter 5. 

Table 1.1 ACTEW’s forecast operating and maintenance expenditure—$000s 2006–07 

 2008–09 2009–10 2010–11 2011–12 2012–13 
Water      

Operations and maintenance costs 37,253  37,133  37,660  38,512  38,791  
Major maintenance 3,640  2,281  2,540  1,148  854  
Contractor management and strategic 
direction  9,590  8,715  8,350  8,702  10,631  

Sewerage      
Operations and maintenance costs 39,368  40,813  40,985  42,394  42,469  
Major maintenance 1,639  2,640  2,164  2,035  3,231  
Contractor management and strategic 
direction 5,151  5,273  5,257  5,502  5,850  

Total  96,641  96,854   96,956   98,292   101,827  
 

1.1.3 Proposed capital expenditure 

ACTEW has proposed total capital expenditure over the period of $278 million (in 2006–07 
dollars), with $165 million to be spent on water supply and $112 million on wastewater. These 
forecasts exclude any projects that result from the Water Security Program currently under 
consideration by Government.  

Major projects proposed for the period are listed in Table 1.2. 
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Table 1.2  Major projects proposed by ACTEW in the forthcoming regulatory period 

Project  
Expenditure 

($m nominal)  
Sewer replacements and augmentation  31.5 
Trunk sewer augmentation  8.6 
Replacements and augmentation to the LMWQCCF and Fyshwick STP 65.6 
Probable maximum flow upgrades to Corin and Bendora dams 65.7 
Googong Dam spillway rock protection 27.1 
Water Reservoir construction 6.6 
Water Trunk Mains connection 8.6 
Asbestos-Cement Water mains replacement  6.7 
Water Meter replacements  10.9 
Projects for Cotter Stromlo Augmentation (formerly ECGBT) 1.5 
 

1.1.4 WACC 

ACTEW has proposed a pre-tax real weighted average cost of capital of 8.4%. This is higher than 
the 7.0% return which applies in the current period. The higher WACC is predominantly due to the 
higher market risk premium (>7% compared to 6%), higher equity beta (1.05 compared to 0.90) 
and lower franking credit value (0.0 compared to 0.5) proposed by ACTEW. Proposed values for 
each parameter are reported in Table 1.3.  

Table 1.3 ACTEW’s proposed WACC components 

 

Real Risk 
free rate 

(%) 

Equity 
beta 
( β ) 

Market 
risk 

premium  
(%) 

Debt 
margin  

(%) 

Financing 
structure  

(%) 

Franking 
credit 
value 
(γ ) 

Tax rate 
(%) 

WACC  
(%) 

ACTEW 
Proposal  

2.62 1.05 7.00 1.30 60.00 0.00 30.00 8.42 

 

1.1.5 Service Standards and efficiency improvements 

ACTEW has not proposed any significant changes to standards of service over the forthcoming 
regulatory period, nor has it proposed to introduce a formal mechanism for rewards or penalties if 
service standards are higher or lower than required levels.  

In its submission ACTEW has proposed the Commission adopt an efficiency carryover mechanism 
in order to provide additional incentives for ongoing cost efficiency improvements throughout the 
regulatory period. 

1.1.6 Form of price control  

ACTEW has proposed to broadly maintain the existing price control arrangements, but to make a 
number of amendments to provide it with more tariff flexibility and certainty regarding cost 
recovery. ACTEW’ has sought to be able to set prices annually without the Commission’s input 
(other than to confirm the veracity of calculations made), subject to the X factor constraints being 
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met. ACTEW has proposed to retain and expand the existing mechanism which permits it to pass-
through the impact of unforeseen taxes and charges, and to establish arrangements for recouping 
(or returning to customers) revenue that is outside a 10 per cent band compared to forecasts. 

1.2 Working conclusions 

This paper reflects the Commission’s further consideration of issues identified in the discussion 
papers, matters raised in ACTEW’s submission, as well as other issues relevant to the price 
inquiry. It must be stressed that the views expressed by the Commission are initial working 
conclusions only, and they have been formulated in the interests of promoting further debate and 
discussion on key elements of the review prior to the draft decision. The Commission is still 
reviewing ACTEW’s submission and its consultants are yet to finalise their review of ACTEW’s 
forecast expenditure and demand. The Commission’s draft decision will therefore be more fully 
informed, including by responses to this report. 

1.3 Terms of Reference 

The Commission is to undertake the investigation of ACTEW’s water and sewerage services in 
accordance with the Terms of Reference (TOR) received from the ACT Government. The 
complete TOR can be found at Appendix 1. 

In February 2007, pursuant to subsection 15(1) of the ICRC Act (‘the Act’), the Attorney General, 
Mr Simon Corbell MLA, referred to the Commission the matter of an investigation into, and the 
making of a price direction for, regulated water and sewerage services provided by ACTEW. 
Pursuant to subsection 16(1) of the Act, the Commission must take the following into 
consideration when conducting the investigation: 

• The territory intends to continue to impose the Water Abstraction Charge (WAC) on ACTEW 
and all other water takers to reflect the value of water as a scarce resource. 

• The charge may be set for the period 2008–09 to 2013–14 to support the policies of the ACT 
Government as set out in the document Think Water, Act Water—Strategy for sustainable 
water resource management in the ACT, which has as its target a ‘reduction in per capita 
consumption of mains water by 12% by 2013 and 25% by 2023’. The charge should support 
such further reductions in water consumption as are necessary, having regard to the impact of 
drought or other factors affecting the availability of water for supply in the territory. 

• In making the price direction, the Commission is required to have regard to the charge and the 
possibility that the territory will change the level of the charge, as well as ecologically 
sustainable development  

The TOR also contain a number of provisions which the Commission is required to address, 
including to: 

• examine all regulatory models available to it under subsection 20A(1) of the Act 

• have regard to the optimised depreciated replacement cost (ODRC) valuation of past 
investment undertaken by ACTEW or predecessor bodies 

• have regard to all investment in the water network including the reinstatement of assets 
returned to service during the current regulatory period  

• have regard to National Water Initiative (NWI) policies agreed to by the ACT Government 
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• have regard to ACTEW’s incentives to undertake commercial investment in research and 
development 

• have regard to the achieved efficiencies in service delivery and appropriate incentives to both 
ACTEW and the operator, currently ActewAGL, to ensure ongoing efficiencies. 

Each of these requirements is discussed briefly below. 

1.3.1 Regulatory models under subsection 20(A)1 of the Act 

Section 4 of the TOR states that the Commission should 

examine all regulatory models available to it under subsection 20A(1) of the Act, and report on the 
various costs and benefits to ACTEW, the territory and the community under each approach. 

Subsection 20A(1) of the Act provides that a price direction must include a direction about pricing 
in the form of either or both of (a) a price, a maximum price or both a minimum price and a 
maximum price, or (b) a maximum total amount of revenue (a revenue cap) that may be earned.  

These matters, which are aspects of the ‘form of price control’ are discussed further in section 7 of 
this paper. A more comprehensive assessment will be provided in the Commission’s draft 
decision.  

1.3.2 The value of ACTEW’s RAB 

Clauses 5(b) and (c) of the of the TOR require the Commission to consider certain factors when 
considering the value of ACTEW’s regulatory asset base (RAB). Clause 5(b) provides that the 
Commission must have regard to: 

the commercial value of past investment by ACTEW or its predecessor bodies in infrastructure that 
continues to deliver services and is needed to sustain a high standard of service to all residents of 
the territory, giving particular consideration to an optimised depreciated replacement cost valuation 
as applies in relation to other utilities. 

Clause 5(c) requires the Commission to have regard to: 

an assessment of the commercial value of ACTEW’s regulatory asset base that gives particular 
consideration to all investment in the water network (including water and sewerage assets 
purchased or transferred from the Commonwealth in 1988 at the time of the creation of the ACT 
Electricity and Water Authority or otherwise gifted to it) and appropriately reflects the re-
instatement of assets returned to service as the result of changes to operating procedures during the 
current period; 

As noted above, ACTEW has sought the Commission’s agreement to revalue the RAB on an 
ODRC basis. It has also sought the reinstatement of the Cotter Dam and associated assets into the 
RAB. These matters are discussed further in Chapter 3. 

1.3.3 NWI Policies 

Clause 3 of the TOR requires the Commission to have regard to the National Water Initiative 
(NWI) policies agreed to by the ACT Government.  
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The NWI was signed in June 2004 by the State, Territory and Commonwealth governments. It 
builds on and expands upon the 1994 CoAG Strategic Framework and pricing principles for the 
water sector. In addition to dealing with many aspects of water management, the NWI includes 
clauses that establish commitments in relation to urban water and wastewater pricing (particularly 
paragraphs 64 to 77 inclusive). Actions required include: 

• consumption based pricing (para 65(i)) 

• full cost recovery (including recovery of environmental externalities where feasible and 
practical) (para 65(ii)) 

• continued movement towards upper bound pricing by 2008, where upper bound pricing is 
defined as recovering no more than operating costs, externalities, taxes, and the cost of asset 
consumption and the cost of capital (para 66(i)) 

• development of pricing policies for recycled water and stormwater that are congruent with 
pricing policies for potable water and stimulate efficient water use by 2006. (para 66(ii)) 

• development of pricing policies for trade waste that encourage the most cost effective methods 
of treating industrial wastes, by 2006 (para 66(iii)) 

• the identification of costs associated with water planning and management and the 
identification of the proportion that can be attributed to water access entitlement holders, with 
such charges excluding activities undertaken for the Government (such as policy development) 
(para 67) 

• public reporting on cost recovery for water planning and management (para 68) 

• the roles of water resource management, standard setting and regulatory enforcement, and 
service provision to be separated institutionally (para 74) 

• participation in a nationally consistent framework for benchmarking (para 75) 

• independent regulatory bodies to be used to set or review prices or price setting processes, and 
to review and report on whether paragraphs 65 to 68 are being met (para 77)  

All of the above (with the exception of paragraphs 74 and 77) are consistent with and directly 
relevant to the Commission’s price determination. The Commission will take these requirements 
into consideration in arriving at its draft and final decisions.  

In 2005 the Australian Government released its National Competition Policy Assessment of Water 
Reform Progress. The assessment was conducted by the National Water Commission (NWC) and 
was the sixth and last National Competition Policy (NCP) assessment of governments’ progress 
with implementation of water-related reforms. In relation to urban water and wastewater pricing in 
the ACT, the assessment noted that:1

• the ACT had met its CoAG commitments with regard to full cost recovery of metropolitan 
water and wastewater operations, dividend policies for metropolitan water authorities, the use 
of an independent price regulator and participation in benchmarking processes 

• however the NWC noted a report by the Centre for International Economics that found that 
there is the possibility that the non-residential sector is subsidising the recovery of costs from 
the residential wastewater sector. 

The issue of cross-subsidisation in the wastewater sector is discussed in Chapter 8 below.  

                                                      
1 National Water Commission, 2005 National Competition Policy assessment of water reform progress, April 2006 pp. 
8.16–8.22 
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In future years the NWC will assess governments’ water reform performance through the biennial 
assessments of progress in implementing the National Water Initiative. The first biennial 
assessment is scheduled for 2006–07 and the NWC has indicated its work will be available shortly. 
The Commission will have regard to relevant areas of the NWI when conducting this review. 

In addition to the direct requirements set out in the NWI agreement, further work on water 
charging is under way under the NWI agreement. Much of this is being undertaken by the NWI 
Steering Group on Water Charges, of which the Commission is a member. In February 2007 the 
Steering Group released a Stocktake on Urban Water Charges which summarised approaches to 
pricing across the country. One of the findings of the Stocktake was that differences in approaches 
to water charging and cost recovery practices between jurisdictions and between the urban and 
rural water sectors are most marked in the areas of 

• recovery of capital expenditure  

• tariff structures in the urban water sector, and  

• approaches to identifying and recovering the costs of water planning and management.  

To better understand the implications of differences between jurisdictions and sectors in each of 
these areas, the Steering Group on Water Charging is developing issues papers which are intended 
to assist governments to achieve consistency in water charging and cost recovery practices across 
sectors and jurisdictions. To the extent that the issues papers become publicly available during the 
course of this review the Commission will have regard to them in its deliberations. 

1.3.4 ACTEW’s incentives to undertake commercial investment in research and 
development 

Clause 5(f) of the TOR requires the Commission to have regard to: 

incentives for ACTEW to undertake commercial investment in research and development in water 
and sewerage services in the territory. 

In its submission ACTEW noted that as a result of the current drought, ‘the investigation of 
alternative sources of water, treatment methods and related matters is imperative. In many cases, 
R&D and specific projects to demonstrate technologies might best be funded by water users.’ 
ACTEW went on to note that2  

ACTEW’s current Applied R&D program is delivering both technical and commercial outcomes 
and is expected to result in improved operations and new commercial projects in the range of two to 
three times the investment value. It is also a significant contributor to the successful attraction, 
motivation and retention of dynamic and talented staff to the group. 

The Commission completely supports ACTEW undertaking appropriate, well-targeted and cost-
effective R&D that will ultimately result in lower tariffs and/or higher service levels for ACT 
water and wastewater customers. As ACTEW has pointed out in its submission, in a competitive 
business environment a business will invest appropriately in R&D. However, the Commission 
notes that in a competitive business environment R&D expenditure will only occur up to the point 
where the business believes it will ultimately earn a commercial return from the project. In a 
regulated environment no such constraint exists, and businesses are able to include the entire cost 

                                                      
2 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, p. 16. 
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of R&D expenditure in the building block revenue and recover it through tariffs. This raises the 
risk that regulated businesses: 

• may seek funding for a level of R&D expenditure above that which is likely to be associated 
with the lowest long term cost of providing services 

• may seek to have projects funded which are not directly related to the provision of regulated 
services to customers  

• may elect to undertake R&D activities in-house rather than, for example, working 
collaboratively with other organisations in order to reduce costs and spread risk. 

For these reasons it is incumbent upon a regulator to scrutinise proposed R&D expenditure 
relatively closely during the price determination process in order to ensure that customers’ 
interests are being safeguarded.  

Another important principle is that where R&D expenditure results in successful new projects, the 
entire economic and financial benefits of these projects must be passed through to the customers 
that funded the R&D expenditure in the first place. For example, if ACTEW was to develop a new 
wastewater treatment technology which it was able to develop commercially and sell to third 
parties, the Commission would expect the economic returns from such sales to be used to reduce 
water and wastewater tariffs for ACT customers. As cited above ACTEW has noted in its 
submission that certain of its commercial projects are expected to result in outcomes in the range 
of three to four times the investment value. The Commission will hold discussions with ACTEW 
to ensure that the benefits of these outcomes are being realised by customers. 

Finally, the Commission is slightly perturbed by a comment from ACTEW which expressed 
concern that the Commission’s 2004 price determination could be understood to create an indirect 
obligation on ACTEW to formulate a business case for each R&D or demonstration project it 
wishes to undertake. The Commission considers that it is absolutely essential (and entirely 
consistent with good business practice) for ACTEW to formulate a business case for such projects. 
The Commission would be very concerned if this was not occurring at present. This is not to 
suggest that it is necessary or appropriate for the Commission to ‘approve’ each business case. 
However the Commission expects that ACTEW’s internal planning and project controls would 
ensure that appropriate business cases had been prepared for relevant projects, and that the 
Commission would be able to sight these business cases should it deem necessary. 

1.3.5 Incentives to improve efficiency 

The TOR require the Commission to have regard to achieved efficiencies in service delivery and 
appropriate incentives to both ACTEW and the operator, currently ActewAGL, to ensure ongoing 
efficiencies. 

ACTEW has sought the inclusion of an efficiency carryover mechanism as part of arrangements in 
the next regulatory period. This matter is discussed further in Chapter 6. 
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1.4 Legislative requirements 

As in all price determinations, the Commission must have regard to the requirements contained in 
the ICRC Act: 

• the protection of consumers from abuses of monopoly power in terms of prices, pricing 
policies (including policies relating to the level or structure of prices for services) and standard 
of regulated services 

• standards of quality, reliability and safety of the regulated services 

• the need for greater efficiency in the provision of regulated services to reduce costs to 
consumers and taxpayers 

• an appropriate rate of return on any investment in the regulated industry 

• the cost of providing the regulated services 

• the principles of ecologically sustainable development 

• the social impacts of the decision 

• considerations of demand management and least cost planning 

• the borrowing, capital and cash flow requirements of people providing regulated services and 
the need to renew or increase relevant assets in the regulated industry 

• the effect on general price inflation over the medium term 

• any arrangements that a person providing regulated services has entered into for the exercise of 
its functions by some other person. 

In regard to the principles of ecologically sustainable development, section 20(5) of the ICRC Act 
states: 

ecologically sustainable development requires the effective integration of economic and 
environmental considerations in decision-making processes through the implementation of the 
following principles: 

(a) the precautionary principle—that if there is a threat of serious or irreversible environmental 
damage, a lack of full scientific certainty should not be used as a reason for postponing 
measures to prevent environmental degradation; 

(b) the inter-generational equity principle—that the present generation should ensure that the 
health, diversity and productivity of the environment is maintained or enhanced for the benefit 
of future generations; 

(c) conservation of biological diversity and ecological integrity; 

(d) improved valuation and pricing of environmental resources. 

1.5 ACT Government policy and the WAC 

In addition, the Commission must take into account any ACT Government policy which affects the 
supply and demand for water and wastewater services or the operation of ACTEW. ACT 
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Government policy that potentially influences the decisions of the Commission includes the Think 
Water, Act Water (TWAW) strategy document released in April 2004.3  

The aims of the TWAW strategy are to: 

• increase the efficiency of water usage in the ACT 

• provide a long-term, reliable source of water for the ACT and region 

• develop a cross-border (ACT–New South Wales) water supply agreement 

• protect the water quality of the ACT and surrounds 

• incorporate water-sensitive urban design principles into urban, commercial and industrial 
development 

• promote and provide for community involvement in the management of ACT water resources. 

Targets to reduce per capita consumption of mains water by 12% by 2013 and 25% by 2023 are 
included under the goal of increasing water use efficiency. A target of increasing reclaimed water 
use from 5% to 20% by 2013 is also included. 

The TWAW foreshadowed the introduction of Permanent Water Conservation Measures (PWCM), 
which were introduced on 31 March 2006. The measures included restrictions on the types of hose 
fittings that could be used and the manner in which houses, cars, and lawns could be watered. The 
aim of the PWCM is to reduce water consumption by 8% per year.4 It is necessary that the 
Commission consider the impact of these policies in its decisions on the pricing of water and 
wastewater services provided by ACTEW.  

Another ACT Government policy that impacts on the Commission’s decisions on the pricing of 
water is the WAC, a charge levied by the ACT Government on ACTEW and passed on to 
customers on a per kilolitre basis. The WAC is discussed further in Chapter 5. The ACT has also 
recently entered into a memorandum of understanding (MOU) with the New South Wales and 
Commonwealth governments regarding cross-border water supply.5 The MOU is aimed at 
establishing a framework under which the region will have access to ACT-controlled water and at 
assisting the New South Wales Government when making decisions regarding new developments 
in the region The Commission must consider the manner in which to treat water supplied under the 
MOU. 

1.6 Commonwealth Government agencies, programs and initiatives 

The Commission must be mindful of all Commonwealth Government water programs and 
agencies involved in water and wastewater management. These include the Murray–Darling Basin 
Commission (MDBC), the National Water Commission (NWC), the NWI, the Australian 
Government Water Fund (AGWF), and the Office of Water Resources (OWR). 

                                                      
3 Think Water, Act Water and related documents are available from Environment ACT or from the TWAW website, at 
www.thinkwater.act.gov.au 
4 J Stanhope MLA, New water saving measures for Canberra, media release, ACT Government, Canberra 22 Mar 2006; 
ACT Department of Territory and Municipal Services, ‘Permanent water conservation measures in the ACT’, pamphlet, 
ACT Government, Canberra, Mar 2006. 
5 Memorandum of Understanding between the Australian Capital Territory and the State of New South Wales and the 
Commonwealth of Australia on Australian Capital Territory and New South Wales Cross Border Water Resources 2006, 
effective 17 August 2006. 
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The MDBC was formed to give effect to the 1987 Murray–Darling Basin Agreement that was 
signed by the governments of the Commonwealth, New South Wales, Victoria and South 
Australia. Queensland signed the agreement in 1996 and the ACT signed on through an MOU in 
1998. The purpose of the Agreement is ‘to promote and co-ordinate effective planning and 
management for the equitable, efficient and sustainable use of the water, land and other 
environmental resources of the Murray–Darling Basin’.6  

In February 1994, in response to concerns about the state of many of Australia’s river systems, the 
Council of Australian Governments (COAG) developed a national policy for the efficient and 
sustainable reform of Australia’s rural and urban water industries. The Water Reform Framework 
proposed an integrated approach to address environmental degradation of river systems including 
strategies such as: 

• allocation of water to the environment 

• ecological sustainability of new developments 

• institutional reform 

• protection of groundwater 

• adoption of the integrated catchment management approach 

• micro-economic reform. 

In June 2004, the COAG extended the Water Reform Framework through the NWI. 

The NWC was established as an independent statutory agency within the Prime Minister’s 
portfolio in 2004. Its mission is to assess and help with implementing the NWI, which is aimed at 
increasing the efficiency of Australia’s water use and ensuring the health of river and groundwater 
systems. It also administers two programs under the $2 billion AGWF—the Water Smart Australia 
and Raising National Standards programs.7

In September 2006, the Prime Minister announced the establishment of the OWR, which was part 
of the Department of the Prime Minister and Cabinet. Its task is to oversee all of the initiatives 
currently undertaken by Commonwealth Government agencies and to assist the NWC.8 The OWR 
was subsequently transferred to the Department of the Environment and Heritage and the 
department was renamed the Department of the Environment and Water Resources. 

On 25 January 2007, the Prime Minister announced the National Plan for Water Security, a 
$10 billion, ten-point plan to improve water efficiency and address over-allocation of water in 
rural Australia. 

The National Plan for Water Security builds on the COAG Water Reform Framework and 
accelerates the implementation of the NWI. Designed to ensure rural water use is placed on a 
sustainable footing over the next decade, it is intended to significantly improve water management 
across the nation, with a special focus on the Murray–Darling Basin, where the bulk of agricultural 
water use takes place.  

                                                      
6 http://www.mdbc.gov.au/about/murraydarling_basin_initiative__overview 
7 http://www.nwc.gov.au/nwi/index.cfm 
8 http://www.pm.gov.au/News/media_releases/media_Release2153.html 
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The National Plan for Water Security includes: 

• a nationwide investment in Australia’s irrigation infrastructure to line and pipe major delivery 
channels  

• a nationwide program to improve on-farm irrigation technology and metering  

• the sharing of water savings on a 50:50 basis between irrigators and the Commonwealth 
Government, leading to greater water security and increased environmental flows  

• a strategy for addressing, once and for all, water over-allocation in the Murray–Darling Basin 

• a new set of governance arrangements for the Murray–Darling Basin  

• a sustainable cap on surface and groundwater use in the Murray–Darling Basin  

• a commitment to major engineering works at key sites in the Murray–Darling Basin such as 
the Barmah Choke and Menindee Lakes  

• an expansion of the Bureau of Meteorology’s role to provide the water data necessary for good 
decision making by governments and industry  

• a taskforce to explore future land and water development in northern Australia 

• completion of the restoration of the Great Artesian Basin. 

1.7 Current public debate 

In recent years there has been much debate in the media, among politicians, and within the general 
public about water management and water pricing. The current drought has focused attention on 
the scarcity of water and the importance of effective resource management regimes and pricing 
methodologies. A common theme which appears to be emerging is that water is underpriced, so 
water prices need to increase to reflect the true value of water being consumed. Related to this 
issue are suggestions that water pricing can be used as a demand management tool during times of 
water shortage.  

It is important to understand these arguments in the context of a regulated utility such as ACTEW. 
As highlighted in the Commission’s discussion papers, the Commission regulates ACTEW on a 
cost-recovery basis. Under such an approach, ACTEW earns enough revenue to recover the cost of 
operating and maintaining the water and wastewater network while receiving a market return on 
capital invested. Similar approaches towards the pricing of urban water are adopted in states such 
as New South Wales, Victoria, and Western Australia. In this context water prices, as determined 
by regulators such as the Commission, are set at a level that ensures full cost recovery. The issue 
of whether the price charged for water reflects its scarcity value is a separate matter. 

As part of the NWI, the Department of the Prime Minister and Cabinet commissioned an 
investigation into the efficiency of urban water provision and the degree to which full cost 
recovery was being attained. In November 2006, the department released a discussion paper 
entitled Securing Australia’s urban water supplies: opportunities and impediments, prepared by 
Marsden Jacob Associates (MJA). A significant conclusion of the discussion paper was that water 
utilities operating in Australian capital cities were generally undercollecting revenue compared to 
the revenue that would be collected under full cost recovery. For the ACT, the discussion paper 
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stated that ACTEW recovered only 80% of its costs during 2004–05 and that an increase in 
revenue of 25% is therefore justified.9  

The analysis undertaken by MJA drew heavily from data contained in ‘WSAAfacts 2005’, a 
document produced annually by the Water Services Association of Australia (WSAA) detailing the 
performance of Australian water utilities.10 The information contained in ‘WSAAfacts 2005’ 
includes financial performance measures for ACTEW from 1999–2000 to 2004–05. The 
Commission observes that the data in ‘WSAAfacts 2005’, on which the MJA analysis is based, are 
inconsistent with the audited data submitted to the Commission by ACTEW and subsequently 
verified by engineering experts engaged by the Commission.  

Given that the data provided to the Commission are authorised by the ACTEW Board of Directors 
and independently audited for accuracy, prudence and comprehensiveness, MJA’s reliance on 
‘WSAAfacts 2005’ was, in this instance, both puzzling and concerning. In general, the 
Commission rejects the assertion that regulated water prices are not fully cost-reflective as claimed 
by MJA. Indeed, the Commission observes that for a number of years the ACT water pricing 
arrangement has satisfied the COAG target requirement for urban water prices to be set at the 
upper bound defined in the National Competition Policy Agreement on related reforms for water 
and the subsequent NWI.  

The use of price as a demand management tool has also been mentioned in the current public 
debate. The use of this tool in times of scarcity must be considered carefully in the context of a 
cost-recovery regulatory regime, given the possibility that an increased volumetric price, without a 
corresponding adjustment to the fixed charge or an offsetting reduction in demand, may lead to 
increased revenues beyond those required by the service utility to meet its efficient costs. 

As discussed above, there are numerous factors the Commission must take into account when 
determining water and wastewater prices. These include: 

• the TOR received by the Commission, which sets the context for the particular price inquiry 

• the legislative framework 

• ACT Government and Commonwealth Government policies 

• the issues raised in the current public debate.  

In its assessment of these potentially conflicting factors, the Commission must always be mindful 
that its role is to regulate the revenues of ACTEW such that ACTEW does not overrecover 
revenue relative to its efficient costs. Determining and charging for these services to account for 
the scarcity value of water is a separate issue undertaken by government, although an issue that 
must be addressed by the Commission when considering the impact of prices on consumers, the 
service provider itself, and the wider environmental and social welfare issues identified in the 
ICRC Act. 

 

                                                      
9 Marsden Jacob Associates, Securing Australia’s urban water supplies: opportunities and impediments, a discussion 
paper prepared for the Department of the Prime Minister and Cabinet, Nov 2006, p. vii.  
10 Water Services Association of Australia, ‘WSAAfacts 2005’, WSAA, Melbourne, 2006. 
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2 Length of regulatory period 

2.1 Introduction 

As noted in Discussion Paper 1, a key decision to made by the Commission is regarding the length 
of the regulatory period.  

The length of the regulatory period affects the incentive for the regulated business to seek and 
achieve efficiency gains: longer regulatory periods create greater incentives. Expected revenues or 
prices are set for the length of the regulatory period, and the regulated business is able to keep any 
cost savings it achieves through efficiency during that period until the following regulatory period. 
The longer the regulatory period the greater the ability for the regulated business to retain cost 
savings, and therefore the greater the incentive it has to seek and capture cost savings. 

Aside from the implications for incentives, shorter regulatory periods (say two or three years) 
mean that there is a relatively greater likelihood that forecasts of expenditure and revenue will 
approximate actual expenditure and revenue, thus reducing risks for both regulated businesses and 
customers that expenditure and revenue will diverge. They also allow the opportunity for more 
regular customer input on service standards, prices and other relevant issues. However, more 
frequent regulatory reviews impose significant additional costs on both the regulator and regulated 
business. 

Longer regulatory periods (up to 10 years) can provide greater long term stability for customers 
and the regulated business, but rely on relatively confident forecasts or the application of trigger or 
similar events which enable a review of regulatory arrangements should certain events occur, or 
should outcomes vary in a defined way from the original forecasts. 

In Discussion Paper 1 the Commission noted that regulatory periods in the water industry have 
ranged between two years (i.e. the Essential Service Commission of Victoria’s review of rural 
water prices) and ten years (i.e. the Economic Regulation Authority of Western Australia). 

The Commission’s preliminary view, as set out in Discussion Paper No.1, was that a five year 
regulatory period was appropriate. 

2.2 ACTEW position 

In its submission ACTEW supported the Commission’s preliminary view. ACTEW stated that: 

Since the previous regulatory review, ACTEW has improved its planning and forecasting 
framework and is confident that opex are [sic] unlikely to deviate excessively from forecasts during 
a period of five years into the future and the current regulatory regime provides potential relief from 
unforeseen material changes in costs through cost pass-through provisions. ACTEW therefore 
believes it would be appropriate for the regulatory period for this review to be set at five years. 

Other benefits of this longer period include: 

• reduced regulatory costs, through less frequent regulatory reviews; and 
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• a larger incentive for cost reductions, as any cost savings in this first year are kept by 
ActewAGL through the UMA arrangements for a period of five years, rather than only four 
years.11 

2.3 Working conclusion 

The Commission has noted ACTEW’s support for a five year regulatory period. In particular the 
Commission welcomes ACTEW’s comments that its planning and forecasting framework has 
improved as well as its view that a longer period provides a larger incentive for cost reductions. 

The Commission therefore confirms its preliminary view and its working conclusion is that a five 
year regulatory period is appropriate. 

In Discussion Paper No.1 the Commission noted that it expects it will be able to make forecasts 
and decisions with more certainty than was possible in the previous review. The Commission 
maintains this view, but at the same time it notes that unforeseen events can require adjustments to 
the regulatory price path. Indeed, ACTEW has highlighted this risk in its submission. Therefore, 
while the Commission believes a five year period is appropriate, mechanisms need to be 
considered to deal with these unforeseen events. These are discussed in Chapter 7.  

 

                                                      
11 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, p. 61. 
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3 The regulatory asset base 

The regulatory regime is designed to allow ACTEW to recover both a return on the regulatory 
value of ACTEW’s investments (through the WACC) and a return of this value over time (through 
regulatory depreciation).  

The regulatory value of ACTEW’s assets is known as the regulatory asset base (RAB). The value 
of the RAB has significant implications for the prices that ACTEW can charge over the course of 
the regulatory period and beyond. It also has implications for the level of returns that will be 
received by ACTEW’s owner, the ACT Government. 

It is important to note that the value of the RAB used for regulatory price setting purposes will be 
different from the value that ACTEW adopts for accounting purposes. This arises for a number of 
reasons, including the way the initial RAB is determined. However there are a number of other 
causes—including, for example, that gifted assets are not included in the RAB but are reflected in 
the accounting value of assets.  

Once the initial RAB is determined, for all subsequent years, the opening value is usually 
calculated as the closing value from the previous year. The formula for calculating the closing 
value is: 

Closing value of RAB = opening value plus  
capital expenditure less  
disposals less  
depreciation plus  
indexation. 

In rolling forward the RAB for the forthcoming regulatory period, the opening value of the RAB in 
2004–05 is taken as the starting point.12 The Commission then assesses the actual value of new 
capital expenditure that took place during the current regulatory period, and estimated capital 
expenditure in 2007–08. Based on the actual value of disposals, depreciation and indexation the 
value of the RAB is recalculated to arrive at the closing value of the RAB in 2007–08. This figure 
will be taken to be the opening value for the RAB in 2008–09.  

In considering the RAB the Commission is required by its TOR to have regard to: 

the commercial value of past investment by ACTEW or its predecessor bodies in infrastructure that 
continues to deliver services and is needed to sustain a high standard of service to all residents of 
the territory, giving particular consideration to an optimised depreciated replacement cost valuation 
as applies in relation to other utilities. 

and 

an assessment of the commercial value of ACTEW’s regulatory asset base that gives particular 
consideration to all investment in the water network (including water and sewerage assets 
purchased or transferred from the Commonwealth in 1988 at the time of the creation of the ACT 
Electricity and Water Authority or otherwise gifted to it) and appropriately reflects the re-
instatement of assets returned to service as the result of changes to operating procedures during the 
current period 

                                                      
12 An adjustment also needs to be made for the difference between estimated and actual expenditure in 2003–04. 
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In its submission ACTEW has proposed that the opening RAB (i.e. as at 1 July 2008) should not 
be calculated the roll forward approach and should be completely revalued on the basis of 
Optimised Depreciated Replacement Cost (ODRC). ACTEW has also proposed that the 
Commission should increase the RAB to reflect the reinstatement of Cotter Dam.  

3.1 Calculation of the initial RAB 

In addressing ACTEW’s proposal it is instructive to first consider the basis upon which the initial 
RAB was determined. 

The initial RAB was established by the Commission in 1999 as part of its determination of prices 
for the period 1999–2000 to 2003–04. Consistent with principles agreed to by all Australian states 
and territories in relation to asset valuation (which followed substantial debate and discussion over 
a period of several years13), the Commission determined the opening value of the RAB based on 
the deprival value of ACTEW’s water and wastewater assets at the time.  

Under the deprival value approach assets are valued on the basis of the future economic benefits 
that the entity would forego if deprived of the asset. Deprival value is defined as follows: 

Deprival value = minimum (ODRC, EV) where 
EV= maximum (NPV, NRV) 

and 

ODRC = Optimised depreciated replacement cost 
EV = Economic value 
NPV = Net present value of maximum future earnings 
NRV = Net realisable value or disposal value 

Based on information provided in 1999, it was clear that the ODRC value of ACTEW’s water and 
wastewater and assets was substantially above the economic value of the assets.14 Therefore the 
Commission was required to adopt the economic value of the assets as the basis for the initial 
RAB. 

Given that the NRV (disposal value) of ACTEW’s assets was low, the Commission calculated the 
economic value of ACTEW’s water and wastewater assets using a net present value approach, and 
in particular, by applying a recoverable amounts test (RAT). This approach involves working back 
from the prices existing at the time and the anticipated revenue that could be generated by the 
business, based on best estimates of demand, and assuming no additional investment in the 
business. In calculating the economic value of assets the Commission took into account the fact 
that it was possible for significant growth to be accommodated by the infrastructure that existed at 
the time, without further augmentation. The Commission’s 1999 valuation was $329.6 million for 
water and $367.3 million for wastewater. 

                                                      
13through the Steering Committee on National Performance Monitoring of Government Trading Enterprises, 1994. 
14 Although the opposite was true of ACTEW’s electricity assets. 
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3.2 ODRC valuation 

3.2.1 ACTEW proposal 

ACTEW has argued that the RAB should be revalued on an ODRC basis. The ODRC approach 
seeks to value an asset based on the most efficient method of providing the same level of service. 
ACTEW contends that such a valuation is a good proxy for a commercial value of the assets in a 
competitive market place. ACTEW has stated:15

the ODRC is the highest value of the assets that can be set, without creating incentives for a new 
entrant to bypass the existing assets. In this way, the resultant prices are the highest that the asset 
owner could charge, without providing incentives to duplicate the system. 

ACTEW has indicated that an ODRC valuation would increase its RAB from approximately $1.04 
billion (in nominal terms) to $2.3 billion. 

ACTEW has cited several reasons why a revaluation is necessary. These are:16

• there is a need for water prices to reflect the true economic value of water provision to ensure 
that appropriate investment occurs, both by ACTEW and potential competitors. The original 
case for keeping water prices low no longer applies in the current circumstances of a growing 
need to send appropriate price signals to customers about the true cost of water. According to 
ACTEW the inefficiencies associated with the current RAB valuation outweigh concerns 
about any price shocks that may arise from a revaluation. 

• the water and wastewater assets were purchased from the Commonwealth government. It is 
therefore appropriate for ACTEW’s owners to earn an appropriate rate of return on the value 
of the assets that it purchased. 

• the ODRC valuation approach has been widely applied by regulators when determining asset 
values for regulated businesses.  

ACTEW has indicated that if the Commission decided to accept ACTEW’s proposal, it would 
support a transitioning mechanism to manage the price increases over a period of up to 10 years.  

3.2.2 Discussion 

The Commission has previously elected not to revise the value of ACTEW’s RAB. 

In its submission to the Commission’s 2004 price determination ACTEW noted that it had 
commissioned Meritec Pty Ltd to value water and wastewater assets on an ODRC basis. Meritec 
estimated the ODRC of the water and wastewater assets was $1.77 million as at June 2002. 
ACTEW sought a revaluation of the RAB on this basis. In its December 2003 draft decision the 
Commission did not approve the proposed revaluation, noting that:  

• a revaluation was not necessary to ensure the long term financial sustainability of ACTEW’s 
water and wastewater business 

• there were no precedents for the revaluation of assets in the water sector after the initial RAB 
had been set 

                                                      
15 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, pp. 164. 
16 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, pp. 161–165. 
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• rejecting a proposal to revalue the RAB is likely to promote consistency and stability for both 
ACTEW and its customers. 

In its final decision the Commission reiterated its decision that a revalued RAB was not 
appropriate. 

However, given the requirements of the TOR, the Commission has re-examined the issue of the 
value of the RAB. Its consideration of the issues, including the points raised by ACTEW in 
support of a revaluation, are set out below. 

Need to ensure appropriate investment 

ACTEW has argued that an ODRC revaluation is necessary to ensure that prices reflect the ‘true 
economic cost of water provision’ and send more efficient signals to encourage better investment 
decisions by ACTEW as well as third parties. 

The Commission does not agree that an ODRC revaluation will assist to ensure better investment 
decisions are made by ACTEW. By its nature the RAB relates to sunk assets for which investment 
decisions have already been made. Further, in the water sector these assets typically have no 
alternative uses. The Commission’s approach of allowing prudent and efficient new investment to 
enter the RAB at cost ensures that appropriate future investment decisions will be made by 
ACTEW, regardless of the basis upon which the opening RAB is set. An ODRC valuation of 
existing assets will not have any influence on ACTEW’s ability to sustain a high level of standard 
of service to customers. 

Similarly, the Commission is not persuaded by ACTEW’s argument regarding the benefits that an 
ODRC valuation will provide in terms of more appropriate signals for new entrants into the sector. 
The Commission accepts that an ODRC valuation is likely to result in prices that would be 
consistent with those faced by a potential new entrant. However, as noted by Johnstone17, even at 
tariff levels well above ODRC, the real world possibility of large scale network bypass is 
negligible. The Commission also made a similar point in Discussion Paper 1: 

Replacement cost would potentially be valid as method of valuing the assets only if the assets could 
easily be sold and transferred to an alternative use, or if an alternative network could be built 
providing potential competition in the provision of the regulated services. As both of these 
conditions fail in the case of water and wastewater services in the ACT, replacement cost has no 
place in determination of the RAB.18  

Any potential innovative investment by potential competitors, particularly in relation to new water 
sources, is likely to exist only at the margin and in most cases the investment decision will involve 
a choice between alternative future investments. For example, choices about a new water source 
for the ACT should take into account the future costs associated with recycling water versus 
construction of a new dam versus the installation of rainwater tanks at customers’ premises. A 
revaluation of the existing RAB will not impact upon this decision. The Commission therefore 
sees little benefit in ‘artificially’ increasing the RAB and raising prices for the sole purpose of 
potentially encouraging private sector innovation.  

                                                      
17 DJ Johnstone, Replacement Cost Asset Valuation and Regulation of Energy Infrastructure Tariffs, ABACUS, Vol. 39, 
No. 1, 2003 
18 Independent Competition and Regulatory Commission, Water and Wastewater Discussion Paper 1 Technical 
Regulatory Issues, Report 14 of 2006, November 2006, p. 13. 
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Calls for higher water prices are more commonly, and appropriately, made on the grounds that 
higher prices can better reflect environmental costs and other externalities associated with the 
supply of water itself. In such circumstances customers will base their consumption decisions on 
the full cost to society of providing water. However, this does not mean that it is appropriate to 
achieve this outcome by simply increasing the asset value (and hence profits) of the entity that 
provides the reticulated water and wastewater treatment service. Rather, increased prices should be 
established by having regard to the environmental costs and other externalities that apply and 
should be implemented as a policy decision of the Government. In the ACT this occurs via the 
application of the WAC. 

If the Commission was to agree to an immediate increase in the RAB as proposed by ACTEW, this 
would lead to customers paying extra annual charges of approximately $800 per annum. Noting 
that water and wastewater tariffs in the ACT (including the WAC) are already higher than in any 
major urban area in Australia (and by a substantial margin in many cases), the Commission 
believes this would be unacceptable to customers and government. Although ACTEW has 
indicated that the current scarcity of water means ‘there should therefore be significantly less 
concern [than in 1999] about any price shocks that may arise from moving between the current 
approach and an ODRC approach’, the Commission does not share this view. Indeed, given the 
already high prices it is arguable that conditions are less conducive to a price increase than in 
1999. 

Water and reticulation assets represent around $1.1 billion (at 30 June 2007) or half the value of 
ACTEW’s proposed ODRC valuation. This $1.1 billion includes not only assets that ACTEW has 
paid for, but also includes the value of reticulation assets gifted to ACTEW by developers. If the 
Commission was to adopt ACTEW’s ODRC valuation this would result in consumers paying for 
some assets firstly through reticulation costs being factored into housing prices by developers, and 
secondly through higher water and wastewater tariffs. This violates an important principle that 
customers should not be forced to pay twice for the same asset. 

Aside from the fact that adopting an ODRC valuation would be inconsistent with the accepted 
deprival value methodology and will have no positive economic outcomes, the ODRC calculation 
itself has a number of significant uncertainties and disadvantages. These include: 

• ODRC involves a relatively high degree of engineering judgement and discretion, particularly 
in relation to system optimisation and determining modern engineering equivalents. This 
means ODRC valuations are essentially unauditable 

• there remains debate about whether a ‘greenfields’ ODRC valuation (i.e. before roads and 
houses have been built) or ‘brownfields’ (after they have been built) approach should be 
adopted. In a major urban environment this can have a significant impact on the valuation 

• ODRC valuations can be costly to undertake. 

Return on assets purchased 

ACTEW has stated that the opening RAB did not appropriately compensate it for the purchase of 
water and wastewater assets from the Commonwealth government in 1988. These assets were 
included in a package of assets purchased for $91.287 million19, in relation to which ACTEW 
agreed to pay ongoing interest over a period of 35 years. ACTEW has suggested that the RAB 

                                                      
19 As detailed in correspondence to the Commission of 17 May 2006 from Michael Costello, managing director of 
ACTEW. 
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should be adjusted upwards by $36.5 million to reflect the forward looking cost of future debt 
payments associated with the purchase. 

However, the Commission does not support ACTEW’s views. ACTEW’s 1988 purchase cost is 
equivalent to approximately $115 million in 1998–99 dollars. The Commission understands that a 
portion of this cost relates to electricity assets. Ignoring this fact and rolling forward the total 
purchase cost to reflect capital expenditure and depreciation between 1988 and 1998–9920 provides 
a rolled forward purchase value of approximately $320 million (in 1998–99 dollars) at 1 July 1998. 
The Commission set an opening RAB of $697 million for water and wastewater assets at this date, 
which is more than double the rolled forward amount based on the purchase price for the assets. 

The Commission is therefore confident that the initial valuation of the RAB was sufficient to allow 
ACTEW’s owners to earn an appropriate rate of return on the value of assets that it purchased and 
that RAB in combination with the WACC, provides a revenue stream that more than allows 
ACTEW to service any debt associated with these assets.  

Regulatory precedents 

ACTEW has pointed to regulatory precedents to support the adoption of an ODRC valuation, 
noting that ODRC was used widely in the gas and electricity industries to set the initial RAB. The 
Commission notes that in the energy sector (including in the ACT) the application of the deprival 
value approach has resulted in an ODRC valuation being adopted because the ODRC value of the 
assets was less than the economic value. However, in the water sector, this is seldom been the case 
and hence the application of the deprival value approach typically does not result in an ODRC 
valuation being adopted. 

In addition, and with the exception of certain special circumstances, the Commission is not aware 
of any Australian examples where the entire asset base has been revalued on a wholesale basis 
subsequent to the initial RAB being set. Indeed, as the Commission noted in 2003, provisions in 
regulatory framework documents such as the National Gas Code explicitly prevent this occurring. 

Key reasons why, in general, it is not desirable to revalue the asset base include: 

• the uncertainty and potential price shocks created for customers, investors and the regulated 
business if the possibility exists that the major determinant of prices and returns—the value of 
past investment—could be reopened at each regulatory review 

• the costs, both for the regulator and regulated entity, associated with such a reopening 

• if businesses have a reasonable expectation that an ODRC revaluation is likely, in an industry 
such as the water sector where real replacement costs are rising (as they are at present), this 
will encourage over-investment. (The adoption of revaluations on an ODRC basis in the 
telecommunications industry in part reflects the fact that as replacement costs continue to fall 
with new technology ODRC will frequently be less than economic value). 

Working conclusion 

A revaluation of the RAB in accordance with an ODRC approach is likely to increase the quantum 
of ACTEW’s profits and result in substantially higher prices for customers. This is consistent with 
one of ACTEW’s objectives under the Territory–owned Corporations Act 1990, which requires 
ACTEW to maximise the sustainable return to the Territory on its investment in the corporation. It 

                                                      
20 The Commission has made certain assumptions about capital expenditure and depreciation as it does not have full 
details of expenditure in this period, particularly prior to 1992–93. 
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can be argued that it is also consistent with legislative provisions and Government policy relating 
to encouraging reductions in water use by increasing prices. 

However, it fails to recognise the important difference between increasing water prices to reflect 
increasing scarcity of water (a matter that is addressed through the WAC) and increasing prices 
simply to increase the profits of the monopoly service provider. The vehicle for increasing water 
charges in the ACT should not be the value of the RAB and the quantum of profits generated by 
ACTEW. Indeed, ACTEW’s proposal conflicts with the legislative requirements relating to the 
Commission’s determination, including section 20(2) of the ICRC Act which requires the 
Commission to have regard to protection of consumers from abuses of monopoly powers and to 
consider the social impacts of its decision.  

The Commission notes the arguments advanced by ACTEW, but considers that the prime 
economic argument advanced by ACTEW—improved investment decisions—does not stand up to 
scrutiny. The Commission will consider this matter further in its draft decision. However its 
working conclusion is not to accept ACTEW’s proposal to revalue the RAB on an ODRC basis. 

3.3 Reinstatement of Cotter Dam 

ACTEW has proposed that the Commission amend the RAB to reflect the reinstatement of Cotter 
Dam into the asset base following its recommissioning in the current regulatory period. ACTEW 
has proposed that the RAB be adjusted to incorporate $14.9 million for the depreciated value of 
the Cotter Dam and associated pumping infrastructure.  

ACTEW has noted that the 2003 Meritec valuation optimised Cotter Dam out of the ODRC and 
ACTEW has pointed to a number of situations where regulators have permitted assets to be re-
optimised into the asset base. According to ACTEW, established regulatory practice provides 
that:21  

where assets are no longer used to deliver regulated services the value of the asset is removed from 
the asset base. However, where these assets become used sometime in the future, then the value is 
returned to the asset base. 

In Discussion Paper 1 the Commission made clear that the initial valuation of the RAB was a 
valuation of ACTEW’s physical assets. This includes all ACTEW’s assets, whether they were in 
service at the time or not. No assets were ‘optimised’ or excluded from the RAB, and assets did 
not have individual values ascribed to them.  

As the RAB therefore implicitly incorporated Cotter Dam, the Commission does not accept 
ACTEW’s view that it should be increased to reflect the recommissioning of the assets. While 
Meritec may have optimised Cotter Dam out of its 2003 ODRC valuation for ACTEW, this is of 
no relevance to the regulatory value of the RAB, which was not based on an ODRC approach. 

The Commission’s working conclusion is therefore that it will not include an additional value in 
the RAB at 1 July 2008 to reflect the value of the Cotter Dam and pumping station as these assets 
have never been excluded from the RAB. 

                                                      
21 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, pp. 166. 
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3.4 Capital expenditure 

As set out in Discussion Paper No. 1, forecast capital expenditure is one of the ‘building blocks’ 
used by the Commission to determine the total efficient cost of a regulated business. Included in 
the building blocks are both a return on new capital expenditure and a return of capital expenditure 
(regulatory depreciation). Together the return on and of capital expenditure reflect the cost of 
financing an asset. This means that at the end of an asset’s life, the initial investment in the asset 
should be returned to the business through regulatory depreciation, and a return equal to the 
opportunity cost of capital. 

Capital expenditure typically refers to expenditure on tangible, long-lived assets, including the 
planning and construction costs of infrastructure works. Capital expenditure is often characterised 
by its one-off nature. For example, projects such as the construction of the Mt Stromlo Water 
Treatment Plant and the Cotter to Googong Bulk Water Transfer Scheme are considered to be 
capital projects because they are one-off projects that will provide services over an extended 
period of time. 

3.4.1 Actual capital expenditure, 2003–04 to 2007–08 

Over the course of the current regulatory period ACTEW anticipates delivering $175.3 million in 
actual capital works (based on actual expenditure for 2004–05 to 2005–06 and updated forecasts 
for 2006–07 and 2007–08). This expenditure is much higher than the $107 million forecast at the 
time of the last price review. 

ACTEW has identified the primary drivers for this unanticipated expenditure as being the ongoing 
drought conditions and the impact of the January 2003 bushfires. Specifically these costs related to 
the following major additional projects: 

• Stromlo water treatment plant—$20 million to accelerate the project as a direct response to 
poor water quality in the Cotter Catchment following the bushfires. 

• Googong water treatment plant augmentation—$5.9 million to accelerate an upgrade to the 
Googong Plant in response to ongoing drought. 

• Cotter-Googong bulk transfer phase 1—$12.1 million to provide an additional 12 GL of water 
and address water supply issues. 

• Cotter Stromlo augmentation—$24.8 million to increase water supply  

• secondary clarifiers and de-nitrification tanks upgrade at the Lower Molonglo Water Quality 
Control Centre (LMWQCC)—$22.9 million related to a significant increase in the proposed 
scope of the project. 

• working at heights safety modifications—$8.8 million relating to an increase in the scope of 
the work and contract pricing. 

A number of these projects were considered as ‘unforeseen events’ and passed through to 
customers via increased tariffs during the regulatory period under the pass-through provisions 
established in the Commission’s 2004 price determination. The issue of pass throughs of 
government charges, taxes and functions is discussed further in Chapter 7. 
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3.4.2 Forecast capital expenditure, 2008–09 to 2012–13 

ACTEW has proposed total capital expenditure over the period of $278 million (in 2006–07 
dollars), with 60 per cent of this expenditure spent on water supply and 40 per cent on wastewater 
(see table 3.1). These forecasts exclude any projects that result from the Water Security Program 
currently under consideration by Government.  

Table 3.1 Forecast capital expenditure $000s, 2006–07 

 2008–09 2009–10 2010–11 2011–12 2012–13 
Water      

System assets      
Asset management plan works 33,356 59,200 17,222 43,787 10,292 
Other 158 170 183 196 210 

Non system assets  420 42 41 40 39 
Total water  33,934 59,412 17,446 44,023 10,541 

Wastewater      
System assets      

Asset management plan works 59,266 12,674 12,669 13,648 13,137 
Other 42 46 49 52 56 

Non system assets  420 42 41 40 39 
Total wastewater  59,727 12,762 12,759 13,740 13,232 

Total 93,661 72,174 30,204 57,763 23,773 
 

According to ACTEW the capital expenditure projections are influenced by a number of cost and 
planning pressures: 

• a growing reliance on short term contractors and interstate consultations 

• a general increase in construction prices as evidenced by growth in the Building Cost Index 

• a decrease in competitive tenders due to the relatively small size of ACTEW projects 

• increased land release and increased planning standards resulting in uncertainty 

• the incompatibility of current sewerage infrastructure to new land developments 

• changing trends in buildings  

The Commission has engaged independent consultants WorleyParsons in conjunction with 
Mclennan Magasanik and Associates (MMA) to assist it to review ACTEW’s capital and operating 
forecasts, as well as ACTEW’s’ forecasts of demand and customer numbers. WorleyParsons and 
MMA are due to present their final report to the Commission in early October.  

As part of their review the consultants will identify a number of proposed capital expenditure 
projects as being a representative sample of forthcoming projects. These projects will then be 
individually assessed for prudency and efficiency. The prudency test involves determining whether 
the project proposed by the regulated business is necessary. If the project is prudent, the expected 
cost of the project will be examined to verify that it is efficient.  

When ascertaining the prudency of capital works the consultants are required to consider: 

• the existing infrastructure and renewals requirements  
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• the demographic circumstances 

• service standards 

• asset utilisation, and  

• the potential for demand management to defer or reduce capital expenditure 

In considering the efficiency of the proposed works program, the consultants are required to 
consider procedures adopted by ACTEW in planning its works program. In particular, the 
consultants will: 

• compare and contrast the asset management policies of ACTEW with respective industry best 
practice with respect to asset provision, asset utilisation and service standards 

• assess the rigours of ACTEW’s approaches to managing their assets and developing their asset 
management plans. 

3.5 Depreciation 

Under the building block approach the Commission deducts the value of forecast regulatory 
depreciation from the RAB in each year of the regulatory period. This depreciation allowance is 
returned to ACTEW through prices in each year of the regulatory period.  

For the current regulatory period the Commission has: 

• adopted straight line depreciation based on an average asset life of 44 years for existing assets 
and 66 years for new assets 

• for the purposes of determining the RAB at the end of the regulatory period, assumed that the 
forecast regulatory depreciation has been returned to ACTEW (rather than the level of 
depreciation that might be implied by the actual capital expenditure program).  

One of the implications of this approach is that where ACTEW’s capital expenditure is higher than 
forecast (with the exception of unforeseen events) ACTEW does not recover any regulatory 
depreciation on the incrementally higher capital expenditure until the next regulatory period.  

3.5.1 ACTEW proposal 

ACTEW has proposed that existing depreciation arrangements continue—i.e. that straight line 
depreciation be adopted and that the RAB be adjusted by forecast rather than ‘actual’ depreciation.  

3.5.2 Working conclusions 

The Commission is not aware of any reasons why existing arrangements for the regulatory 
treatment of depreciation need to be amended. Therefore, the Commission’s working conclusion is 
that it will: 

• apply straight line depreciation in the next regulatory period 

• calculate the RAB at 1 July 2008 using the regulatory depreciation forecasts set out in its 2004 
decision. 
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3.6 Gifted assets 

As set out in Discussion Paper 1, the Commission’s previous approach has been not to include 
gifted assets (which typically include reticulation in new suburbs) in the RAB, but to allow 
ACTEW to recover the associated operating costs. ACTEW has proposed that this approach 
continue in the forthcoming regulatory period. 

However, as the Commission noted in Discussion Paper 1, gifted assets are treated as revenue for 
taxation purposes in the year they are received and result in the regulated business paying tax for 
which it would not otherwise have been liable. This represents a cash flow issue for the business as 
the tax payment is required up-front but corresponding reductions in tax (through taxation 
depreciation) occur throughout the life of the asset, resulting in a loss in net present value terms. 

ACTEW has proposed to address this situation through adding the net present value loss to the 
operating cost building blocks, thus enabling it to remain economically neutral. According to 
ACTEW ‘other regulators now recognise the impact of this timing difference and intend to include 
the amount in the cost of service in future decisions’.  

3.6.1 Working conclusions 

There are a number of significant differences between the taxation system, the regulatory building 
block approach and the way in which information is reported under Australian Accounting 
Standards. These include the manner in which gifted assets are treated, the treatment of 
depreciation (both in terms of depreciation rates and timing) and assumptions about interest 
payments. For example, in relation to the latter, when assessing benchmark taxation obligations 
regulators typically assume 60% of the RAB is funded by debt, although actual tax payments will 
be based on the actual amount of debt.  

These differences arise for a variety of reasons, a key one being that regulators seek to set a 
benchmark taxation obligation rather than exactly replicate a businesses’ actual obligations. Indeed 
the approach adopted by the Commission—that of using a pre-tax WACC and a statutory tax 
rate—is considerably less intrusive and business-specific than the approach adopted by other 
regulators, and is likely to result in a regulatory allowance for tax that is greater than the amount of 
tax paid. 

ACTEW has noted that the taxation system results in ACTEW incurring an NPV loss as a result of 
the treatment of gifted assets. The Commission does not dispute that this is the case. However, the 
Commission does not consider that it is the role of a regulator, particularly under a pre-tax WACC 
approach, to attempt to compensate businesses for perceived shortcomings in the taxation system. 
It would be inconsistent for the Commission to selectively allow ACTEW compensation for NPV 
losses in this case, while at the same time ignoring the myriad of other differences between the 
actual operation of the taxation system and the broad regulatory assumptions about the cost of tax 
adopted in the building block approach. The only situation in which the Commission might 
consider doing so, as set out in Discussion Paper No.1, is if it was to move to a post-tax approach 
under which ACTEW’s actual tax obligations were modelled in more detail.  

The Commission’s working conclusion is therefore that it is inappropriate to include an allowance 
for NPV losses associated with gifted assets in the regulatory building blocks.  

 

ICRC Water and Wastewater Price Review: Working Conclusions — 27 





 

4 The return on capital 

In determining an appropriate rate of return on capital, the regulator’s focus is on granting a return 
sufficient to create the incentive for the regulated business to undertake efficient investment in the 
distribution network. The rate of return on capital should represent the opportunity cost of capital 
to the regulated business: that is, the return the regulated business could have earned had it 
invested in alternative investments with the same level of risk. In addition, the rate of return 
granted to the regulated business should ensure the regulated business’s financial integrity. The 
Commission’s second discussion paper, released in March 2007, was devoted entirely to the 
determination of the return on capital.22

4.1 Introduction 

The return on capital is calculated as the product of the weighted average cost of capital (WACC) 
and the regulatory asset base. The process of calculating the WACC involves applying series of 
equations to determine the weighted average of returns to debt and equity in a given market. Some 
of the variables used in the equations are directly determined by the market, while others are 
determined by the regulator according to a preferred theoretical approach. This approach is 
informed by empirical observations and by regulatory precedents. 

The cost of capital is weighted by the return demanded from the two sources of funding available 
to the business: equity and debt. ‘Equity’ refers to funds raised from the owners of the business, 
the shareholders. ‘Debt’ refers to any borrowings of the business. The returns demanded by equity 
holders and debt holders differ, resulting in the need to calculate a WACC based on the 
proportions of equity and debt funding.  

The Commission’s second discussion paper identified several issues that have been raised in 
submissions to earlier price directions or arise due to different treatments of the return on capital 
by other jurisdictional regulators in Australia. These issue include: 

• whether to adopt a pre-tax or post-tax WACC 

• whether to adopt a firm specific or typical firm WACC 

The cost of capital can be calculated before or after tax, and can be expressed in real or nominal 
terms. Theoretically, the calculation of the WACC as pre-tax or post-tax should have little impact 
on the revenue outcome for the regulated business when the building-block methodology is 
applied.  

To calculate the WACC on a pre-tax basis, the effective tax rate is notionally used, although in 
practice it is often the statutory tax rate (30%) that is used.23 In this circumstance, the payment of 
tax is incorporated into the rate of return, and no separate allowance for taxes is made.  

Alternatively, if a post-tax WACC is used, taxes are included in the calculation of efficient costs of 
the business. This is achieved by calculating a separate building block to reflect the taxes likely to 
be paid by the business. 

                                                      
22 ICRC, Water and Wastewater Discussion Paper 2 Return on Capital, Report 3 of 2007, March 2007 
23 The ‘effective tax rate’ is the actual rate of tax paid by the business. This may differ from the statutory tax rate as a 
result of the manner in which depreciation and other matters are treated by the business.  
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The WACC may be calculated on the basis of the characteristics of a specific business, or the 
characteristics of a ‘typical firm’. The choice of approach has implications for some of the 
parameters used in the calculation of the WACC, such as the debt margin, the gearing ratio and the 
equity beta. 

In the previous price direction the Commission adopted a pre-tax WACC and determined the 
parameters of the model on the basis of a typical firm and not specific to the regulated business. 
The Commission intends to follow this approach in this price review.  

4.1.1 Equations 

The WACC represents the weighted average of the returns to debt and equity. The weights are 
given by the relative shares of debt and equity in financing the business. The proportion of debt 
financing is often referred to as the ‘level of gearing’ of the business. 

The WACC calculation is affected by the tax regime, and must take into account the level of tax 
paid by the business and the influence of the imputation system that operates in Australia. Under 
an imputation system, tax paid by the business can be credited against tax owed at the shareholder 
level. That is, the tax paid by the business is imputed to the shareholder, to avoid the distributed 
profits of the business being taxed twice.  

The pre-tax nominal WACC equation taking into account the effect of taxes and the imputation 
system is: 

pre-tax WACC = 
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where: 

• Re is the required return to equity holders 

• Rd is the required return to debt holders 

• E is the value of equity 

• D is the value of debt 

• V is value of debt plus equity (D + E) 

• t is the tax rate 

• γ (gamma) is the value of imputation credits.24 

Intuitively, it is easy to see that this equation is the weighted average of the return to debt and the 
return to equity, where the return to equity has been adjusted to take into account the availability of 
imputation credits in Australia. The weight attached to the return to equity is the value of equity 
divided by the value of debt plus equity (E ÷ V) and the weight attached to the return to debt is the 
value of debt divided by the value of debt plus equity (D ÷ V). These weights sum to 1.  

The return to debt (Rd) is normally calculated by adding a debt margin to the risk-free market rate:  

DMRR fd +=  

                                                      
24 See Officer, RR 1994 ‘The Cost of Capital of a Company under an Imputation Tax System’, Accounting and Finance, 
May 1994, pp. 1–17. This equation appears as Equation 5 on page 5 of the article. 
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where: 

• Rf is the risk-free market rate 

• DM is the debt margin. 

The return to equity (Re) is normally calculated by applying the capital asset pricing model 
(CAPM). This approach is widely used by commercial businesses and regulators across Australia. 
The CAPM formula is: 

)( fmefe RRRR −×+= β  

where: 

• βe (equity beta) is a measure of the correlation between a business’s risk and that of the overall 
market 

• Rm is the market rate of return. 

In effect, the CAPM formula says that the return on equity for a particular business is the weighted 
average of the market return and the risk-free rate.  

While the risk-free rate is generally observable in the market, the difference between the market 
return and the risk-free rate (also known as the market risk premium and calculated as Rm – Rf) 
generally reflects the long-term returns on equity in the market. The equity beta (the degree of 
riskiness of the business relative to the market as a whole) can itself be calculated in various ways.  

Once a nominal WACC has been calculated, it can be converted into a real WACC. This 
conversion is undertaken in two steps. First, the consumer price index (CPI) is calculated by way 
of the Fisher equation: 
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where:  

• CPI is the consumer price index 

• RealRf is the real risk-free rate. 

Second, the nominal WACC is converted into a real WACC: 
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4.1.2 Variables 

The variables that must be determined in order to apply the WACC equations fall into two groups. 
The first group are the ‘exogenous’ variables: that is, variables determined by available market 
data. These variables include: 

• t—tax rate  

• Rf—risk-free market rate 

• Real Rf—real risk-free rate  

• DM—debt margin. 
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The Commission classifies these variables as ‘exogenous’ because they are determined by factors 
outside the discretion of the decision-making process. That is, in the Commission’s opinion there 
are reasonable and generally accepted means of determining the appropriate value to apply for 
these variables on the basis of market data.  

For the second group of variables, actual market data is not readily available or there is debate 
regarding how the value of the variable should be determined. In this situation, the Commission 
must make a decision regarding the value of the variable to be adopted. These variables include: 

• D (debt) and E (equity)—the level of gearing 

• γ (gamma)—the value of imputation credits 

• βe (equity beta)—the correlation between a business’s risk and that of the overall market 

• Rm – Rf—the market risk premium. 

Risk free rate, real risk free rate and the CPI 

The risk-free rate enters into the calculation of the WACC through the calculation of both the 
return on equity and the return on debt, and in the calculation of the CPI. The risk-free rate used to 
calculate the returns on equity and debt is the nominal risk-free rate. The return on debt is the risk-
free rate plus the debt margin, and the risk-free rate is used in determining the return on equity 
through the CAPM equation. The CPI is calculated as the difference between the nominal and real 
risk-free rates, using the Fisher equation. 

Government bonds are generally considered to be risk-free investments. Therefore, the yield on a 
Treasury Fixed Coupon Bond with 10 years to maturity is taken to represent the risk-free rate. 
However, because bonds are issued irregularly, it is unlikely that a bond with exactly 10 years to 
maturity will be issued on the day the WACC is calculated. To address this problem, the approach 
adopted previously by the Commission has been to calculate the risk-free rate based on the yield of 
a hypothetical Treasury Fixed Coupon Bond due to mature 10 years from the day the WACC is 
calculated.  

The Commission calculates the yield on a hypothetical bond with a maturity of 10 years from the 
day the WACC is calculated by linearly interpolating the yield of the two Treasury Fixed Coupon 
Bonds with maturities closest to either side of 10 years. The Commission uses the yield on the 
Treasury Fixed Coupon Bonds published by the Reserve Bank of Australia (RBA) and available 
on its website.25 To reduce the variability that may be experienced due to short-term fluctuations in 
yields, the Commission has adopted an average of yields for the 20 business days up to the day the 
WACC is calculated. 

The Commission intends making a final decision regarding the WACC to be used in the 
determination of the return on capital component of the total efficient costs of ACTEW in 
February 2008. In that case, should the Commission calculate the risk-free rate using a 
hypothetical 10-year bond, it would interpolate the risk-free rate from the Treasury Fixed Coupon 
Bonds due to mature in February 2017 and March 2019.26

In addition to the risk-free rate, the real risk-free rate is required in the calculation of the CPI. The 
real risk-free rate is calculated as of the same day as the risk-free rate. The real risk-free rate is 

                                                      
25 See www.rba.gov.au/Statistics/indicative.html. 
26 The Treasury Fixed Coupon Bonds with maturity dates nearest to March 2018 (10 years from the expected date of the 
final decision) are due to mature on 15 February 2017 and 15 March 2019.  
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determined from the yield on Treasury Capital Indexed Bonds. Treasury Capital Indexed Bonds 
are adjusted for inflation and therefore represent the real return on a risk-free investment.  

In calculating the CPI, it is necessary to ensure that the yields for the risk-free rate and real-risk 
free rate are comparable. Therefore, it is necessary to create a hypothetical real risk-free bond with 
a maturity date equal to that of the risk-free bond. Assuming a 10-year risk-free bond is adopted by 
the Commission when making its WACC decision in February 2008, a hypothetical 10-year real 
risk-free rate would be calculated by interpolating the yield using the Treasury Capital Indexed 
Bonds with maturities of August 2015 and August 2020.27 The real risk-free rate would be 
calculated in a similar manner to the risk-free rate, using an average of yields over 20 business 
days as published by the RBA. Once the real risk-free rate has been established, the implied 
forward-looking CPI can be calculated. 

The CPI calculated using the risk-free rate and real risk-free rate is an implied forwarding-looking 
CPI, because it represents the CPI as projected forward using the financial markets. It is calculated 
using the Fisher equation: 
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Once the CPI has been calculated, it is used to convert the nominal WACC into a real WACC 
using the following equation:  
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Tax rate 

The tax rate represents the rate of tax paid by the business on profits. The Commission has two 
choices when choosing the appropriate methodology for determining a tax rate to apply in the 
WACC calculation. The Commission could adopt the statutory tax rate, or the Commission could 
model or estimate the effective tax rate.  

Regulators in Australia that have adopted a pre-tax WACC have generally used the statutory tax 
rate. The Australian Competition and Consumer Commission (ACCC) and the Australian Energy 
Regulator have employed a post-tax WACC in their various electricity and gas determinations, and 
consequently have calculated an effective tax rate as part of their modelling of efficient projected 
tax liabilities. The ESC has also adopted a post-tax WACC. The Commission has adopted a pre-
tax WACC in all previous water and wastewater, electricity and gas decisions. The current 
statutory company tax rate in Australia is 30%. 

Gearing 

The overall cost of capital is the weighted sum of the returns demanded by debt and equity holders. 
‘Debt’ refers to funds raised from borrowings, whereas ‘equity’ refers to funds raised from the 
shareholders, or owners, of the business. The proportion of debt to equity is referred to as the 
‘level of gearing’ of the business. Regulatory convention is to adopt a 60:40 gearing ratio. 

                                                      
27 The Treasury Capital Indexed Bonds with maturity dates nearest to March 2018 (10 years from the expected date of 
the final decision) are due to mature on 20 August 2015 and 20 August 2020. 
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Debt margin 

The debt margin represents the margin above the nominal risk-free rate that a business must pay to 
secure debt financing. Intuitively, a business must pay a premium above the risk-free rate to 
compensate the lender for the possibility of default. The debt margin a business pays depends on 
the perceived riskiness of the business, with low-risk businesses able to secure debt financing at a 
cheaper rate than more risky businesses.  

For the purposes of obtaining debt funding, the riskiness of a business is often determined by 
credit rating agencies such as Standard and Poor’s, Moody’s, or Fitch Ratings. These agencies 
typically base their credit ratings on an analysis of the relevant business’s financial records, the 
industry in which the business operates, and the prospects of the business. 

The approach adopted by Australian regulators to determine the debt margin can be summarised as 
follows. First, the credit rating of the regulated business is determined, either by determining a 
benchmark credit rating considered appropriate to the regulated business or by calculating the 
credit rating of the business based on financial modelling and taking into account the outcomes of 
the regulatory review. Second, the debt margin for a business with the relevant credit rating is 
determined from market data. The debt margin is calculated in such a way as to ensure consistency 
with the method adopted in calculating the risk-free rate: that is, the same averaging period and the 
same length to maturity of corporate bonds are used. Third, an allowance for debt-raising costs 
may be added. 

Market risk premium 

The market risk premium is defined as the difference between the return on the market portfolio 
and the return on the risk-free rate (Rm – Rf). The market risk premium enters into the calculation 
of the WACC through the determination of the return on equity, which is given by the CAPM 
formula.  

The CAPM formula is: 

)( fmefe RRRR −×+= β  

where: 

• Re is the nominal post-tax cost of equity 

• Rf is the risk-free market rate 

• βe is a measure of the correlation between a business’s risk and that of the overall market 

• Rm is the market rate of return. 

Thus, the return on equity is the risk-free rate plus the market risk premium multiplied by the 
equity beta. If the equity beta is equal to one, a 1% increase in the market risk premium results in a 
1% increase in the return on equity.28  

Gamma 

Australia introduced an imputation taxation regime on 1 July 1987.29 Under an imputation system, 
profits of companies are taxed only once, as shareholders who receive dividends are able to claim 
credits for any tax paid at the company level. This differs from a classical taxation regime, under 

                                                      
28 Given a debt to equity ratio of 60:40 this results in a 0.4% increase in the WACC. 
29 A discussion of the introduction of the imputation system can be found on the Australian Taxation Office website at 
www.ato.gov.au. 
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which profits are taxed fully at the company level before being taxed again in the hands of the 
shareholders. In essence, an imputation system reduces a company’s tax burden, because any tax 
paid by the company is imputed to the shareholder. 

Imputation credits affect the calculation of the post-tax required return to equity, because an 
investor who receives a tax credit will accept a lower return compared with an investor who 
receives no tax credit. Therefore, it is necessary to account for the impact of the imputation system 
on the business’s return on equity. Australian regulators generally employ the adjustment to the 
return on equity to account for the introduction of an imputation system identified by Officer in 
1994.30

Equity beta 

The equity beta (βe) represents the degree of riskiness (non-diversifiable risk) of the business 
relative to that of the market as a whole. Equity betas are generally estimated by analysing the 
movement in a particular business’s share price relative to that of the market. Hence, the beta 
indicates the degree at which a business’s risk correlates with the risk of the market portfolio. The 
lower the equity beta the less volatile the share price compared to the market portfolio. 

4.2 ACTEW’s proposal 

ACTEW’s submission contains a request for a significant increase in the WACC applied to water 
and wastewater assets. In the 2004 review the Commission granted a WACC of 7.0%. Taking in 
account the changes in the risk free rate, if the current risk free rate, real risk free rate and implied 
CPI were applied to the parameters the Commission chose in 2004 the WACC would be 6.22%. 
ACTEW’s proposed WACC is 8.42%, an increase of 2.2%. Table 4.1 details the parameters used 
to calculate ACTEW’s proposed WACC and the Commission’s 2004 determination.  

Table 4.1 Parameters used by the Commission in its 2004 price determination for water and wastewater and 
ACTEW’s proposed parameters 

Parameter ACTEW proposed values 2004 price determination values 
Risk-free rate 5.87% 5.62% 
CPI 3.17% 2.17% 
Real risk-free rate 2.62% 3.38% 
Market risk premium 7.0% 6.0% 
Debt margin 1.30% 1.245% 
Gearing 60% 60% 
Gamma 0 0.50 
Tax rate 30% 30% 
Equity beta 1.05 0.90 
WACC (pre-tax real) 8.42% 7.0% 
Source: ACTEW submission, page 200, ICRC 2004a, p. 64. 

As can be seen from this table, ACTEW has requested a higher market risk premium, debt margin, 
gamma, and equity beta. In addition, ACTEW has flagged that it believes there is a bias in the 
calculation of the risk free rate. ACTEW has supplied four research papers in support of the 
increased level of these parameters. These papers address issues of alleged bias in the risk free 

                                                      
30 Officer, RR 1994 ‘The Cost of Capital of a Company under an Imputation Tax System’, Accounting and Finance, 
May 1994, pp. 1–18. 
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rate, the level of gamma, alleged bias in the calculation of debt margin, and whether to use a 
domestic or international CAPM.31

ACTEW proposes that the level of gearing be set to 60% and the statutory tax rate of 30% be 
adopted for the WACC calculation. This is consistent with the Commission’s earlier decisions and 
the Commission’s current preferences. The remainder of this section will focus on the four 
parameters, gamma, the equity beta, the market risk premium and the debt margin for which 
ACTEW has proposed higher values than the Commission has previously granted. 

ACTEW has provided a paper by Hird and Grundy which claims that there is a bias in the 
calculation of the risk free rate which also implies that the implied inflation rate as determined by 
the Fisher equation is biased. ACTEW has not requested a change in the determination of the risk 
free rate or the implied inflation rate, instead it states: 

However, ACTEW proposes that the evidence presented by Hird and Grundy be taken into account 
when dealing with uncertainty in other WACC parameters. Where there is a range of possible 
values for a CAPM parameter, such as equity beta, the Hird and Grundy work should make the 
Commission more inclined to choose from the top of the range.32

The Commission will consider the issue of bias in the risk free rate in its draft decision. However, 
the Commission is disinclined to use the claimed bias in the calculation of the risk free rate as a 
reason for increasing the level of other WACC parameters. Clearly, the Commission could end up 
overcompensating for a small bias if the Commission accepted higher values for the other 
parameters only for this reason. 

4.2.1 Debt margin 

ACTEW argues that the most commonly used source of data for the debt margin, CBASpectrum, 
is biased and that if the Commission uses CBASpectrum data to determine the debt margin the 
Commission should inflate the CBASpectrum estimate by 25 basis points. As such, ACTEW adds 
0.25 per cent to its debt margin. 

4.2.2 Gamma 

ACTEW claims that the appropriate value for gamma should be set to zero. The main argument in 
support of this choice is that there is alleged empirical evidence in Australia indicating that gamma 
is close to zero. ACTEW also raise the argument that there is a relationship between the level of 
gamma and the market risk premium which indicates that a gamma of zero is consistent with a 
market risk premium of 6 per cent. 

4.2.3 Equity beta 

The ACTEW proposal for the higher value of the equity beta is based on an argument on the level 
of the market risk premium. ACTEW argues for a higher equity beta on the basis of an 
underestimated market risk premium. ACTEW notes that recent research by Fama and French has 
                                                      
31 NERA, Bias in indexed CGS yields as a proxy for the CAPM risk free rate, a report for the ENA, March 2007. 
Strategic Finance Group (SFG), The impact of franking credits on the cost of capital of a water business, report prepared 
for ACTEW, May 2007. NERA, Critique of available estimates of the credit spread on corporate bonds, a report for the 
ENA, May 2005. NERA, International versus domestic CAPM, March 2007. 
32 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, p. 179. 
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found that the return on equity of small firms in the United States is larger than that of large 
firms.33 In addition, Fama and French demonstrate that the book to market value of the firm has an 
effect on the return on equity.34 Given these results, ACTEW contends that ACTEW is a relatively 
small business with an average book to market value. Businesses in the United States that fall into 
this category have a return on equity that is between 2.7 and 5.4 per cent understated according to 
Fama and French as reported by ACTEW. ACTEW suggests that the Commission ‘exercise 
caution in setting the equity beta.’35 Additionally, ACTEW advises the Commission to consider the 
level of gearing when determining the equity beta and interpreting the level of riskiness faced by 
similar businesses. 

4.2.4 Market risk premium 

ACTEW proposes that the market risk premium be increased to 7 per cent from the 6 per cent the 
Commission granted in the previous review. Justification for this increase is based on two 
arguments. First, ACTEW cites a table from IPART’s 2006 water decisions. This table contains 
estimates of the market risk premium from a number of sources. ACTEW point out the average of 
these values is approximately 7 per cent. Second, ACTEW argues that there is an inverse 
relationship between yields on government securities and the market risk premium. If the return on 
government securities falls the market risk premium should rise.  

4.3 Discussion and working conclusion 

The Commission’s discussion paper on the return to capital released in March 2007 discussed most 
of the issues that ACTEW has raised with regards to the parameters. The issues that are new to the 
Commission are the discussion of bias in the calculation of the risk free rate and the Fama and 
French bias in the market risk premium. The discussion paper goes into detail on all of the 
parameters used to calculate the WACC including the issue of the relationship between gamma 
and the market risk premium and the theoretical and empirical justification for setting gamma 
equal to zero. In the context of the arguments advanced by ACTEW the Commission is in the 
process of re-examining these issues and will make a determination in the draft decision. 

While the Commission has not come to a final determination on the WACC at this time, there are 
some aspects of the WACC calculation that the Commission has reached a working conclusion. 
The Commission will determine a pre-tax real WACC on the basis of a typical firm approach. The 
Commission will also calculate the risk free rate, the real risk free rate and the implied CPI as 
indicated, although the Commission will examine the issue of the existence of bias in the 
determination of these values. The Commission will consider all possible sources of data for 
determining the debt margin and the arguments for bias in the CBASpectrum data. The 
Commission will continue to review ACTEW’s arguments for changes to gamma, the equity beta 
and market risk premium. The Commission will make a determination on these parameters in the 
draft decision to be released in November. 

 
                                                      
33 ACTEW discusses Fama and French (2005) in their submission but does not include Fama and French (2005) in their 
list of references. The Commission has been unable to locate the Fama and French (2005) paper ACTEW has cited. 
34 The book to market value is defined by ACTEW as ‘The book value of assets is the accounting value of a firm’s assets 
while the market value of assets is the marker capitalisation of the firm.’ ACTEW Corporation, Submission: 
Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 2007, p. 192 fn 202. 
35 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, p. 193. 
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5 Operating expenditure 

5.1 Introduction 

As set out in Discussion Paper 1, forecast operating cost expenditure is one of the building blocks 
used by the Commission to determine the total efficient cost of a regulated business. This 
expenditure can include recurrent operating costs, such as maintenance works and wages, and 
other costs not related to specific capital projects. The full value of forecast efficient operating and 
maintenance expenditure is recovered in the year in which it is incurred, due to the immediacy 
with which benefits accrue from the expenditure.  

5.2 Actual and forecast expenditure 

As part of its 2004 price determination, the Commission engaged consultants to review ACTEW’s 
forecast expenditure for the 2004–05 to 2007–08 period. The Commission considered the 
consultant’s recommendations alongside ACTEW’s proposal when reaching its position on 
operating expenditure in its price determination.36

ACTEW’s actual operating expenditure has been higher than that forecast by the Commission, for 
both water and wastewater activities.  

ACTEW has identified the reason for this as the increase in resources required to strategically 
plan, research, develop and implement initiatives such as Future Water Options, Water Security 
Program and drought contingency plans. According to ACTEW the cost increases relate mainly to: 

• the retention of existing and employment of additional staff in times of a tight labour market 
plus the requirement for additional external consultant and legal expertise 

• additional costs incurred by the Water Conservation Office including costs associated with the 
ongoing management and implementation of water restrictions and Permanent Water 
Conservation Measures (PWCM); 

• increased costs associated with the Cotter catchment and remediation and catchment 
management; and 

• increased emphasis on planning and modelling in response to the ongoing drought and climate 
change …37 

A number of these operating costs increases were ‘unforeseen events’ and passed through to 
customers via increased tariffs during the current regulatory period under the pass-through 
provisions established in the Commission’s 2004 price determination. One example of these costs 
is the Future Water Options (FWO) project which was undertaken in response to a direction from 
the ACT Government. ACTEW has already recovered $1.5 million in costs for this project and has 
indicated that it will seek recovery of a further $4.7 million in 2008–09.  

                                                      
36 ICRC, Final Report and Price Direction—Investigation into Prices for Water and Wastewater Services in the 
ACT, Report 8 of 2004, March 2004, p. 79. 
37 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, p. 134. 
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In its August 2006 Information Paper the Commission expressed concern with the transfer of 
policy functions and costs from the Government to ACTEW.38 While the Commission accepts that 
it is reasonable that ACTEW is responsible for considering supply and demand issues options as 
part of its normal business activities, it could be argued that some aspects of the FWO project 
essentially involve the development of broader government policy in the water sector. It is 
therefore not clear that it is appropriate for these costs to be passed onto ACTEW and its 
customers. In addition, the Commission notes that paragraph 67 of the National Water Initiative 
implies that it is inappropriate for activities undertaken for the Government (such as policy 
development) to be attributed to entitlement holders such as ACTEW (and passed on to 
customers).  

Figure 5.1 shows the Commission’s forecast of operating expenditure from 2004–05 to 2006–07 
and ACTEW’s actual (to 2006–07) and forecast (2008–09 to 2012–13) expenditure. In broad terms 
ACTEW has forecast that cost increases will stabilise in 2008–09 and increase only slightly in real 
terms over the regulatory period. 

Figure 5.1 Actual and forecast operating expenditure, 2006–07 
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According to ACTEW the operating expenditure projections are influenced by: 

• growth in wages and salaries of 5.45% per annum as a result of a tightening labour market 

• increased water treatment and energy costs, in particular for the Googong, Lower Cotter Dam 
and Murrumbidgee water sources 

• increased costs associated with new assets including LMWQCC secondary treatment upgrade, 
Fyshwick Sewerage Treatment Plant Inlet works and augmentation of the Fyshwick Effluent 
Recycling Facility 

                                                      
38 ICRC, Information Paper Prices for Water and Wastewater Services, Report 13 of 2006, August 2006, p. 12.  
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• an ageing workforce requiring succession planning to retain expert competencies and 
corporate knowledge 

• an increase in the use of strategic planning and expert resources to accommodate emerging 
policy and operational issues 

• additional costs incurred as a result of water supply initiatives undertaken during the current 
regulatory period including the Cotter Googong Bulk Transfer system. 

5.3 Approach to forecasting operating expenditure 

In Discussion Paper 1 the Commission noted there were certain difficulties with relying on 
reported actual operating expenditure as the basis for forecasting future operating expenditure. 
These included that the regulated business might have an incentive to increase reported 
expenditure, particularly if it believes that an increase in actual costs will result in an increase in 
forecast costs. Recent regulatory decisions, such as that by Victoria’s Essential Services 
Commission39, have also highlighted the difficulties that arise in considering reported operating 
expenditure when a substantial portion of the regulated businesses’ activities are contracted out to 
a related party. This is the case for ACTEW where many of its activities are contracted to 
ActewAGL. 

Discussion Paper 1 raised the option of whether alternative forecasting approaches—for example 
calculating costs with reference to an industry-wide productivity measure—might eliminate the 
opportunity for businesses to ‘game’ the regulator. However the Commission expressed a 
preliminary view that it was unrealistic to consider such an approach as part of the forthcoming 
price direction because of its intensive data requirements. The Commission continues to hold this 
view. 

The Commission’s working conclusion is therefore that, as occurred in 2004, it will examine 
ACTEW’s forecast operating expenditure in some detail. This includes reviewing ACTEW’s 
proposal in light of reported historical costs, as well as benchmarking actual costs against 
comparable businesses.  

As noted in Chapter 3, the Commission has engaged independent consultants WorleyParsons in 
conjunction with Mclennan Magasanik and Associates (MMA) to assist it to review ACTEW’s 
capital and operating forecasts, as well as ACTEW’s’ forecasts of demand and customer numbers. 
WorleyParsons and MMA are due to present their final report to the Commission in early October. 
In relation to operating expenditure the Commission has specifically requested WorleyParsons and 
MMA to: 

• review ACTEW’s functions and costs of operations, including: 

– general operating and support functions 
– maintenance and servicing activities 
– administration and overheads (both direct and corporate allocations) and 
– asset management strategies 

• review the efficiency of each of the above functions against industry standards 

                                                      
39 Essential Services Commission of Victoria, Gas Access Arrangement Review 2008–2012 Draft Decision, 28 August 
2007.  
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• identify reasons for any costs higher than normal commercial levels, eg. government 
ownership, awards and conditions, operating environment, staffing levels, assets, technology, 
or other factors, and 

• identify and analyse the transfer of costs between all areas within ActewAGL and ACTEW 
and the contractual agreements between the two organisations. 

The Commission will take into account the consultants’ recommendations in its draft decision. 

5.4 The Water Abstraction Charge (WAC) 

The ACT Government currently applies a WAC of 55 cents per kilolitre and the revenue received 
is passed by ACTEW to the ACT Government. The first 25 cents per kilolitre are used to offset 
costs incurred by the ACT Government related to catchment management, the scarcity value of 
water and environmental costs such as environmental flows. The revenue received from the 
remaining 30 cents per kilolitre ‘provides a return on a valuable resource and assists in managing 
demand’.40

It is important to understand that the Commission has no role in determining the level of the WAC, 
although it has previously advised the ACT Government on a methodology for calculating the 
WAC.41 It should also be noted that as ACTEW does not receive revenue from the WAC, this 
revenue is not used to offset the total efficient costs of ACTEW. However, the WAC significantly 
increases the marginal cost of water and therefore it is important that the Commission have regard 
to the WAC in its pricing determination.  

The Commission has held discussions with the ACT government regarding the WAC and 
understands that the Government is considering changing the basis upon which the WAC is 
charged to ACTEW from a per kilolitre consumed basis, to a per kilolitre of water abstracted basis. 
According to the Government this will better reflect the intention of the WAC as a measure to 
promote water conservation. Should this approach be adopted the Commission will need to 
consider more closely the way in which ACTEW reflects the WAC in its tariffs, having regard to 
the fact that losses occur between the point of extraction and customers’ meters. The Commission 
will need to design a mechanism to ensure that ACTEW does not over or under-recover the WAC, 
and at the same time has the incentive to ensure that losses are kept to an economically efficient 
level. 

The Commission also believes there are a number of other issues regarding the WAC that deserve 
wider debate. For example, valuing the scarcity value of water is a matter that although the 
prerogative of the Government, has a significant effect upon the prices that are eventually passed 
through to consumers. This ‘scarcity valuation’ issue becomes even more relevant to the 
Commission’s legislated functions and obligations in the context of the possible use of the WAC 
as a short term tool to manage demand (as is proposed by ACTEW in its submission to the 
Commission). Preliminary work by the Commission suggests that significant increases in the 
WAC will be necessary to have any meaningful impact on usage, particularly in the current 
environment when usage is primarily determined by the level of restrictions. Short term changes in 

                                                      
40 ACT Treasurer’s response to Question on Notice number 60 during the 2006 Select Committee on Estimates. The 
response can be located at: http://www.parliament.act.gov.au/downloads/issues-
papers/Stanhope%20Treasurer%202006.pdf 
41 ICRC, Final report: water abstraction charge, ICRC, Canberra, Oct 2003. 
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prices may also add to customer confusion about prices, and significant (and costly) public 
awareness campaigns may need to accompany any price changes. 

The Commission also notes that the treatment of the WAC from a public transparency perspective, 
including the manner in which it is reflected in water tariffs, is determined largely by the 
Government’s decision whether to apply the WAC as an ‘operating cost’ on ACTEW or as a per 
kilolitre charge that is to be passed through to customers. The WAC is currently treated as a per 
kilolitre charge and applies to every kilolitre consumed. The inclusion of the WAC as a total 
charge for all water abstracted from the ACT catchments and water offtake points would 
effectively mean that the WAC becomes part of the total operating costs which ACTEW would 
need to recover in its regulated price determination. This would give the Commission greater 
flexibility when considering tariff structures, particularly when considering the need for tariffs to 
address social welfare issues. 

The Commission will further consider these matters in consultation with the Government over the 
course of this price determination and would welcome public input on these matters. 
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6 Efficiency and service standard 
mechanisms 

Efficiency and service standard mechanisms are occasionally used by regulators to enhance the 
incentive properties of the regulatory regime. Efficiency mechanisms are aimed at increasing the 
incentive for regulated businesses to seek cost efficiencies throughout the regulatory period. 
Service standards mechanisms link service standards with price and are aimed at achieving an 
efficient level of service.  

The Commission is required under its TOR to have regard to achieved efficiencies in service 
delivery and appropriate incentives to both ACTEW and the operator, currently ActewAGL, to 
ensure ongoing efficiencies. The Commission considers the term ‘efficiencies in service delivery’ 
to include both the situation where existing service levels are maintained at lower cost, or where 
increased service levels are provided at little or no extra cost. 

An efficiency carryover mechanism creates a situation in which the regulated business has a 
constant incentive to achieve efficiency gains throughout the regulatory period, as any efficiency 
gains are maintained by the business for a predetermined length of time. Under the current 
methodology adopted in the ACT, the regulated business may have a greater incentive to achieve 
efficiency gains in earlier rather than later years of the regulatory period, because the regulated 
business can maintain these gains for the remaining length of the regulatory period.  

A service standard incentive scheme aims to create a link between service quality and revenues by 
creating a situation in which revenues adjust in response to changes in service quality, and hence 
provide the business with an incentive to improve service level. 

These two mechanisms were the subject of an in-depth investigation by the Commission during 
2005 in which the Commission decided not to include either mechanism in its regulatory 
framework.  

When the Commission concluded that there was no justification for the implementation of an 
efficiency carryover mechanism in the ACT in 2005, it based this decision on the shortcomings of 
efficiency carryover mechanisms adopted in other jurisdictions, including:  

• difficulties associated with identifying efficiency gains (or losses) as opposed to reductions (or 
increases) in input costs  

• manner in which transitory efficiency gains (or losses) are taken away (or rewarded) in the 
following regulatory period  

• heavy reliance on forecasts, especially the final year forecast, creating an incentive for the 
regulated business to attempt to game the regulator.  

In relation to service standard mechanisms the Commission noted that, given the satisfaction at the 
time with levels of service and the absence of evidence that the level of service was substantially 
different from the efficient level of service, it would need to be demonstrated that the benefits of 
introducing a service incentive scheme would outweigh the costs. To determine whether this was 
the case the Commission conducted an analysis of the costs and benefits of introducing a service 
incentive scheme. In the analysis the Commission noted the difficulty of measuring service 
standards, calibrating the level of service into a dollar measure based on customer values, and 
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designing a scheme to reward or penalise the business. The decision highlighted the complexity 
associated with the implementation of a scheme and the distortions that might be created if the 
scheme were incorrectly calibrated. The Commission therefore concluded that the current 
arrangements were adequate for maintaining the current level of service.  

6.1 ACTEW’s proposal  

In its submission to the Commission, ACTEW proposed that the Commission adopt an efficiency 
carryover mechanism in order to provide appropriate incentives for ongoing cost efficiency 
improvements throughout the regulatory period.  

ACTEW also noted that efficiency carryover mechanisms are employed in one form or another in 
other jurisdictions by regulators at State and Commonwealth level. ACTEW did not provide any 
detail regarding the structure of the proposed mechanism or the manner in which ACTEW 
proposed the mechanism would be implemented. 

ACTEW supports the Commission’s 2005 decision not to introduce a service standards 
mechanism. ACTEW stated that such a mechanism is currently not needed and that incentives to 
reach and exceed stated service standards have increased via the operation of the Utilities 
Management Agreement (UMA). The UMA stipulates achievement of a number of service 
standard related KPIs as a condition of receipt by ActewAGL of defined payments. 

6.2 Discussion and working conclusion  

6.2.1 Service standards mechanism 

ACTEW has previously provided information to the Commission suggesting that customers would 
not prefer to pay less for reduced levels of service; rather, in some cases they would be prepared to 
pay more to experience higher levels of service.42

A key issue for the Commission in considering whether a service standard scheme should be 
introduced is therefore whether general customer satisfaction with the price/service standard trade 
off continues. Given the Commission has no recent data on customer satisfaction, it is relevant to 
consider whether service standards are improving, remaining about the same, or decreasing. In 
particular, if service standards are falling, this might suggest the need for a service standard 
mechanism to be further investigated. 

In its submission ACTEW reported that the UMA with ActewAGL incorporates some 147 services 
and associated key performance indicators (KPI), and that ActewAGL met nearly all of the KPIs 
during the current regulatory period, with the exception of some capital works requirements. 
According to ACTEW the requirements of all licences, authorisations and the Utilities Act were 
met. ACTEW also cited number of service standards that had materially improved over the period, 
including: 

• average response time for priority 1 water events down from 77 to 39 minutes 

• average water interruption times for priority 1 water events down from 98 to 75 minutes 

                                                      
42 Willingness to pay study undertaken by NERA and ACNielsen in 2003 
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• compliance with sewer blockage remediation times is 98 per cent with a corresponding decline 
in customer complaints  

• a reduction in the recurring sewer blockage rate down from 5 per cent in 2000 to 2 per cent in 
2006. 

Consultants engaged by ICRC will consider ACTEW’s service standards as part of their review of 
related expenditure. While the Commission has not yet received a final version of the consultants 
report, there is nothing in review to date to indicate that service standards have decreased.  

On this basis, and bearing in mind the Commission’s 2005 decision and ACTEW’s view that a 
service standard mechanism would not be cost effective, the Commission’s working conclusion is 
that it does not intend to introduce such a mechanism during the forthcoming regulatory period. 

6.2.2 Efficiency mechanisms 

ACTEW has recommended that 

… the Commission, consistent with its support of efficiency incentives in the form of regulation, 
introduce an efficiency carryover mechanism or propose an appropriate alternative to encourage 
improvements in the next regulatory period.43

ACTEW did not specify the form that such a mechanism might take. 

In its 2005 review of incentive mechanisms the Commission expressed a number of concerns with 
incentive mechanisms introduced by other regulators, including that adopted by the AER. In 
particular, the Commission identified concerns with: 

• the measurement of efficiency gains 

• the mechanics and properties of the incremental efficiency carryover mechanism in use 

• the reliance on forecasts and the interaction between the approach to forecasting operating 
expenditure and the incentive carryover mechanism. 

The Commission strongly supports the concept of incentive based regulation, and considers there 
would be benefits in introducing a formal incentive mechanism, despite the concerns raised above, 
if it could be demonstrated that the existing CPI-X arrangements were not providing sufficient 
incentives to achieve cost reductions. However, the Commission does not believe this is the case.  

The CPI-X regime provides clear incentives for ACTEW (or its contractor ActewAGL) to reduce 
costs, as reductions from forecasts can be retained by the business until the end of the regulatory 
period. ACTEW has pointed to the establishment of incentive arrangements in its contractual 
arrangements with ActewAGL that encourage cost reductions to be achieved. Most importantly, 
according to ACTEW significant efficiencies have been achieved under the existing regime. These 
are detailed in ACTEW’s submission and include:44  

• improvements in the maintenance of the water distribution and sewer networks through a 
restructuring of ActewAGL field services and a review of key operational procedures 

                                                      
43 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, p. 64. 
44 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, sections 7.2.3 and 7.5. The Commission’s consultants will review ACTEW’s claimed efficiency improvements as 
well as ACTEW’s overall efficiency levels. 
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• a review of supervisory roles to maximise time in the field and improve works planning, 
coordination and scheduling 

• aggregation of smaller functional areas to improve service and resource levels 

• efficiencies in the ActewAGL treatment branch which have enabled the increase in assets 
operated and maintained to be accommodated within existing resource levels. 

Further, the Commission agrees with ACTEW that one of the primary benefits of a five-year 
regulatory period is that it will provide a larger incentive for cost reductions in the next regulatory 
period, as any cost savings in the first year are kept for a period of five years rather than only four 
years. 

The Commission also notes the current regulatory framework provides additional efficiency 
incentives through the inclusion of approved regulatory depreciation in the rolling forward of the 
RAB. The regulatory depreciation rolled into the RAB is not adjusted to reflect actual capital 
expenditure over the period. Consequently there is an underlying incentive for ACTEW to pursue 
more cost efficient capital works programmes as it will retain any savings resulting from actual 
depreciation being less than regulatory depreciation. 

In its 2005 review the Commission identified a list of attributes that any future proposed efficiency 
mechanism would need to possess. These were: 

• Transparency: a transparent mechanism will be clearly understood by regulated businesses, 
regulators and external parties.  

• Simplicity and unobtrusiveness: a simple and unobtrusive mechanism will reduce the 
regulatory burden on the businesses and the regulator.  

• Repeatability: the mechanism must be well defined and applicable to future regulatory periods.  

• Symmetry: the mechanism should be symmetrical; that is, it should contain both rewards for 
efficiency gains and penalties for efficiency losses.  

• Accuracy: the mechanism must be able accurately to reward or penalise the businesses for 
efficiency gains or losses; the incentives that it creates must be well understood.  

• Non-distortionary: the mechanism should not have adverse impacts on the investment 
decisions of the businesses.  

• Equitability: the mechanism should provide a fair sharing of efficiency gains between 
regulated businesses and customers.  

• Economic efficiency: the mechanism should encourage efficient investment and promote the 
use of efficient production techniques.  

If ACTEW is able to propose an incentive scheme that addresses all these issues in a more 
satisfactory manner than existing schemes (such as the AER scheme) do, the Commission will 
strongly consider the adoption of such a scheme. However, until this is the case the Commission’s 
working conclusion is that it does not propose to introduce a specific efficiency mechanism in the 
next regulatory period, including for the reason that existing arrangements appear to provide 
sufficient incentive for ACTEW to maintain and improve service standards and reduce costs. 
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7 Form of price control and related 
matters 

7.1 Introduction 

Once the efficient costs of the regulated business have been determined using the building block 
approach, a number of decisions need to be made about the revenue stream and the way in which 
revenue and tariffs may adjust annually. The Commission has previously adopted a ‘CPI plus X’ 
mechanism, where the adjustment by the CPI allows for inflation and the adjustment by the 
X factor represents the ‘real’ change in revenues. The Commission proposes to maintain this CPI 
plus X approach in this price determination. However, a number of decisions need to be made 
about matters including: 

• whether the X factor is to apply to, for example, total revenue, average revenue or weighted 
average prices (or even individual tariffs) 

• whether the X factor will be calculated on the basis of: 

– an unsmoothed revenue stream, where X factors are set on an annual basis to reflect the 
total efficient cost of the year in question as calculated using the building-block method 

– a smoothed revenue stream, where the X factor is set to ensure that the total efficient cost 
and expected revenue over the regulatory period are equal in net present value terms or 

– a glide path, where the X factor is calculated to match the total efficient cost with the 
expected revenue in the final year of the regulatory period. 

• whether there will be a different X factor in the first year of the regulatory period 2007–08 
(known as a P0) compared to the other years of the regulatory period 

• whether ACTEW should be compensated (or must compensate customers) if actual revenue 
falls short of or exceeds the limit set by the CPI plus X mechanism 

• the degree to which (and the manner in which) ACTEW should be required to pass through or 
absorb unforeseen increases and decreases in costs such as additional taxes or the impact of 
natural disasters  

• the degree of flexibility, if any, that ACTEW may have to change the structure of tariffs during 
the regulatory period 

• whether there should be limits on relative movements of individual tariff components (eg the 
fixed charge) during the regulatory period 

Many of the above matters are closely linked. For example, prescribing real prices for the duration 
of the regulatory period limits the ability to have flexible tariff structures. 

Several of the above issues were discussed in Discussion Paper 1. The Commission expressed a 
preliminary view that it supported the use of a smoothed revenue stream, but reserved its position 
in relation to whether a P0 adjustment should be implemented and the variable to which the X 
factor should apply. 
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7.2 Current arrangements 

The current price control uses a Maximum Allowable Average Revenue per customer (MAAR) 
approach whereby the MAAR is adjusted annually in real terms by the X factor. A separate 
MAAR applies for water and wastewater. The number of customers and usage is forecast for the 
following year by ACTEW in conjunction with the Commission, and prices adjusted to ensure that 
the Forecast Average Revenue (FAR) (prices times forecast demand, divided by the forecast 
number of customers) does not exceed the MAAR. 

A potential adjustment is made each year to the MAAR for cost pass throughs, which can apply 
where certain pre-defined events occur: 

• a change in taxes  

• an act of terrorism 

• a major natural disaster 

• a subvention payment event 

• a service standard event 

• an augmentation event. 

A materiality threshold of $1.5 million per annum applies. 

Because ACTEW’s annual demand forecasts have been based on ‘average conditions’ the 
Commission also has put in place a revenue shortfall mechanism that allows ACTEW to clawback 
foregone revenue in the event that Stage 2 or higher restrictions are in place. 

This means that the current price control approach includes elements of both maximum prices as 
well as a revenue cap, as contemplated by section 20A(1) of the Act. 

Cost pass throughs occur via the amount of the pass through being divided by the forecast number 
of customers and added to the MAAR. Prices are then set so that the FAR must be less than or 
equal to the pass-through adjusted MAAR.  

ACTEW cannot change the structure of tariffs during the regulatory period (that is, the point at 
which the tariff ‘steps’ occurs is fixed), and the Commission has required that the supply 
component of the water tariff remain constant in nominal terms. In 2005/06 and 2006–07 all 
volumetric prices increased by the same proportion, but for 2007/08 the Commission permitted the 
>300kl block price to increase by more than the other blocks.  

7.3 Objectives of the price control mechanism 

The price control mechanism and related arrangements (such as pass-throughs) need to meet a 
number of objectives. These can be summarised as: 

• ensuring that the regulated business has the opportunity to recover total efficient costs 

• providing incentives for the regulated business to reduce costs  

• promoting the conservation of water 

• ensuring that individual tariffs are cost reflective, that cross-subsidisation is eliminated, and 
that appropriate signals are provided to customers 
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• minimising opportunities for regulatory ‘gaming’ 

• minimising the regulatory burden for the regulator and regulated business 

• providing an appropriate level of regulatory certainty for the business 

• providing customers with a high level of transparency and certainty regarding tariff structures 
and prices  

Some of these objectives may conflict with each other. For example, allowing a wide range of 
pass-throughs will assist to ensure that the regulated business has the opportunity to recover total 
efficient costs. However it may not encourage the regulated business to reduce costs or provide 
customers with certainty regarding tariffs structures and prices. It is the Commission’s role when 
deciding upon the price control mechanism to ensure that, consistent with the TOR and its 
legislative obligations, the interests of ACTEW, customers and the ACT community more 
generally are appropriately balanced. 

7.4 Assessment of the existing arrangements 

The existing arrangements have a number of positive features. Firstly, as ACTEW has 
acknowledged, the arrangements allow it to recover the full cost of providing services (even if 
some of its revenue is to be recovered via pass through and revenue catch-up mechanisms 
somewhat ‘after the event’).  

Secondly, the fact that the tariff structure is fixed means that customers have certainty regarding 
tariff structures, if not the level of tariffs.  

However, there are also a number of difficulties with the existing arrangements. Because the FAR 
is reset on an annual basis, in theory the potential exists for fluctuations in price as demand 
changes. Prior to the drought and bushfires this was not a significant issue given the relatively 
steady state of supply and demand. However, in times of drought and restrictions where demand 
may vary widely from year to year, in theory this approach could lead to significant changes in 
prices. For example, several months of rain could mean that forecast of usage in the next year 
might be so much higher than the existing year (for example because restrictions are lifted), that 
prices could need to fall in order for the FAR to be less than the MAAR. 

However, the theoretical issues around changing demand have been avoided in this regulatory 
period because ACTEW’s existing forecasting model is based around ‘average’ demand and 
supply conditions rather than the more probably conditions in the next year. However, this has 
created its own issues because with demand being lower than average, ACTEW’s actual MAAR 
has fallen below the allowed MAAR each year, and a revenue catch up mechanism has been 
necessary. This revenue catch-up mechanism, when combined with the relatively large cost pass 
throughs that have occurred, has resulted in price increases that have far exceeded those envisaged 
by the Commission (and customers) at the time of its price determination.  

Because the FAR is recalculated annually, it is necessary that the Commission be satisfied that the 
forecasting model used each year by ACTEW is robust. This is necessary regardless of whether 
forecasts are to be based on average or actual conditions. During the current regulatory period the 
Commission and ACTEW have engaged in debate regarding the validity of the model’s outputs 
and this has resulted, as ACTEW has noted, in resource-intensive and somewhat ‘combative’ 
negotiations between the Commission and ACTEW each year.  
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ACTEW has also expressed concern about the resource intensive annual reset process and the fact 
that it has limited ability to adjust relative tariffs and no ability to change tariff structures. ACTEW 
believes it is better placed than the Commission to determine prices, within the constraint of the 
MAAR. 

7.5  ACTEW’s proposal 

ACTEW has proposed broadly to maintain the existing price control arrangements, but to make a 
number of amendments to provide it with more tariff flexibility and certainty regarding cost 
recovery. ACTEW’s proposal can be summarised as:45

• to continue to apply the X factor on a MAAR per customer basis, with the ability for ACTEW 
to determine specific prices and tariff structures from year to year subject to the MAAR and X 
factor constraint 

• the X factor to be based on a smoothed revenue stream with a constant X factor in each year of 
the regulatory period. However ACTEW indicated that it may be acceptable for the X factor to 
be higher in the initial years of the period if this was necessary to prevent prices falling at the 
start of the next regulatory period 

• prices be set annually on an annual basis without the Commission’s input using a mutually 
agreed ‘expected demand’ (rather than average demand) forecasting model 

• the Commission monitors usage during the period against the ACTEW forecast 

• an adjustment be applied to revenue in subsequent regulatory period if total usage is +/–10% 
from that forecast for the 2008–09 to 2012–13 period 

• to maintain the existing pass through arrangements with the following amendments: 

– a recasting of the change in taxes event to clarify that taxes levied by the ACT government 
can be passed through to customers 

– the introduction of a contingent project mechanism—under this approach certain projects 
which are unknown either in terms of need or cost (eg water supply augmentation projects) 
would be ‘approved’ as part of the price direction, but their costs would not be included in 
tariffs. Once a trigger event occurs the project(s) would be resubmitted to the Commission 
for an efficiency and prudency review and cost recovery arrangements agreed 

– a recasting of the existing augmentation event as a water shortage event  

– a deadband mechanism which provides for a pass-through of water supply operating costs 
if they are outside the range of +/–10% from forecast. According to ACTEW this will 
address the situation where, depending on inflows and usage, different supply/demand 
scenarios will have different operating costs. 

7.6 Working conclusions 

The Commission’s objective is to determine a combination of price control arrangements that 
complement each other, meet the objectives set out in section 7.3 above, and address some of the 
existing deficiencies. The Commission’s working conclusions are set out below. 

                                                      
45 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, pp 61–72. 
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7.6.1 Calculation of the X factor 

As set out in Discussion Paper 1, and noting ACTEW’s support, the Commission’s working 
conclusion is that the X factor should be calculated on a smoothed revenue stream.  

In relation to the question of whether the X factor should be the same each year or whether there 
should be a P0 factor, a constant X factor provides a relatively stable and predictable price path, 
and avoids once-off tariff ‘shocks’ for customers. However, where prices are rising the revenue 
earned in the last year of the regulatory period will be higher than the efficient costs, and all other 
things being equal it will be necessary to reduce prices in the first year of the next regulatory 
period. A P0 adjustment can prevent this occurring, but may cause tariff shocks.  

The difference between the P0 and constant X factor approaches is shown in Figure 7.1 using an 
illustrative example. Under the P0 approach prices can rise by a larger amount initially so that 
actual revenue is in line with building block revenue. Under the constant X factor prices rise by the 
same amount each year but will be higher than the building blocks in the last year of the period.  

Figure 7.1 figure name?? 

75

85

95

105

115

125

135

145

0 1 2 3 4 5

Year

R
ev

en
ue

 ($
re

al
)

Building block revenue

Constant X factor

Po Adjustment

Required 
price 
reduction in 
next period

 

The benefits of having a P0 adjustment, and the impact for prices, will not be known until the 
smoothed revenue requirement and the overall magnitude of price changes has been determined by 
the Commission. Accordingly, the Commission’s working conclusion is that it will consider the 
need for a P0 adjustment as part of its draft decision. 

7.6.2 Tariff structure 

ACTEW has sought the ability to unilaterally change the tariff structure during the regulatory 
period, on the basis that flexibility in the price structure is necessary to allow prices to be 
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responsive to changes in Government policy, supply availability, unforeseen costs and consumer 
preferences.46

However, the Commission has a number of concerns with ACTEW’s proposal. 

Firstly, it is not clear to the Commission why the tariff structure needs to change on an annual 
basis. Many aspects of the tariff structure, such as the point at which volumetric ‘steps’, if any, 
should apply, are predominantly issues of customer equity and broader community welfare. It is 
not clear why the treatment of these matters should vary on an annual basis.  

Secondly, it is essential that if prices are to perform a role as signalling mechanism, then customers 
need to be able to understand their tariffs and tariff structure. As ACTEW has noted there are a 
number of informational issues that act to inhibit customers’ knowledge of the tariff structure. If 
the price structure was to change on a regular basis, this is likely to further hamper customers’ 
understanding of prices and therefore their ability to respond to price signals. 

Thirdly, given the issues of customer equity and broader community welfare inherent in the tariff 
structure, the Commission believes ACTEW should not be unilaterally responsible for making 
decisions on matters which directly impact welfare. While it is important that ACTEW has input to 
the tariff structure, it should not be the sole determinant of this. 

Finally, the structure of water tariffs is a matter of significant public interest and debate. Of all the 
matters that the Commission puts forward in the public arena for consideration, water tariffs and 
the water tariff structure generates the most discussion. Therefore, the Commission is concerned 
about the lack of transparency that would exist if ACTEW was unilaterally able to change the tariff 
structure during the regulatory period. It is far more desirable for the structure to be determined 
through an open and consultative process which draws on broad community input and debate, such 
as this price determination. 

The Commission notes that it is relatively rare for regulatory regimes to permit intra-period 
changes to regulated price structures, particularly in the water sector. Where such changes are 
contemplated, public consultation, or at a minimum endorsement by the regulator, is usually 
required. 

The Commission’s working conclusion is therefore considers there are benefits to the territory and 
the community from establishing a price control mechanism that ensures the tariff structure 
remains unchanged across the regulatory period. 

7.6.3 Pass-through mechanisms 

The rationale for permitting cost pass-throughs is that they reduce the cost risk faced by the 
regulated business, thus reducing overall costs to customers in the long term. This imitates the 
workings of a reasonably competitive market where costs will be able to be passed directly 
through to customers in the short term. 

                                                      
46 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, p. 40. 
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However, it is clearly in the interests of regulated businesses and their customers that pass through 
items be limited to material and clearly defined events so that: 

• regulated businesses have an incentive to minimise the long-term impact of changes in costs—
hence pass-throughs should be limited to ‘uncontrollable’ items 

• administrative costs for businesses and the regulator (for example, in determining whether a 
pass-through event has occurred and the magnitude of any pass-through event) are not 
unreasonable 

• customers have as much certainty as possible regarding future prices. 

ACTEW has submitted applications for, and the Commission has approved, a number of cost pass-
throughs in the current regulatory period. While some of these pass-throughs have been spread out 
over a number of years (and in some cases will be recovered in the next regulatory period), the 
quantum of pass-throughs approved by the Commission has been significant: 

Table 7.1 Approved pass through amounts $000s, nominal 

Pass through item 2005–06 2006–07 2007–08 
Revenue foregone 3,480 8,421 582 
Drought taskforce costs 395 485 352 
Drought contingency costs  1,365 1,080 
Future Water Options  653 812 
Cotter Googong Bulk Transfer and Cotter Stromlo Augmentation*  748 1,714 
Catchment remediation*  119 275 
Bushfire recovery   682 
Bendora Road remediation costs   1,285 
Total 3,875 11,791 6,782 
Note: $5.621 million of the $11.791 million carryover from 2006–07 was deferred and recovered in 2007–08. * Pass throughs for projects marked with 
an asterisk reflect a return on and of the capital expenditure incurred, not the full amount of capital expenditure. 

ACTEW also has sought a $35.8 million pass through of additional costs incurred in the current 
regulatory period to be applied in the next regulatory period.47 The Commission and its consultants 
will examine this pass-through claim as part of this price determination. 

Pass-throughs are in addition to the increase in the WAC (which has risen from 20 cents per 
kilolitre at the start of 2004 to 55 cents per kilolitre in 2007–08) and the implementation of the 
network facilities tax which adds 9 cents per kilolitre and $18 per wastewater fixed charge (and per 
flushing fixture) to customers’ bills in 2007–08.  

Together the cost and revenue pass-throughs (including deferred amounts) represent approximately 
$91 per water customer in 2007–08.48 A residential customer using 250 kilolitres will also pay an 
extra $160 on their water bill for the WAC and network facilities tax, and an extra $18 on their 
wastewater bill. While the level of pass-throughs in 2007–08 is relatively high due to the deferrals 
from previous years, it is clear that these ‘unanticipated’ charges represent a significant proportion 
of a customer’s total bill. 

                                                      
47 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, p. 205. 
48 This figure is an average across all customers: the increase in the average residential bill will be less than this. 
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A key issue facing the Commission is whether pass-throughs should continue to be applied on a 
yearly basis. The Commission considers the existing yearly pass-through process has a number of 
disadvantages. First, it can lead to significant and unanticipated fluctuations in prices from year to 
year, particularly where costs pass-throughs relate to one-off operating cost items.  

Second, the annual review process creates substantial additional costs for ACTEW and the 
Commission, but time constraints may not permit pass-throughs to be subject to a rigorous 
prudency/efficiency evaluation. This can create a situation where there is limited transparency in 
the price setting process.49

The Commission therefore has a preference for a mechanism that aggregates the pass-through 
items across the regulatory period, and allows them to be recovered through prices in the 
subsequent regulatory period. This will permit ACTEW to pass-through certain unforeseen costs, 
but avoid the problems associated with the existing annual mechanism. In deferring the recovery 
of the pass-through items, the Commission would incorporate an amount that recognises the 
passage of time between the expenditure being incurred and ACTEW recovering the costs.  

One difficultly with this approach may exist in relation to costs imposed by the ACT government 
for policy reasons—such as changes in the WAC. It may be appropriate for these costs to be 
passed through on an annual basis.  

The Commission will consider the other issues such as the materiality constraint and the type of 
pass throughs to be allowed, in its draft decision. 

7.6.4 Price control mechanism 

The existing MAAR price control mechanism has a number of positive attributes, including that it 
reflects the fact that customer numbers are a key driver of costs. However, the annual process by 
which prices are reset and the FAR is determined has proved somewhat problematic, as discussed 
above. 

As with the tariff structure, ACTEW has sought the ability to unilaterally change individual price 
levels during the regulatory period (within the X factor constraint) on the basis that flexibility is 
necessary to allow prices to be responsive to changes in Government policy, supply availability, 
unforeseen costs and consumer preferences. However, as discussed above, the Commission 
believes significant changes to prices should not occur without a high level of transparency and 
input from a number of parties, not just ACTEW. Further, the, the Commission is not convinced 
that consumer preferences are likely to changed markedly from year to year. The Commission 
therefore does not believe that ACTEW should have an unfettered ability to changes prices during 
the regulatory period.  

The Commission has noted ACTEW’s comments regarding recent improvements in its ability to 
forecast costs and demand. Given this, one option is for the Commission to set prices which are 
fixed in real terms for the entire regulatory period. This would have the benefits of: 

• greater certainty regarding tariffs for customers, particularly given the Commission’s proposal 
to allow pass throughs only at the end of the regulatory period 

• avoiding the need for an annual reset process. 

                                                      
49 While the Commission released an information paper on the 2006–07 price reset it did not do so for other years. 
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Significant variations in revenue across the entire regulatory period from those forecast by the 
Commission could be dealt with via a pass-through mechanism of the nature proposed by 
ACTEW. Where cost pass throughs from the ACT Government did occur during the regulatory 
period, they could be applied proportionately to prices, or alternately in any manner specified by 
the Government or the Commission. 

Another option being considered by the Commission is to adopt a modified version of the current 
approach whereby prices are reforecast each year based on expected demand. In order for this 
approach to operate effectively: 

• prices would need to move proportionately, or within defined ranges (eg the X factor plus or 
minus a percentage) which are established as part of this price determination 

• where ACTEW sought to change relative prices, it would need justify such changes on 
efficiency grounds 

This approach would suffer from the existing problem that with an annually reforecast MAAR 
fluctuations in prices may occur as restriction levels change. However, under this approach there 
would be no need for an adjustment at the end of the regulatory period as the annual reforecasting 
process means that over the 5 year period actual revenue is likely will be close to forecast revenue. 
The Commission also understands that ACTEW, in consultation with ANU, has been refining its 
12–15 month forecasting ability. This should result in more accurate annual forecasts. 

The Commission will consider the form of price control in more detail in its draft decision, 
including the various costs and benefits to ACTEW, the territory and the community of the 
different approaches. 

 

ICRC Water and Wastewater Price Review: Working Conclusions — 57 





 

8 Tariff structure 

8.1 Introduction 

This chapter sets out the Commission’s working conclusions on the structure of water and 
wastewater tariffs for the current review. In doing so this chapter takes as given the working 
conclusions expressed in the previous chapters. The Commission must also take into account the 
terms of reference that underpins this review as well as the requirements of the ICRC Act. The 
focus of this chapter is on how to structure tariffs for water and wastewater that will raise revenue 
sufficient to meet the revenue requirement. The focus is not on the magnitude of the prices but on 
how to set the components of the water and wastewater tariffs. 

The Commission released a discussion paper in August devoted to discussion on prices for water 
and wastewater services. That paper sought submission on the issues raised and discussed in the 
paper. The Commission has had to date very few submissions to help inform the Commission of 
the community sentiment on the structure of tariffs for water and wastewater services.  

8.1.1 Current pricing for water and wastewater 

The Commission utilised an inclining block tariff during the 1999–2000 to 2003–04 price 
determination. This consisted of a fixed charge and two blocks with a step that declined over time 
to 175 kilolitres per year in 2003–04. The prices in place during 2003–04 were:  

• a fixed water supply charge of $125 

• a 43 cent variable component for the first 175 kilolitres consumed 

• a $1.05 variable component for consumption thereafter. 

For the 2004–05 to 2007–08 price determination, a new structure for the price of water was 
introduced with the Commission reducing the fixed charge and introducing an additional block 
into the inclining block structure, such that there are steps at 100 kilolitres and 300 kilolitres. This 
resulted in the average price of water increasing with increased levels of consumption and was 
aimed at sending a clear message to customers to reduce their consumption of water. The fixed 
charge was also set at $75 per year for duration of the price determination. The following table 
shows the prices for water under the current price direction. 

Table 8.1 ACT water prices ($ nominal) 

Water 2004–05 2005–06 2006–07 2007–08 
Fixed $/pa 75 75 75 75 
Tier 1 0–100 $/kL 0.515 0.58 0.66 0.775 
Tier 2 101–300 $/kL 1.00 1.135 1.29 1.67 
Tier 3 301+ $/kL 1.35 1.53 1.74 2.57 
 

In past determination of water tariffs, the Commission has not distinguished between residential 
and non-residential customers. That is, all water customers, regardless of their size and the use to 
which they put water, are charged the same prices. During the most recent price determination 
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process, the Commission considered the introduction of differing charges for residential and non-
residential customers. However, it was decided that a single tariff structure would reduce 
complexity in billing, improve customer understanding of charges, and reflect the fact that the cost 
of supplying a kilolitre of water does not vary according to the identity of the user. 

Similar to the case for water, the Commission applies a single wastewater supply charge that is 
applicable to both residential and non-residential customers. However, non-residential customers 
also pay a charge based on the number of fixtures. The following table shows water and 
wastewater charges for the duration of the current price direction. 

Table XX ACT wastewater charge ($ nominal) 

Wastewater 2005–06 2005–06 2006–07 2007–08 
Service charge ($/pa) 375.32 389.00 398.80 413.76 
Fixtures charge for non-residential properties (fixture/pa) 366.20 380.72 390.00 404.68 
 

8.2 ACTEW’s proposal for water tariffs 

The Commission received a submission a submission from ACTEW on 7 September detailing 
ACTEW’s comments on the Commission’s discussion papers.50 This submission reiterated many 
of the points made in the earlier submission. ACTEW has listed the following pricing options for 
water tariffs in its September submission: 

• allow ACTEW to adjust the structure of prices and level of the fixed charge within the overall 
revenue cap set by the Commission 

• adopt long-run marginal cost pricing in the absence of consumption targets 

• use the WAC as a demand management tool in the presence of consumption targets 

• a single price step at 274 litres per day 

• introduce daily pricing 

• address informational issues 

The issue of allowing ACTEW to adjust the structure of water tariffs and the fixed charges during 
the term of the regulatory period was dealt with in the previous chapter. ACTEW supports two-
part tariffs on a theoretical basis with the volumetric charge set according to long-run marginal 
cost but admits that there are practical issues in the setting of water tariffs.  

ACTEW has proposed that the level of the WAC be set according to the level of water restrictions. 
Under this proposal the WAC would increase as stricter water restrictions were introduced. The 
idea is to use price increases in conjunction with water restrictions as demand management 
devices. 

ACTEW has proposed an indicative tariff which includes a step at 274 litres per day 
(approximately 100 kilolitres per year). There would be two prices under this tariff structure with a 
low price applying to the first step and a higher price applying too the second step. Daily pricing 
would apply in that customers would pay price for the second step whenever their quarterly billed 
consumption exceeds the 274 litres multiplied by the number of days since the last meter reading.  
                                                      
50 ACTEW, Response to ICRC Water and Wastewater Discussion Papers, September 2007 
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ACTEW refers to as informational issues many of the characteristics of the market for water that 
the Commission detailed in its third discussion paper, for example, the fact that billing occurs up to 
three months after water is consumed delays the impact of price changes. Also, ACTEW notes that 
many customers are on a direct debit-billing scheme or are tenants and thus do not receive or read 
their water bill. Eliminating informational problems could happen if smart meters are installed. 
The costs and benefits of a smart meter option are currently being investigated by ACTEW. 

8.3 Water tariffs 

Determining the structure of tariffs is one of the most contentious decisions the Commission must 
make as part of the current review. Taking as given that a fixed amount of revenue must be earned 
to recover the efficient costs of providing water to the ACT community, the structure of tariffs 
determines the distribution of that revenue recovery over the set of customers.51  

To illustrate the issue, assume that the efficient costs to be recovered are $100 million and that 
there are 140,000 customers. Further assume that the expected volume of water to be sold is 50 
gigalitres. Two possible tariff structures that could be utilised would be to set the tariff structure so 
that all the revenue is recovered from fixed supply charges or all the revenue is recovered from 
volumetric charges. If all revenue is recovered from the fixed charge then if all customers pay the 
same fixed supply charge each customer will pay approximately $700 per year.52 Alternatively, if 
all revenue were recovered through a single volumetric charge, then a $2 per kilolitre charge 
would recover $100 million if 50 gigalitres were consumed. These two tariff structures illustrate 
the extremes of the possible tariff structures the Commission could choose. They also provide 
good examples of how the tariff structure determines how different customers are affected by the 
tariffs 

Under the fixed charge tariff all customers pay the same amount regardless of the amount they 
consume. Thus, customers with small annual levels of water consumption pay the same as 
customers with large annual water consumptions. Bills that customers face are not related to the 
amount of water consumed. In addition, ACTEW faces virtually no variability in revenue. The 
other alternative where there is only a volumetric charge is similar to the pricing that consumers 
face for many goods and services they consume. Petrol is sold at a price per litre, for example, 
with no fixed charge. This is a very simple price structure, but all of the revenue for water is 
recovered from the volumetric charge and this increases the variability in the regulated business’s 
expected revenue.  

Both of these price structures are special examples of a two-part tariff. A two-part tariff is a tariff 
with both a fixed charge and a single volumetric charge. The two tariffs in the previous paragraph 
represent two-part tariffs where one of the tariff components has been set equal to zero. The 
justification for two part tariffs is that the volumetric price can be determined on economic 
efficiency grounds and the fixed charge can then be the residual amount. The issue the 
Commission faces if it opts for a two-part tariff is how to set the volumetric charge. Once the 
volumetric charge is determined then this determines the quantum of revenue that needs to be 
recovered through the fixed charge. Total volumetric revenue is equal to the volumetric charge 
multiplied by the expected quantity of water that will be sold at the volumetric price. The supply 

                                                      
51 There is a secondary effect that will be discussed below. The structure of tariffs and importantly the level of the 
volumetric price may have an effect on the amount of water demanded and correspondingly on the level of efficient 
costs that will be incurred. 
52 $100 million divided by 140,000 customers is $714.29 per customer. 
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charge needs to generate revenue equal to the level of efficient costs to be recovered minus the 
total volumetric revenue. Hence the fixed charge per customer is the unrecovered revenue divided 
by the number of customers.  

This approach assumes that the fixed charge is only set to recover revenue not recovered through 
volumetric charges. The fixed charge and volumetric charge can be set together to balance 
competing objectives if there are goals other than economic efficiency that enter into the 
regulator’s decision making process. The level of the fixed charge does not necessarily follow 
from the volumetric charge. The fixed charge could be set first and the volumetric charge could 
then be determined so as to recover revenue.  

In addition to two-part tariffs there is also the possibility for more complex tariffs with additional 
steps in the volumetric charge. Inclining block tariffs are tariffs where the price of water increases 
as the customer consumes additional water. The current tariff structure for water in the ACT is an 
inclining block tariff with steps at 100 and 300 kilolitres per year. The Commission faces the same 
problem with an inclining block tariff as it does with a two-part tariff, namely how to set the 
volumetric prices for water and the fixed charge.  

8.3.1 Two part tariffs 

A two-part tariff consists of a single volumetric charge and a fixed charge. Basic economic theory 
states that to achieve economic efficiency price should be set equal to marginal cost. The intuition 
behind this result is that the value of the last unit consumed by customers should equal the price 
that customers pay for the unit. Unfortunately, there are two possible candidate ‘marginal costs’ 
that have been proposed in the economic literature. The volumetric price could be set equal to 
short-run or long-run marginal cost. In the same issue of the academic journal Agenda, Dwyer 
(2006) supports setting the volumetric price equal to short-run marginal cost, while in the next 
article Sibly (2006) proposes that price should equal long-run marginal cost.53

The difference between short-run and long-run marginal cost is the time frame applied. Short-run 
marginal cost refers to the incremental cost of producing an additional unit of the good or service 
when some of the inputs of production are fixed. Long-run marginal cost allows for all inputs to be 
varied. In the short-run inputs such as the number and size of the dams is fixed, while the 
calculation of long-run marginal cost would assume that all inputs including the composition of the 
dams can be varied.  

If economic efficiency should drive the Commission’s determination on the tariff structure for 
water then there are two competing levels to set the volumetric price. This leads to the exercise of 
first determining the volumetric charge and then set the fixed charge to recover the predetermined 
amount of revenue. This section reviews the options under this scenario. 

The case for short-run marginal cost pricing at first glance seems to be overwhelming. One of the 
fundamental principles in economics is that the efficient level of consumption of a good or service 
occurs when the price of that good or service is set equal to the marginal cost of production. 
Consistent with marginal cost pricing is the assertion that all consumers should face the same price 

                                                      
53 T Dwyer, Urban water policy: in need of economics, Agenda, vol. 13, no. 1, 2006, pp. 3–16. H Sibly, Urban water 
pricing, Agenda, vol. 13, no. 1, 2006, pp. 17–30 
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for the good or service.54 This results in the socially optimal level of consumption and also results 
in no opportunity for arbitrage or reselling among consumers.55  

One obvious concern with marginal cost pricing is that short-run marginal cost pricing will not 
recover the full cost of providing the service. As discussed above, the fixed charge is set to recover 
the shortfall arising from marginal cost pricing. Dwyer (2006) suggests that the appropriate 
solution is the recover the shortfall through land value rating.56 The argument for this approach is 
that presence of infrastructure confers benefits to the land and that landowners should pay for this 
benefit. Alternatively, the fixed charge can be levied equally on all customers. Given that a two-
part tariff can effectively recover efficient costs and that the marginal price can be set equal to 
marginal cost this seems to result in the economically efficient solution to regulatory pricing. 

The Commission does not reject the notion that allocative efficiency is best served by setting price 
equal to marginal cost. This is one of the cornerstones of microeconomic theory. However, the 
Commission has sufficient concerns to reject marginal cost pricing as the solution to the 
Commission’s tariff structure determination. The Commission is faced with dealing with the 
practicalities of the market. These practicalities lead not only to problems when attempting to 
operationalise marginal cost pricing but also lead to concerns about the underlying economic 
principle as applied to a regulated water market. Finally and perhaps most important, the 
Commission is not required merely to consider economic efficiency when determining the tariff 
structure for water the Commission, but must also consider as required by the ICRC Act the social 
and environmental implications of its determination.57  

The Commission’s concern about the practical nature of setting price at the short-run marginal cost 
of providing water is that marginal cost is in general an elusive concept that practising economists 
have long realised. Measuring marginal cost from observable accounting data is impossible. There 
are potential proxies for short-run marginal cost that could be adopted such as short-run average 
variable cost but this proxy suffers from many of the other problems that are inherent in the use of 
short-run marginal cost as discussed below.  

It is the manner in which the water market operates that generates the greatest concerns about 
short-run marginal cost pricing. The standard regulatory practice is to set price for the upcoming 
year several months before the beginning of the year. In the Commission’s 2004 price direction 
ACTEW was required to submit prices for the financial year beginning 1 July by 1 March. This is 
before consumer demand is realised for the current period and in absence of perfect information 
about the actual costs of supplying water to customers. For example, the cost of pumping and 
treating water out of the Cotter and Googong catchments differs and the need to use water out of 
the Googong catchment depends on the relative levels of storage in the two catchments and the 
level of demand. Even within the Cotter catchment there are differential costs for drawing water 
for the Cotter and Bendora dams as well as the cost of drawing water directly from the 
Murrumbidgee River which has been utilised recently. In periods of high demand or low dam 
levels the true short-run marginal cost of water supply might be much higher than in periods of 
low demand.  

                                                      
54 This is often referred to as the law of one price.  
55 Reselling among consumers could occur if consumers faced different prices for the good. A consumer who faced a 
lower price for the good could resell some portion of his purchases to a consumer who faced a higher price. Of course, 
this presupposes that there are no transactions costs involved in reselling or that the transactions costs are less than the 
price differential. 
56 T Dwyer, Urban water policy: in need of economics, Agenda, vol. 13, no. 1, 2006, p. 5. 
57 ICRC Act section 20 (2). 
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Many of the assumptions commonly made in economics that generate the result of the optimality 
of marginal cost pricing fail to hold in the practical world where the Commission is required to 
determine the tariff structure for water. It is not just the timing issue where prices are set well in 
advance of demand or supply realisations that potentially distort the optimality of marginal cost 
pricing. There are also major informational problems for consumers, for example, consumers do 
not pay for the water they consume until several months after they consume the water and 
consumers do not have the ready capability of measuring the level of their consumption. Thus, 
there is a commonly observed empirical result that water customers appear to be more sensitive to 
changes in the average price they face for water as compared to the marginal price. 

Finally, short-run marginal cost pricing could result in wildly fluctuating prices. For example, the 
short-run marginal cost will increase as the level of output become closer to the potential capacity 
of the system to supply water and then fall significantly as capacity is expanded.  

A commonly proposed alternative to short-run marginal cost pricing as the appropriate manner to 
structure water tariffs is to utilise long-run marginal cost pricing. There are similar economic 
efficiency arguments for applying long-run marginal cost as there are for applying short-run 
marginal cost in that the last unit consumed is equal to the cost of the last unit produced.  

The Commission has previously expressed support for the notion of taking into account long-run 
marginal cost when determining price. In the 2004 price review the Commission stated that one of 
its pricing parameters was: 

Reflecting marginal costs-Economic theory suggests that where possible prices should reflect 
marginal costs, and particularly long-run marginal cost.58

The Commission understands and accepts the efficiency properties of long-run marginal cost, but 
the Commission does have serious concerns with the methodology commonly used to calculate 
long-run marginal costs. The calculation of long-run marginal cost is a two-step process. First, 
marginal operating costs are calculated. The second step in the determination of long-run marginal 
cost is to determine marginal capacity costs. The marginal capacity cost is the effect incremental 
increases in demand will have on future capital costs. The Commission’s concerns about this 
approach to calculating long-run marginal cost in this fashion, especially the calculation of 
marginal capacity costs, are: 

• the highly subjective nature of the exercise; 

• the potential to attribute costs incorrectly; and 

• the apparent inconsistency with the economic theory of production and cost functions. 

The determination of marginal capacity costs requires two pieces of information, future capital 
expenditure and expected increases in future demand. In addition, the relationship between future 
demand and capital expenditure is needed, that is, the effect of an increase in expected demand on 
the timing of future capital expenditure. This is purely a subjective exercise.  

Ignoring the subjectivity of the exercise, there is a fundamental flaw in the methodology. The 
driving force for future capital expenditure is expected increases in future demand. Under the 
assumptions used, increases in future demand are not driven by the expectation that current 
customers will increase their consumption per capita over time, but rather by the increase in the 
number of customers. If additional capital expenditure is needed to satisfy future demand this 
                                                      
58 Independent Competition and Regulatory Commission, Final report and price direction: investigation into prices for 
water and wastewater services in the ACT, Report 8 of 2004, ICRC, Canberra, Mar 2004, page 112. 
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capital expenditure should be attributed to those additional customers above and beyond existing 
customers. Thus, if there were no expected increase in future population there would be need for 
future capacity expansion. Thus, the more logical theoretical approach would be to charge all new 
connections based on the marginal cost of an additional customer. In effect, this is equivalent to 
the approach adopted with developer charges. 

There is also an intergenerational concern about attributing future capital expenditure to current 
customers. There may be an effect of current consumption (that is, over the five year price 
direction) on costs outside the term of the current price direction. These costs should be attributed 
to current consumption. Current consumers should face the full costs of their current consumption 
even if those costs fall outside the length of the current price direction. But arbitrarily assigning 
capital costs up to 30 years in the future to current customers when current consumption is not 
driving the need for future capital expansion is inappropriate. 

The final concern the Commission has with the commonly used calculation of long-run marginal 
cost is that there is no underlying theoretical support for the approach. That is, there is no link 
between the two-step approach to calculating long-run marginal cost and the standard production 
and cost theory in economics. For example, it is not unreasonable to suppose that there exists 
overtime long-run diseconomies of scale in procuring water supplies. This would occur if on a per 
kilolitre basis more expensive source was added to the supply of water. This is evident where 
relatively cheap water sources have been exploited and subsequent sources whether through new 
dams or recycled water will be more expensive. Thus, if the long-run average cost of water at the 
generation level is rising then the long-run marginal cost at this level must be greater than the 
long-run average cost. If this effect dominates any economies of scale achieved through higher 
volumes for the distribution and retailing portions of the business, then across the whole business 
long-run marginal cost would exceed long-run average cost. Pricing at this level would lead to an 
overcollection of revenue. This problem could be addressed by a negative fixed charge. However, 
this has its own inherent set of problems, especially in terms of the level of risk the water utility 
faces in recovering its revenue requirement. 

While there are strong reasons on the basis of economic efficiency for setting price equal to 
marginal cost (either short-run or long-run), the Commission is not convinced that there is a viable 
or reasonable method for determining prices based on either marginal cost. Even if the 
Commission could determine short-run marginal cost with a high degree of accuracy, short-run 
marginal cost could result in wildly fluctuating prices over time. The approach commonly used for 
determining long-run marginal cost does not inspire the Commission with confidence that number 
produced in the exercise is related to the true long-run marginal cost. 

8.3.2 Inclining block tariffs 

While simple two-part tariffs have been adopted by some regulators for non-residential tariffs, 
there appears to be a movement by regulators toward inclining block tariffs, especially in the case 
of residential customers. These regulators include the Commission in the ACT, ERA in Western 
Australia, ESC in Victoria and the Independent Pricing and Regulatory Tribunal (IPART) in New 
South Wales. An inclining block tariff differs from a two-part tariff in that there is more than one 
volumetric rate. Under an inclining block tariff, the volumetric rate increases in a stepped manner 
as consumption increases. Current ACT water tariffs are an example of an inclining block tariff, 
where a low price is set for consumption up to 100 kilolitres, a higher price is set for consumption 
between 100 and 300 kilolitres and a higher price again is set for consumption in excess of 300 
kilolitres.  
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The rationale given by regulators for adopting inclining block tariffs, apart from the recovery of 
efficient costs, centres around the assumption that inclining block tariffs encourage water 
conservation because they allow for the price of water to increase as consumption increases.59 In 
addition, inclining block tariffs are seen by regulators as being sufficiently flexible to allow them 
to balance the many competing factors that they must consider when determining water prices. 

Criticism of inclining block tariffs follows from the idea that economic efficiency can be attained 
only through a single marginal price of water. If two customers are paying for water at different 
marginal prices due to different levels of consumption, one of the two prices cannot be allocatively 
efficient. The volumetric price for water should be set equal to the marginal cost of water to 
achieve efficiency. Sibly states this: 

The key requirement for economic (allocative) efficiency is that the volumetric charge should equal 
the opportunity cost of water.60

Sibly is correct that inclining block tariffs are inefficient, but this needs to be qualified. If prices 
are set in advance by the regulator without knowing the precise demand and cost conditions, a 
simple two-part tariff will only be efficient in the rare case where the regulator perfectly forecasts 
cost and demand conditions.  

When discussing the inefficiency of inclining block tariffs Sibly goes on to say: 

In major metropolitan areas of Australia the problem is not that water is overpriced because of 
monopoly power, but rather that its volumetric rate is systematically underpriced.61

Presumably this refers to the low price for the first steps of an inclining block tariff. If a two-step 
inclining block tariff is designed to recover the same amount of revenue as a single volumetric 
price, for revenue equivalence to hold the price of the first step will be less than the single 
volumetric price and the price of the second step will be greater than the single volumetric price. 
Even in the case where the regulator can determine the marginal cost precisely, the welfare loss 
due to the inclining block tariff is likely to be quite small. What Sibly ignores is that most 
regulators, including the Commission, are required to consider the social and environmental 
concerns of their pricing decision.  

8.3.3 Comparing two tariff structures 

ACTEW has proposed in their submission an indicative tariff. This tariff is an inclining block tariff 
with the second step beginning at 100 kilolitres per year. The fixed charge is set at $75 per year in 
ACTEW’s indicative tariff. The volumetric charges are $0.90 per kilolitre for the first 100 
kilolitres and $2.40 per kilolitre for each kilolitre above 100 kilolitres per year.62 The focus of this 
section is to compare ACTEW’s indicative tariff to the current tariff to get an indication of what 
switching to a tariff structure of this type would mean. It should be noted that the revenue 
generated by this tariff structure when applied to the volumes accepted by the Commission for the 

                                                      
59 See ESC, Metropolitan and regional businesses’ water plans 2005–06 to 2007–08, final decision, ESC, Melbourne, 
Jun 2005, pp. 87; ICRC, Final report and price direction: investigation into prices for water and wastewater services in 
the ACT, Report 8 of 2004, ICRC, Canberra, Mar 2004, pp. 118–121; IPART, Sydney Water Corporation, Hunter Water 
Corporation, Sydney Catchment Authority: prices of water supply, wastewater and stormwater services, final report, op. 
cit., p. 103.  
60 H Sibly, ‘Urban water pricing’, op. cit., p. 18. 
61 H Sibly, ‘Urban water pricing’, op. cit., p. 27. 
62 ACTEW has also proposed daily pricing hence their presentation of the tariff is for the first step to be $0.90 per 
kilolitre for the first 274 litres per day.  

66 — Water and Wastewater Price Review: Working Conclusions ICRC 



 

2007–08 regulatory year exceeds the 2007–08 expected revenue by approximately $9 million. 
Hence, for comparison purposes the Commission has increased the 2007–08 volumetric charges by 
11.5% so that the two tariffs are roughly equal in expected revenue terms.  

Table 8.2 Two tariff comparison 

Water 
ACTEW’s indicative 

tariff 
Commission’s 2007–08 tariff 

inflated by 11.5% 
Fixed $/pa 75 75 
Tier 1 0–100 $/kL 0.90 0.86 
Tier 2 101–300 $/kL 2.40 1.86 
Tier 3 301+ $/kL 2.40 2.86 
 

When there is only one step and the step kicks in at 100 kilolitres, customers face the higher price 
at a much lower annual quantity. The tradeoff is that the highest price is slightly lower under the 
ACTEW’s indicative tariff than under current water charges. The following figure shows the 
average prices of ACTEW’s indicative tariff and the 2007–08 tariff adjusted for revenue 
equivalence for consumption levels up to 800 kilolitres per year.63  

Figure 8.1 Two tariff comparison 

0.00

0.50

1.00

1.50

2.00

2.50

0 50 100 150 200 250 300 350 400 450 500 550 600 650 700 750 800

Annual consumption (kL)

A
ve

ra
ge

 p
ric

e 
($

/k
L)

ACTEW indicative tariff

2007–08 tariff—revenue adjusted

 

As can be seen from the graph ACTEW’s indicative tariff exhibits a higher average price than the 
revenue adjusted 2007–08 tariff for consumption levels between 100 and 500 kilolitres per year. 
Above 500 kilolitres per year this relationship is reversed. This is a function of the higher price 
beginning at a lower annual quantity for the ACTEW indicative tariff. This translates into the level 
of the annual bill as well. The next chart demonstrates the annual water bill (exclusive of the WAC 
and NFT) for the two presented tariffs. 

                                                      
63 Again, it is assumed that there is an even consumption profile over the course of the year to ignore the daily pricing 
effect. 
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Figure 8.2 Comparison of four consumption levels 
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In this comparison, ACTEW’s indicative tariff results in an annual bill that is $112 higher that the 
current three step tariff for customers with annual consumption levels of 300 kilolitres of water per 
year. This outcome is reversed for annual consumption levels of 750 kilolitres per year where the 
2007–08 revenue adjusted tariff results in annual bills that are $95 higher. 

The important issue to consider in comparisons such as this is how should the Commission judge 
these two tariffs. The potential measuring sticks the Commission can utilise are economic 
efficiency, equity or other social considerations and environmental and conservation impacts. 
Comparing these two tariff schedules using these potential measures is not a straightforward 
exercise and when there are conflicts it is difficult to reconcile opposing outcomes.  

Economic efficiency is maximised when price equals marginal cost. This implies that the marginal 
price must be the same for all consumers who consume a positive amount of water. ACTEW in its 
submission states under its economic efficiency water tariff principle that ‘the majority of 
customers should face the same marginal price for water.’64 Getting more customers to face the 
same marginal price only necessarily improves economic efficiency when that marginal price is 
equal to the marginal cost. If the marginal price does not equal marginal cost than there is no 
guarantee that a tariff schedule with two steps is more efficient than a tariff schedule with three 
steps even if the two tariff structures generate the same expected revenue. The conclusion at a first 
glance is that there is no definitive answer as to which tariff structure yields the greater level of 
economic efficiency. Additional analysis of the market would need to be conducted to evaluate 
this issue more deeply. 

Evaluating these tariffs on equity or social terms requires additional information on the distribution 
of consumption across income groups and type of commercial establishment. If lower income 
families and individuals are more likely to be moderate users of water (from 100 to 300 kilolitres 
per year) then the three-step tariff may be preferable in equity terms as it results in lower bills for 
                                                      
64 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, p. 40. 
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customers with low levels of consumption, but if lower income families are more likely to have 
larger consumption profiles then ACTEW’s indicative tariff would be preferable. Clearly, larger 
families will need more water to satisfy the basic need for health and hygiene than small families. 
Many lower income families are in tenancy arrangements where the landlord pays the water bills. 
Hence, the expected water bill may be factored into the rental rate in advance. Changes in tariffs 
may only be passed through after annual water bills have been realised. To adequately evaluate the 
equity and social impacts the Commission needs information on the usage pattern of lower income 
households. 

The two tariffs compared in this section generate approximately the same revenue for the same 
consumption profile. The question of which provides the greatest environmental or conservation 
benefit would depend on which tariff structure would have the largest effect on reducing demand. 
Comparing these two tariffs yields no obvious answer. The ACTEW indicative tariff has a higher 
price over the range of annual consumption from 100 to 300 kilolitres per year. Hence, for 
consumers who consume within this range the higher price may translate into lower volumes. 
However, this tariff has a lower price for volumes above 300 kilolitres per year and thus a smaller 
demand inhibiting effect on customers who consume in this range. The overall effect depends on 
the relative elasticities of each of these types of customers and, a priori, the Commission has no 
evidence to determine which tariff structure would generate the greatest incentives to conserve.  

8.3.4 Price as a demand management tool 

One suggestion that has been made during the recent drought and the period of continuous water 
restrictions is that price should be used as a tool for short-term demand management.65 The 
economic theory behind this notion is quite simple. The law of demand states that quantity 
demanded is inversely proportional to price—the higher the price of the product, the less the 
consumer will demand. If the goal is to limit the quantity demanded, simply raise the price to the 
level at which demand is reduced to the desired amount. This proposal has been made many times 
in recent years. The justification for using price as the primary demand management instrument is 
that it results in a more efficient outcome as opposed to using quantity rationing through water 
restrictions. 

Using price as a demand management tool assumes there is a genuine reason for a government 
policy decision to limit the amount of water abstracted and consumed.66 Over the past several 
years, the ACT has used water restrictions as a tool to manage demand. Increasing levels of water 
restrictions place more severe constraints on the manner and timing of outside water use by water 
customers. Each level of restrictions has a corresponding daily usage target. For example, the ACT 
is currently under stage 3 water restrictions with a target of 97 megalitres per day, which is a 35% 
reduction in daily water use compared to PWCM levels. Under stage 3 water restrictions there are 
limits on outdoor watering and a ban on vehicle washing except at commercial establishments that 
use recycled water.  

                                                      
65 The focus of this section is on using price as a means to solve a short-term need to reduce demand. There are many 
medium- and long-term solutions for demand management that may include price as well. Government programs that 
promote water saving fixtures and devices, as well as education programs that change behaviour, will not solve a short-
term supply–demand imbalance. Alternatively, investment in new sources of water, whether through new dams or 
desalination, can solve medium- to long-term supply–demand imbalances but would not be classified as demand 
management programs. 
66 The Commission is aware there is a debate on the necessity for water restrictions in the ACT. This is an ACT 
Government policy decision so for the sake of the discussion in this section the assumption that short-term demand 
management is necessary will be accepted without analysis. 
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Economists classify water restrictions as a quantity-rationing scheme. Rationing by quantity can be 
achieved by other means, such as first come first served or quotas per person. In general, quantity 
rationing is viewed as being economically inefficient because the rationed outcome can result in an 
allocation where consumers who most value the product or service do not necessarily consume it. 
The economic inefficiency exists because there are potential gains from trade between consumers, 
where consumers with low valuations for the product could sell their allocation to consumers with 
higher valuations, thus making both consumers better off. Quantity rationing commonly leads to 
secondary markets (often illegal) where individuals who have lower valuations for the product 
resell their allocation to individuals with higher valuations.67 The difference between a strict quota 
per person and water restrictions is that water restrictions are an imperfect means of limiting 
quantity.  

Water restrictions are an imperfect form of quantity rationing for a variety of reasons. Most 
importantly, water restrictions limit the means by which water customers can use water outdoors 
but do not limit the amount of water they can use. If customers cannot use sprinklers but can use 
hand-held hoses, the amount of water they will use depends on their perceived need for water and 
the value of their garden relative to the value of their time. During extended dry periods, 
individuals will use more water than during periods of frequent rain, regardless of the level of 
water restrictions. In addition, consumer willingness to abide by the limitations imposed by water 
restrictions may wane over time. Thus, it needs to be recognised that water restrictions are a ‘soft’ 
quantity restriction, given that the target level of consumption may be exceeded. 

The alternative to quantity rationing is to use price to ration water demand. In theory, this is a 
simple exercise. The only piece of information needed is the price elasticity of demand for water. 
The price elasticity measures the responsiveness of the quantity demanded to changes in the level 
of prices. The elasticity of demand equals the percentage change in quantity divided by the 
percentage change in price. Thus, to determine the appropriate percentage change in price, one 
only has to divide the desired percentage change in quantity by the absolute value of the elasticity 
of demand. For example, if a 20% reduction in quantity is the goal and the elasticity of demand is 
-0.2, a 100% increase in price would result in that outcome. Although this appears to be a simple 
economic exercise, in practice it is fraught with difficulties. Suppose that the elasticity of demand 
was actually 0.1: to achieve a 20% reduction in quantity would require a 200% increase in price. 
Accurate estimates of the elasticity of demand are hard to produce, and even if it were possible to 
estimate it accurately, the theory would only hold for small changes in price. As consumers have 
not faced 100% or 200% increases in price at any one time, the effect of such a large change in the 
level of the price is unknown. 

ACTEW has proposed as part of their submission that the WAC be used as a demand management 
tool. This involves increasing the WAC as the level of water restrictions increases. This is a policy 
decision for the government to make and not a pricing decision for the Commission. However, the 
Commission notes that such a pricing mechanism would involve both a physical limitation being 
placed on consumption plus an additional price for water that could be consumed. The setting of 
setting of the quantum of the WAC adjustment would be made without any authenticated 
information on the level of the demand elasticity. 

                                                      
67 The classic example of a secondary market is scalping (which is often illegal) of tickets to exclusive sporting or 
entertainment events. As long as the price of the ticket is less than the highest price that would clear the market, selling 
tickets on a first come basis results in a secondary market for tickets. 
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8.3.5 Daily pricing 

ACTEW has proposed the introduction of daily pricing in its submission. ACTEW have claimed 
that the adoption of a daily pricing regime will send improved pricing signals to consumers. Under 
an inclining block tariff customers can progress through the steps of the inclining block tariff 
either on an annual basis or on a daily basis. The Commission opted for applying the inclining 
block tariffs on an annual basis in the 2004 final decision. Thus, a customer who consumes a 
constant volume of water during each quarter will usually receive a larger bill for the final quarter 
compared to the first quarter of the financial year. Consider a customer who consumes 100 
kilolitres in each quarter. Under the existing pricing regime water consumed during the first 
quarter will be charged at the first tier, currently with the lowest price, whereas water consumed 
during the final quarter will be charged at a higher price. Despite consumption within each quarter 
remaining constant, the customer receives a higher bill for the final quarter. Under daily pricing, 
the annual price structure is applied on a daily basis at each meter reading. That is, the annual 
allocation of water in each consumption band is determined as a daily allowance. The daily 
allowance is then multiplied by the number of days in the billing period to determine the quarterly 
allocations and hence the quarterly bill. 

In its 2004 price determination, the Commission stated it would investigate the introduction of 
daily pricing during the current regulatory period. The analysis undertaken by the Commission 
identified a number of concerns with daily pricing. These included the possible creation of 
perverse outcomes. Under daily pricing it is possible that two customers who consume the same 
amount annually but with different consumption profiles may face different bills. For example, 
under daily pricing, a customer who consumes 50 kilolitres per quarter will face a lower bill than 
someone who consumes 200 kilolitres in a single quarter. It is also possible that customers who 
use the same amount and have the same profile may face slightly different bills depending upon 
their billing dates. 

Given that ACTEW has again requested the adoption of daily pricing, the Commission must once 
again consider the issue. The Commission believes that the alleged benefits from ‘improved price 
signals’ that are potentially sent under daily pricing are small. Customers receive bills after 
consumption has occurred, hence they do not receive a contemporaneous signal of the cost of the 
water they are consuming. Annual pricing results in two customers who consume the same amount 
of water in the year paying the same total water bill regardless of when they consume the water. In 
the absence of any demonstrated differential cost of providing water across the year the 
Commission considers that customers who consume the same amount of water in a year should 
face the same bill.68

Daily pricing poses an additional complication if applied under the Commission’s current 
arrangements for setting prices. When the Commission approves ACTEW’s prices the information 
the Commission needs to verify that the prices generate revenue that does not exceed the allowable 
revenue is the forecast quantity of water that will be consumed in each of the steps on an annual 
basis. If daily pricing were adopted, the Commission would need the forecast quantity of water for 
each of the steps in each of the four quarters. This represents a significant additional forecast data 
requirement. In its submission ACTEW notes that daily pricing has been adopted in both Victoria 
and New South Wales. To avoid the quarterly demand forecasting issue, prices in both Victoria 

                                                      
68 Peak-load pricing for electricity is an example where price differentials are driven by cost. The cost of producing 
electricity at peak times is much higher than the cost of electricity produced at off-peak times. Electricity is different 
from water in that there is no storage of electricity, and thus it is the instantaneous cost of producing electricity that 
drives peak-load pricing. 
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and New South Wales are set in advance for the duration of the regulatory period in real terms. 
The precedent set by those regulators who have adopted daily pricing would appear to be that the 
extra complexity of dealing with daily pricing and quarterly forecasts is probably best addressed 
when prices are set in advance as part of the multi-year price direction rather than on a yearly basis 
as is currently the practice in the ACT. This would represent a significant shift in the method used 
to set prices in the ACT, although as discussed in Chapter 7 it is not without precedence in other 
jurisdictions. 

The Commission will finalise its position on daily pricing in its draft decision. However, the 
Commission notes that given what it believes is a limited (if indeed any) improved price signals 
from daily pricing, it may be disinclined to adopt daily pricing if it simply added to the complexity 
of setting annual tariffs. 

8.3.6 Working conclusion on water pricing 

There is no simple solution to the problem of designing a tariff structure for water. While there 
may be economic efficiency arguments for adopting a two-part tariff with the volumetric price set 
equal to short-run or long-run marginal cost, the practicalities of determining the marginal cost 
potentially offset efficiency arguments. The Commission is required to consider not only economic 
efficiency but also the social and environmental impacts of its pricing decisions. The Commission 
is not committing at this time to a tariff structure but will consider submissions from stakeholders 
on this issue. The current tariff structure is an inclining block tariff with three steps. ACTEW has 
proposed an inclining block tariff with two steps as its indicative tariff. The Commission has 
concerns with this tariff as the highest price begins at a very low annual water consumption level. 
However, the advantage of a tariff with two steps is it is potentially easier for customers to 
understand than the current three-step tariff. The Commission intends to finalise its decision on the 
structure of water tariffs in the draft decision to be released in November 2007. 

8.4 Wastewater pricing  

8.4.1 Current pricing arrangements  

Pricing arrangements for wastewater have remained unchanged for several years. Wastewater 
prices comprise a fixed supply charge for residential premises of $413.76, and the same fixed 
supply charge plus a $404.64 charge per flushing fixture (in excess of two) for non-residential 
premises. No volume or strength based charges apply. 

While fixed charges have the advantage of being simple, transparent and easy to understand, they 
do not distinguish between customers that produce large amounts of wastewater and those that 
produce a small amount. They also do not provide signals to customers about the merits of on-site 
treatment versus treatment via the ACTEW system, which is desirable in the case of waste that is 
relatively more expensive to treat.  
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In its 2004 determination the Commission expressed concern with ACTEW’s wastewater pricing 
arrangements and in particular the non-residential charge per flushing fixture. The Commission 
noted that this charge was a poor proxy for the volume and strength of discharge. The Commission 
therefore requested that ACTEW undertake a review of wastewater pricing arrangements, 
including: 

• the issue of cross-subsidisation between customer groups 

• cost allocation arrangements 

• alternative pricing options for residential customers 

• alternative pricing arrangements for non-residential customers.  

• trade waste pricing arrangements.  

The NWC has also expressed concern with ACTEW’s wastewater pricing, and in its April 2006 
National Competition Policy Assessment of Water Reform Progress it noted a report by the Centre 
for International Economics that found that the non-residential sector may be subsidising the 
recovery of costs from the residential wastewater sector. This report and the conclusion reached 
was cited by ACTEW in its submission to the Commission’s 2004 determination.  

8.4.2 ACTEW’s proposal 

In its submission ACTEW has acknowledged the deficiencies with the wastewater pricing 
arrangements, but indicated that the review process has ‘encountered practical, legal and 
administrative obstacles that have prolonged resolution beyond what would have been hoped’.69 
Accordingly, ACTEW has not provided a firm proposal for wastewater pricing arrangements in the 
forthcoming regulatory period. 

However, ACTEW has provided details of possible wastewater pricing arrangements, which 
include: 

• for residential premises, continuation of the fixed charge approach 

• for non-residential premises, a fixed charge plus a volumetric charge per kilolitre. Discharge 
volumes would be estimated according to a schedule of discharge factors which would vary 
between 90% for a shop, hospital or restaurant to 5% for a concrete batching plant 

• trade waste charges based on contaminant load for certain non-residential customers. Charging 
parameters may include suspended solids (SS), chemical oxygen demand (COD), nitrogen 
(TN), and phosphorous (TP). 

ACTEW has indicated that further work needs to be undertaken to finalise the proposed non-
residential wastewater tariff arrangements (including in relation to the contaminant based charge) 
and that a phase in period of three years may be required. 

8.4.3 Working conclusion 

The Commission broadly supports ACTEW’s proposal to move away from fixture-based charging 
for non-residential customers and towards more cost reflective charging. Nevertheless, it is 
concerned that ACTEW has not finalised its proposal, given that reform of the wastewater pricing 
arrangements was identified as necessary in 2003. 
                                                      
69 ACTEW Corporation, Submission: Investigation into Prices for Water and Wastewater Services in the ACT, 31 July 
2007, p. 55. 

ICRC Water and Wastewater Price Review: Working Conclusions — 73 



ACTEW’s lack of a firm proposal, and the fact that it will not be possible for it to finalise a 
comprehensive proposal in time for consideration as part of the Commission’s final decision, 
leaves the Commission with three options: 

• Option 1—Leave the wastewater structure unchanged for 2008–09 but work with ACTEW 
between now and June 2009 or June 2010 to agree upon revised wastewater pricing 
arrangements (which may include a phase-in) to apply from July 2009 or 2010.  

• Option 2—Request ACTEW to put forward detailed proposals for those elements of the 
wastewater pricing structure which can be finalised in the short term so that they can be 
considered and approved as part of this price determination. These may, for example, include 
removal of the fixture-based charge and the introduction of volumetric pricing arrangements 
for non-residential customers. Matters for which final proposals cannot be developed in time 
for consideration as part of the final decision (for example, contaminant charges) would be 
deferred until the next regulatory period. 

• Option 3—defer consideration and implementation of a new tariff structure for wastewater 
until the next price review in 2012–13. 

The Commission is not minded to adopt Option 3 given that the problems with the tariff structure 
have been known for some time and it is unreasonable to expect those entities that are 
disadvantaged by existing arrangements to continue to do so for another 5 years. The fact that the 
NWC has expressed concern also requires that problems with the tariff structure need to be 
addressed sooner rather than later. 

However, in relation to Option 1 the Commission is reluctant to finalise and implement a new 
tariff structure part way through a regulatory period. As set out in Chapter 7, the Commission has a 
strong preference that tariff structures be resolved as part of the formal price determination process 
in order that they can benefit from the views and input of a broad range of stakeholders.  

The Commission’s working conclusion is therefore that Option 2 appears the most reasonable 
course of action. It will work with ACTEW to examine which elements of the tariff structure 
changes can be brought forward and examined as part of this determination. 
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9 Community involvement 

The Commission is seeking comments from interested parties on the matters raised in this 
discussion paper and any other issues raised in this series of discussion papers.  

To enable the Commission sufficient time to consider the submissions before releasing the draft 
decision in November 2007, the deadline for submissions is Friday, 19 October 2007.  

Submissions, correspondence or other enquiries may be directed to the Commission at the 
following addresses: 

The Independent Competition and Regulatory Commission 

GPO Box 296 
CANBERRA CITY ACT 2601 

Level 2  
12 Moore Street 

CANBERRA CITY ACT 

The secretariat may be contacted at the above addresses, by telephone on 6205 0799, or by fax on 
6207 5887. The Commission’s website is at www.icrc.act.gov.au and its email address is 
icrc@act.gov.au. 

For further information on this investigation or any other matters of concern to the Commission 
please contact the Commission on 6205 0779. 
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Terms of reference 

Australian Capital Territory 

Independent Competition and Regulatory Commission (Regulated 
Water and Sewerage Services) Terms of Reference Determination 
200770

Disallowable instrument DI2007-65 

made under the  

Independent Competition and Regulatory Commission Act 1997 (‘the Act’), Section 15 (Nature of 
industry references) and Section 16 (Terms of industry references) 

Reference for investigation under s. 15: 

Pursuant to subsection 15(1) of the Act, I refer to the Independent Competition and Regulatory 
Commission (the ‘Commission’) the matter of an investigation into, and the making of a price 
direction for, regulated water and sewerage services provided by ACTEW Corporation Limited 
(‘ACTEW’). 

Specified requirements in relation to investigation under s. 16: 

Pursuant to subsection 16(1) of the Act, I specify the following requirements in relation to the 
conduct of the investigation: 

1. The territory intends to continue to impose a charge on ACTEW (currently the Water 
Abstraction Charge) to recover from ACTEW (and all other water takers) the costs 
associated with the taking of water and to reflect the value of water as a scarce resource. 

2. The territory may set the charge referred to in paragraph 1 for the period 2008–09 to 
2013–14 at a level or levels designed to: 

a. support the policies of the ACT Government, particularly as set out in the document 
entitled Think Water, Act Water—Strategy for Sustainable Water Resource 
Management in the ACT, and its target of a ‘reduction in per capita consumption of 
mains water by 12 per cent by 2013 and 25 per cent by 2023’; and 

b. support such further reductions in water consumption as may be considered necessary 
or appropriate from time to time having regard to the impact of drought or other 
factors affecting the availability of water for supply in the territory. 

The setting of this charge will be in conjunction with other existing and possible future 
demand management policies of a non-price nature. 

3. In making the price direction, the Commission is required to have regard to the charge 
referred to in paragraph 1 (as well as the possibility that the territory will change the level 
of the charge), the ACT Government policies referred to in paragraphs 2a and 2b, as well 

                                                      
70 Name amended under Legislation Act, s. 60. 
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as ecologically sustainable development and National Water Initiative policies agreed to 
by the ACT Government. 

4. In arriving at its decision on the price direction, the Commission should examine all 
regulatory models available to it under subsection 20A(1) of the Act, and report on the 
various costs and benefits to ACTEW, the territory and the community under each 
approach. 

5. In arriving at its decisions in relation to the price direction, the Commission should have 
regard to: 

a. ACTEW’s need to invest and sustainably maintain and manage its assets to maximise 
the security of the territory’s water supply, particularly having regard to the current 
severe drought and the longer term impact of the damage to water catchments arising 
from the 2003 bushfires; 

b. the commercial value of past investment by ACTEW or its predecessor bodies in 
infrastructure that continues to deliver services and is needed to sustain a high 
standard of service to all residents of the territory, giving particular consideration to an 
optimised depreciated replacement cost valuation as applies in relation to other 
utilities;  

c. an assessment of the commercial value of ACTEW’s regulatory asset base that gives 
particular consideration to all investment in the water network (including water and 
sewerage assets purchased or transferred from the Commonwealth in 1988 at the time 
of the creation of the ACT Electricity and Water Authority or otherwise gifted to it) 
and appropriately reflects the re-instatement of assets returned to service as the result 
of changes to operating procedures during the current period; 

d. an appropriate allowance for a cost of capital that ensures optimal incentives to invest 
and to manage the potential risks and costs to the community of under-funding, and 
under-investment in, infrastructure services; 

e. ACTEW’s objectives under the Territory-owned Corporations Act 1990 ‘to operate at 
least as efficiently as any comparable business’, ‘to maximise the sustainable return to 
the Territory on its investment in the corporation…’, ‘to show a sense of social 
responsibility by having regard to the interests of the community in which it operates, 
and by trying to accommodate or encourage those interests’ and ‘to operate in 
accordance with the object of ecologically sustainable development’; 

f. incentives for ACTEW to undertake commercial investment in research and 
development in water and sewerage services in the territory; and 

g. achieved efficiencies in service delivery and appropriate incentives to both ACTEW 
and the operator, currently ActewAGL, to ensure ongoing efficiencies. 

6. In accordance with section 16(2)(a) of the Act, the Commission is to provide its final 
report by 1st March 2008. 

Simon Corbell MLA 
Attorney-General  
February 2007 
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Glossary and abbreviations 

ACCC Australian Competition and Consumer Commission 

ACT Australian Capital Territory 

ACTEW ACTEW Corporation 

CAPM capital asset pricing model 

Commission Independent Competition and Regulatory Commission 

CPI consumer price index 

ERA Economic Regulation Authority (Western Australia) 

ESC Essential Services Commission (Victoria) 

IPART Independent Pricing and Regulatory Tribunal (New South Wales) 

RAB regulated asset base 

RBA Reserve Bank of Australia 

WAC water abstraction charge 

WACC weighted average cost of capital 
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Submissions 

The following submissions have been received to date by the Commission in relation to this price 
determination: 

Date Submittor Subject 

24 Mar 2007 Mrs Jo Forestier Future supply options and ACTEW 
efficiency 

15 Jun 2007 Mrs Jo Forestier Recycled sewage 

29 Jun 2007 Mr Ben Ponton, ACT Planning and 
Land Authority 

Advising that consultant has been 
engaged and further submissions 
will be made  

16 Jun 2007 Mr Scott Crawford Increasing water consumption 
charges based on water restrictions  

18 Jun 2007 Mr Nick Mayo and Ms Sarah 
Clayton 

Wastewater charges  

31 July 2007 ACTEW Submission: Investigation into 
prices for water and wastewater 
services in the ACT 

7 September 2007 ACTEW Response to ICRC water and 
wastewater discussion papers 

8 Sept 2007 Mr Scott Crawford Response to ICRC Discussion Paper 
3  

12 Sept 2007 Mr Peter Sutherland, Essential 
Services Consumer Council 

Water pricing and low income and 
disadvantaged utility customers 
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