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UnitingCare Australia
UnitingCare Australia is the Uniting Church’s national body supporting community services and advocacy for children, young people, families, people with disabilities and older people.

The UnitingCare network is one of the largest providers of community services in Australia, providing services and supports to more than 2 million Australians each year in urban, rural and remote communities. The network employs 35,000 staff and 24,000 volunteers. 

UnitingCare Australia works with and on behalf of the UnitingCare network to advocate for policies and programs that will improve people’s quality of life. UnitingCare Australia is committed to speaking with and on behalf of those who are the most vulnerable and disadvantaged for the common good. 

Stewardship of our environment is a fundamental responsibility of societies both in the short-term and for the benefit of future generations. We strongly support the notion of the triple bottom line for government community and business organisations whereby economic stewardship, environmental stewardship and the nurture of citizens (social stewardship) are equally valued and reported on publicly.  

UnitingCare Australia’s principle interest in energy regulation arises because energy is an essential service with rising costs that are putting inordinate financial pressure on growing numbers of households in Australia.

In the following document, when the term ‘consumers’ is used, we are speaking of household and small business consumers, including family farms and family businesses.

Uniting Care Australia’s energy vision is that by 2030 energy in Australia will be plentiful, renewable and affordable for all citizens.

BACKGROUND AND CONTEXT

Energy prices have effectively doubled for Australian households over the last years, with electricity prices amongst the highest in the world, as shown in graph 1
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Graph 1. Source, “Carbon Markets” consultants
These rapid and sustained price increases are having dramatic impact on the budgets of lower and medium income households, with some households paying up to 10% of their income on energy. The UnitingCare network of services, particularly financial counselling and emergency relief, report that many clients now raise energy prices as a major financial stress. Mention of energy costs was very rare a decade ago.

During 2012, there were a substantial number of energy market reviews and reform processes in Australia, in part responding to growing consumer unrest about prices. These reviews included:

· Australian Energy Market Commission: network regulation process rule change

· Review of Limited Merits Review

· Productivity Commission review of networks

· Senate Select Committee on Energy Prices

One of the significant developments arising from these processes, and the high public concern about rapidly rising energy prices, is the AER “Better Regulation” program, which is to codify rule changes made by the AEMC. We also note that another issue that permeated all of the processes outlined above is the need for greater consumer engagement in energy policy and regulation processes. While outside the specific scope of this issues paper, the context of greater energy consumer engagement in all aspects of energy markets remains an important context.

UnitingCare Australia commends the AER on the “Better Regulation” process and commits to promoting energy consumer engagement through participation as well as we are able.

The rate of return guideline process is, in our opinion, one of the more important of the Better Regulation ‘streams’ because rate of return is a significant contributor to network charges and hence to the prices consumers pay. 
UnitingCare Australia’s response to the 

Rate of Return Guidelines Issues Paper

In responding to this paper we have kept most of our responses to a fairly ‘high’ level, talking as much about ’regulatory philosophy’ as about the specifics of applied ‘regulatory practice’. This is because we consider a shared understanding of the principles and ‘philosophies’ by all key stakeholders to be the essential base from which better regulation is built.

The following provides our brief responses to the issues and questions presented in the issues paper.

1
Principles Based Approach
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UnitingCare Australia contends that good regulation is a combination of ‘art’ and ‘science’. A purely mechanistic, formula-based approach to regulation may well provide a good basis for regulatory decision making, but is unable to determine the best, or optimal, outcome between competing interests, or for consumers.

So we repeat the warning which was raised at the forum on 5 February that ‘the search for the benchmark efficient entity is like the search for the holy grail”. And later in the forum “too much effort is spent searching for the perfect mousetrap – it doesn’t exist.”

We are supportive of regulatory approaches that are based on principles and agree that this is a good starting point for ultimately developing guidelines. However, we temper the focus on principles by saying that it is how they are applied that matters. This is partly the ‘art’ of regulation, which we consider in response to question 4.

The principles outlined on page 11 of the Issues paper are supported, with 1 - 3 being more ‘science’ and principles 4 and 5 alluding to the ‘art’ of regulation.

What is missing from the five principles is clear reference to the National Electricity and Gas objectives.

The National Electricity Objective

The National Electricity Objective, as stated in the National Electricity Law is:
to promote efficient investment in, and efficient operation and use of, electricity services for the long term interests of consumers of electricity with respect to –

1. price, quality, safety, reliability, and security of supply of electricity; and 

2. the reliability, safety and security of the national electricity system

This objective must be given primacy in the principles, with clear understanding that ‘the subject’ of these objectives is ‘consumers’. So rate of return must be applied, in regulating relevant market entities, to best outcomes for consumers.

We also expand a little on how ‘long-term interests of consumers’ should be understood, as this has significance to ‘Rate of Return’ considerations.

In considering the long run best interest of consumers, the question is 'how long is the long run?' Keynes famously said that "in the long run we are all dead", (though he was talking about inflation rather than about electricity pricing). For consumers facing energy prices doubling over five to seven years - that IS the long run! In other words, long-term has different supply side and demand side time frames. We argue that both are valid. Good regulation is about workable compromise between the two - ie an equilibrium in timing.
In an industry based on multi-billion dollar capital raisings, any long-term cost prediction, ex ante is uncertain due to variabilities of future costs, so a risk premium is added, which is paid by consumers. When future costs are based on ex poste calculations, there is an incentive for the utility company to under-state savings from scale economies, cheaper production techniques, innovation, and the like, so again the consumer pays more than final long run costs. 

So both ex ante and ex post calculations have historically worked against a genuine lowest long-run cost for consumers actually being the regulated cost, because actual costs are always marginal cost + risk premium, the further out the investment, the greater the risk premium, the more actual prices changed to consumers diverge from their long-run best interests.  

We contend that this inherent contradiction within the long-term best interests of consumers and its regulatory application goes to the heart of much of the consumer side angst about energy prices over recent years. Regulators are required to regulate in the best interests of consumers, this means regulating in a manner that does NOT wholly pass the risk (and overstated risk) associated with long-run investment, on to consumers.

Principles for assessing rate of return proposals really boil down to being questions about how actual risk, in this instance of capital raising for capital investment, is determined, and how reasonable risk is fairly allocated.

The failure of regulation (perceived or real) of networks in Australia over recent years has been excessive with premiums being applied to risk and the total incidence of this risk being unfairly borne by consumers.

The other principle that we suggest needs to be applied in energy market regulation is the capacity of consumers to pay. This is where the essential nature of electricity makes it different from other consumer goods and services.

Graph 2 below shows that the percentage of households unable to pay their utility bills on time (primarily energy bills), increased for all income quintiles except the most wealthy (Q5) between 2006 and 2010. Indeed, the quintile experiencing the largest increase in payment problems was the 4th quintile, generally regarded as having comfortable income levels. This group of households reported a 60% increase in the proportion of households who could not pay their utility bills on time, while nearly 1 in 5 of households in the poorest 40% of the population faced utility bill problems. 

The data indicates that about 15% of households are unable to pay their energy bills on time, confirming the importance of regulating with regard to the capacity of consumers to pay for essential energy use. This notion is not as crazy as it may seem at first. In markets for standard goods and services, capacity to pay by consumers is exercised by consumers not purchasing what they cannot afford. Suppliers then reduce prices to entice budget challenged consumers to purchase at a price they can afford. Energy consumers face regulated energy markets that have shown minimal capacity to reduce prices, while the essential nature of energy means that consumers cannot fully retreat from the market, though lowest income people, on average, use substantially less energy than higher income people.
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Graph 2: Source, ABS Household Expenditure surveys 2006, 2010
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The key question that follows from this ‘predictability or flexibility?’ question is predictability and flexibility for whom? When the Essential Services Commission of SA reviewed wholesale energy prices against regulated prices and concluded that consumers were paying too much, retailers AGL and Origin Energy took legal action against the regulator for proposing flexibility that would have reduced household energy costs. This is not a unique story, but illustrates the key question in this debate. Flexibility, or for that matter predictability, that is good for energy businesses is invariably bad for consumers.
So we suggest that the consumer preference is for the approach which gives them the best outcomes, ie affordable energy. UnitingCare Australia suggests that this is probably more likely to occur in approaches where the regulator is able to exercise flexibility, to enable best interests of consumers to be met.
At the same time, returning to graph 2, with many households unable to pay energy bills on time due to financial hardship, households, particularly lower income households, must be able to budget with high precision, so predictability of their bills is crucial to their ability to cope. For example, many lower income households rely on Centrepay as the means for regular payment of their energy bills. When bill shock occurs, these customers have no capacity to adjust very finely tuned household budgets - predictability matters to households. This predictability is undermined when companies exercise ‘flexibility’ in their billing processes and amounts.
So the better answer to the predictability or flexibility question is: ‘bounded flexibility’ in the best interests of consumers. Bounded flexibility for us means having flexibility to adjust to significant changed circumstances, on either supply or demand side of the market. But for adjustments to occur within pre-determined bounds, particularly with regard to final price impacts for consumers.
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We accept the desirability of a pre-determined approach to regulatory determinations, but believe that ‘flexibility’ is also required to get the ‘art of regulation’ as right as possible. The pre-determined approach as outlined in the Issues paper provides a useful ‘scientific’ base, which is of vital importance. 

However, we have said that best practice regulation includes skill at the “Art of Regulation”, which may produce final determinations which are at variance from what might be produced from rigid adherence to a mechanistic pre-determined approach. The following attempts to summarise some of these necessary elements of the “Art of Regulation.”
Notes on the ‘Art of Regulation’

A regulator appropriately applies the “Art of Regulation” when they:

· Apply ‘reasonableness tests’ to ‘first cut’ regulatory determinations, from the perspectives of each stakeholder separately, including consideration of impacts on household and lower income household perspectives. ‘First cut’ determinations are then adjusted where a reasonableness test fails for a key stakeholder.

· Recognise and adjust for the information asymmetry that is endogenous to energy regulation processes. Note that in economic theory an essential pre-condition for a competitive market is ‘perfect information’ for consumers. Where this does not occur there can be no efficient, competitive market. Since the regulated businesses hold vastly more information than consumers do, to achieve something like effective market like outcomes, regulators must adjust for the lack of information available in the market place, and weight regulatory considerations, towards consumers, to compensate for information asymmetry.

· Apply a test of ‘potential for prices to fall’ for consumers under any pre-determined approach. If there is no real downward price flexibility, in practice, the determination process must fail the NEO / NGO test of being in the best interests of consumers.

· Consider the share of risk and the incidence of any price increases between the regulated entity, its shareholders and suppliers, other businesses in the energy supply chain and end consumers.

· Look to all aspects of a company and an industry, for example, where a network business is telling regulators that their returns are suffering, while share brokers are saying ‘buy shares in that company because of above average returns being expected’, then the ‘evidence’ presented to the regulator by that company needs to be discounted.

· Consider all reporting from a regulated entity, including advice to shareholders, reports to the stock exchange etc, to test for consistency between what the regulated entity is saying to all of its non-regulator audiences.

· Look to other industries for key parameters including cost of borrowing, rates of return etc.

· Look overseas to other regulatory determinations for similar businesses.

· Consider the past regulatory experience, eg has the company behaved as it said it would before the regulatory period commenced?

· Consider the input that consumers have been able to give to a company in the lead up to a determination – we recognise that this is another stream of “Better Regulation”, but it is also part of the “Art of Regulation”.

· Apply different processes to seek best outcomes. For example, some regulatory decisions may be better negotiated directly between industry and appropriately consumer based organisations. Negotiated Settlements, for example, is an approach that has been applied overseas and that we consider may be worth trialling in some circumstances.

Regulator trust

We recognise that for any regulator to apply the sort of ‘Art of Regulation’ that we have indicated above, there needs to be trust in the regulator, from all key stakeholders. Trust cannot be prescribed and is earned over time. However it remains crucial to better regulation. Trust in a regulator must also be understood as a shared responsibility between all key stakeholders; consumers, energy companies, governments and ministers as well as other market institutions (eg AEMC, AEMO). We recognise that there is a rich literature about (anti) trust and regulation, but point to some of this literature by summarising key trust building processes:

· Open communication: There is ongoing, open and transparent communication with representatives of all key parties.

· Listens actively: Hears and reflects all main arguments back to key stakeholders.

· Data: Robust, up to date data sets are needed that are agreed as accurate by all stakeholders and are publicly available.

· Principles: works principles accepted by all key stakeholders – accepting that some principles cannot be definitively applied.

· Competence: Regulator staff and directors need to develop deep understandings of the industries they regulate and demonstrate ongoing competence in their decision making.

· Consistency against principles (walks the talk). 

· Firm compliance and enforcement: Consistently checks that regulation, particularly the spirit of regulation, is adhered too, and applies fair and consistent penalties where breaches occur. Consumer trust is quickly lost when enforcement is not appropriately applied.

· Ongoing learning culture; The regulator has sound corporate learning processes that enable learning from mistakes.

· Final arbiter, but not necessarily final decision maker. The regulator should not see itself as the only decision maker in regulation, there is scope to better apply bi-lateral decision making in the Australian context, with the regulator both creating a climate for direct negotiation and simply affirming fair agreements.

· Fair rules, including appeals processes: these are essential for trust in regulation.

We observe that the 2012 review of the Limited Merits Review process has been timely and helpful in moving toward a culture of greater trust in energy regulation in Australia. Past practice involving ‘merits review’ has been counter-productive to trust building.

Note. These comments are not to infer in any way that the AER has failed to seek to build trust in its short life. Indeed, UnitingCare Australia commends the approach to regulation that the AER has taken, in some difficult circumstances. The “Better Regulation” program and approach is a clear example of good regulation approaches being developed. The point of the above discussion has been to highlight that “flexibility vs predictability” is not a simple either / or question, it gets to the heart of the complexity and nuance of sound regulation. Our short answer to the question is the belief that with good regulatory trust in place, of the two potential objectives; flexibility, ceteris paribas, is more likely to enable the meeting of the best long-term interests of consumers.

2
Key concepts and terms

UnitingCare Australia has not considered these questions regarding key concepts and terms to the degree that we can add to the debates within the timeframes of this submission round. We will engage further on these issues as this work stream of the “Better Regulation” program continues.
3
Overall rate of return

Processes to date to determine rate of return have been mainly ‘bottom up’, as in a determination of the Weighted Average Cost Capital. This approach has some merit, in that it is a transparent and moderately clear process. However, the actual value of many component elements are more subjective than objective, depending on the outcomes sought by the estimator. 
The ultimate test is the extent to which the overall rate of return has been in the best interests of consumers. We argue that past approaches have failed this ultimate test, indicating a failure of the approach.
We suggest that a reasonableness test for overall rate of return should be to consider net return on capital in other industries and to recognise that investment in energy is relatively safe, since it is an essential service for households and a core input for businesses. Rate of return allowances for energy companies should be at the lower end of commercial rates of return because of this relatively low real risk.
Overall rate of return considerations in the future should be based on a ‘basket of measures’ approach that includes financability tests and evidence from as broad a range of markets as is practical. Rate of return considerations should be based on a full spectrum of information with the regulator exercising judgement about the overall rate of return that is reasonable for end consumers. As we identified in our comments about processes that build trust in regulation, transparency is crucial in explaining how the final decision is made, the parameters considered and implied impacts on consumers. Transparency means clear explanation about any deviations from initial proposals.
4
Return on equity

We consider that the principles set out in section 3.1 of the issues are a fair starting point as a basis for evaluating the cost of equity methodology in order to meet the allowed rate of return objective, with the addition of the NEO / NGO as the over-riding principle.
The recent experience of the ‘global financial crisis’ has highlighted the uncertainty that can occur in financial markets. It then follows that rigid ‘mechanistic’ models, eg CAPM, do not yield best results in less predictable markets. 

We also suggest that past application of the CAPM model has failed the test of delivering best outcomes for consumers, an outcome demanding a different approach more responsive to market conditions.

It is also worth observing that in volatile and difficult market conditions, investment in utility companies is widely promoted as providing excellent opportunities for investors due to the relatively low risk for investors and guaranteed returns, through regulation. These perspectives need to be taken into account when assessing rate of return, since consumers should not be expected to bear market average risk for equity investment in less certain economic conditions.

In considering return on equity approaches, we retain the theme that we have presented through our comments in this submission, namely that a range of models should be utilised in assessing return on equity, with the AER making judgement calls on the better approaches in any particular determination exercise.

Also in line with our earlier comments about the actions that build trust in regulation that in turn enables regulator flexibility, we note the importance of the regulator interacting regularly with equity (in particular) and debt investors, talking to a range of investors, not just banks. There may well be value in developing mechanisms where consumer group representatives can also talk with investors from time to time.
5
Return on debt

A starting point for a focus on rate of return, particularly regarding return on debt is the ongoing disparity between actual costs of capital and what consumers are actually being charged, through their bills. 

The approach to cost of debt should be predicated on outcomes that are consistent with the general rate of return objective. This suggests to us a regulator approach that uses a mix of historical, trailing average approaches and limited shorter term indicators. The focus in some past regulation, on reliance upon prevailing short term cost of debt near time of determination has not been helpful. Sound capital raising practice is to utilise a portfolio of debt sources, with differing maturities and with compatible hedging. 

UnitingCare Australia believes that an emphasis shift is needed through the “Better Regulation” process.  Currently, too much consideration is being given to ease of capital raising and hedging for network businesses, some of whom have somewhat ‘gilded the lily’ with their protestations about the difficulties of capital raising. There needs to be a switch in emphasis to the Network Service Providers needing to demonstrate how their financing approaches are in the longer term best interest of consumers.

6
Other Considerations

This submission should be considered in the context of limited time to respond to this issues paper, and the range of other energy related consultations that are also being progressed currently. We will continue to be actively engaged in the Better Regulation process, and we expect to adjust views, particularly in respect to detail, in the light of emerging evidence and further debate.

UnitingCare Australia also commends the submission in response to the Rate of Return issues paper from The Public Interest Advocacy Centre of NSW (PIAC).
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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?





Question 4


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