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Preface

The CRG wishes to thank the many people who have shared their experiences and insights with the
CRG over the last 12 months. They have greatly contributed to our understanding of consumer and
other stakeholder perspectives and have helped us develop our recommendations on the rate of
return issues to the AER in consumers’ long-term interests.

We give special thanks to the consumer representatives and the independent investors who have
generously given us their time to explore these complex issues in some depth.

We also thank those several thousands of commercial and residential energy consumers who have
participated in our energy consumer surveys. We understand that the regulated rate of return is not
a subject on everyone's ‘radar’, so we are delighted at the response to these surveys, and the
positive feedback from survey participants about the survey process.

Last, we would like to sincerely thank AER staff for their time and patience as we work through the
rate of return issues, and to Energy Consumers Australia (ECA) for their assistance with our
consumer research program.

We look forward to continuing our discussions with consumers, consumer representatives, the AER,
the ECA and the various network industry associations and businesses.

Our best wishes and thank you to all. The CRG's advice to the AER presented in the two Volumes
that comprise this submission has been greatly enhanced by your generous contributions.

Bev Hughson

Chair, Consumer Reference Group
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Abbreviations and short forms

The CRG has adopted the following abbreviations throughout this document.

Abbreviation/short form
AER
AST
Brattle
CAPM
CAPM
CEPA
CGS
DGM
EICSI
ENA
HER
MRP
NEL
NEO
NGL
NGO
NPV
NPV=0
Ofgem
RAB
RoRI
SKI
WACC
WATMI

Corrections

Long form/full name

Australian Energy Regulator

AusNet Services

The Brattle Group

Capital Asset Pricing Model

Capital asset pricing model (Sharpe-Lintner CAPM)
Centre for Efficiency and Productivity Analysis, University of Queensland
Commonwealth Government Securities

Dividend Growth Model

Energy Infrastructure Credit Spread Index

Energy Networks Australia

Historical excess returns

Market risk premium

National Electricity Law

National Electricity Objective

National Gas Law

National Gas Objective

Net present value

Net present value neutrality

Office of Gas and Electricity Markets (a UK regulator)
Regulatory asset base

Rate of return instrument

Spark Infrastructure

Weighted average cost of capital

Weighted Average Term to Maturity at Issuance

This is an updated version of the CRG’s response to correct two errors that appeared on page 119 in our original response.

1. The word “not” was inserted in the first bullet point in Section 6.3.

e The DGM should not be used to inform the relationship between the MRP and risk-free rate.

2. The words “in the” were inserted in the first sentence of the first bullet point in Section 6.3.1.

e Consumer representatives are comfortable in the use of the EICSI in setting the return on debt.
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1 Strategic overview

The Consumer Reference Group (CRG) thanks the Australian Energy Regulator (AER) for the
opportunity to respond to the three Omnibus draft working papers published by the AER in July
2021. This chapter consists of three parts:

1. A brief reflection on some of the ‘big picture’ themes surrounding the 2022 RoRI review

2. Tables outlining the CRG’s responses to the matters raised by the AER in the three omnibus
papers

3. The CRG’s advice to the AER, in the form of recommendations.

The CRG looks forward to working with the AER and other parties on the matters outlined in this
submission which is presented in two volumes. Volume 1 responds directly and broadly to the
matters raised by the three omnibus papers. This includes feedback gathered directly from
consumer representatives about those matters. Volume 2 steps back from the detail and explores
the context within which this RoRI review is being conducted. The volume describes the perspectives
of ‘everyday’ consumers and experienced investment managers, as garnered through surveys and
interviews, respectively.

1.1 The big picture

The estimation of a weighted average cost of capital (WACC) is arguably the most contentious
element in the economic regulation of electricity and gas networks in Australia. It has been that way
for a long time. As each review of the rate of return demonstrates, the way forward has become no
more obvious over time and the accumulation of experience. As much of the commentary in this
submission highlights, few if any of the issues raised in the current review are new.

No breakthrough theoretical insights have emerged since the last review, concluded in 2018. Some
new data has emerged (about debt) while other data has been refined, but it is not self-evident how
this additional data improves the rate-setting process. And certainly, no new consensus has been
struck among experts and regulators about the relevance of the new data and the ‘correct’ way
forward.

The CRG considers the 2018 RoRI has a special place among such reviews because it ‘laid the ground
rules’ following the abolition of limited merits review in 2018. The abolition was accompanied by
new laws outlining the conduct of regulatory reviews as well as the ‘Pathway’ process established by
the AER. Under this new framework, the 2018 RoRI review established consumer, investor, and
network expectations about how the AER would determine the regulated rate of return having been
given absolute authority to do so. Importantly, the AER’s 2018 RoRI process was validated by the
independent expert panel.

It is for this reason that, soon after it was established, the CRG adopted a “high bar for change” as
one of its five guiding principles (see Chapter 2).

Consumers have a right to feel confident that the regulatory framework is not the plaything of
theoreticians and rent seekers. The complexity of regulatory arrangements already heavily favours
the small number of networks and investor groups who are keenly motivated, well-resourced and
can readily organise to engage with regulatory processes. In such an environment, consumers rely
on the AER to uphold rigorous evidentiary standards before considering changes to the regulatory
framework.
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These standards include:
e Persuasive evidence
e Compelling reasoning
e Broad consensus

While the CRG acknowledges the AER’s efforts to be open and consultative, this commitment does
not oblige it to consider every unsubstantiated claim put before it. So much of the CRG’s efforts in
compiling this submission have been directed at responding to rehashed arguments rejected in the
AER’s 2018, 2013 and even the 2009 rate of return reviews. Many of these arguments have also
been rejected by the Australian Competition Tribunal (before 2018). Surely, it is time for the parties
to move on.

It is somewhat ironic that despite the AER’s deep commitment to incentive-based regulation — with
its focus on outcomes rather than inputs — its regulatory processes are so heavily dominated by
efforts to estimate the precise values of inputs to its WACC formula. Perhaps it is even more ironic
that so much effort is expended on estimating inputs that are unobservable in the so-called, ‘real
world’.

When turning to that ‘real world’, the CRG observes no:
e Shortage of available capital looking for somewhere to invest

e lLack of interest in owning regulated network businesses and preparedness to pay a significant
premium over the RAB to do so.

e Lessening of the benefits of delisting network businesses

e Fire-sale of network businesses, as regulated returns have declined from generous levels
e Structural reduction in service standards

e Lessening of networks’ payment security (paid by consumers)

Yet if an inadvertent observer were to stumble upon the 2022 RoRI review, they would be left with a
different impression. But no evidence has been submitted in support of the oft-repeated warnings of
a capital strike, or even more, networks’ claims of potential insolvency? Consumers deserve better
than this.

So where is the burning platform for change? Where is the evidence the current approach to
determining the regulated rate of return is failing?

The CRG recognises there may be new demands and risks emerging for some network operators.
Some of these challenges will materialise, others will not. Others will fade into business as usual, or
possibly, a new business as usual. Some of these challenges will emerge over the life of the 2022
RoRI, while the timing of many others remains indeterminate for now.

In any event, the regulatory framework has sufficient capacity (and it provides networks with
sufficient flexibility) to deal with many of these challenges without adding to the burden imposed on
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consumers by increasing the rate of return on the entire $110 billion? RAB. And if not, then that is a
matter for policy makers to address — not the regulator.

The CRG urges the AER to step back from the minutiae of estimating unobservable inputs and ask
the same question: Where is the burning platform?

There isn’t one.

It is simply not clear what is motivating the apparent drift to short-termism in the design of the
regulatory framework. Of course, NPV=0 remains the overarching expression of an efficient
regulatory framework but why has it suddenly become the AER’s imperative for individual regulatory
periods? What has changed since 2018? Short-termism is certainly not how investors assess their
investments in network assets. They have said so. Repeatedly.

Yet the drift to short-termism appears to be continuing despite the risks that it brings to the
regulatory process. These risks include:

e Introducing greater methodological uncertainty and price volatility

e Embedding cyclical market features from 2022 in an instrument that will have effect till 2031
e Presenting greater incentives for stakeholders to seek influence (read: lobbying)

e Turning the AER into a financial forecaster rather than an economic regulator.

The CRG implores the AER to re-engage with the fundamental tenet of economic regulation, namely,
a steady focus on long-term outcomes and avoiding the distraction of cyclical movements in
economic, business and investment variables.

Whether intended or not, the current RoRI review is sending confusing and worrying signals to
consumers — many of whom are still bearing the burden of higher energy bills resulting from the
‘great network expansion’ of 2009-2014.2

The current series of working papers suggests that estimating the value of abstract inputs is viewed
as being more important than concerns about real world outcomes. Chasing short-term market
fluctuations is viewed as being more important than a steady focus on long-term market
fundamentals. At times it even seems the glamour of financial arcana is viewed as being more
important than the real concerns of consumers.

Consumers are concerned about stability and predictability in regulatory arrangements. We know
because we asked them.

This is not how it was meant to be. This is not how it needs to be.

The CRG is encouraged by the AER:?

1 Which is expected to grow materially over the life of this instrument if all the proposed ISP projects are approved.

2 The ‘great network expansion’ of 2009-2014 arose from government and regulator focus on ‘gold plated ‘service
standards.

3 AER, Rate of return, ‘Overall rate of return’. Draft working paper, July 2021, p.22
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e committing to “having regard to the materiality of any proposed change, and the longevity or
sustainability of new arrangements”

e recognising that “change is not to be adopted lightly in the absence of compelling evidence”

e and that “any case for change must demonstrate there to be a clear improvement or benefit to
be realised.”

While very welcomed, questions remain about how the AER will interpret and implement concepts

n

such as: “materiality”, “compelling evidence”, and “clear improvement or benefit”.

The CRG contends the answers to these questions can be found in the national energy rules which
already establish the principle of the “lowest sustainable cost”.* While the rules direct the AER to
apply that principle when determining a capital allowance, it is only logical that the same principle
should be applied when the AER uses its judgement to assess the efficient cost of that capital.

The long-term interests of consumers will only be satisfied if the RoRI seeks to implement the lowest
sustainable cost of capital.

Recommendation 1: The AER should apply the principle of “lowest sustainable cost” (as
established by the national electricity and gas rules) when exercising its judgement to assess the
efficient cost of capital.

The CRG welcomes the opportunity to engage with the AER and other stakeholders on the concerns
discussed above. These concerns frame the CRG’s response to the three omnibus working papers.
The remainder of this submission largely follows the format of those three papers.

Chapter 2 briefly describes the role and activities of the CRG. Chapters 3, 4 and 5 provide the CRG’s
detailed consideration of the matters raised by the three working papers. Chapter 6 provides a
summary of the CRG’s consultations with consumer representatives who have expressed deep
concerns with the RoRI process and the impacts on their constituencies.

Volume 2 of this submission provides further insights into consumers’ preferences and priorities. The
significant electricity price shocks of 2009-2014 have left consumers sensitive to energy prices.
Arguably, this has led them to making investments that might otherwise have been unnecessary or
at least, might have otherwise been delayed. Volume 2 also includes a summary of our interviews
with independent investors, including executives of superannuation companies. They have provided
the CRG with detailed insights into investor decision-making and the role of network investments in
their overall portfolios.

4 National Gas Rules (NGR 79(1)(a)) and National Electricity Rules (NER, $6.2.2(4))

10
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1.2 Responding to the questions raised by the three omnibus papers

The following three tables summarise the CRG’s response to questions asked directly or implicitly by
each of the omnibus working papers. Greater detail can be found in Chapters 3, 4 and 5.

1.2.1 CRG responses to the Overall RoR paper

Questions CRG response

Question 1: should a nominal | Yes. Use of a nominal vanilla WACC is a long-held position, and consistent

vanilla WACC be used to with the practice of most regulators.

estimate the allowed Rate of | gae Section 3.3.1

return?

Question 2: what is the The AER should revisit the estimation of gearing based on book values. A
appropriate approach for common measure used by investors that may assist the AER in this, is the
estimating gearing? market/book value ratio. A high ratio would indicate that there are

underlying factors driving the relatively high market values and that these
should be further examined by the AER before making its decision.

See Section 3.3.2

Question 3: what is the The CRG advises that before moving down to the proposed 55%, the AER
appropriate value for should revisit the estimation of gearing based on book values. It should
benchmark gearing? also consider how this change might impact on the equity beta and

whether this is relevant to the AER’s approach to adjusting the equity beta
for leverage.

If the AER gives some weight to using book values for equity, it would be
more advisable for the AER to remain at 60% gearing ratio.

See Section 3.3.2

Question 4: what is the Hybrids should not form part of the AER’s assessment of a benchmark
appropriate treatment of efficient entity with an efficient capital structure in the 2022 RoRlI.

hybr'id secu.ritie's inthe Networks are free to use these instruments as they see fit, irrespective of
gearing estimation the AER’s benchmark approach. However, the capital requirements and
methodology? structures of individual firms should not form the basis of the AER’s

efficient benchmark which will apply across all firms.
See Section 3.3.2

Question 5: what is a suitable | It is difficult to define a simple rule to allocate hybrid securities between
method for allocating hybrid debt and equity.

sec1..|rities between debt and As noted above, CRG considers hybrids should not form part of the AER’s
equity? assessment of a benchmark efficient entity, and by excluding them, no
allocation method is required.

See Section 3.3.2

Question 6: to what extent As noted above, CRG considers hybrids should not form part of the AER’s
should the treatment of assessment of a benchmark efficient entity.
hybrid securities in the See Section 3.3.2

gearing estimation
methodology align with the
estimation of equity beta?

11
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Questions

CRG response

Question 7: should the data
used to inform gamma in the
2018 Instrument continue to
be used?

CRG’s preliminary view is that the AER should continue the 2018 approach,
absent compelling new evidence that a different approach is warranted.

CRG will give gamma issues further consideration in its response to the
Information Paper due later in the year.

See Section 3.3.1

Question 8: is the data in the
ATO’s December 2018 note
suitable for informing the
utilisation rate?

CRG will give gamma issues further consideration in its response to the
Information Paper due later in the year.

Question 9: should non-
resident investors be assumed
to derive no value from
imputation credits?

CRG will give gamma issues further consideration in its response to the
Information Paper due later in the year.

Question 10: how can
profitability measures be used
as a possible cross-check for
informing the overall rate of
return?

The AER’s decision for the efficient rate of return should not be driven by
individual network profit outcomes.

The CRG concludes that historical profitability assessments have provided
stakeholders with insight into the actual financial performance of the
regulated networks. They provide reassurance to the AER that the allowed
rate of return is, overall, achieving its regulatory purpose.

See Section 3.3.3

Question 11: how can RAB
multiples be used as a
possible cross-check for
informing the overall rate of
return?

CRG concludes the AER now has sufficient evidence for it to have regard to
RAB multiples in its rate of return determination. While RAB multiples are
not determinative, it cannot reasonably be claimed that RAB multiples are
an irrelevant consideration.

In particular, they illustrate the ongoing attractiveness of Australian
regulated energy network assets in the light of the 2018 RoRI. They are not
plausibly compatible with claims that the 2018 RoRI represented an
inadequate rate of return for investors in these networks.

See Section 3.3.3

Question 12: how can
investment trends be used as
a possible cross-check to
inform the overall rate of
return?

Investment metrics do not provide clear signals about the impact of the
allowed rate of return. They should be monitored but at this stage have a
limited role

See Section 3.3.3

Question 13: how can
financeability metrics be used
as a possible cross-check to
inform the overall rate of
return?

Financeability metrics are not determinative and have limited value for the
AER in setting a benchmark rate of return for an efficient business.
Individual businesses may have issues that require investigating but are
not relevant to the AER determining an efficient rate of return for the
sector.

See Section 3.3.3

Question 14: can scenario
testing be used to inform the
overall rate of return?

Based on the information presented by the AER on scenario testing, the
CRG agrees that the first step in considering the merits of scenario testing
is for a convincing case to be put forward for what sort of test is relevant
and how it is applied. Until such time as this occurs, the CRG’s position is
that scenario testing has no role to play in setting the rate of return.
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CRG response to the Equity omnibus paper

The Equity omnibus paper does not contain a list of specific consultation questions. The CRG has

derived questions from two sources in the paper where the AER confirms it is seeking stakeholder

views.

These are listed below, along with a summarised response from the CRG. Our detailed views on each
of these matters can be found in Chapter 4.

AER Ref | Question or implied CRG position
Question
— Is it possible to estimate an | The AER should establish clear thresholds for how and when it will
efficient return on equity? consider changes to its estimation methodologies.
The AER should turn to measuring observable outcomes that result
from its regulatory decisions — rather than retaining its current
over-reliance on estimating the value of unobservable inputs.
See Section 4.1
4.5 Should the AER be seeking The CRG strongly believes the regulatory task should remain
to set a forward looking focussed on expectations of long-term trends, and that doing so
MRP? significantly increases the informational value of historical
observations.
See Section 4.2.1
454 Should the dividend growth | The CRG agrees with the AER that the shortcomings of the DGM
model (DGM) be used to are material, prone to biases, and open to subjectivity.
estimate the MRP? No new persuasive evidence (theoretical or empirical) has been
submitted during this RORI review in support of the DGM. No new
compelling reasoning has been proffered by the proponents of a
DGM. No new broad consensus has emerged among experts,
regulators or stakeholders. All this suggests the DGM remains as
“divisive” as ever.
See Section 4.2.2
4.5.3 Should arithmetic or The CRG is concerned by the disproportionately little attention
geometric means be used paid by the AER to the question of how past observations should
to estimate the MRP? be averaged. The CRG will consider undertaking further work in
this area.
See Section 4.2.3
4.5.2 How should the AER The AER should maintain its focus on long-terms trends when
calculate the MRP if it estimating the MRP and avoid being lured into chasing investors’
switches to a 5-year term short-term expectations of the economic cycle.
for the return on equity? See Section 4.2.4
5.4.4 Might the MRP and RFR be | The CRG is concerned the AER continues to entertain this debate
and related? despite no new evidence, theories or consensus emerging since it
55 was reviewed in the 2018 RORI review (and before then).
The AER should continue to assume no long-term relationship
exists between the MRP and RFR.
See Section 4.2.5
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AER Ref

Question or implied
Question

CRG position

Are low interest rates a
problem for estimating the
MRP?

The role of the RFR in determining the return on equity has been
known to investors for a very long time. It should have been
factored into their calculations when estimating expected returns
from their investments in network infrastructure.

The CRG contends that low nominal bond yields present no
problem requiring regulatory redress but recognises further work
may be required to determine whether negative real interest rates
are problematic in a regulated environment. If so, the CRG
proposes a straightforward solution.

See Section 4.2.6

Is beta time varying or time
consistent?

The CRG considers it reasonable for the AER to assume that beta is
broadly stable over the longer-term, though short-term
fluctuations may exist. The CRG strongly supports the view
expressed by the AER in 2018, and repeated in the Equity omnibus
paper, that the regulatory task when estimating beta should
remain focussed on the long-term nature of investments in
networks assets.

See Section 4.3.1

single benchmark value for
beta across electricity and
gas businesses?

6.6 Over what period should The CRG strongly supports the use of long-term estimates of beta
the AER estimate the equity | for the purposes of determining the allowed rate of return. Doing
beta? so is consistent with the view that beta appears to be broadly

constant and that short-term fluctuations do not bear significantly
on investors’ expected returns over the life of their long-term
investments.

See Section 4.3.2

6.6 Does the AER need to Unless beta can be shown to be time varying (rather than broadly
change its equity beta constant), the AER should continue to be estimated using the
methodology if it shifts to a | longest reliable data set. This conclusion is independent of the
5-year single period for the | estimation term adopted for the return on equity.

CAPM? See Section 4.3.3

6.6 When estimating the equity | The CRG accepts the stability in long-term estimates of beta
beta, should the AER suggests de-listed firms provide useful information but notes some
continue to include firms firms will have been delisted for 25 years by the time the 2022
that are no longer listed in RORI ceases to have effect. The AER could consider a model in
the comparator set? which the weight it attaches to de-listed firms gradually decays

over time.
See Section 4.3.4

6.6 Should international firms Given the unanimity of expert views about the problems that
be included in the would need to be overcome before international firms could be
comparator set for included in the comparator set for estimating a local beta, the CRG
calculating beta? supports the ongoing exclusion international firms from the AER’s

comparator set.
See Section 4.3.5
8.5 Should the AER adopt a The CRG supports the ongoing use of a single benchmark value for

beta across electricity and gas network businesses.
See Section 4.3.6
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AER Ref | Question or implied CRG position
Question
Forum Should the AER be making The CRG considers no new arguments or evidence have been
adjustments for a ‘low beta | submitted in support of a ‘low beta bias’s adjustment.
bias"? See Section 4.3.7
7.4 What role should cross- The CRG supports the AER’s ongoing use of cross-checks in a non-
checks play in the mechanistic and non-determinative manner. The CRG
regulatory process? The AER should use its best endeavours to explain how it has
considered cross-checks, what role the cross-checks have (or have
not) played in influencing its estimates, and all the reasons why.
See Section 4.4.1
7.4 What information should The CRG supports the ongoing use of the cross-checks listed in the
be used as a cross-check? Equity omnibus paper but recommends the set of cross-checks be
broadened to include:
e outcomes based measures, and
e consumer focussed cross-checks.
See Section 4.4.2
— How should the AER The CRG contends the arguments in support of quarantining the
account for the interaction | regulated return on equity from regulatory incentive scheme are
between the incentive not as clear cut as the AER and networks suggest. The AER’s
properties of an efficient review of incentive schemes should include consideration of
rate of return on equity interactions between those schemes and the incentive properties
with the actions of assumed in the allowed return on equity.
incentive schemes? See Section 4.5
1.2.3 CRG response to the Debt omnibus paper

The paper does not contain a list of specific consultation questions. The CRG has derived questions

from two sources.

1) Alist of questions presented by the AER at the debt omnibus forum®.

2) There are several places in the paper where the AER confirms it is seeking stakeholder views.

These are listed in the following table, along with a summarised response from the CRG. Our
detailed views on each of these matters can be found in Chapter 5.

5 AER, presentation to debt omnibus forum, August 2021, p15
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AER Question or implied Question CRG position
Ref
Forum | How should the AER use the In principle, it is appropriate for the AER to look at ways to use
EICSI in the 2022 instrument? the EICSI more directly in setting the RoD than in 2018. The
proposed approach does so but has issues with complexity and
the removal of the benchmark credit rating. The CRG
recommends the AER also consider the alternative option set
out in Section 5.2.7.
The AER should be aware that it will likely face a constant battle
with NSPs over the details while other stakeholders will lack
resources to effectively participate. To maintain other
stakeholders’ trust and confidence in the process, the AER will
need to take a robust approach to evaluating NSP complaints
about the EICSI.
See Section 5.2
Forum | Should the AER adopt a The CRG wishes to better understand the materiality of the
weighted trailing average capex-weighting method (whether actual/forecast) and the
approach? incentive properties of the three options (including the status
quo) before coming to a view on this matter. To this end the
CRG recommends the AER carry out further analysis on each of
these.
The CRG’s preliminary view is that if this approach is
appropriate, it should be subject to a threshold of unevenness
of capex, so it only applies to NSPs where it has a material
impact.
The CRG notes that this approach may support the continuation
of the trailing average approach when interest rates begin to
rise.
See Section 5.3
Forum | Are the proposed changes to Yes
averaging periods appropriate? | see Section 5.5.1
Forum | Are there any further The AER should continue to exclude hybrid instruments from
inclusions or exclusions the the EICSI and so it should also exclude them from its calculation
AER should make to the of market gearing levels.
inclusion/exclusions of the See Section 5.2.5
EICSI?
Forum | Are there any other changes No
the AER should make on their See Chapter 5

debt approach?
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AER Question or implied Question CRG position
Ref
2-17 We would like to hear The AER should consider further the option outlined in 5.2.7,
suggestions about other briefly, a “halo effect” approach where the value of
approaches [to setting RoD] outperformance is deducted from the existing benchmark.
that might be superior See Section 5.2.7
3-24 We seek stakeholder views on | The CRG wishes to better understand the materiality of the
how the weights in the capex-weighting method (whether actual/forecast) and the
weighted average return on incentive properties of the three options (including the status
debt might be estimated. quo) before coming to a view on this matter. To this end the
CRG recommends the AER carry out further analysis on each of
these.
See Section5.3
3-24 We are interested in The transition from on-the-day approach to the trailing average
stakeholder views on whether | approach for RoD should not be seen as a precedent that must
any transitional arrangements | be followed for any change to RoD approach. If the AER
are likely to be required for considers a new method better meets the regulatory objectives,
assuming different changes of | then it should logically be implemented in full, as soon as
approach [changing the possible If a new approach is deemed to be superior, then the
weighting], and what these default should be to move immediately unless there is a
might be? compelling rationale for a transition.
See Section 5.4
4-26 We welcome stakeholder The CRG has no issue with this approach.
comment on this preliminary See Section 5.5.1
position [re changes to
averaging period].
5-29 We are interested to hear The CRG considers that three data providers should be adequate

views on adding other
providers [of bond yield data]
or the removal of one of the
existing providers.

for the AER’s purposes and is not aware of any material issues
raised with the existing providers, noting the anomalies
highlighted in the draft debt omnibus paper. If one of the
datasets should cease, then the AER may wish to reassess for a
future instrument.

See Section 5.5.2
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1.3 CRG recommendations to the three omnibus papers

The following is a summary of the CRG’s recommendations in response to the matters raised in the
three omnibus working papers.

1.3.1 Overall rate of return paper recommendations

Recommendation 1: The AER should apply the principle of “lowest sustainable cost” (as
established by the national electricity and gas rules) when exercising its judgement to assess the
efficient cost of that capital (see Section 1.1)

Recommendation 2: The AER extend its decision-making process to fully consider the broader
consequences of its decision to encompass broader economic considerations and the impact of
their decision on the efficient operation and use of energy (see Section 3.2)

Recommendation 3: The AER explain its decisions within a consistent conceptual framework
that considers interrelationships between the rate of return and the overall revenue building
blocks (See Section 3.2.3)

Recommendation 4: The AER develop a consistent conceptual framework that, within the
context of estimating an overall rate of return clearly addresses: (see Section 3.2.3)

(i) the temporal characteristics of each of the parameter estimates

(ii) how each parameter aligns with its approach to implementing the NPV=0 principles;
and

(iii) the inter-temporal relationships between those parameter estimates.

Recommendation 5: The AER formally consider and explain how its processes and decisions will
contribute to stability in outcomes and stakeholder confidence in the regulatory process (see
Section 3.2.4)

Recommendation 6: When estimating the gearing ratio, the AER should place most reliance on
the more recent data and exclude companies that have been delisted 5 or more years ago (see
Section 3.3.2)

Recommendation 7: Before changing the benchmark gearing ratio from 60% to 55%, the AER
further investigates the more recent trends in market and book gearing (see Section 3.3.2)

Recommendation 8: Before changing the benchmark gearing ratio from 60% to 55%, the AER
further consider whether some weight should be placed on book values (see Section 3.3.2)

Recommendation 9: The AER review how changes in the benchmark gearing will impact on
equity beta and whether this is relevant to the AER’s approach to adjusting the equity beta for
leverage (see Section 3.3.2)

Recommendation 10: The AER should not proceed with including hybrid instruments in either
the gearing ratio or the EICSI, until the AER has undertaken further analysis of, and consulted
stakeholders on: (see Section 3.3.2)

(i) whether hybrids should be considered as a normal part of a benchmark pure-play efficient
capital structure, and if not:
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(ii) whether it is more effective to develop clear and consistent criteria for allocating hybrids
to

o debt and equity, or

o a “third term” in the cost of equity and debt estimates that avoids confusing hybrids
with senior debt.

e Recommendation 11: The AER has sufficient information and so should use RAB transaction and
trading multiples as a cross-check to its overall rate of return decision (see Section 3.3.3)

e Recommendation 12: The AER should continue to monitor the network profitability and take
this into account when considering arguments claiming the networks have negative returns and
cannot invest at efficient levels (see Section 3.3.3)

e Recommendation 13: Investment levels are not suitable for the AER to use as a cross-check to
the overall rate of return (see Section 3.3.3)

e Recommendation 14: The proposed financeability tests should not be used as cross-checks for
the AER when setting a benchmark rate of return for the regulated network sector (see Section
3.3.3)

1.3.2 Equity omnibus paper recommendations

e Recommendation 1: The AER should continue to rely primarily on long run historical excess
returns when estimating the market risk premium (see Section 4.2.1)

e Recommendation 2: The AER must uphold its decision from 2018 to reject using the dividend
growth model (DGM) to estimate the market risk premium (MRP) (see Section 4.2.2)

e Recommendation 3: The AER should rule out further consideration of claims that the market
risk premium (MRP) and risk-free rate (RFR) are related unless conclusive evidence is presented
in support of those claims (see Section 4.2.5)

e Recommendation 4: The AER should rely on long term estimates of beta (see Section 4.3.2)

e Recommendation 5: The AER should continue to estimate beta using the longest reliable data
even if it decides to curtail the estimation term for equity to 5 years (see Section 4.3.3)

e Recommendation 6: International firms should not be included in the comparator set (see
Section 4.3.5)

e Recommendation 7: Until a compelling case is made suggesting otherwise, a single benchmark
value for beta should be applied across electricity and gas businesses (see Section 4.3.6)

e Recommendation 8: Cross checks must not be given a mechanistic role in the estimation of the
return on equity unless the consequences of doing so are explored fully, subjected to public
scrutiny, and demonstrated to be in the long-term interests of consumers (see Section 4.4.1)

e Recommendation 9: The AER should immediately commit to developing (in consultation with
stakeholders) outcomes-based cross-checks that seek to assess whether its regulatory
compensation of equity is leading to: (see Section 4.4.2)

(i) over- or under-investment in network assets

(ii) distorted consumer prices leading to inefficient consumer decisions
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(iii) surfeits or deficits in the equity funds available for investment in networks, and
(iv) an observable or foreseeable diminution of service standards.

e Recommendation 10: The AER should develop consumer-oriented cross-checks (in consultation
with consumers and other stakeholders) to inform the exercise of its discretion over the
regulated return on equity (see Section 4.4.2)

e Recommendation 11: The AER should urgently establish a broad-based review into the design
and operation of its incentive schemes. The review should include consideration of interactions
between those schemes and the incentive properties assumed in the allowed return on equity
(see Section 4.5)

1.3.3 Debt omnibus paper recommendations

e Recommendation 1: The AER should exclude hybrid instruments from the EICSI and from its
calculation of market gearing levels (see Section 5.2.5)

e Recommendation 2: The AER should further consider the alternative option outlined in 5.2.7
using the EICSI in setting the RoD (see Section 5.2.7)

e Recommendation 3: The AER should assess the materiality of the proposed change to capex-
weighting the trailing average method (see Section 5.3.2)

e Recommendation 4: The AER should analyse the incentive properties of the three options for
weighting the trailing average method (see Section 5.3.4)

e Recommendation 5: The AER should analyse the extent of evidence that individual NSPs are
choosing to replicate the AER’s RoD as far as possible (see Section 5.4)

e Recommendation 6: The AER should consider (with stakeholder input) the threshold conditions
for a transition between two methods for setting RoRI parameters (see Section 5.4)

e Recommendation 5.7: The AER should ensure only efficient debt raising costs are included in
revenue allowances (see Section 5.7)

1.3.4 Recommendation arising directly from engagement with consumer representatives

e Recommendation: The AER should methodically demonstrate any proposed amendments to
the RoRlI are aligned with its principles in a material and compelling manner (see Section 6.4)
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2 The CRG’s principles and consumer and other stakeholder perspectives

2.1 CRG’s principles

As documented in previous submissions, the CRG has established five principles to guide its advice
to the AER.® They are:

e Principle 1 — A regulatory framework serving the long-term interests of consumers must promote
behaviours that engender consumer confidence in the framework.

e Principle 2 — Any change to the regulatory model must be tested against detrimentalconsumer
impacts in relation to absolute prices and price changes.

e Principle 3 — Any change to the regulatory model must be tested against acceptableconsumer
impacts in relation to service standards.

e Principle 4 — Risks should be borne by the party best placed to manage them.
e Principle 5 —There should be a high bar for change.

The CRG considers the five principles set out above as the minimum requirements for the AER to
engender consumer confidence in regulatory processes and outcomes, particularly when the AER is
proposing a change to an established regime.

2.2 Evidence of consumer perspectives

The CRG’s principles are well-supported by energy consumers and representatives as established in
the CRG’s Consumer Survey 1 (see Volume 2) and from discussions with consumer representatives.

Consequently, the CRG has applied the above principles to its assessment of the AER’s preliminary
positions on key components of the efficient rate of return, return on equity (in particular, Principle
5) and return on debt.

Beyond the principles, the CRG has also gathered broader evidence of consumers’ priorities and
preferences by conducting two relatively large sample surveys of residential and business
consumers, with the support of Energy Consumers Australia (ECA). In particular, these surveys
explored and quantified issues around the relationship between price and service reliability
expectations, consumers’ perceptions of “long-term” and their trust and confidence in regulatory
process and outcomes. Evidence from the consumer surveys is contained in Volume 2.

While this consumer research examines aspects of the RoRI at the broadest level and from a
necessarily non-technical perspective, it nevertheless provides important contextual evidence to
inform the CRG’s advice an analysis of more technical aspects of the RoRI. Importantly, as the AER
makes its decision, the CRG’s evidence can help guide the AER in its work to ensure energy
consumer are confident in its decision.

6 CRG, Submission to AER — return on equity (October 2020), p 21
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3 Overall rate of return

3.1 Introduction

The AER published three papers in July 2021:
e Rate of return: ‘Overall rate of return’ Draft working paper (Overall RoR paper)’
e Rate of return: ‘Equity omnibus’ Draft working paper (Equity omnibus paper)®
e Rate of return: ‘Debt omnibus’ Draft working paper (Debt omnibus paper)’

In the three papers the AER sets out its preliminary position on key components of the efficient rate
of return. The AER classifies its positions as follows:

e Preferred position
e Preliminary position
e No position at this time.

This classification has enabled the CRG to focus on the AER’s key issues as well as identifying areas
that the CRG believes warrant further investigation by the AER.

Section 3 of our advice to the AER responds to the first of the three papers, the Overall RoR paper,
which is presented in two parts:

e Part A provides an overview of the AER’s rate of return framework followed by a high-level
overview of the three working papers. The AER then describes its decision-making criteria that it
applies when exercising its judgement on the rate of return parameters.

e Part B discusses the form of the rate of return and some rate of return issues that do not fit
directly into the AER’s assessment of the Equity omnibus paper or the Debt omnibus paper.

These are:
o Gearing
o Gamma

o Possible cross-checks for the return on equity

The CRG’s review of Part B focuses on gearing and cross-checks. The CRG is reserving its comments
on gamma in the expectation that more data will become available. The CRG intends to provide a
submission on gamma in response to the AER’s Information Paper to be published later this year.

3.2 Part A-The AER’s framework

In Part A, the AER explains the importance of an unbiased assessment of the rate of return and
asserts that this will in turn promote efficient investment in, and efficient operation and use of,
energy network services in line with the statutory energy objectives.

7 AER, Rate of return, ‘Overall rate of return’. Draft working paper, July 2021,
8 AER, Rate of return: ‘Equity omnibus’ Draft working paper, July 2021
9 AER, Rate of return: ‘Debt omnibus’ Draft working paper, July 2021
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In the CRG’s discussion of the AER’s proposed framework, the CRG poses the following questions:
e How does the AER interpret and apply an ‘unbiased’ estimate?

e What is the role of the 2018 RoRl in the AER’s assessment process?

e What are the relevant interrelationships in the AER’s framework?

e What criteria will the AER use in making its decision?

The CRG concludes, Part A of the Overall RoR paper provides a useful insight into how the AER will
proceed with this process. The AER discusses its process and decision-making framework. The CRG
supports many aspects of Part 1 and considers if the AER follows the approach outlined in Part A it
will somewhat achieve its statutory objectives.

The CRG is pleased that the AER has adopted an approach which effectively sees the 2022 RoRlI
‘anchored’ to the 2018 RoRI. The 2018 RoRI provided substantial evidence and reasoning, and this
was largely recognised by the Independent Panel°.

While the 2018 RoRl stabilised network revenues and prices (albeit at historical high price levels)
there is no compelling evidence that network standards have declined, or new capital withdrawn
from investors. To the contrary, we see recent sales of regulated network assets at multiples of 1.5
to 1.6 times the regulatory asset base (RAB).

The CRG has promoted its consumer-oriented principles to the AER over the last year and is pleased
to see the AER reflect on these. In particular, the AER has indicated that, in addition to its long-
standing assessment criteria, it will also have regard to:

e the materiality of any proposed change, and
e the longevity or sustainability of new arrangements.

These additional assessment criteria align with the CRG’s principles of promoting trust and
confidence in the AER and its decisions and in setting a ‘high bar for change’. Adopting these
additional criteria will put an onus on proponents of change to provide significant evidence that the
change will be in the best interests of consumers.

The CRG would like to discuss further with the AER a number of areas in the AER’s overall
framework. They are set out in detail in the following sections of this Chapter and include:

e the interpretation of an ‘unbiased estimate’ of the rate of return;

e the role of the 2018 RoRI in the making of the 2022 RoRl;

e interrelationships in the AER’s rate of return decision and with the overall building blocks; and
e decision-making criteria

Overall, the CRG encourages the AER to make its decision and exercise its judgment in a broader
context than the narrow bounds of the rate of return. We argue that making an unbiased decision is
a reasonable objective but can only be understood in the context of other objectives and events. It is
important to better understand the role of the consumption, or utilisation, efficiency objective. It is

10 Independent Panel, Review of the Australian Energy Regulator’s Draft Guidelines, 7 September 2018
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also most important to understand how consumers make trade-offs in line with the NEO. As the
Independent Panel said with great insight: 1

“The national objectives are achieved not by finance theory but by the rational, informed actions
of the firms and individuals who comprise the requlated industries ... The Draft Guidelines will be
capable of promoting the national objectives only if it wins the trust of, and induces the efficient
conduct of, all those parties.

The Productivity Commission considered the impact of inefficiency in the energy market in its 5-year
productivity review.!? The Commission stressed that:

“energy is an input into all industries and households, and so even minor deficiencies in
efficiency have cumulatively large impacts.”

Recommendation 2: The AER extend its decision-making process to fully consider the broader
consequences of its decision to encompass broader economic considerations and the impact of
their decision on the efficient operation and use of energy.

3.2.1 How does the AER interpret an ‘unbiased estimate’?

In Part A, the AER explains the importance of an unbiased assessment of the rate of return and
asserts that this will in turn promote efficient investment in, and efficient operation and use of,
energy network services, in line with the statutory energy objectives.

The table below summarises the AER’s assessment of either an upward or downward bias. The AER
concludes:

“Hence, an unbiased estimate of the expected efficient return, consistent with the relevant risks

involved in providing requlated network services, is necessary to promote efficient prices in the

long-term interests of consumers.” 3

u Independent Panel, Review of the Australian Energy Regulator’s Draft Guidelines, 7 September 2018 p 67
12 Productivity Commission, Shifting the Dial, 5-year productivity review, August 2017, p. 158
13 AER, Rate of return, ‘Overall rate of return’. Draft working paper, July 2021, p.2
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Table 3-1: Summary of AER’s analysis of the impacts of regulatory bias'*

Stakeholders

Upward bias

Downward bias

Investors Investors will be overcompensated for the Investors will be overcompensated for the
risk and so will show increased willingness risk, so will show reduced willingness to
to invest in regulatory assets in comparison | invest in the regulatory assets in comparison
with other investments in the economy with other investment in the economy
Networks Networks will have an incentive to over- Networks will not be able to attract sufficient
invest in regulated assets over the longer funds to be able to make the required
term, increasing the regulatory asset base investments in the networks. Over the longer
above the efficient level term, there will be declines in quality,
reliability, safety and/or security of supply
Energy Energy consumers will pay inefficiently Consumers will pay lower prices, at least in
consumers higher prices, which will distort the short-term; but will wear the risk of

consumption decisions, and downstream
investment decisions. This will result in
efficiency losses where consumers use less
energy from network services than
otherwise and non-monetary impacts such
as disconnection of vulnerable consumers

adverse outcomes for quality, reliability,
safety and/or security of supply of energy
services. Lower prices will also distort energy
consumption and downstream investment
decision. The new level of downstream
investment will be inefficient for the
Australian economy.

Table 3.1 above illustrates some important developments that follow from the AER’s assessment of
the impact of its decisions. That is, the AER will need to explicitly consider in its decisions:

e the impact on all stakeholders, including investors, networks and consumers

e the impact on the efficiency of the economy this reflects the decisions and behaviours of
investors, networks and consumers in response to price changes

e consumers are investors too and their investment decisions will be key to meeting the objective
of efficient utilisation and consumption of the network.

The CRG therefore encourages the AER to adopt a more holistic, economy wide perspective when it
considers the question of bias in its decision. Moreover, the energy laws require the AER to do so.

The CRG will further explore this important issue in Volume 2 of our current advice to the AER.

Further questions remain for the AER:

e How will it assess whether, having considered all the factors above, its decision is unbiased
overall, and at the parameter level?

e \What does unbiased mean?

o Selecting a mean, or median or mode of a set of empirical data

o Avoiding adding, or subtracting, a bit to the overall judgement, or some parameters as some

regulators appear to have done, ‘just to be sure’.

o Considering equally short- and longer-term effects of its decision, or perhaps giving more
weight to short-term impacts.

14 Adapted from Rate of return, ‘Overall rate of return’. Draft working paper, July 2021, p 2
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The AER has, for instance, acknowledged that pre-2018 it erred on the high side of the equity beta
observations because it was not confident in the data. Consumers could rightly ask:

e |sthat an unbiased decision?
e  Why not err on the low side?

In other cases, the AER may be swayed by a view that it needs to ‘add a bit’, because of anticipated
need to expand the networks Is that an unbiased decision. Consumers could then equally say that
if/when the network is not utilised to its capacity, the AER should ‘take off a bit’.

Answering these questions is difficulty the AER faces. The CRG raises them because the concept of
an unbiased decision is best understood in a wider context. The important task for the AER is to
clearly explain its decision, and how it has taken account of the impacts of its decisions on
consumers, networks, and investors over time.

Engagement with consumers is clearly central to making an unbiased decision but doing so in this
wider context. The CRG engaged extensively with consumers (as detailed in Volume 2) and
consumer representatives over the last 12 months to better understand their preferences and
priorities.

The CRG has also expanded this engagement to include one-on-one conversations with independent
investors and has met with network representatives to bring a broad understanding of how the
AER’s decisions will affect their activities (as detailed in Volume 2).

As noted previously we welcome the opportunity to share these findings with the AER.

3.2.2 What s the role of the 2018 RoRI in the AER’s assessment framework?

The 2018 RoRI was the first to be established under the 2