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Summary of meeting

Rate of Return Forum No. 1

5 February 2013

Held via video link between AER’s Melbourne and Sydney offices
On 5 February 2013, the AER, as part of its Better Regulation package, hosted a forum on the development of the Rate of Return Guidelines. The forum was chaired by AER Board member Cristina Cifuentes. A range of stakeholders participated, including representatives of:
· regulated energy businesses

· energy users

· state regulatory authorities
· government statutory authorities 
· investors in regulated utilities
· the Australian Energy Regulator 
This summary outlines the key topics and themes of the meeting, including views expressed at the forum, without ascribing particular comments to any one individual or organisation. The outline follows that of the agenda.
1
Introductions

AER staff outlined that the purpose of the forum was to seek high level views from participants on the agenda items and that it was not expected that consensus would be reached on key matters today. Further sub–groups will be formed to discuss in detail matters that the forum participants consider warrant further debate and analysis. It was stressed that the forums and sub–groups do not represents a negotiation between the AER and those at the table. The content of the rate of return guideline will ultimately be determined by the AER Board members collectively.
It was agreed that the substance of the forum discussions would be published, at summary level on the AER’s website. 
2
Discussion of the overall program and AER’s objectives
The rate of return guidelines are one of several guidelines to be developed as part of the Better Regulation package. Once completed, the guidelines will apply to electricity revenue determinations and gas access arrangements to provide clarity to all stakeholders about how the AER will assess the rate of return during the regulatory period under review. The rate of return for each determination or access arrangement is to be decided as part of the reset process taking into account the guideline and other material submitted at the time of the reset.
3
Major issues for discussion and feedback from forum (centred on the December 2012 Rate of Return Guidelines issues paper questions)

Forum participants discussed issues raised in the AER’s December 2012 Rate of Return Guidelines Issues Paper (http://www.aer.gov.au/node/18859). 
Principles

Stakeholders sought clarification on how the AER would apply the principles set out in its issues paper. Additionally, stakeholders considered that it was necessary to better explain how the principles in the issues paper related to the national gas and electricity objectives and revenue and pricing principles. 

Consumer representatives were of the view that the principles must focus on the long term interests of consumers, as this was the paramount consideration under the national electricity and gas objectives.

Network service providers were of the view that it was important to clarify any principles that the AER might apply in undertaking its task. Energy user and consumer representatives considered that the principles should support outcomes—efficient costs and protection of the long term interests of consumers. There was no detailed discussion of the principles at the meeting. This is a topic that would need to be addressed in submissions and sub-group meetings. 

AER staff suggested that consumer and energy user might submit their views on how the long term interests of consumers might impact on the approach to the rate of return. For example, would it be in the long term interests of users to have electricity and gas prices that were relatively stable through time, or is there a preference for prices to reflect market conditions at a point in time. Network service providers were also asked to provide their views on the long term interests of consumers.
Overall approach

There was discussion around two broad approaches to determining the rate of return:

1. the AER could employ a primary model or approach and then test the outcome of the approach by applying cross checks. 

2. the AER could examine all relevant data and models and then consider holistically appropriate values for the cost of equity and/or cost of debt.

During discussions, a broad theme emerged on the approach the AER should employ. Most attendees expressed a view that the AER should look at a full spectrum of information, including financial models, other rate of return estimates and investors’ views of the market. Further, most attendees supported the AER’s use of regulatory judgment when deciding how to weigh the various approaches or methodologies when setting the rate of return. It was considered important that the AER explain its reasoning for adopting a particular approach. There was a recognition that this approach would rely on qualitative weighing of the evidence rather than applying specific quantitative weights. Under this approach it would not be possible for others to precisely reverse engineer the rate of return estimate determined by the AER. But the AER should endeavour to explain its reasoning with sufficient clarity so that others could broadly understand how the final estimate was determined. 
Most attendees considered that this type of approach was more likely to deliver a result that was consistent with the requirements of the law and rules than a process that used a more mechanistic approach. Most attendees indicated that it was preferable to determine the right outcome rather than providing certainty by applying a pre-determined approach mechanically. AER staff also sought participants’ views on how to reconcile models which are delivering different results.
AER staff expressed a strong desire that stakeholders’ submissions to the Issues Paper demonstrate how any proposed approaches could practically be implemented. Furthermore, those approaches would need to meet the overall rate of return objective and the national electricity and gas objectives.
AER staff observed that any information considered in the process should be clear and have some rigour to it, in order to be relevant. 
There was a strong view that the guidelines should attempt to illustrate how the rate of return might be determined in practice, through for instance some practical examples.

Energy users suggested that models should be tested against “the real world” and that preference should be given to long term relationships between rate of return parameters rather than focus on short term fluctuations. AER staff suggested that energy users explain in submissions how to apply “real world” information and that AER staff observed in separate meeting that major investors have different views about the state of markets. 

Investor groups recommended talking to banks to gauge current market circumstances.

Benchmark efficient firm

Most attendees were of the view that the definition of the benchmark efficient firm was elusive. No single entity is likely to match the “benchmark.” In light of this, attendees generally considered that a pragmatic approach was necessary. 
Some attendees suggested that a benchmark should reflect a standalone entity—much like the AER’s currently employed definition—and that individual businesses could then trade-off their risks against that benchmark. Those risks that are within a business’s control need to be distinguished from those that are not. 
Some put the view that government vs private ownership was an irrelevant consideration because risks remained regardless of ownership. The Australian Energy Markets Commission had considered whether there should be separate approaches for public and privately owned businesses during the rule change. It determined that a single benchmark should be applied. AER staff requested further comments on the definition of the benchmark firm in submissions to the issues paper. 
Gas network service providers suggested that a benchmark should be separately set for the gas sector from that to apply to electricity, in recognition of the differing characteristics between the sectors. 
6
Return on Debt

Energy user representative suggested that the current spot rate was resulting in a divergence between the current debt allowance from an AER regulatory determination and debt costs incurred by a network service provider. It was suggested that a trailing (moving) average would overcome the problems with the current approach.

Energy user representatives agreed that the AER’s current approach to assessing debt cost on the day is less than optimal. However, the key is how to implement any trailing (moving) average. An appropriate benchmark needs to be set recognising that each network service provider may approach debt financing in unique ways.
It was recommended that AER also give consideration to overseas experience, where this may provide useful insights into the mechanisms available for setting return on debt.
7
Other business

It was recommended that sub–groups should be established to continue the Guidelines’ development covering the following topics:
· The overall rate of return

· Including which types of information are relevant?; certainty vs flexibility (of outcome, process, and regulatory judgment); how to determine an appropriate estimate, changing the guideline for new circumstances

· identifying appropriate principles

· The cost of equity

· Including models and model specification; relevant evidences; strengths and weaknesses of models
· Test merits of alternative approaches

· Review adequacy of cross checks—decide which cross checks should be used

· How to estimate the cost of debt

· What is the relevant data?
· What benchmark should be used–Alternatives to Bloomberg fair value curves?
· Application of a trailing average approach

· work through the mechanics of applying such an approach

AER staff will provide more information on these sub–groups in the near future. To facilitate effective discussion, sub–group meetings will be held in one city and will commence after submissions to the AER’s Issues Paper have been received on 15 February 2013. 

