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Rate of Return subgroup No. 2 ‘The cost of debt’, workshop No. 1

26 February 2013 - Held at Parkroyal Melbourne airport 

Summary of meeting

On 26 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 to AER’s issues paper (submissions are published on the AER’s website at http://www.aer.gov.au/node/18859).

In summary, stakeholders supported the use of a set of principles to guide the AER’s judgement of the information that will be given weight when setting the cost of debt. Network service providers (NSPs) were of the view that the cost of debt should reflect long term benchmarks and that predictability of cost was important. Moreover, network service providers considered that is was necessary for the regulator to determine prudent and efficient debt financing strategies, and that this may include a multiple model approach to estimating debt costs. Some users groups wanted international comparisons of the cost of debt to be made and/or take into account other regulators cost of debt decisions. Finally, the regulator should design transitional measures to ensure network service providers received no advantage or detriment from moving from the existing approach to setting the cost of debt to any alternative approaches set out in the guideline.

AER staff noted that the release date of its consultation paper is now expected to be toward the end of April 2013. This will allow the AER more time to engage with the material in submissions and prepare a more developed position.
The rate of return principles

AER staff noted that the concept of principles is explicitly referred to in the AEMC’s Rule determination. This supports the AER’s position on a principle-based approach to determining the rate of return. There was agreement not to repeat the previous day’s discussion on principles, as there will be further work in this area after the workshop.

The benchmark efficient entity

Network service providers considered that unlike the current approach, there should be more than one benchmark efficient entity. Some network service providers suggested they could have a ‘once off election’ of the approach they considered most appropriate for their business to fund debt. These approaches would be fully set out in the guidelines. NSPs would not be permitted to change this in the future, unless exceptional circumstances arose. There was no discussion about what those instances would be other than a note that the size of a network services provider’s regulatory asset base may be relevant.

Consumer representatives wanted assurances that network service providers would not attempt to exploit this proposition. Theoretically they could simply choose different approaches to the cost of debt each regulatory period, if appropriate justification was provided to the AER. In response, it was suggested that an NSP would commit to the approach for a long period, and therefore would not be able to pick the highest outcome over the longer term.

Stakeholders agreed that the net present value = 0 principle over the long term is important, regardless of the approach to modelling debt costs. This would also apply to transitional arrangements.

Conceptual approach

Conceptually, if the cost of debt benchmark changes, this may affect the cost of equity and in particular theoretically impact the equity beta. Stakeholders suggested that the values previously applied for any parameter should be assessed holistically, and there could be a flow through effect on other parameters in the cost of capital.

Efficient financing practices

Some stakeholders suggested that the AER explore efficient financing practices with banks and corporate treasuries. This was extended to consider large unregulated businesses with significant assets. The actual debt financing practices of NSPs can partly be attributed to the previous regulatory regime.

In practice, NSPs have a portfolio of debt, with staggered maturity dates. NSPs do not issue all debt for the regulatory period in the 10-40 day window, as is assumed in the current approach. Swaps and other derivates are commonly utilised, however the application of reducing risk varies depending on the individual NSP. In general, NSPs prefer to issue longer dated debt which reduces refinancing risk.

Some NSPs are able to issue debt in foreign markets, whereas others find sufficient depth in local markets for the amount of debt required. This also applies to the depth of the local derivative market.

AER staff noted that maintaining an NSP’s credit rating is not of itself a consideration for determining the efficient benchmark cost of debt. 

Outline of debt models

The AEMC rule change process has identified potential models to measure the benchmark cost of debt. Broadly, these are:

1. The spot rate (current approach)

2. Historic average (which is not updated during the regulatory period)

(a) a long term average of total cost of debt 

(b) a long term average of the debt risk premium only, which is added to a fixed risk free rate (for example, the CKI approach)

3. Hybrid approach (which may involve updating annually or more frequently during the regulatory period). This is a historic cost of debt rolled forward (for example, the QTC approach).

Stakeholders acknowledged the permutations of each model and appropriate transitional arrangements. This detail will be explored further in subsequent consultation. There was also a variety of opinions on how new debt issued during the regulatory period should be treated.

Inputs for the debt models

Stakeholders discussed the alternative data types for measuring the cost of debt, regardless of the debt model. Data types preferred by various stakeholders were:

· Local market data

· Overseas market data

· Bloomberg fair value curve (Bloomberg FVC), or other published curve

· AER yield curve (if large enough sample)

· Bond yield approach

Some network service providers cautioned measuring swap derivatives in the benchmark, due to the uncertainty surrounding Basel III. There was also a consensus that bank debt data is unlikely to be available for measuring the cost of debt for the regulatory period.

AER staff raised concern over specifying the Bloomberg FVC in the benchmark, as it may cease to be published in the future. In response, it was suggested that the AER explore the creation of an alternative to Bloomberg FVC in parallel to the guideline, which can be validated against current values. 

AER staff also referred to the issues the AER has raised in recent decisions regarding the appropriateness of the Bloomberg FVC.

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. It was noted that this is a time consuming process and a difficult one for consumer representatives to be involved in, given the breadth of guidelines currently being developed by the AER. If so, the AER will discuss with consumer representatives how they can be best involved.
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