Appendix A: Guidelines for the
application of section 3 of the
CoAG water reform agreement
(the CoAG pricing principles)

1. Prices will be set by the nominated jurisdictional regulators (or equivalent) who, in examining full cost
recovery as an input to price determinations, should have regard to the principles set out below.

2. The deprival value methodology should be used for asset valuation unless a specific circumstance
justifies another method.

3. An annuity approach should be used to determine the medium to long term cash requirements for asset
replacement/refurbishment where it is desired that the service delivery capacity be maintained.

4. To avoid monopoly rents, a water business should not recover more than the operational, maintenance
and administrative costs, externalities, taxes or TERs [tax equivalent regime], provision for the cost of asset
consumption and cost of capital, the latter being calculated using a WACC [weighted average cost of
capital].

5. To be viable, a water business should recover, at least, the operational, maintenance and administrative
costs, externalities, taxes or TERs (not including income tax), the interest cost on debt, dividends (if any)
and make provision for future asset refurbishment/replacement (as noted in (3) above). Dividends should be
set at a level that reflects commercial realities and stimulates a competitive market outcome.

6. In applying (4) and (5) above, economic regulators (or equivalent) should determine the level of revenue
for a water business based on efficient resource pricing and business costs. Specific circumstances may
justify transition arrangements to that level.

7. In determining prices, transparency is required in the treatment of community service obligations,
contributed assets, the opening value of assets, externalities including resource management costs, and tax
equivalent regimes.

Notes:
e The reference to or equivalent in principles 1 and 6 is included to take account of those jurisdictions where
there is no nominated jurisdictional regulator for water pricing.

e The phrase not including income tax in principle 5 only applies to those organisations which do not pay
income tax.

e ‘Externalities’ in principles 5 and 7 means environmental and natural resource management costs
attributable to and incurred by the water business.
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e Efficient resource pricing in principle 6 includes the need to use pricing to send the correct economic
signals to consumers on the high cost of augmenting water supply systems. Water is often charged for
through a two-part tariff arrangement in which there are separate components for access to the
infrastructure and for usage. As an augmentation approaches, the usage component will ideally be based
on the long-run marginal costs so that the correct pricing signals are sent.

o Efficient business costs in principle 6 are the minimum costs that would be incurred by an organisation in
providing a specific service to a specific customer or group of customers, or the minimum amount that
would be avoided by not providing the service to the customer or group of customers. Efficient business
costs will be less than actual costs if the organisation is not operating as efficiently as possible.
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