
	
	


[image: image1.jpg]AUSTRALIAN
— ENERGY
REGULATOR




Rate of Return subgroup No. 1 ‘The overall rate of return and cost of equity’, workshop No. 1

25 February 2013 - Held at Parkroyal Melbourne airport 

Summary of meeting

On 25 February 2013, the AER, as part of its Better Regulation package, hosted a meeting 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 

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 discussion follows that of the agenda.

1.  Major issues discussed

Submissions to the AER’s Issues paper

AER staff began by outlining the key themes from submissions on the AER’s issues paper (submissions are published on the AER’s website at http://aer.gov.au/node/18859). AER staff also noted that the release date of its consultation paper is now expected to be toward the end of April 2013. AER staff were of the view that it would be useful to spend additional time developing some of the topics that had been raised in submissions prior to releasing the consultation paper.

In submissions, Network service provider (NSP) representatives stated that they are seeking an approach to estimating the return on equity that leads to a more stable outcome relative to the current approach. They considered that this could be achieved by using a range of relevant information, including multiple cost of equity estimation models. 

Energy user representatives also supported more stability, but at the overall rate of return level, rather than at the parameter (i.e. cost of equity) level.
The rate of return principles

AER staff provided guidance about how the principles that were outlined in the AER’s issues paper would be used. The principles are intended to be used as a guide to help determine which models and information is relevant to the task of determining the rate of return. The principles are also intended to assist in forming a view on the relative merits of the various models and information to help guide the AER’s use of regulatory judgement. Further, the principles will not be used to supplant the national electricity law or rules.

There was general agreement that a principles based approach is appropriate. Stakeholders were generally supportive of the principles outlined in the AER’s issues paper, however, NSP’s considered that they could be shortened and made more precise. NSP’s also suggested that they might be called “considerations” rather than principles. Additionally, they questioned the need for the ‘supportive of broader regulatory aims’ principle. Energy user representatives sought explicit reference to the National Electricity and Gas Objectives in the principles. AER staff, outlined that a principles based approach would not detract from meeting the objectives set out in legislation. 

The benchmark efficient entity

Network service provider representatives considered that unlike the current approach of a single definition for the benchmark efficient firm, there should be more than one benchmark efficient entity. They would then outline in their regulatory proposals which of the multiple benchmark entities they most resembled. 

AER staff expressed concern with the proposed approach advocated by the networks. They questioned what attributes of a network were considered to be relevant in justifying the development of additional benchmarks. Further, AER staff expressed concern about the practicalities of having more than one benchmark entity and whether it was feasible to measure the effect of individual characteristics. 

Energy user representatives expressed similar concerns. State regulatory authorities noted their approach of not having separate benchmark entities based on the size of the firm especially since this metric will change over time.

Network representatives undertook to provide the AER with more information on this matter during development of the guidelines.

Ofgem’s financeability credit metrics

AER staff presented on the British energy regulator (Ofgem) approach to using financeabilty credit metrics and Return on Regulatory Equity analysis. 

Return on equity and the total rate of return

Network service providers were of the view that there should not be one primary model for determining the return on equity. The ‘stepped approach’ outlined in submissions by the network industry associations were discussed in greater detail. They acknowledged the requirement for the AER to use regulatory judgement at all stages of this approach. This includes using judgment to determine the set of relevant information, estimating the parameter inputs and return on equity outcomes from various models, and the weighting of relevant information. Network representatives however highlighted the importance of transparency and detailed reasoning associated with the application of regulatory judgement. AER staff noted that it would also be necessary for network service providers to be transparent when submitting their regulatory proposals for review.  

There was some discussion that the guideline should provide a worked example of how the AER would use its regulatory judgment. Network service providers considered that such an example should not be a binding because the actual weighting applied to the relevant information (and other factors such as whether to use updated data) would be set during the AER’s determinations for each network, rather than in the guideline. The gas pipeline industry representatives expressed the view that the guideline should only give an indication of what information is likely to be relevant in setting the return on equity, without being definitive.

AER staff considered that a key consideration in adopting any approach would be its symmetry of application. AER staff expressed concern over approaches that would allow network service providers to select the models (or to increase the weights on models) that were producing the most favourable result at the time. 

Additionally, AER staff questioned whether it would be feasible to use different weights for different network service providers (applied at different times of the regulatory cycle) based on the characteristics of the specific network. AER staff also noted that, if a stepped approach was adopted, the AER would be unlikely to assign specific quantitative weights to various models and information. A specific weight would be difficult to justify.

Some network representatives considered that the AER should outline, in the guidelines, which models would be afforded more weight under a set of given market conditions. AER staff, however, considered that this would not be known in advance.

AER staff suggested that it would be useful to prepare a paper on the risks facing service providers to inform future discussions. The paper could consider what risks required compensation through the rate of return.

2.  Next steps 

The release date for the AER’s consultation paper has now changed from March 2013 to the end of April 2013. 

The AER will also consider the usefulness of having smaller sub-working groups to discuss specific issues. If so, the AER will discuss with consumer representatives and network service providers how they can be best involved. It may be that those sub-groups take the form of informal discussions to elaborate on certain issues.
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