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1 Introduction and list of questions
The Australian Energy Market Commission (the Commission) has amended the National Electricity Rules (NER) and the National Gas Rules (NGR) regarding the economic regulation of network services. One of the most significant changes is in the way we, the Australian Energy Regulator (AER), will determine the rate of return that service providers can earn on their assets. 

The amendments comprise a package that, at a general level: 

· promotes flexibility and adaptability, to allow the regulator to make decisions in changing circumstances, and to take account of different characteristics of service providers
· improves the regulatory determination process to allow the regulator adequate time for decision making, to enhance consumer engagement, and to increase transparency and accountability

· addresses ambiguities and clarifies certain provisions, particularly in the NER.

The amended rules operate within the National Electricity Objective (NEO), National Gas Objective (NGO) and the Revenue and Pricing Principles (RPP) which are unchanged. In a new development, they allow a focus on whether the overall rate of return meets the allowed rate of return objective. The purpose of this issues paper is to start the discussion about how we will approach the determination of the rate of return under the new rules. Our final proposed approach will then be set out in our rate of return guideline. In developing our approach to the determination of the rate of return, we are looking to build on the lessons from past years and take account of this and subsequent consultation. The guideline will describe our approach, principles and processes to assess the rate of return.

Prior to the formal announcement of the rules by the Commission on 29 November 2012, we had committed to a public consultation process on developing the rate of return guideline. This issues paper is the first substantive step in the process. We have, however, already taken account of the extensive consultation undertaken by the Commission in developing the amended rules. We have also held initial discussions with various groups, including state treasury corporations, consumers and network service providers to explore initial views on the rate of return. A key element of our consultation over the coming months will be the use of working groups and other targeted forums. This will allow stakeholders the opportunity to provide feedback directly to us.
 Together with written submissions on this issues paper and other papers to follow, we will use this dialogue to complete the final guideline by November 2013.
This paper is part of the AER’s Better Regulation program of work, which follows on from changes to the NER and NGR announced in November 2012 by the Commission. The AER’s approach to regulation under the new framework will be set out in a series of guidelines to be published by the end of November 2013.

The questions that are asked in this issues paper are listed below under the headings in which they appear in this issues paper:
Principles based approach

[image: image1]

[image: image2]

[image: image3]

[image: image4]
Key concepts and terms
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Overall rate of return
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2 The regulatory framework

The previous frameworks for estimating the rate of return for electricity transmission, electricity distribution and gas service providers differed in a number of respects.
 These included the extent of prescription in the rules and whether the estimate was made at each determination or in a periodic review. 

In the final position paper, the Commission took the view that none of the previous rate of return frameworks was capable of best fulfilling the requirements of the NEO, the NGO and the RPP. The Commission concluded that a new rate of return framework was needed. Moreover, the new framework should be common across the NER and the NGR. The Commission released a package of new rules on 29 November 2012.
Importantly, the framework retains many of the well known key concepts from the previous rules, or builds upon them. The key objectives of the overall regulatory framework remain unchanged. That is, the allowed rate of return must still be consistent with the National Electricity Objective (NEO) or the National Gas Objective (NGO), and the revenue and pricing principles. More specifically:

· the rate of return must be set to promote efficient investment in, and efficient operation and use of, electricity services for the long term interests of consumers, and

· a regulated network service provider should be provided with a reasonable opportunity to recover at least the efficient costs the operator incurs. 

Meeting these requirements was a specific focus in the development of the new rules. As stated by the Commission:

The Commission has taken the opportunity in this final rule determination to explain how the new rules are to be interpreted. Most importantly, the new rules allow the regulator (and the appeal body) to focus on whether the overall rate of return meets the allowed rate of return objective, which is intended to be consistent with the NEO, the NGO and the RPP.

Given the capital intensity of energy networks, the rate of return is one of the key determinants of the network prices that consumers pay. The nature of the energy network sector requires service providers to make significant investments in assets over time to maintain and improve their networks. The rate of return allows service providers to attract the necessary funds from capital markets for these investments and service the debt they incur in borrowing the funds.
The new rules framework requires us to publish guidelines on how we intend to estimate the rate of return, including the information we will take into account when setting the rate of return at the time of each revenue determination. We are required under the rules to make an estimate of the rate of return that is consistent with an allowed rate of return objective. The objective is focussed on the rate of return required by a benchmark efficient service provider, with similar risk characteristics as the service provider subject to the decision. We believe there may be merit in discussing what the rate of return objective means or aims to achieve. Although on face value this might seem simple, its interplay with the NEO and the RPP is paramount to establishing the allowed rate of return.

The allowed rate of return objective states:

The allowed rate of return objective is that the rate of return for a Distribution Network Service Provider is to be commensurate with the efficient financing costs of a benchmark efficient entity with a similar degree of risk as that which applies to the Distribution Network Service Provider in respect of the provision of standard control services (the allowed rate of return objective).

The primacy of the allowed rate of return objective suggests that where constituent components have been used to inform the overall rate of return estimate, these constituent components must be estimated such that they contribute to the achievement of the rate of return objective.
 These constituent components include the cost of equity and cost of debt.
Further to the allowed rate of return objective, the rules provide other factors which we must have regard to when estimating the allowed rate of return. These factors include:

· relevant estimation methods, financial models, market data and other evidence; 

· the desirability of using an approach that leads to the consistent application of any estimates of financial parameters that are relevant to the estimates of, and that are common to, the return on equity and the return on debt; and 

· any interrelationships between estimates of financial parameters that are relevant to the estimates of the return on equity and the return on debt.   

Together, these factors, the requirements of the National Electricity Law (or National Gas Law), and the rate of return objective outline the general framework for determining the overall rate of return.

Principles based approach
The development of regulatory principles can promote consistency in decision making, while allowing flexibility and adaptability for the regulator to make decisions in changing circumstances, and for service providers with different characteristics. This section discusses principles relevant to the fulfilment of the allowed rate of return objective.
Principles for assessing rate of return proposals

We consider that the preferred approach for estimating the rate of return should be based on a defined set of regulatory principles. This enables a clear framework for the development of these guidelines, and the assessment of whether the estimate of the allowed rate of return meets the allowed rate of return objective. In this context, we propose for consideration the principles listed below.

Principles for assessing rate of return proposals

The allowed rate of return objective may be best met if the proposed rate of return methodologies:

(1) Are driven by economic principles:

(a) The methodologies have a strong theoretical foundation.

(b) The methodologies are fit for the purpose of estimating the required rate of return.

(c) The methodologies are internally consistent.

(d) The methodologies have regard to prevailing market conditions.

(2) Are supported by robust analysis:

(e) The analysis is transparent and replicable.

(f) The analysis appropriately acknowledges uncertainty.

(g) The analysis output is not unduly sensitive to small changes in inputs.

(3) Are implemented in accordance with best practice:

(h) The implementation uses current, reliable and relevant datasets.

(i) The implementation avoids arbitrary filtering or adjustment to the data.

(4) Recognise that there may be a need to exercise regulatory judgement:

(j) The methodologies promote reasoned, transparent and predictable decision making.

(k) The methodologies avoid the search for false precision.

(5) Are supportive of broader regulatory aims:

(l) The methodologies are consistently applied across industries, service providers, regulators and time.

(m) The methodologies are comprehensible and accessible.

(n) The methodologies promote simple over complex models where appropriate.

We seek stakeholder views on how the application of a principles based approach, more broadly, will best allow us to assess whether the rate of return methodologies meet the rate of return of objective.
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Implementing a principles based approach—exercise of regulatory judgement

In adopting a principles based approach, it is expected that some principles will be of greater relevance to certain issues than others. In particular, the exercise of regulatory judgement is expected to be important in determining the balance between predictability and flexibility that should be included in the guidelines. At one end of the spectrum, processes can be predictable and tightly defined.
 Such a process may result in a relatively mechanistic, yet transparent, derivation of the rate of return. At the opposite end, processes can be more flexible and open to judgement based assessments, but may better reflect changing circumstances.
 

In preliminary discussions with stakeholders, a preference for predictability has been expressed. Specifically, it has been proposed that the guidelines should enable stakeholders to reasonably estimate the allowed rate of return that will be expected to apply at the time of a given determination. An important consideration in this context, however, is whether stakeholders will commit to accepting the outcomes of predictable approaches, irrespective of whether such an outcome is adverse or favourable. Similarly, if methodologies incorporating greater regulatory judgement are preferred, will stakeholders also commit to accepting these outcomes irrespective of the regulator’s decision?
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Key concepts and terms

The rate of return objective retains or builds on many concepts from the previous electricity and gas frameworks. Specifically, the rate of return objective includes the terms “efficient financing costs”, “benchmark efficient entity” and “similar degree of risk”.
We seek stakeholders' comments on the interpretation of these terms. These comments should build upon the understanding acquired in previous years, but acknowledge that past conclusions may need to be revised or updated. 

Efficient financing costs

Under the previous rules, efficient financing costs were primarily considered in the determination of the gearing ratio. This reflects the balance between financing costs and risks for debt relative to equity funding. The gearing ratio is also an important input in the standard WACC formula. For these reasons, we will consult on an appropriate gearing ratio through the development of the rate of return guidelines.

What is less clear, however, is whether other characteristics should be considered when assessing efficient financing costs. That is, there may be characteristics that can be extracted from the range of financing practices that are generally indicative of a prudent and efficient approach as revealed by an examination of standard practices. By way of example, these could include engaging in hedging practices, staggering a portfolio of debt maturities and raising finance from multiple sources.
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Benchmark efficient entity

Prior to the rule change, the rate of return provisions in the NGR and in chapters 6 and 6A of the NER all referred to benchmark efficiency. We defined our interpretation of a benchmark efficient service provider within those rules in our 2009 review of the weighted average cost of capital parameters (the WACC review). The WACC review identified two distinct requirements to define a benchmark efficient service provider. These were:

· The conceptual definition—which is guided primarily by the objectives of the incentive regulation regime

· The practical implementation of this definition—there are few or no service providers that exactly meet this definition. It is pragmatic, therefore, to consider a wider range of evidence in estimating the allowed rate of return. This usually includes market evidence from entities that meet some but not all of the benchmark requirements.

For this issues paper, these two requirements are kept separate. This is because the conceptual definition is mainly shaped by the objectives of the overall regime. As it is primarily theoretical, it can be tailored closely to these objectives. Since major regime change is relatively infrequent, the conceptual definition might be more stable over time. In contrast, the practical implementation of this definition is affected by the limited direct evidence that is available for benchmark efficient service providers. Specifically, there are no service providers that are perfect comparators to the benchmark. As a result, stakeholders have consistently had to draw on evidence from sources that do not perfectly meet the benchmark. Since these limitations are likely to continue, it may be best to establish a conceptual benchmark and to implement it in practice using the best available data.
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The conceptual definition

In the WACC review, the conceptual definition of a benchmark efficient service provider was:

A 'pure play' regulated electricity [or gas] network business operating within Australia without parent ownership.

There has been broad agreement on the conceptual definition of a benchmark efficient service provider since the WACC review. The new rules retain the use of the benchmark efficient entity concept. However, the new rate of return provisions allow for greater flexibility in applying the concept as part of the rate of return objective. Accordingly, we welcome views about whether this definition is still appropriate. For example, most privately owned Australian service providers are owned by parent firms. From this, stakeholders may draw the conclusion that parental ownership represents efficient market behaviour. It may be inappropriate, therefore, to exclude these service providers from the conceptual definition of benchmark efficiency. Instead, the conceptual definition could include a requirement that firms be privately owned.

All of the elements in the current conceptual definition refer to aspects of comparator businesses that affect the risk of investment in that business. Table 1 sets out the elements of this definition and how they affect investment risk.

Table 1
Summary of elements in the conceptual definition

	Element
	Effect on investment risk

	'pure play'
	A 'pure play' service provider is one that provides only services related to one product line, such as energy network services. That is, it may provide network services as well as complementary services such as meter reading, but does not engage in any other business activities. Service providers or other firms that provide services un-related to energy transport are likely to be exposed to a different risk profile.

	regulated 
	Subject to the regulatory regime, incentive regulation typically allows businesses to earn more stable cash flows with periodic resets of revenues to better reflect actual expenditure. Most un-regulated businesses do not have these same protections or restrictions, and so are likely to have a very different risk profile.

	electricity [or gas]
	The particular service that a business provides may have inherent qualities that affect the volatility of its cash flows. For example, revenues for energy transport services may be comparatively less volatile than revenues for financial service providers of a comparable size. This stability or volatility in turn would be likely to influence the risk of investment in these businesses.

	operating within Australia
	The geographical market in which a comparator business operates is a determinant of investment risk. Australian service providers operate under similar tax laws, industry structure, and broader economic conditions. At least some of these factors are likely to differ for international comparators. The geographical specification of the benchmark also determines the form of the CAPM (or other model) that is applied and effects the estimation of the parameters into that model. Under the current benchmark definition, we adopt a domestic Australian CAPM that recognises the presence of foreign investors to the extent they invest in Australian domestic financial markets. Alternatives include a 'fully-segmented' domestic CAPM or a 'fully-integrated' international CAPM.

	without parent ownership
	Parent ownership or support, whether explicit or implicit, can affect the perceived investment risk for a comparator business. For example, a government owned service provider that raises debt through a central treasury may seem comparatively low risk compared to a small private business. 
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Alternatively, stakeholders may prefer:

· Less detail as a basic conceptual definition—with scope to consider these factors as part of the practical implementation. This could have the advantage of allowing greater flexibility for discretion in circumstances of limited market evidence or changing market structure.

· More detail in the conceptual definition—which may result in the practical implementation of this conceptual definition in a more predictable way. This could have the advantage of allowing greater certainty about the use of particular market evidence over time.
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The practical implementation

Having determined a conceptual definition of a benchmark efficient entity, it is then necessary to apply it to reach and assess estimates of the allowed rate of return. To do so will require the collection of market evidence that is relevant to the benchmark. In practice, there are no firms that perfectly meet the existing conceptual definition. This means that market evidence that can be used to practically implement the concept of benchmark efficiency requires some relaxation of the conceptual definition.

To promote a predictable and flexible rate of return framework, we seek stakeholder input on the appropriate factors to guide this process. While the use of particular market evidence will always need to be considered on a case by case basis, some guiding factors could include:

· A preference for large samples over close matches to the benchmark—this principle would suggest that all data should be included in the sample unless there was a very clear reason to expect that it would bias the end estimate. Using larger samples can minimise the shortcomings of individual data sources or data points. However, this needs to be weighed against the risk of using a large sample of data that is not reflective of the benchmark efficient firm.

· The use of observed market practices as a guide—this principle would suggest that the rate of return estimate should reflect the observed behaviour of actual regulated firms. For example, it may be the case that most regulated firms in practice raise debt in staggered increments. Under this principle, stakeholders would then try to set the return on debt to reflect this practice.

· Wider ranges for credit ratings and benchmark terms for debt—this principle would encourage the use of a wider range of data and therefore larger samples to estimate the return on debt. Under a more flexible regime, it may be advantageous to specify a wider range to promote greater flexibility. However, as with the first dot point, this needs to be weighed against the risk of using a larger sample of data that is not reflective of the benchmark efficient firm.

Further aspects of the implementation of debt specific benchmarks are discussed in more detail in section 7.

 SHAPE  \* MERGEFORMAT 



 SHAPE  \* MERGEFORMAT 



Similar degree of risk

This phrase builds on similar terms in the previous rules that linked the rate of return to the level of risk.
  We set the rate of return by reference to the non-diversifiable risk faced by a benchmark firm. Under the previous electricity rules, this was explicitly implemented through the use of the beta parameter, which measured exposure to systematic risk in the CAPM. 

A key issue related to the concept of 'similar degree of risk' is the identification of broad characteristics that might be taken into account when assessing the level of risk. For example, the possibility of differentiating the risk exposure between gas and electricity sectors was explicitly considered by the AEMC:

The allowed rate of return objective incorporates the concept of a benchmark efficient service provider, which means that the regulator can conclude that the risk characteristics of the benchmark efficient service provider are not the same for all service providers across electricity transmission, electricity distribution and gas and/ or within those sectors. The Commission would expect a regulator in developing its guidelines (discussed below) to explicitly consider this issue. 

While we have previously applied the same benchmark characteristics for gas and electricity transmission and distribution entities, the rules do not require this. However, to the extent that stakeholders consider that differences exist, any differences would need to be quantifiable.
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Overall rate of return

The increased focus on the allowed rate of return objective provides an opportunity to engage with rate of return considerations at a higher level. This section explores the extent that such high–level considerations may play a role in future determinations, and what form these considerations may take.

The post-tax framework

The NER and NGR now prescribe a post-tax framework, whereas previously, only the NER required its use. Notwithstanding this, we have applied a post-tax framework in all gas decisions for consistency between regimes.
Applying a post-tax framework requires that revenue determinations include an estimate of corporate income tax, including the effects of imputation credits. As such, the corresponding rate of return is independent of any tax influence.

The estimate of corporate income tax, however, requires an estimate of the value of imputation credits (gamma). As with the 2009 WACC review, we will consult on the appropriate value of gamma during the rate of return guideline process. We do not seek views at this stage on the appropriate estimation of this parameter.

Overall rate of return estimates and the WACC formula
The use of a weighted average cost of capital involves the determination of a return on equity and a return on debt, which are then combined to arrive at the overall rate of return. This is a bottom-up estimate of the overall rate of return, using estimated input parameters. This aligns with the requirement in the new rules that the overall rate of return be calculated as a weighted average of the return on equity and the return on debt. Further, this approach is consistent with the principles outlined in section 2.

Under the new rules, however, we consider that it is also possible to apply other considerations of the overall rate of return in a more determinative manner. For example, an assessment of the overall rate of return informed by both a bottom up and a top down approach where the allowed rate of return meets the allowed rate of return objective. By way of illustration, two examples of the spectrum of options include:

· Determination of the overall rate of return based on the application of the traditional WACC formula, without considering any adjustments to this outcome.

· Determination of the overall rate of return based on the application of the traditional WACC formula, but then adjusting this outcome based on broker reports, trading multiples, financibility tests or estimates from other regulators. Such adjustments would be made having regard to the guiding principles we develop as a result of this consultative process.
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Further building on our current approach, the overall rate of return considerations could become more prominently used as output or sense–checks. In this context, stakeholders have previously given consideration to estimates of the overall rate of return. Specifically, consideration has been given to sales multiples, trading multiples, broker reports and regulatory precedent. All of these methodologies, however, have limitations. For example, trading multiples and asset sales may not be current, regulatory outcomes from other jurisdictions may not be align with our legislative framework, and broker reports may not be transparent or internally consistent.

Alternatively, there may be additional information sources or approaches which could be useful. These might include:

· Financibility tests—as used by IPART and Ofgem, based in part on the financial ratios and metrics published by credit rating agencies. These are generally used as output checks on the rate of return based on other analysis. However, it might be plausible to consider using such tests as inputs to the rate of return analysis. 

· Market evidence—including market data that provides an indication of prevailing market conditions or testimonials from stakeholders and market participants. There may be a collection of data sources that could be used to develop an indication of market conditions and an appropriate rate of return for those conditions. 
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6 Return on equity

The return on equity (or cost of equity) is the return required to compensate equity holders for the risks they bear in providing capital in the entity. The new rules state:

Return on equity

(f) The return on equity for a regulatory control period must be estimated such that it contributes to the achievement of the allowed rate of return objective.

(g) In estimating the return on equity under paragraph (f), regard must be had to the prevailing conditions in the market for equity funds.

We currently adopt the standard form of the CAPM (often labelled the Sharpe–Lintner CAPM) to estimate the return on equity. We derive the input parameters to the CAPM as point estimates, and the output from the CAPM is then used as the return on equity.

This approach has provided a degree of certainty and predictability in regulatory decision making. However, it has also been criticised by some stakeholders as being too "mechanistic" and not responsive enough to changing market conditions.

There are many alternative models of the return on equity, and several of these models have been included in recent regulatory proposals.
 The changed rules direct the AER to have regard to a broader set of material in estimating the rate of return, including estimation methods, financial models, market data and other estimates. Hence, the overarching return on equity methodology could potentially incorporate multiple models. For example, this might include considering several models at the time of the regulatory decision and choosing between them; or it might include aggregating the estimates from several models (via a weighted average or other technique).

Any proposal for an alternative return on equity methodology would first need to set out the explicit details of the methodology (for instance, how multiple models would be weighted) and evaluate it using the criteria outlined in section 2.1. It would then be necessary to undertake a relative assessment against the allowed rate of return objective.

It will also be necessary to contemplate how other sources of evidence (methods, data and other estimates) will be incorporated in the return on equity methodology.

The return on equity methodology necessarily involves the exercise of regulatory judgement. For instance, a methodology where the guidelines commit to applying the output from one 'best' model, without adjustment, places significant emphasis on promoting certainty and predictability in regulatory decision making. An alternative methodology might use several models to produce independent estimates and then have the regulator choose a final return on equity in a band around these estimates. Such a methodology would place significant emphasis on avoiding an overly mechanistic approach.

Within the Sharpe–Lintner CAPM (and other models) there are many parameters that need to be estimated. We do not seek views at this stage on the appropriate estimation of those parameters. These issues will be explored in the March 2013 consultation paper, and in workshops. In particular, the nature of the relationship between the risk free rate and the market risk premium will be considered at this time.
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7 Return on debt

The return on debt (or cost of debt) is the return required to compensate debt holders for the risks they bear in providing capital in the entity.
We currently estimate the return on debt using an "on the day" approach, as close as possible to the start of the regulatory period. That is, conceptually we seek to estimate the cost incurred by a benchmark service provider of issuing debt in prevailing market conditions on the first day of the regulatory period. This return on debt is then "locked in" for the duration of the regulatory period. In practice, we estimate the return on debt over a short averaging period (10-40 business days) as close as practically possible to the commencement of the regulatory period. These short multi-day averaging periods mitigate the effect of single-day variations, while retaining the theoretical robustness of the "one day" approach.

This approach implicitly assumes either one of two financing practices:

1. firms re-finance the entirety of the debt funded component of their asset base during the averaging period
2. firms engage in some other financing practice (such as holding a portfolio of different debt instruments and staggering the refinancing of their debt over time), but enter into hedging arrangements to replicate a borrowing cost structure as if they did refinance their asset base during the averaging period.

It is important to remember too that the guideline will aim to set benchmarks for efficient and prudent financing practices. It will not seek to cover every conceivable actual debt funding arrangement currently in use, or potentially available in the future. However, we seek stakeholder views on how to develop the benchmarks, noting that they need to be consistent with and give effect to the principles set out in section 4.2.
In evaluating our current approach, we understand some service providers may typically adopt the second practice listed above. This is partly because refinancing an entire debt portfolio during the nominated averaging period would expose service providers to greater refinancing risks.
While it is important to distinguish the benchmark efficient approach from the service providers' choice of actual financing practices, it may be that a staggered debt approach is efficient. As a result, we will consider in the rate of return guideline process whether the regulatory approach to the return on debt could better reflect the staggered debt approach that many service providers adopt. However, in reaching a view, we will consider how closely these observed debt practices align with the principles of efficient financing practices.

If we were to align the regulatory return on debt with costs that would be incurred under the second of the two financing practices, one option is the adoption of a portfolio approach to debt. This could recognise that at any point in time a service provider may raise debt of different instruments or tenors. It could also recognise that service providers may stagger debt issuance over time. For instance, one such benchmark approach is to use a trailing historical average. In general terms, a trailing average approach calculates the regulatory return on debt as an average of debt currently in a benchmark efficient firm's portfolio, raised over some historical period.

For example, a trailing average return on debt could be calculated as an average of debt raised over the last five or ten years, using one of several possible weighting approaches. During the rule change process, there was broad support from most service providers and some user groups on the adoption of some form of a trailing average approach. However, service providers expressed differing views on how the trailing average should be specified and implemented. These differences in views were largely driven by the differing actual circumstances of those service providers. Again, the importance of adopting benchmarks, rather than actual practice is relevant. It will not be practically possible, or even desirable in an incentive based regulatory regime, to incorporate all firms’ actual practices in attempting to set the allowed rate of return that meets the allowed objective.
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7.1 The use of fair value curves or alternatives
As well as considering the benchmark approach to return on debt, the rate of return guideline will address the implementation of this benchmark. In particular, we will consider and seek to provide guidance on how the benchmark will be measured. We currently use the Bloomberg fair value curve. The use of this fair value curve and alternative approaches has been a contentious regulatory issue over many years. Views are not sought at this stage on whether the Bloomberg fair value curve should continue to be used. This issue will be explored in the March 2013 consultation paper, and in workshops.

A Timelines and consultation

We have separately set out our overall approach to consulting on the range of new guidelines and schemes, including the rate of return guidelines.
 We intend that the guideline development should involve more than the traditional exchange of formal submissions between customer groups, network service providers, consultants, and the regulator.
We expect to engage continually with all parties with an interest in the calculation of the rate of return, through small group meetings, forums and workgroups. Our chief aim is to ensure that as far as practicable, all parties have a hearing and all topics can be openly considered. The Economic Regulation Authority of Western Australia (ERA) is also undertaking a similar process to develop their rate of return guidelines under the NGR. We will seek to work with the ERA as opportunities arise in developing this guideline.
Further, dedicated workgroups may be set up to discuss the various rate of return parameters.
Table A.1
Timeline for cost of capital guideline development

	Date
	Topic
	Description

	November 2012
	Consultation commences
	Discussions between AER staff and investors and stakeholder representatives on approach to guideline development.

	December
	Issues paper published
	Set out framework, seek stakeholder comment on the relevant topics and field of inquiry for guideline development

	December 2012, through January 2013
	Informal and formal meetings/discussions or workgroups
	Meeting with service providers and consumer representatives to flesh out approach favoured by stakeholders about how cost of capital should be estimated, to meet the rate of return objective. 

	15 Feb 2013
	Submission on issues paper due
	Formal response to issues paper, to include an elaboration of positions put to AER during meetings held in December 2012/January 2013.

	29 March
	Consultation paper released
	Field of inquiry into approach AER could adopt in guideline is narrowed. Initial AER views on proposed approach. 

	April
	Consultation paper feedback
	AER discussions with industry and stakeholders, to ensure understanding of issues from submissions. Attempt to reach common ground.

	Mid May
	Consultation paper submissions due
	Formal response by industry and stakeholders on consultation paper, elaborating on discussions held in April.

	June-July
	Stakeholder consultation
	AER considers submissions, develops positions. Further bilateral meetings.

	9 August
	Draft guideline published
	Set out AER approach to cost of capital that meets the objective.

	August
	Stakeholder consultation
	AER forums/discussions with stakeholders.

	Mid September
	Submissions on draft guideline due 
	Formal response by stakeholders.

	October
	Stakeholder consultation
	Clarify with stakeholders remaining substantive issues. Indication of AER likely final decision.

	29 November
	Publish final guideline
	Publication of methodology and approach to setting rate of return.


B Applicability of the rate of return guidelines to reset determinations
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Question 16


Are the assessment criteria presented in section 3.1 an appropriate basis for evaluating the cost of equity methodology in order to meet the allowed rate of return objective?





Question 22


What are the characteristics of efficient and prudent financing practices that should be taken into account under a benchmark framework?





Question 4


To what extent should the guideline set out a pre–determined approach that can then be applied at each determination? 





Question 21


How do these approaches align with the principles of an efficient financing benchmark, as set out in section 4.2?





Question 20


What are the advantages and disadvantages of portfolio approaches compared with the current "on the day" approach to the return on debt?





Question 1


Do stakeholders consider that following these principles would promote the allowed rate of return objective? Should any of the principles be considered as more prominent or important than others?





Question 2


Are there other principles or criteria which should be considered?





Question 3


Do stakeholders have a broad preference for predictability or flexibility, and do these preferences differ at each level (the overall rate of return, the return on equity and debt, and at the parameter level) of the rate of return?
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Question 5


Aside from a balance between debt and equity financing, are there other characteristics of the way in which an efficiently financed entity would approach its financing task that should be considered in estimating the allowed rate of return?





Question 6


Is it still appropriate to separate a conceptual benchmark from its practical implementation?





Question 7


Does the current definition reflect an appropriate level of detail for the conceptual definition? Are there other factors which should be considered?





Question 8


In relation to the current definition of the conceptual benchmark, is more or less detail preferable?





Question 9


Are the proposed factors reasonable?





Question 10


Are there other factors which should be considered?





Question 18


What individual cost of equity model best meets the allowed rate of return objective?





Question 17


What overall cost of equity methodology best meets the allowed rate of return objective?





Question 11


Are there characteristics that differentiate the level of risk in the gas and electricity sectors, or between distribution and transmission networks?





Question 12


Are there other characteristics that should be taken into account when assessing the level of risk?





Question 13


To the extent that different risk levels exist, can these differences be estimated in a manner consistent with the regulatory principles outlined in section 2?





Question 14


To date our practice has been to estimate the allowed rate of return based on the standard WACC formula. Should we continue with this, or if not, what alternative approaches should be explored?





Question 15


How can overall rate of return considerations be used under the new rule framework? This may include consideration of the relevance of the methodologies identified above (or others not yet identified), and how such information could be used.





Question 19


What other evidence (estimation methods, financial models, market data and other estimates) is relevant to the determination of the cost of equity?
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� 	A summary of the timetable for the consultation process is included in Appendix A.


� 	Further details on the consultation processes and other guideline work streams are available at � HYPERLINK "http://www.aer.gov.au/node/18824" �http://www.aer.gov.au/node/18824�.


� 	Those were in Chapter 6A of the NER for electricity transmission, Chapter 6 of the NER for electricity distribution, and rule 87 of the NGR for gas service providers.


� 	NEL, section 7. NEL, section 74.


� 	AEMC, Rule determination, 29 November 2012, pp. 23–24.


� 	This is NER clause 6.5.2(c). This objective is also included in the rate of return provisions in chapter 6A of the NER and r. 87 of the NGR, with the only differences being for sector terminology (such as transmission network service provider instead of distribution network service provider etc). See NER, cl. 6A.6.2(c); NGR, r. 87(3).


� 	The new rules require the use of a weighted average cost of capital (NER cl. 6.5.2(d)(1) and equivalent clauses), but this is subject to the requirement that the weighted average must contribute to the overall allowed rate of return objective (NER cl. 6.5.2(d) and equivalent clauses).


� 	NER, clause, 6.5.2(e)


� 	We are now required to review our rate of return guidelines at least every three years. The applicability of the initial and subsequent guidelines to individual reset determinations is set out in appendix B.


� 	For example, the guideline could provide a clear indication of the models, parameters, information and data sources that will be used to determine the specific value.


� 	For example, the guideline could provide a high level indication of the methods and information that will be used, but ultimately rely on consideration of all the available material in accordance with the objective.


� 	AER, Final decision, Electricity transmission and distribution network service providers Review of the weighted average cost of capital (WACC) parameters, May 2009, p. 80.


� 	This definition referred exclusively to an electricity network service provider, but we have applied all other elements of this definition in decisions for regulated gas network service providers. For example: AER, Draft decision, Jemena Access arrangement proposal for the NSW gas networks 1 July 2010 – 30 June 2015, February 2010, p. 100.


� 	AER, WACC review, final decision, May 2009, p. 82.


� 	The old NER stated “with a similar nature and degree of non-diversifiable risk as that faced by the distribution business of the provider”, old NER, 6.5.2(b). The old NGR set the rate of return with regard to ‘the risks involved in providing reference services’, old NGR r. 87(1).


� 	AEMC, Rule determination, 29 November 2012, p. 67.


� 	There are also explicit return on equity references in NER cl. 6.5.2(d), 6.5.2(e), 6.5.2(k), 6.5.2(n); and the equivalent clauses in electricity transmission (NER cl. 6A.6.2) and gas distribution/transmission (NGR r. 87).


� 	NER, cl. 6.5.2(f)–(g); cl. 6A.6.2


� 	For example, see AEMC, Rule Determination, 29 November 2012, p. 50


� 	The old NGR allowed the NSPs to propose the use of a 'well accepted financial model', rather than explicitly requiring the CAPM as was the case under the NER. Even in the electricity context, alternative models have been proposed as 'cross-checks' on the CAPM estimate.


� 	The new rules provide the opportunity to consider approaches to determining the cost of debt not contemplated under the previous rules. In particular, the use of historical or trailing averages. The cost of debt rules are set out in NER cl.6.5.2(h), 6.5.2(i), 6.5.2(j), 6.5.2(k), 6.5.2(l); and the equivalent clauses in electricity transmission (NER cl. 6A.6.2) and gas distribution/transmission (NGR r. 87).


� 	AER, Letter re: Invitation to discuss our approach to developing an improved regulatory framework, 10 December 2012.
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