


Pricing principle 1: full cost recovery

4. Pricing principle 1: full cost recovery

Pricing principle 1: Prices should recover the full costs of providing crematorium services. This includes
direct costs associated with the crematorium and a portion of relevant costs that are shared between the

crematorium and cemetery.

Pricing principle 1.1: The costing methodology to be developed by Canberra Cemeteries and used to set
prices should accurately identify and quantify all the costs of supplying services by the public

crematorium facility.

As explained in chapter 3, to ensure competitive neutrality, the prices charged by Canberra Cemeteries for
cremation and related services must recover the full costs incurred in providing those services. This is
because a private operator in a similar position would have to recover its full costs, both direct costs
attributable to the crematorium as well as an appropriate share of any shared costs (where the private
operator is providing other services in addition to its crematorium services).

The Commission has found that the costing model used by Canberra Cemeteries identifies all the costs of
supplying services by the public crematorium facility. These costs include capital costs, operating costs, and
overheads. A full list of costs and associated procurement methods is in Table 4.1.

Table 4.1 Crematorium-related costs identified by Canberra Cemeteries with the procurement method

Cost input

Mobile phone and its usage

Software licences
Mail management

Reliability and maintainability services (e.g. fire
protection and testing)

ACTGOV network charges

Accounting services

External audit fees

Internal audit fees

Workers compensation insurance
Other insurance

Remote access equipment and services

Board remuneration and expenses

Procurement Method

Shared Services Agreement
Shared Services Agreement
Shared Services Agreement

Shared Services Agreement

Shared Services Agreement
Shared Services Agreement
Shared Services Agreement
Procured directly from the market
Shared Services Agreement
Shared Services Agreement
Shared Services Agreement

Shared Services Agreement
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Pricing principle 1: full cost recovery

has identified both the direct costs associated with the crematorium and a portion of relevant costs that
are shared between the crematorium and cemetery.

Canberra Cemeteries has quantified the costs of these inputs using actual, expected and historical
expenditure. Fees paid for professional services, ICRC charges for developing its stage 1 and stage 2 advice,
costs for solar panels, and gas costs were quantified using actual expenditure. Capital expenditure listed in
the project plan, costs related to minor and major rebricking, annual maintenance of furnace and
equipment costs, and costs for boxes for ashes were quantified based on expected costs. All other costs
were quantified based on historical expenditure.

Canberra Cemeteries has calculated expected variable costs based on the expected number of cremations
per year, which have been estimated based on a range of data sources and assumptions. These data
sources and assumptions are presented in Table 4.2.

Table 4.2 Assumptions and data sources used to undertake financial forecasting
Total deaths in the ACT 2127 Australian Bureau of Statistics
Death rate 2.9% Based on the ACT Government
forecast of deaths
Percentage of deaths where remains are 75% ACT Government Transport
cremated Canberra and City Services 2019

Annual Report

Canberra Cemeteries market share Confidential Provided to Canberra Cemeteries
by an industry expert

Cremations of adults (%) 98.24% This distribution is assumed to
Cremations of child 6 to 17 years (%) 0.18% ol bur.lals IR 2

based on internal data from
Cremations of child 1 to 5 years (%) 0.30% Canberra Cemeteries.
Cremations of stillborn to 1 year (%) 1.27%

Details on how an appropriate portion of the costs shared between the crematorium and cemetery have
been estimated are in chapter 5.

The Commission is satisfied that Canberra Cemeteries has identified and quantified all the costs related to
providing crematorium services and that its costing methodology is therefore compliant with pricing
principle 1.1.

Pricing principle 1.2: Canberra Cemeteries should demonstrate that inputs are sourced (a) through a
competitive tender process or open marketplace, or (b) at prices comparable to market rates that would
be paid by a similar private crematorium operator.

In its stage 1 advice (as noted in chapter 3 of this report), the Commission stated that a key factor for
competitive neutrality is how goods and services used for the crematorium are sourced. Goods and services
that are sourced via a competitive tender process or via an open marketplace will reflect commercial costs
and therefore meet the conditions for competitive neutrality. If goods and services are not sourced this
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5. Pricing principle 2: allocation of
shared costs and overheads

Pricing principle 2: Shared costs and overheads should be appropriately attributed.

Pricing principle 2.1: Canberra Cemeteries should employ an appropriate allocation methodology to
assign shared costs to the crematorium facility. An activity-based allocation method or method based on
appropriate cost drivers is likely to be a pragmatic and appropriate cost allocation method.

The Commission has found that Canberra Cemeteries’ costing methodology and proposed prices are
compliant with this pricing principle. Canberra Cemeteries has used an activity-based costing method to
allocate shared costs and overheads. The Commission considers that the method has been implemented
appropriately for two reasons.

First, the Commission considers that Canberra Cemeteries has identified all relevant shared capital costs,
operating costs and corporate overheads. Table 5.1 lists the relevant shared costs.

Table 5.1 Cost items shared between cemetery and crematorium operations
Shared capital costs Shared overheads
General office equipment Executive mobile phone and its usage
Toilets and administration building Software licenses
Carports Reliability and maintainability services (e.g. fire

protection and testing)

Solar panels ACTGOV network charges

Existing fencing Mail management

Existing roads Accounting services

Existing landscaping External audit fees

Water and sewerage Workers compensation insurance
Cleaning | Other insurance

Security services Remote access equipment and services

Waste services
Bank fees

Electricity

Second, the Commission considers that Canberra Cemeteries has adopted cost drivers that are appropriate
for estimating the relevant portion of shared costs attributable to the crematorium.
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6. Pricing principle 3: financing costs

Pricing principle 3: The prices charged by the public crematorium should recover the costs of financing its
investments in capital assets, including both an appropriate commercial rate of return that includes an
appropriate risk allowance and an appropriate allowance for depreciation.

In its stage 1 advice, the Commission recognised that there are several ways to determine an appropriate
commercial rate of return. The Commission noted that it would assess whether Canberra Cemeteries’
pricing proposal explained the method it had used for determining the rate of return, the reasons why its
method is appropriate, and the evidence and reasons given for its choice of inputs used in estimating the
rate of return.

Pricing principle 3.1: The prices charged by the public crematorium should generate an appropriate rate
of return on retained earnings used to fund the construction of the crematorium.

Canberra Cemeteries has used existing retained earnings to fund the construction of the crematorium.
These earnings were accumulated from profits on its cemetery operations. For Canberra Cemeteries’
crematorium facility not to have a competitive advantage from access to these retained earnings, it must
pay an appropriate rate of return on these funds, equivalent to what it would pay on commercial
borrowings or equity raised from shareholders (including an appropriate risk allowance).

Canberra Cemeteries has calculated a weighted average cost of capital (WACC) as a pragmatic approach to
estimating an appropriate rate of return. It has applied the WACC to the total amount of retained earnings
used to fund the construction of the crematorium and procurement of other capital assets.

Canberra Cemeteries has used long term-term parameter estimates to calculate the WACC. Canberra
Cemeteries considered the variability in current economic conditions due to the effects of COVID-19 means
that short term parameter estimates would potentially result in an inappropriate estimate of the
commercial rate of return required to recover the financing costs of its long-term investments in the
crematorium facility.

Canberra Cemeteries has used parameter estimates that reflect the specific operating environment and
risks faced by cemetery and crematorium businesses, including private crematorium operators. These
parameters were obtained from the IPART report on its Review of Costing and Pricing of Interment
Services'® and are shown in table 6.1. The WACC used by Canberra Cemeteries is 4.2 per cent.

3 |PART 2019b
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Pricing principle 3: financing costs

Table 6.2 Useful lives of capital assets
Crematorium and viewing room building and associated works 40
Cremator and associated equipment 20
Additional Southern Civil works - roads and carparks 90
ICRC costs 20
Contractor costs 20
General office equipment 3
Office reception 23
Toilets and administration building 23
Carports 10
Gungabhlin office 49
Solar panels 15
New roads total (sealed roads, drainage, kerb structures) 24
Existing fencing 16
Existing roads 24
Existing landscaping 64

Canberra Cemeteries’ pricing model assumes that the costs and prices are in a ‘steady state’ where the
crematorium has reached its target market share. That is, the costing model calculates the costs and prices
for a ‘standard’ or ‘expected’ year once the target market share has been reached. There are two methods
for calculating the capital financing cost in such a steady state and both have implications for how
depreciation and the return the return on capital (discussed above) are treated.

The method adopted by Canberra Cemeteries is to calculate the return on capital in each year using the
real (inflation adjusted) value of the initial asset base; that is, the return on capital is calculated assuming
that the asset base that has not been depreciated (which is consistent with the ‘steady state’ assumption,
where assets are effectively replaced as they depreciate). Depreciation is calculated using the straight-line
method which means that depreciation costs are the same each year. Because the return on capital is
calculated on the initial asset base rather than the depreciated asset base, the return on capital is
overstated compared to what is required by investors and lenders. Therefore, under this method, an
adjustment needs to be made to the return on capital. The adjustment is that depreciation is deducted
from the return on capital to avoid double-counting of the depreciation allowance.

This approach differs from the method typically used in regulatory pricing, which involves calculating the
return on capital using the real depreciated asset base in each year. Depreciation is calculated using the
straight-line method as above. Under this method, the value of the asset base depreciates over time and
there is new investment to replace assets at the end of their useful lives.
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7. Pricing principle 4: taxation

Pricing principle 4: The prices charged by the public crematorium operator must recover all
Commonwealth and Territory taxes that a private operator, in the same position, would face.

Pricing principle 4.1: The prices charged by the public crematorium should include an allowance that is
equivalent to the company tax that would be paid by a private operator in the same position.

As explained in the Commission’s stage 1 advice (and noted in chapter 3 of this report), an important
element of competitive neutrality is that the public crematorium facility should face the same tax
obligations as private crematorium operators. A public entity would obtain a competitive advantage if it
was not subject to the same tax obligations as its private competitors.

In developing its stage 1 advice, the Commission found that Canberra Cemeteries is subject to the same
taxation requirements as a private operator, with the exception that it is not required to pay company tax
or make an equivalent payment under the National Tax Equivalent Regime (NTER) to the ACT
Government.'®

Canberra Cemeteries has included in its costing model an allowance for the company tax that would be
paid by a private crematorium operator in the same position. In calculating the tax adjustment, Canberra
Cemeteries assumed that the applicable company tax rate is 26 per cent for a ‘base rate entity’. According
to the Australian Taxation Office, the tax rate for base rate entities in 2020-21 is 26 per cent.”

Canberra Cemeteries advised that it meets the Australian Taxation Office definition of a base rate entity as
a company that both:

e has an aggregated turnover less than the aggregated turnover threshold, which is $25 million for
the 2017-18 income year and $50 million from the 2018-19 income year

e 380 per cent or less of its assessable income is base rate entity passive income, where base rate
entity passive income is:

corporate distributions and franking credits on these distributions

royalties and rent

interest income (some exceptions apply)

gains on qualifying securities

a net capital gain

an amount included in the assessable income of a partner in a partnership or a beneficiary of a

trust, to the extent it is traceable (either directly or indirectly) to an amount that is otherwise

base rate entity passive income.

5 & T = A o5

16 Under the NTER, the ACT Government agreed to establish a tax burden for its wholly owned businesses that would
be equivalent to the tax regime imposed on privately owned businesses. The tax equivalent regime aims to ensure
that even if an ACT government business is not required to pay certain taxes due to its government ownership, an
equivalent payment must be made to the ACT Government for the taxes that would be paid by a comparable
private business.

' https://www.ato.gov.au/Rates/Changes-to-company-tax-rates/?page=1#Base_rate_entity company_tax_rate
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8. Pricing principle 5: regulations

The public crematorium operator must be subject to, and comply with, the same or equivalent
regulations that apply to its private sector counterparts.

In developing its stage 1 advice, the Commission found that many regulatory obligations apply equally to

unlisted private crematorium operators, private crematorium operators listed on the stock exchange, and
government-owned crematorium operators in the ACT. The Commission also found that some regulatory
obligations apply differently or apply only to private businesses or only to government-owned businesses
but in many instances the different regulations aim to achieve similar objectives.

Canberra Cemeteries’ proposal stated that while there are regulatory obligations on the private sector that
do not apply to it, there are other legislative and regulatory requirements placed on public sector entities
like Canberra Cemeteries that do not apply to private sector counterparts. Canberra Cemeteries considered
these public sector specific regulations may be more onerous and therefore costly to comply with than the
private sector obligations. For example, Canberra Cemeteries cited rules around transparency in the use of
public funds and requirements to meet government policies or obligations, where no equivalent regulatory
burden is placed on private-sector operators. Canberra Cemeteries concluded that no adjustment to its
costing model or prices was needed to comply with this pricing principle.

The Commission has considered Canberra Cemeteries’ explanation and the available evidence on
regulations applying to public and private crematorium operators. The Commission recognises the
difficulties both in quantifying the cost impacts of complying with regulations with any degree of precision
and in comparing the cost impacts of different regulations across private and public sector businesses. The
Commission considers that Canberra Cemeteries is required to comply with the same or equivalent
regulations as a private crematorium operator and would therefore be expected to incur similar
compliance costs. For this reason, the Commission has concluded that Canberra Cemeteries’ costing model
and prices comply with this pricing principle.
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Abbreviations and acronyms

ACT

COAG

Commission

ICRC

ICRC Act

IPART

TCCS

WACC

Australian Capital Territory

Council of Australian Governments

Independent Competition and Regulatory Commission
Independent Competition and Regulatory Commission

Independent Competition and Regulatory Commission
Act 1997

Independent Pricing and Regulatory Tribunal
Transport Canberra and City Services Directorate

Weighted average cost of capital
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