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AER technical inflation workshop: summary 
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Note: This document provides an overview of the main points discussed during the AER technical inflation workshop. The AER will consider and review points raised by stakeholders at the workshop when constructing its inflation draft decision.   


Background 
The Australian Energy Regulator (AER) held a technical workshop as part of its industry-wide consultation and review of the regulatory treatment of inflation. The workshop clarified how the Post-Tax Revenue Model (PTRM), Roll-Forward Model (RFM) and annual pricing mechanisms interact in the regulatory framework. 

One of the key themes emerging from the submissions on the AER’s Discussion Paper, and from the forum held on 14 June 2017, was a desire from a number of stakeholders to have a technical workshop on the regulatory treatment of inflation.

It was apparent from the forum that there was a need for greater clarity about what the PTRM, RFM and annual pricing mechanisms actually deliver. 

As such, the workshop focused on the treatment of inflation in the models. It also considered the revenue impact when actual inflation flows through to replace the initial inflation forecast. 

Format
The workshop considered in detail the inflation effects in the PTRM, RFM and annual pricing process. It provided the opportunity for stakeholders to understand each other’s perspectives. 

The discussion focussed on two key themes:
· Discussion of key aspects in the submissions received, which provided context for the common framework the AER has adopted for the modelling. 
· Six presentations from different stakeholders addressing the AER’s core set of scenarios. Presenters explained their modelling of long term revenue outcomes under the scenarios.[footnoteRef:1] [1:  	The workshop models and presentation slides are available on our website: https://www.aer.gov.au/networks-pipelines/guidelines-schemes-models-reviews/review-of-expected-inflation-2017/initiation. ] 



Core scenario modelling for the workshop
The AER suggested that stakeholders use a set of common assumptions in their modelling examples. These assumptions are detailed below. 

Common framework
Each regulatory control period is five years. The effects of the scenario are to be modelled over multiple regulatory control periods so assets are exhausted. The key (inflation-related) calculations from the PTRM, RFM and annual pricing processes are to be considered; this may be via linked spread sheets (using separate ‘slave’ PTRMs or RFMs) or by including the key calculations directly in the model.

Assume away opex, tax and revenue adjustment building blocks; but all capital-related calculations (the return on capital and return of capital building blocks) should be included. The cost of capital is set at the WACC level (not separately as a return on debt and return on equity).
Nominal cash flows are to be converted to real terms using actual inflation (as per the relevant scenario) then the net present value is to be calculated using the relevant real WACC.

Common inputs
Capex (in real terms) is $1000 in year 0, then $100 in years 1–10 inclusive. There is no capex from year 11 onwards. All capex has a standard asset life of 30 years, and real straight line depreciation is used.

Scenario 1: Actual inflation equals expected inflation
Nominal WACC is 7.62% (calculated as (1.05*1.025)-1, unrounded), constant across all regulatory periods. The estimate of expected inflation is 2.50%, constant for all years and the implied real WACC is 5.00% (using the Fisher equation). Actual inflation is 2.50%, constant for all years, equal to expected.

Scenario 2: Actual inflation below expected inflation
As in scenario 1, but actual inflation is 1.50%, constant for all years, below expected.

Scenario 3: Actual inflation above expected inflation
As in scenario 1, but actual inflation is 3.50%, constant for all years, above expected.

Summary
The discussion during the workshop led to a shared understanding of outcomes delivered by the current framework and additional questions that the AER will investigate.  

Shared understanding - current framework
There was general consensus amongst participants that the current framework on the whole delivers a target real WACC. It was noted that there are some features in the framework that can cause the actual real WACC to deviate from the target, but these were minor and the deviation is not material. John Williams from APA said he thought the framework probably delivers a target real WACC but he wanted to undertake further modelling to test.  

Additional questions 
There were some additional questions that came out of the workshop. The key questions included:
· Is the AER applying the rules correctly? It was suggested by some stakeholders that the rules imply targeting a nominal WACC. 
· Setting aside the rules, what return should the AER target – real WACC, nominal WACC, real return on equity or nominal return on equity? Some stakeholders proposed targeting a nominal return on debt and real return on equity. It was suggested this approach might better align with the AER’s approach to estimating compensation for efficient debt costs.
· What (if any) are the inflation implications that may have arisen from moving to the debt trailing average portfolio approach?
· If the AER changed the current framework then would that impact (a) the indexation of the RAB or (b) risk of the NSP in a way that would impact on credit rating, equity beta, gearing or other rate of return components?
· What would be the process for further consultation if significant framework changes were considered? This might include consideration of the interaction between the current review and the rate of return guideline process. 
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