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Preface

It would be foolish, in forming our expectations, to attach great weight to
matters which are very uncertain.1  It is reasonable, therefore, to be
guided to a considerable degree by the facts about which we feel
somewhat confident, even though they may be less decisively relevant to
the issue than other facts about which our knowledge is vague and
scanty.  For this reason the facts of the existing situation enter, in a sense
dis–proportionately, into the formation of our long-term expectations;
our usual practice being to take the existing situation and project it into
the future, modified only to the extent that we have more or less definite
reasons for expecting a change.

J M Keynes, The General Theory of Employment, Interest and Money

In March 1996 the Australian Competition and Consumer Commission released an
Issues Paper and called for submissions on the competition, access and public benefit
implications of the National Electricity Market (NEM) Code of Conduct.

The Commission received 31 submissions, and drawing on these submissions and its
own analysis released a paper, National Electricity Market — Comments and Issues
Arising.  The Commission expressed concern with network pricing in the Code.  The
Commission also received several submissions raising concerns about network pricing
in the Code.  The Commission decided that part of the solution was to increase
communication and general discussion between interested parties.

This paper is a result of a forum held by the Commission in Canberra on 11 July 1996,
at University House, on the topic of network pricing in electricity.  Those present
included representatives from State regulatory bodies, State Treasuries, National Grid
Management Council (NGMC) representatives and representatives from the
Commission itself.  (A list of participants is contained in Appendix A.)

The program for the day was highly ambitious with an aim to thoroughly examine all
the issues in network pricing with an emphasis on implementation matters.  People
attending were encouraged to participate fully in discussions — to assist the
Commission to fully understand the issues.  The Commission believes that by
facilitating forums in which it can draw together industry, policy makers and State
regulators, it will be able to more fully understand the issues involved and ultimately be
able to arrive at logical solutions on issues of conflict.

The forum addressed many of the key issues in network pricing including regulatory
certainty, investment signals and asset valuation.  The high standard of discussion on
the day led to a step forward in electricity network pricing — and those present can be
pleased with what was achieved.

                                                

1 By ‘very uncertain’ I do not mean the same thing as ‘very improbable’.
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Overview

In September 1996, the National Electricity Market (NEM) Code of conduct is
expected to be submitted to the Commission for authorisation under Part VII of the
Trade Practices Act 1974.  At the same time, the sections of the Code dealing with
access to electricity transmission and distribution infrastructure will also be submitted
to the Commission in the form of access undertakings to be considered under Part IIIA
of the TPA.

Network pricing will be one of the key components of the access undertaking.
Through submissions received following the publication of the Commission’s National
Electricity Market — Issues Paper (March 1996) and its own analysis, the Commission
identified a number of issues of concern arising from the network pricing chapter of the
Code which will need to be addressed prior to or as part of its formal approval
processes.  On 11 July 1996, the Commission held a forum on network pricing in
Canberra to allow representatives of governments, industry and regulators to debate
these outstanding issues and to discuss options for resolving them.

This paper provides the transcript of that forum.  Under the format followed for the
day, presentations were made by several key speakers to allow those present to gain a
better understanding of existing regulatory models as well as the proposed National
Grid Management Council (NGMC) approach.  These presentations were followed by
discussion.  In the afternoon a number of topics identified by the Commission were
discussed.  Each session was led by two speakers who were asked to take a position in
the debate to facilitate further discussion.

Asset valuation, regulatory certainty, and consistency of regulatory approaches
between States and between the regulators in relation to transmission and distribution
pricing were central issues among those discussed during the forum.

It was agreed at the forum that the central objective of network pricing is to address
concerns about efficient regulation of natural monopolies.  That is, to ensure that
network owners are able to secure a reasonable commercial return on their investment
without extracting monopoly rents, and to ensure that pricing results in appropriate
signals being given for efficient usage of, and investment in, the network.  The
regulatory system should also aim to be administratively simple.  Ideally the pricing
structure should provide price signals which reflect the extent of congestion or spare
capacity at different points of the network and so influence the pattern of demand for
network services.  It should also provide efficient signals for investment in
augmentation of congested parts of the network.

Network pricing regulation is in a period of transition, such that emerging experience
from both Australia and overseas will in time provide valuable regulatory lessons
which can inform the further development of regulatory methodologies and practices in
the national electricity market.  The forum provided an opportunity for the different
approaches to pricing regulation that are being applied throughout Australia and New
Zealand to be described and discussed.
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Asset valuation emerged as a major issue.  The question is not simply the
appropriateness of the asset value that is obtained from a particular methodology but
what price structure and market signals are obtained from a particular asset valuation
methodology.  For example, it was argued by the Independent Pricing and Regulatory
Tribunal of New South Wales (IPART) based on its analysis of TransGrid that
adherence to the Optimised Deprival Value (ODV)2 asset valuation approach would
tend to over value network assets, and so result in excessive prices and rates of return.
However, NGMC representatives maintained that similar analyses based on the
Victorian reforms using the ODV methodology did not produce those results.  While at
one level this is largely an empirical issue, the different views on ODV and the
different analytical results obtained illustrates the nature of the asset valuation problem
in the transmission pricing context.

Several speakers noted that economic theory and practical regulatory experience
provide little clear guidance on what is the ‘correct’ asset valuation methodology.
Rather, there is a range of methodologies which have varying degrees of theoretical
support and each involves considerable difficulty in its practical application.  In effect,
there is no ‘holy grail’ in relation to the problem of asset valuation for monopoly
businesses where there is an absence of competitive market valuations or in relation to
the more general question of appropriate pricing methodologies for the regulation of
monopoly utility businesses.

The issue of regulatory certainty for network operators versus appropriate flexibility of
approach for the regulator in the context of transmission price regulation was also an
important issue for debate at the forum.

It was recognised that network owners need some degree of certainty about the
regulatory framework and its likely outcomes to provide incentives for further
investment in network assets including by local and foreign investors looking to invest
in privatised transmission and distribution businesses.  At the same time, concern was
expressed that prescriptive, formula driven approaches to transmission pricing asset
valuation and rate of return determination can result in price structures, asset values,
cash flows and rates of return which are excessive in economic terms and inconsistent
with the policy objectives being sought by electricity reform and regulation.   Allowing
the regulator sufficient flexibility to develop and apply alternative approaches to asset
valuation, the allocation of costs and the determination of rate structures for network
pricing, can therefore have the advantage of providing a ‘reality check’ in the
application of the Code’s general regulatory framework.  It was recognised, however,
that such regulatory flexibility would have to be balanced by an appropriate degree of
regulatory accountability.

Many of the issues raised in the forum such as the question regulatory certainty have no
clear resolution. They involve a balancing of the interest of competing parties.  For
instance, network owners may wish to have a high degree of regulatory certainty but
this may not necessarily be consistent with the broader policy objective and public
interest of achieving efficient regulation of network monopolies.

                                                

2    For a definition of ODV see Steering Committee on National Performance Monitoring of
Government Trading Enterprises, 1994, Guidelines on Accounting Policy for Valuation of Assets of
Government Trading Enterprises — Using Current Valuation Methods, Industry Commission.
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Summary of proceedings

Mark Harding:  NEM Chapter 6

The presentation by Mark Harding representing the NGMC was divided into two parts.
The first section provided a broad overview of the Code’s approach to network pricing
and specifically determination and regulation of transmission revenues.  The second
section discussed some of the important issues that have been raised by industry
participants in relation to that approach.

Mr Harding stated that in drafting the network pricing chapter of the Code the NGMC
recognised that they were dealing with networks that exhibited natural monopoly
characteristics.  To introduce an element of competition into the sector, augmentation
of the network has been made contestable where possible.

Mr Harding also outlined the proposed form of economic regulation of transmission
network revenue in the Code (a CPI-X revenue cap, with the revenue cap determined
by the Commission).  The aim of the proposed arrangements is to provide a network
pricing regime that gives network owners a reasonable opportunity of earning a fair
rate of return based on optimised asset values and efficient operations and maintenance
practices.

In response to criticism that network pricing in the Code was too prescriptive, Mr
Harding argued that the Code was a structured, disciplined approach which is well
understood and clearly outlines what information the Commission is to be provided
with and what decisions the Commission is to make.  In requiring the Commission to
disclose the basis of its determination, the Code introduced a degree of regulatory
accountability.

In relation to the question of asset valuation, Mr Harding stated that much work had
been undertaken before recommending to the Council of Australian Governments
(COAG) that the ODV methodology be used.  COAG having made the decision to
adopt this approach it seems incumbent on the regulators to apply it or explain why
they had chosen not to apply it.  Regarding whether the Code’s methodology would
lead to excessive revenue caps, and rates of return and price shocks, Mr Harding stated
that the introduction of a similar regime in Victoria had not resulted in associated price
shocks.  He also disagreed with IPART’s claim that the Code’s formula based
transmission pricing methodology when applied to TransGrid would result in excessive
profits and cash flows.

Professor Tom Parry raised a concern about the focus on current cost asset valuation,
given that asset valuation is a key driver of outcomes in the proposed network pricing
model.  Professor Parry questioned what meaningful signal is being given from prices
based on the approach to revenue and asset valuation contained in the Code.

Eric Groom:  IPART network pricing

The presentation by Eric Groom from IPART explained IPART’s approach to
transmission pricing, particularly its focus on projections of sustainable cash flows and
defensible costs and capital expenditure requirements and its use of ‘reality checks’
based on relevant financial and market indicators.  IPART’s recent determination of
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transmission prices for TransGrid was outlined by Mr Groom and used as a basis for
illustrating differences in interpretation and approach between IPART and the NGMC’s
approach in Chapter 6 of the Code.

Mr Groom argued that the adoption of replacement cost accounting (in its current form
of optimised deprival value) for the purposes of pricing, involved practical difficulties
and was likely to lead to excessive cash flows and inappropriate pricing signals.  He
said that a flexible regulatory approach to transmission pricing is desirable to reflect the
guidance provided by financial indicators and alternative experiences from overseas
regulation.  Mr Groom recognised the importance of regulatory certainty for owners of
transmission businesses but noted that presumptive regulatory approaches to provide
such certainty may not be consistent with the objectives of the reforms nor in the
interests of the community as a whole.

In the discussion that followed Mr Groom’s presentation, Jim Holmes from PowerNet
and representing the NGMC, questioned whether the Code’s transmission pricing
methodology would actually lead to a price shock for customers of TransGrid.  He also
noted the importance of regulatory accountability.  Antony Cohen, from KPMG,
suggested that the models used by IPART and the NGMC were in fact similar in many
important respects.

Ross Cartey: ORG network pricing

Ross Cartey from the Office of the Regulator-General, Victoria, (ORG) gave a
presentation on administrative arrangements in regard to the pricing regime in Victoria.
He pointed out that the Office was not a policy agency, but regulates prescribed service
prices subject to government direction through either the Electricity Industry Act or
through an Order in Council known as the Tariff Order.

Mr Cartey outlined the Tariff Order noting that it set price paths between 1994–95 and
the year 2000.  He went on to state that Victoria’s pricing regime had five year term
price control periods with CPI–X price controls.  Tariffs are approved annually by the
Office.

In administering the process, the Office is pro-active in terms of having information
systems in place relating to forecasts and data being recorded in the Victorian industry.
One of the key elements in the Victorian arrangements is the transparency of the
process.  In practical terms Mr Cartey said it was very important to keep track of and
define a clear boundary between excluded services and included services (for the
purposes of inclusion in regulatory controls).

In the discussion that followed Kaye Johnston from the Commission raised the issue of
network pricing discounts which stimulated discussion from several participants.  Mr
Cartey was also asked about the Office’s likely approach to asset valuation when it
took over this role in the year 2000.

Dr Stephen King:  Asset valuation

Dr King examined the different methods of asset valuation, optimisation procedures,
the relationship between asset valuation, depreciation and prices and administrative
complexity, drawing on examples of USA regulatory history in asset valuation.  He
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noted that economists have little to say in regard to what asset valuation methodology
should be used in practice.

Dr King stated that the optimisation procedure is always an issue for the regulator as
they attempt to set the rate of return on the asset at exactly the opportunity cost of
capital.  It should also be recognised that different asset valuation regimes change the
incentive to expand the rate base.

He said that if economists were worried only about allocative efficiency, they would
support a rule that used scrap value.  However, if allocative efficiency is not a problem,
the asset value is of lesser importance except to the degree that those values end up in
final prices.

In the discussion that followed Dr King’s presentation Geoff Swier from the Victorian
Electricity Supply Reform Unit, noted that much of the USA analysis was based on a
model where the planning and ownership functions of the network were in the one
organisation and as such the industry structure was not necessarily the same in Victoria.

Key topic discussion

Regulatory risk v regulatory certainty

The first key topic identified for discussion was regulatory risk versus regulatory
certainty.  Participants were lead in discussion by Professor Tom Parry and Mark
Harding.

Professor Parry said regulatory certainty was a part of many discussions he has had as a
regulator.  He agreed with comments made earlier by Mark Harding that regulators
should attempt to replicate competitive market outcomes.  However, in real markets
there is an enormous amount of uncertainty and firms are making judgments all the
time about a range of activities and a range of factors that bear on their market
outcomes, including regulatory uncertainty and regulatory risk.

Professor Parry pointed out that dealing with regulators required skills that regulated
companies had come to acquire, using the USA as an example.

In his comments Mark Harding of PowerNet, stated that a regulator’s judgment on the
cost of capital and asset valuation could have a significant impact on the value of
network owner’s business and that given the long term nature of the asset lives a degree
of certainty was a reasonable expectation.

The discussion that followed examined the question of whether the electricity industry
was seeking special regulatory treatment in calling for a high degree of regulatory
certainty in the context of being exposed to the disciplines of market competition and
efficient regulation of the monopoly elements.  The issue of regulatory certainty in a
competitive international investment climate was also discussed.

Jim Holmes said that the NGMC Code adopted a particular approach to network
pricing after a long period of work and consultation.  He said it is therefore up to
parties wanting to change that approach to establish their case and to provide a better
alternative.



ACCC network pricing forum xiii

Bob Burgstad made the comment that the New South Wales approach seemed to be
very constructive in that it proposed checks and balances.  It was generally agreed by
those present that incorporating such regulatory accountability as well as broadening
the scope of indicators used in assessing regulatory revenue caps and controls was an
appropriate approach for Chapter 6 of the Code.

Investment signals of pricing methodologies

The next topic of discussion was the investment signals provided by different
transmission pricing methodologies.

Geoff Swier of the Victorian Treasury discussed the issues of private ownership and
price path outcomes from the reform process.  He also discussed investment signalling
in both the transmission and distribution sector.  Mr Swier outlined lessons to be learnt
from the UK experience and suggested a statement of regulatory intent was a positive
step in the UK process.

Additionally, Mr Swier spoke about nodal pricing, outlining its basis.  He emphasised
the importance of the regulatory control period and noted that transmission pricing
should be put in the context of overall cost of transportation of electricity and as a
percentage of final electricity bills.  Mr Swier also commented that the regulatory
system should not operate to harm or discourage innovation.

This issue was also taken up by Mr Groom of IPART in his discussion by indicating
that the approach IPART had taken reduced disincentives for energy efficiency and
innovation.  He said that the pricing methodology set out in Chapter 6 of the Code is
not likely to give monopoly utilities the right investment signals, arguing that efficient
use of the network will require higher prices at points of congestion on the system and
lower prices where there is excess capacity.

The discussion that followed related to the treatment of network planning and
investment in the Code.  In regard to planning generally, the issue of regulatory risk
was again raised.

Consistency in distribution pricing among States and with transmission pricing

The next topic for discussion was whether there should be consistency in the regulatory
model applied to distribution pricing among the States.  Additionally, the issue of
whether the method of regulation applied to transmission pricing should be applied to
distribution pricing was raised.

Mr Reeves outlined the Tasmanian system of regulation in electricity.  He noted the
distinct features of the Tasmanian grid, before outlining the regulatory arrangements in
Tasmania.

The approach taken in Tasmania was to put a cap on average revenue for the residential
sector and a separate revenue cap for the business sector so that price paths would
decline or change at different rates for the two sectors.

In relation to having national consistency in regulation Mr Reeves suggested that this
may be desirable over time with the standardisation of many valuation methodologies.
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John Tamblyn then took up the discussion arguing for consistency with some scope for
limited regulatory competition.  He suggested that distribution pricing and regulation
were dealing with the same policy issues as arise for transmission.  Consistency would
maximise competition in upstream and downstream markets where the main gains from
reform were likely to occur.  The issue of whether State regulators could or would treat
operators from their jurisdiction differently to operators from other jurisdictions, was
raised.

In the discussion that followed access and dispute resolution were also raised as issues
in the consistency debate.  The Competition Principles Agreement was also discussed
with emphasis on what freedoms this document actually extended to State
Governments.  Ed Willett from the National Competition Council commented that, in
relation to electricity and gas and access to essential facilities, the COAG Competition
Principles Agreement and the competition reforms more generally, place primary
emphasis on the promotion of competition and efficiency and are careful in their
recognition of social policy objectives in the access context.

Implementation issues

The final topic for discussion was implementation issues.  This discussion was led by
Ross Cartey and Eric Groom.

Mr Cartey emphasised the need for a robust management plan and a sound information
gathering process, which he suggested was needed to achieve the ultimate objectives
the regulatory regime was designed to achieve.  In relation to regulatory powers Mr
Cartey stated that a regulator needs strong information gathering powers and robust and
comprehensive information systems.  Its information should extend to statistical and
financial data, it should not only cover the price-type information but should cover
information on quality and standards.

Mr Groom commented on the issue of ring-fencing and outlined the approach being
taken by IPART in New South Wales.  He also discussed the point of information
disclosure and commercial-in-confidence information.  Finally, Mr Groom raised the
issue of Ramsey pricing which was then taken up in the discussion that followed.

Tony Fenwick:  New Zealand Electricity regulation and reform

Tony Fenwick from the Ministry of Commerce in New Zealand outlined the reform
process in New Zealand and the method of regulation employed.  Mr Fenwick
highlighted the New Zealand method of ‘light-handed’ regulation which relies on three
elements, the Commerce Act, information disclosure and the threat of heavier
regulation.

The New Zealand system of regulation is based very much on self-regulation.  Mr
Fenwick went on to outline the information that is required to be disclosed under New
Zealand regulation.

The day ended with John Tamblyn providing a summary of the day’s proceedings.
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Introduction

Joe Dimasi, Australian Competition and Consumer Commission

Welcome to our Network Pricing Seminar.  The timing is now quite important for us to
be looking at some of these critical pricing issues.  As you probably are all aware, the
NGMC is in the next few months about to submit its Code for authorisation to the
ACCC and to submit an undertaking for access to essential facilities.  The work that
we’ve already done and most recently our paper, National Electricity Market Code of
Conduct — Comments and Issues Arising, responding to the Draft Code has identified
pricing issues as a fairly critical part of our considerations and no doubt they’ll prove to
be for the remainder of the exercise.  So, what we hope to achieve today is to have the
NGMC present its network pricing proposals, and have some of the other regulators
who have been involved in some of these issues, present to us their reflections, views
and experiences.  The morning session will set out the NGMC proposals with Mark
Harding from the NGMC presenting.  We also have Eric Groom from IPART
presenting the IPART experience and Ross Cartey from ORG presenting the ORG
experience.

In the afternoon we have got a fairly packed program.  There are a number of very
important issues that we’d certainly like to explore and we expect some discussion
about.  We have Stephen King from ANU (The Australian National University) who
will be dealing with the issue of asset valuation, an important issue in network pricing.
It’s a long vexed question and something we will need to come to grips with in the
process of looking at the Code.

We then have a number of speakers who will be introducing some of the key issues.
The intention here is that the speakers will present alternative or different views on
issues and we will leave the issues raised open for the group to discuss widely.  The
questions that we are looking at relate of course to the issue of regulatory certainty and
risk.  That’s an issue that comes up all the time in network pricing, particularly where
you have owners who want as much certainty out of the regulatory process as possible.
On the other hand circumstances change and greater information becomes available
which means that from the outset locking in a certain regulatory environment may
present difficulties.  But these are some of the issues that need to be addressed.  They
become even more complicated when you have asset sales involved.

The investment signals from the pricing regime are critical and of course it means that
we need to address not just the productive and allocative efficiency issues but we also
need to address the dynamic efficiencies.  That is always an important and difficult
question which of course relates back to asset valuation.  Geoff Swier and Eric Groom
will put their views on some of those issues.

One very important question for all of us regulators is going to be the consistency with
which we deal with these matters.  We have at the moment a proposal that the ACCC
will eventually be regulating the pricing for the transmission network.  It also of course
is responsible for considering undertakings for transmission and for distribution.  We
also have some of the State regulators who are responsible for pricing in distribution.
This raises quite a number of complex questions about making sure that there is a
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consistency of approach, making sure that we know where the boundaries are and
working together to get an outcome that doesn’t lead to increased regulatory
uncertainty.

There, I think, are some of the critical issues that we would like to get some debate on
today.  We don’t expect to have all these questions answered but we hope that at the
end of the day we will be able to leave having heard some views and alternative
approaches that we might consider.

At the end of the day John Tamblyn will wrap-up the outcome.  So, we have a fairly
ambitious program.  A number of difficult and long intractable economic problems that
exist have to be addressed and practical outcomes must be found.  With that I would
like to welcome you here and thank you for making the effort to come along, and say
thank you to all of our speakers.  I will now hand you over to our chair for the day, the
Deputy Chairman of the ACCC, Allan Asher.

Chairperson (Allan Asher):  Vicki Brown is the project leader for this work at the
Commission and she is co-chairing today.  Our first presentation is from Mark Harding
and he’s going to be discussing the specific proposals in Chapter 6 of the National
Electricity Market Code of Conduct  relating to these issues.  We hope that most people
here will be reasonably familiar with those arrangements because his emphasis is going
to be on how they operate and on implementation aspects.
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Chapter 6 of the National Electricity Market Code of
conduct

Mark Harding, Executive Consultant, Business Development, PowerNet,
representing National Grid Management Council

Slides accompanying this presentation are at Appendix B.

It is a great opportunity for the National Grid Management Council to actually show its
face and to answer some of the many issues that have been raised in relation to
Chapter 6.  I would like to record my agreement with the comments made so far and
that is that this is a very challenging day, a very challenging program ahead of us.  I
have got 30 minutes to speak about Chapter 6 of the Code and I am going to handle that
in two parts: I am just going to provide a very broad overview of the Code and then
pick up a couple of the most important issues that have been raised by participants so
far in relation to Chapter 6.  I’ve got about a dozen or so slides which I’m going to have
to run through very quickly so I’d ask you to hold your questions to the end.  I hope to
speak for no longer than 20 –25 minutes or so to leave 25 minutes at the end for
questioning.

Chapter 6 of the Code is intended, along with Chapter 5, to provide the access
undertaking to a central facility, namely the monopoly networks of the electricity
sector, under Part IIIA of the Trade Practices Act.  The arrangements are that the
ACCC would take over the regulation of transmission once the IPART regulatory
arrangements in New South Wales cease, which is 30 June 1999.  Until that time
interim State-based arrangements will apply to transmission.  In the case of
distribution, there is still a debate going on as to whether or not there’s a need for
national regulation of distribution pricing and access.  At the moment the Code spells
out basic principles for access to distribution networks and those principles would bind
the jurisdictional regulators who will actually administer the distribution access prices
to distribution networks at the State level.

I want to focus today mainly on transmission regulation.  I think that is where a lot of
the controversy is and I want to focus particularly on regulation and particularly
regulation of revenue, picking up on issues like asset valuation because my reading of
the comments that have been submitted to the ACCC is that these issues are very
important, controversial and are worthy of discussion today certainly.

In drafting the principles of regulation in Chapter 6, we recognise that we are dealing
with monopoly entities, we recognise the need to protect consumers from abuses of
monopoly power, we recognise that the current monopolists have considerable market
power and left to their own devices would basically be able to write their own tickets.
So, the Code explicitly recognises the need for independent regulation of transmission,
given its natural monopoly characteristics.  We also recognise, however, that there are
opportunities to increase the level of competition in a sector which has traditionally
been regarded as a natural monopoly, in other words making augmentation of the
network a contestable activity and wherever contestability can be demonstrated pulling
back the impact of regulation and pulling back the influence of regulation on that
activity.
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So, wherever possible we seek to substitute competition for regulation but we all
understand the inherent national monopoly characteristics of the industry and therefore
there is a need for independent regulation wherever there is insufficient opportunity for
competition and market forces to lead to sensible outcomes and outcomes that preserve
customer value.  We like to describe it as ‘light-handed’ but I don’t want to debate that
today — you might want to challenge me on that after I finish.

The form and mechanism of economic regulation is a CPI-X (Consumer Price Index)
revenue cap — this is transmission I’m talking about now and my comments now will
tend to be confined to transmission.  We are proposing five yearly re-sets.  It is
incentive-based.  The X factor is intended to provide a productivity parameter and
provide network owners with incentives to increase efficiencies.  We do fully expect
gain-sharing with consumers at each price control review.  Some respondents have
suggested that the Code as it stands appears to be very one-sided.  That may well be
due to the particular drafting of the Code but certainly the NGMC’s intention is that
gain-sharing forms a fundamental part of this regulatory regime.  We are not proposing
‘rate of return regulation’.

We can look at some of the formulae in a moment but I would make the comment, and
it may sound glib, rate of return regulation I think fundamentally is profit regulation
and that gives rise to all sorts of undesirable efficiency impacts and incentive impacts
on the regulated entity.  It drives the regulated entity to basically regard its O&M
(Operation and Maintenance) cost as an easy pass-through and puts very little pressure
on those regulated entities to reduce O&M costs and pass through that benefit to the
consumer.  We recognise the deficiencies of that model and we are not proposing that
model in the Code.  We are not on about giving network owners a guaranteed rate of
return or a guaranteed profit.

Moving on to look at the mechanics and the structure of the so-called revenue cap.  The
arrangements have been set up in a way that recognises and accommodates the
potential for competition in the transmission sector — in the provision of transmission
assets.  The cap itself will be applied to those elements of the network business which
are naturally monopolistic and where the consumer needs to be protected from abuses
of monopoly power.  They are prescribed services.  There is also a general group of
services called excluded services.  They are the services which can be competitively
sourced, where we believe there is potential for markets rather than regulators to
deliver efficient and fair prices and they are excluded from the revenue cap.  They are
not necessarily excluded from the scrutiny of the regulator but they are excluded from
the revenue capping regime that we are proposing to apply to the monopolistic services.

The basis of the revenue cap is the so-called annual revenue requirement which forms
the basis of the revenue cap to be determined by the ACCC.  The ACCC will be
determining the revenue cap, not the network owner.  We are not talking about leaving
Dracula in charge of the blood bank here, again recognising that network owners have a
natural commercial incentive to talk up their costs, to talk up their asset values and
therefore to talk up their revenues and prices.  So, we are not proposing to give that role
to the network owners.  They may well have a legitimate right to voice an opinion in
the process but the ultimate arbitrator here is going to be the ACCC.

The Code contains a formula.  Many people have looked at that formula and made
some connection with rate of return regulation but simply the formula is there to
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provide everyone with a simple explanation and understanding of the way in which the
ACCC goes about determining the revenue requirements:

•  what are the components of the revenue requirements;

•  what is the component of the cost of the business; and therefore

•  what is the allowed maximum revenue?

Regarding that last dot point, the Code does provide a regime which will give network
owners a reasonable opportunity of earning a fair rate of return on assets but we are
talking about assets which are valued at levels reflecting efficient — that is, optimum
— investment and we’re talking about operation and maintenance costs which are
considered by the ACCC to be efficient. We are not talking about a straight cost pass-
through of all those various elements of the revenue cap.

So, I make a comment here about criticisms which have been made that this regime is
too prescriptive and limits the regulator’s ability to make judgments.  Certainly the
formula prescribes an approach but each one of the elements, the inputs into that
formula, is ultimately determined by the regulator.  There is considerable judgment that
the regulator has in forming a view about prospective levels of efficient O&M costs.
That particular element of the formula alone can be used to put considerable pressure
on regulated entities when the revenue cap is set.  If the ACCC has a view, like IPART
has, that the cost of the transmission entity, the controllable costs, can fall by 20 per
cent over the next three years, then it is simply a matter of building that assumption
into the forward O&M cost assumptions.

The ACCC has a view about the market risk that the entity bears and it would normally
seek to reflect the level of that risk in the cost of capital.  Then the approach to
determining the cost of capital, which is spelt out in the Code, provides the ACCC with
every opportunity to do that, to make each judgment based on the information put
before it about the level of market risk borne by the entity.  So, we are not talking about
a regulatory sausage machine here, we are talking about a structured, disciplined
approach which is on the table, well documented, well understood by all the players,
and gives the players the understanding of the information requirements of the ACCC
that they need in order to present information to the ACCC, so that the ACCC has the
best information in front of it when it is making that judgment.  At the end of the day
each of those elements is a matter of ACCC judgment.

The Code proposes that the ACCC establish an information disclosure regime on the
regulated entities.  It is pretty vague about what that regime will actually look like and
again we have left it to the regulator’s judgment to specify.  But we have said in the
Code that we want the regime to give sufficient information to the ACCC to enable it to
monitor compliance with the revenue caps and to gather information so that it is well
informed when it comes to each revenue control review as to the historic performance
of the firm and also the potential for further efficiency gains that that firm could make.

We have prescribed an approach to depreciation and we have done that really with the
objective of limiting the opportunities of the regulated players to play games with
depreciation policy.  We have tried to limit the extent to which the players themselves
— that is the regulated bodies — can manipulate policies and inputs into these
formulae so as to really tilt the playing field in their direction.  So, prescription brings
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with it a lot of discipline on the regulated players and it removes a lot of the potential
for the smoke and mirror tricks which regulated entities will always have the
temptation to play.

The Code also requires the ACCC to disclose the basis of its determination so that
there’s an element of regulatory accountability in the Code.  The Code asks the ACCC
to disclose the basis of all its assumptions in regard to those inputs to that revenue
capping formula.  We want to know what O&M cost levels have been assumed
prospectively, we want to understand the basis of that, we want to understand the basis
of the ACCC’s view on cost of capital and so on, again reinforcing this notion of
regulatory accountability, regulatory certainty.

Asset valuation, which Dr King will be speaking about this afternoon, is a key part of
the regime that is in the Code, and I want to spend a couple of minutes talking about
that briefly.  We agonised over this question a couple of years ago before putting a
paper to COAG about asset valuation.  Transmission pricing in a national market was
never going to go anywhere until this question was resolved.  We looked at competitive
market models to try and build parallels with this monopoly regulatory model that we
have defined.  Capital markets value assets very well.  Capital markets look at future
cash flows that assets are expected to generate, they discount those cash flows against
the investors’ required returns and they produce share prices or bond prices.

We have taken that model and we have applied it to the monopoly sector.  There is a
consistency in a perfectly competitive market — theoretically anyway — there is a
consistency between the cash flow that an entity is expected to produce into the future
and a market value, the present value of those cash flows at any point in time.  Given
that there is no market benchmark readily observable for the price of transmission
services, how are we going to set a revenue requirement that’s reasonable for these
monopoly businesses?  The answer is the value of the asset.  Immediately we’ve got
this problem: if you give a monopolist a revenue stream that is a function of its asset
value, how do you stop it from talking up the value of assets and therefore talking up
revenues?  The stake in the ground is the asset value itself.

The deprival value, which is the approach proposed in the Code, requires those assets
(the existing assets and new assets where appropriate) to be valued at their minimum
efficient replacement cost.  There’s also adjustments within that methodology to write
that value down further wherever there is an economic bypass option which threatens
to strand the existing assets.  So, effectively the deprival value is the cost to society of
bypassing the existing system.  For example, if we all got jack of paying PowerNet’s
exorbitant revenue requirements and we all disconnected from PowerNet’s grid and
constructed a brand new optimum grid which was minimum cost, given the present and
expected future location of generation and load, the cost of that network would be the
deprival value.  That’s the fundamental basis of applying deprival value.

We can make use of this consistency in the regulation.  If you calculate a revenue
requirement using the formula I showed you earlier (see Appendix B) and then
produced each year a set of regulatory accounts based on exactly the same accounting
policies PowerNet, or any other regulated entity, can provide to the regulator a balance
sheet each year which effectively shows the deprival value of assets, that is the value of
those assets for future revenue purposes.  So, there’s consistency there.  A lot of the
vagaries of accounting policy on asset valuation and depreciation can be done away
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with through this model of consistency.  Just emphasising that last point, the deprival
value of the assets is the value of the assets which would exist if there was a
competitive market for provision of transmission services.

I just want to move on now to pick up a couple of the main comments that have been
made to the ACCC in response to its recent issues paper, National Electricity Market
Code of Conduct — Comments and Issues Arising..  Deprival value of assets results in
the adoption of inflated values; that’s a fairly common criticism.  And also the
approach that has been applied in New South Wales by IPART resulted in revenue
requirements below those which some people suggest would fall out of the Code.  The
observation has been made by some that given this outcome there must be something
fundamentally defective about the Code.  There is also a common criticism that
Chapter 6 is too prescriptive.

I mentioned before, the industry did not take a unilateral decision to value its assets at
deprival value, the owners did.  The owners are elected governments and at COAG
level they have made the decision to adopt deprival value in order to establish the
revenue requirements for these newly created independent entities that have come out
of the former vertically integrated industries.  Let us be fair — and this is a personal
comment — they made that decision, I believe, on two assumptions.  Firstly, that it was
fair and equitable given the contribution that our predecessors have made to these sunk
costs that we wouldn’t be double-dipping if you like, by revaluing to current cost.
That’s an empirical question which I’ll talk about in a moment.  The second
assumption they made was that it would not lead to significant price shocks and
therefore wouldn’t lead to distortions in investment and consumption decisions.  Again,
an empirical question.

Eric Groom and I have corresponded indirectly via discussion papers and responses to
discussion papers.  He, along with many others, have rightly observed that the
valuation of existing assets is an arbitrary exercise.  Now, I’m not going to stand here
and argue with that: I agree.  Let’s not forget, however, that owner governments are
underwriting the debt that financed these assets and to the extent that owner
governments are happy to take that debt obligation off the balance sheet of their
electricity industry and put it in the inner budget sector we can all acknowledge that
this question we’re debating today is arbitrary.  I don’t think they wanted the exercise
to be viewed as an arbitrary one so COAG was convinced of the merits of adopting
deprival value.  I would emphasise though that deprival value sets an upper cap on the
values to be ascribed to existing assets.

The Business Council of Australia and the Queensland Mining Council have both
commented about this issue of revaluation to current costs and double-dipping.  Again,
it’s a bit of an intellectual red herring, I suppose, but if you want to address those
concerns seriously you have got to answer these sort of questions.

•  How much have past consumers contributed to the recovery of the sunk costs so
far?

•  How adequate have the returns been historically?

•  How closely does the historic depreciation charge really reflect the amount of sunk
costs recovered so far?
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I have said before they are empirical questions.  I have done a study of SECV’s (State
Electricity Commission of Victoria) historic cash flows and I have looked at work that
has been done by Peter Swan, who has studied questions like historic rates of return in
electricity industries around Australia.  I’m pretty confident in saying it is not
inequitable for the present owners to revalue those assets from historic to current costs
for revenue purposes.  Whether it leads to rate shock is a separate question but I think
the evidence suggests — and I am happy to share that paper with anyone — the
evidence in Victoria suggests that it is not inequitable for this revaluation to take place.

Does it lead to price shock?  Again, being a Victorian I can only quote the Victorian
experience but the Victorian industry has been separated and reformed and new
independent network entities have been created.  Those entities had their assets all
revalued to current costs, they had revenue requirements determined to deliver
commercial — and we’re talking fairly fulsome commercial rates of return on current
cost assets.  All of that went into the big industry financial model and it was all
achieved within the context of a declining maximum uniform tariff which has been
legislated by the Victorian Government.  So, in response to the empirical question here
I would just make the observation that in Victoria’s case concerns about over-valuation
of assets because of the application of deprival value and because of the application of
commercial rates of return to current cost assets, those concerns just simply do not
appear to exist in Victoria.  The experience clearly shows that, in fact, if you look at the
prices that buyers have paid for these assets they have paid significant premiums above
their regulated deprival book value.

I guess the point I am making is that in the case of Victoria where I have had access to
all the information I think experience clearly shows that the rate shock and the inflated
asset valuation problem are not a cause for concern.  I can’t comment about the
situation in other States; perhaps others here could.

Turning to the second comment and that is this comparison that has been made of
IPART’s approach in its recent TransGrid determination versus the approach that is
proposed in the Code.  Just putting all this into context, the electricity industry has been
and is going through a period of radical reform.  We are creating new independent
network entities out of formerly vertically integrated electricity industries.  That has
necessitated the attribution of a revenue flow to these entities which were formerly just
deeply embedded in this big, vertically integrated chain.  Now, in that process — and I
think, again, the Victorian experience demonstrates this, and we have got some people
in the audience today who have been intimately involved in that, in the process of
unravelling that vertically integrated chain and ascribing individual capital structures
and revenue requirements to the individual elements — there are problems, there are
potential problems to do with price shocks and price discontinuities and there are also
other potential conflicts there with other broader government social and industry policy
objectives.

So, moving the industry from the old to the new regime is really a matter that
intimately involves governments in determining the trade-offs between consumer value
and taxpayer value.  I am saying that the initial establishment of these entities and the
determination of their revenue requirements and balance sheets is really a matter for
government and there’s a lot of electoral and political control over them which would
constrain them from adopting a purely monopolistic approach to maximising the value
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of those industries.  I am saying that I trust the government to initialise this whole set-
up — I think that’s been an underlying assumption.  What the Code does is that it
assumes that governments will go away and do all their number crunching, define their
transition paths, make all the fixes that are required to create independent corporatised
entities with commercially sensible capital structures and then the ACCC will inherit
the regulatory responsibility after all those fixes have taken place.

The Code does not envisage the involvement of the independent regulator in the
establishment, in the implementation of the COAG agreements and the Competition
Principles Agreement.  It certainly does not preclude the involvement of independent
regulators in that process at the invitation of the governments but it does not assume it.
In contrast, my view is that IPART has made some judgments and had some
involvement in that initialisation process and decided it necessary to depart from the
principles in the Code.  Nobody would question the mandate of the government or its
independent regulator acting with the authority of the government to do that and the
Code does not preclude it.  But looking at the approach itself — the NGMC produced
an information paper on 14 May.  NGMC Information paper, Information Paper:
National Electricity Code Proposals for Regulation of Transmission Network Owners’
Annual Revenue Requirement —  we had a pretty close look at IPART’s determination.
We distilled what we could of the assumptions underpinning their determination and
we ran it through our own Chapter 6-based model and came up with a revenue
requirement that was about $1 million within the revenue requirement that IPART
delivered.

So, we may well be able to debate the issue of approach but the outcome, the thing that
matters, I think has been shown to be quite comparable given comparable input
assumptions.  So, I think we are not debating here methodology; rather, we are
debating input assumptions.  IPART has clearly been uncomfortable about adoption of
deprival value assets in the network sector so perhaps the experience of New South
Wales is a little different to that in Victoria.  There is no problems with that in terms of
the Code however.  What the Code assumes though is once those initial settings have
been established the regime in the Code will provide for ongoing continuity of those
established positions, and we’ll talk about regulatory risk this afternoon.

We think there is a high degree of commonality between the outcomes of the Code
approach and the outcomes of IPART’s approach, given comparable input assumptions.
But I am not going to stand here and debate the input assumptions that IPART has
made into their initial determination because, as I’ve already said, that is a matter for
that particular jurisdiction, and they have had to make those determinations in the
context of a whole lot of other competing objectives, and they have made that
determination.

Just to wrap-up.  What are we on about in the Code in terms of its regulatory
arrangements is reasonable and well-defined regulatory discretion.  We are not trying
to force a regulatory sausage machine onto the ACCC.  We do want to achieve
transparency, predicability, accountability and structured flexibility.  I spoke about the
level of judgment that the ACCC has in determining the inputs to those formulae.  That
is where the regulatory power lies and it is totally in the hands of the ACCC.  We have
sought to provide some acknowledgment of a legitimate right of a network owner to
expect to earn a fair rate of return on efficient investment, assuming efficient operating
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and maintenance costs.  We think there is ultimately consumer benefit in doing that
because the regulatory certainty that that sort of a principle delivers must manifest itself
in the cost of capital of that enterprise.

We are talking about an industry that has got 80 per cent of its costs bound up in assets:
capital-related costs.  The discretion of a regulator to just write asset values down
without a disciplined approach can have very marked effects on the cost of capital and,
ultimately, on the pattern of investment in that industry: capital constraint, or the cost
of capital rising, ultimately feeding through to grid charges.  If we want to keep
investment going in the grid, investors’ reasonable expectations regarding returns will
need to be met.  The regime is independent of owner governments, a very important
point, and it does not provide for mandatory involvement of independent regulators in
the initial establishment of the asset values and the revenue requirements, which is why
we’ve got the derogations in place which provide for transition paths to the ultimate
arrangements in the Code.

Chairperson:  Thank you and let’s have some questions and comments.

Tom Parry (IPART):  Eric will talk about IPART’s views and concerns about the
focus on rate of return which, while Mark says it is not the sole driver, it is still a very
heavy element given, as you say, 80 per cent of the business is tied up in these long
lived assets.  I guess the point that I’d like to make — and there are a number of points
I could make — is my concern and our concern about this focus on current cost asset
valuation, given that asset valuation is going to be a key driver of these outcomes
regardless of what regulatory discretion there is.  I will say some more about that in our
session this afternoon on risk and uncertainty.

The comments probably reflect my observations on the distribution side rather than the
transmission side of electricity and gas.  The really striking feature of these long-lived
assets is that the current cost of replacing these assets is very large and is no doubt
increasing over time given the difficulty of digging up and putting in a new set of pipes
or a new set of electricity wires.  In terms of some measure of current cost, yes, you can
go out and do your engineering estimates and you can optimise it.  Current cost is
designed to generate appropriate revenues.  At the same time it is generating price
signals and generating price signals for consumption investment for very long-lived
assets, many of which in both gas and electricity are being maintained and won’t be
replaced for a very long period of time.

I’m just not sure what meaningful signal is being given from prices based on this
particular approach to revenue generation and asset valuation.  I do not think we get
meaningful prices.  I am not advocating historic book valuation of assets.  We certainly
recognise and accept the appropriateness of commercial returns or profit margins,
reasonable profits, whatever particular adjective you wanted to assign, to the owner of
these networks.  That is not in debate; there is no question about that.  The difficulty is
coming up with an appropriate way of giving those rewards so that you do get
investment, you get appropriate pricing and you don’t underprice, something that did
happen for many years in the case of electricity.  That is one of the reasons why we
prefer a suite of approaches, looking at a number of real and financial indicators, which
Eric will talk about in terms of the IPART approach.
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My main concern is what signals do prices give for consumption and investment based
on a revenue driver that depends on re-valuing assets where those assets are long lived
and the current cost of replacing them is increasing and probably quite meaningless
from the point of view of economic signals?

Chairperson:  I think there is a big discussion there, Mark.

Mark Harding:  Oh, absolutely.  We certainly acknowledge Professor Parry’s
concerns and there are others who have expressed similar concerns.  I have not spoken
about the whole issue of using the asset valuation to ultimately determine prices — I
am hoping that that discussion will be had this afternoon.

Tom Parry:  No, the point is that you will drive revenue requirements.  That is quite a
separate issue in terms of CRNP (Cost Reflective Network Pricing) or whatever
particular methodology you use to translate an annual revenue requirement, which you
have got there being driven by written down capital costs and WACC’s (Weighted-
average cost of capital).  That will get translated into a separate price.  That is a
separate issue and I am not talking about that.  But there will be prices, and what the
structure of those prices is is a separate question, but there will be a set of prices
flowing from that revenue requirement based on these current re-valuing assets and
again the fundamental problem that I have is what is the meaningful signal that comes
from that process?  I don’t think it is a meaningful signal, which is what we get in real
markets.

Mark Harding:  I guess, notwithstanding the point you’ve made that we are talking
about long-lived assets here, at some point in time there will be a requirement to
replace those assets.  When those assets are replaced the replacement cost will be
immediately apparent to the investor, the owner of the asset and ultimately to the user.
So, without getting into that debate ---

Tom Parry:  The replacement is picked up in depreciation, that’s the return of capital,
but what about the return on capital?  The depreciation is picking that up but there is
still a fundamental flaw in terms of the return on capital rather than the replacement of
it at some future point in time.  And again there is a separate issue about double-
dipping which we can also talk about and as I understand — if anybody understands
Chapter 6, and I don’t pretend to — I think there are some double-dipping problems,
but Eric is far better to talk about that than I am.  But I think there are some
fundamental problems that just have not been recognised or addressed by the NGMC in
this pricing approach.

Chairperson:  I wonder if we could deal with these issues a little more in the session
this afternoon — investment signals of pricing methodologies.  I think it is fairly firmly
on the table but I wonder if we could identify any other key issues that people would
like to raise now.  They will come up of course in next section.

Chris Pritchard (SA Department of Mines and Energy):  Given the remarks this
morning about there being enough scope for regulatory discretion and also market risk
consideration, can you comment please, and it is a question, I have always thought that
the prescriptiveness of Chapter 6 had the advantages of creating a reasonable amount of
commercial certainty.  Given what you have said this morning about the flexibility,
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what can you say about two issues:  firstly, certainty from the point of view of the
players, and, secondly, consistency of the distribution process?

Mark Harding:  I will answer the first question first.  I still believe, and I am sure the
audience would believe, that the detailed prescription of processes and approaches in
Chapter 6 provides for a pretty high level of certainty.  The point I was trying to make
was that those arrangements have been subject to criticism as being overly prescriptive
and the point I wanted to bring out was that whilst they may be regarded as being
prescriptive they still leave a reasonable degree of discretion to the regulator.  But
given the accountability obligations on the regulator to publish in detail the basis of his
determination we consider that there is going to be a fairly narrow band within which
the regulator will determine regulatory outcomes.  We are really debating the width of
that band.  I think that it is a fairly well defined band: others in the audience may wish
to see it a lot wider; investors would love to see it much narrower.  So, there’s a trade-
off there between preserving a reasonable level of flexibility to ensure that the regulator
can effectively deliver consumer value without compromising unfairly shareholder
value and at the same time giving investors enough certainty to continue investing in
the network.

Chris Pritchard:  And the second part of the question?  Flexibility in transmission
pricing, how do you reconcile that with the requirement for consistency with
distribution pricing methodologies and outcomes?

Mark Harding:  It depends on your definition of consistency I suppose, but the way
the arrangements are set up at the moment it is envisaged that there will be broad
principles applying to the distribution sectors within each State but those principles will
be administered by individual regulators.  There are local considerations which extend
beyond the pure economics of the distribution sector here, things like uniform tariff
policies, geographic uniform tariff policies where the government has sought to deliver
certain outcomes in the past through electricity pricing policies.  There may well be a
need to ensure continuity of those arrangements and the opportunity for that will be
provided through the administration at a local level of the distribution pricing.  But to
the extent that distribution pricing influences competitive outcomes in the national
market, there will be a requirement in the Code for national uniformity in terms of
application of principles.  Getting that down to detailed application at the local level
though is a matter for the jurisdiction.

Chairperson:  A last question?  Of course there will be opportunities throughout the
day to revisit these issues as pretty well all of them derive from a discussion of
Chapter 6.

Stephen King:  Just a very quick point because I am quite happy to raise it afterwards.
It is purely technical and it has been raised before, with regards to deprival value.  It
has been raised by accountants as opposed to economists and I don’t pretend to have
the accounting down pat but there was a claim made some weeks ago at an ACCC
workshop that there are problems actually defining deprival value when you are
looking at replacing the asset.  There is circularity problems with regards to defining
the revenues that would be generated by the asset to get the asset value.  I have since
come across a similar debate in the US, an older debate which also claims a circularity
problem.
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Mark Harding:  Why would you not replace the asset?

Stephen King:  If the revenues that would be generated by the asset are not sufficient
to cover the replacement cost of the asset, then in deprival value methodology you
would measure the asset value by the forgone revenues.  The statement has been made,
and you may be able to say it is completely wrong, that there is a problem when you
are using that in a regulatory regime which will determine the revenues.  So there is a
statement that the process is circular because you cannot define fully the net present
value of future revenues until you have got the asset value which will determine the
present value for future revenue.  I have just heard a number of accountants say this.

Mark Harding:  The answer to the question depends on why there is a view that the
asset would not be replaced.  One view could be that government pricing policy
dictates that an asset cannot be priced at the annuity of its full replacement cost because
of the geographic uniform tariff policy.  In other words, a commercial asset owner
would not replace that asset because the cash flow that the government allows him to
recover would not fully fund the asset investment.  There you are just looking at a
write-down of the asset value based on its revenue earning capability.  There is a
constraint on the revenue earning capability imposed by the government or some other
mechanism and that defines the deprival value of the asset.

In another situation you may determine the replacement cost of an asset to be $100,
say, and stack that alongside a bypass option, like remote generation, which costs $50.
If you are valuing sunk assets, deprival value methodology says you write the value of
the existing asset down to just below the cost of the bypass option.  The last thing we
want to be doing is valuing existing assets, leveraging prices and revenue requirements
off those and sending signals to people to go and invest in new infrastructure to avoid
the charges for existing assets.  We all know that the short run incremental cost of an
unconstrained network is very low so there is this problem, as Tom Parry’s pointed out.
There is a problem reconciling short-run marginal cost with price signals intended to
signal long-run marginal cost which is what the Code is all about.  I think we can talk
in more detail about that later.

I have read some accounting literature that puts a big black cloud over deprival value.  I
think those queries are of a technical nature and a pragmatic judgment can be made to
resolve them.  I think ultimately they probably only relate to existing asset valuation
anyway.  The value of a new asset is going to be the cost of sinking it in the ground.  If
the market is prepared to meet that cost the investment will go ahead.  So, I do not see
that it is an issue in the case of new investment.  It is a very contentious issue in the
case of existing assets and ultimately the owner governments are pragmatic; they’re not
going to be doing silly things.
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Eric Groom, Chief Economist, Independent Pricing and Regulatory Tribunal of
NSW

Slides accompanying this presentation are at Appendix C.

It is always helpful to talk through the way in which we have approached issues.
Regulating network prices is actually quite a large topic so I will confine myself to a
couple of issues.  The core issue is the one raised by Mark Harding and that is the
relative role of a forward looking view on return on capital or return on assets, in the
determination of future revenue requirements.

I would like to actually start by quoting from a Commonwealth Treasury report, that
came out in 1990, which has been quoted in the current Code but perhaps
misinterpreted.  In Financial Monitoring of Government Business Enterprises: An
Economic Framework Commonwealth Treasury stated that:

Improved resource allocation is more likely to be achieved if GBEs [Government Business
Enterprises] operate under financial conditions parallelling the private sector.  Setting target
rates of return for GBEs is a central part of this even-handed approach (pp10–11).

Now, this has sometimes been interpreted — as Chapter 6 does — as a reason for going
down the route of using the target rate of return on assets to determine revenues or
prices.  But I think that is really a misinterpretation of where the Commonwealth
Treasury was coming from.  I think they are really much more in sympathy with what I
would describe as a more modern approach to pricing which says we should go down a
route that accepts existing capital as sunk and look more towards shorter run pricing
rules.  This also allows for a degree of judgment in terms of the assessment of those
revenue requirements.  In fact, early on in the document, on page ix, they make the
point that prices are central to efficient resource use:

The setting of prices on a sound basis, independent of rate of return targets, is important for
avoiding inappropriate resource input mixes that can arise from a mechanical setting of prices in
order to achieve particular target rates of return.

On pages xv–xvi, Treasury state that:

The annual rate of return earned particularly by enterprises with monopoly power should really
be the result of pricing strategies related to capacity utilisation.  Prices should not be set
passively to achieve a target rate of return.

In essence, the Commonwealth argue that target rates of return are a key performance
management tool and signal for investment.  Target rates of return are not the
determinant of prices.

With prices (and indirectly capacity levels) set in this way, comparing overall enterprise
performance against target returns can assist governments’ assess the quality of performance of
their enterprises ... (p. xviii).
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These discussions within the Commonwealth Treasury discussion paper set the scene
for the issues I want to raise today.  I wish to look at the role of the prospective rate of
return target — and it is important to emphasise that it is a prospective target.  I want to
look at the role of that prospective target within the determination of an overall revenue
requirement.  I also intend to look at the issue of how one should measure income,
assuming some weight is given to rate of return targets.  Finally, I will walk through
how in fact the Tribunal assessed various financial factors in the most recent price
determination.  This should assist comparisons and contrasts with the requirements in
Chapter 6 of the Code.

I have got to be honest at the outset, back in the mid/late eighties when I was with New
South Wales Treasury arguing for rate of return targets as a management tool for the
GBEs I was a strong advocate of replacement cost accounting within the New South
Wales public sector.  We did quite a bit of work which built upon work that had been
done in the Department of Finance in Canberra and by Ian Byatt in the UK, who now
happens to be the OFWAT (Office of the Water Regulator, UK) regulator.  We were
committed to replacement cost accounting.  From my own point of view I now see the
adoption of replacement cost accounting — or, in its newest form, optimised deprival
value — for pricing purposes as essentially unworkable and leading to inappropriate
pricing signals.  Hopefully I will be able to present the arguments as to why we got to
that position.

I will start with a few preliminary issues:  the issue of certainty, and some views on the
UK and US regulatory experience.  I will then discuss the issues of asset valuation and
income measurement in rate of return regulation.  Finally, I will discuss the issue of the
role of cash and other indicators in assessing revenue requirements.  The Tribunal has
given a degree of importance to these indicators and I will look at the application of
that more broader approach to price determination.

I will pass over the objectives of regulation lightly because these are largely agreed.
However, I wish to emphasise that what we are really on about, more than anything
else, is getting competition in upstream and downstream markets.  We can have a long
debate about the details of transmission and network prices that may have little effect
on competition in upstream/downstream markets.  One would argue that priority is to
ensure the monopoly business is ring-fenced and that we are not too inflexible in our
approaches to pricing.  We need to recognise that technology is developing rapidly in
these areas.  What is a monopoly today may well not be monopoly in the future.
Overseas experience with alternative transmission pricing arrangement may also grow
rapidly.  We need to adjust for those changing circumstances.

Clearly certainty is a very desirable attribute for any owner of a business.  In different
markets different businesses can achieve varying degrees of certainty but it is fair to
say that maximum certainty is by no means the desirable outcome for the community as
a whole, especially when we are talking about regulated businesses.  A mechanical
approach to setting pricing or revenue requirements may impede some sensible
adjustments.  Such adjustment may be in response to changing markets or a realisation
that an existing approach is delivering inappropriate results.  A mechanical approach
can encourage gaming, especially when allied to the third point on the slide, that is, it
can increase information asymmetry.
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The practical experience we have had with trying to work through optimised deprival
values is that, as a regulator, you are playing on the utility’s home turf.  It is very
difficult to drive through a really critical appraisal of the ODVs because of the
technical judgments and inputs that feed into those assessments.  The regulator is on
the back foot in attempting to challenge these technical matters.  So, you really are
ceding an advantage, in terms of information asymmetry, to the utility.  Information
asymmetry is a key problem in regulation and should not be exacerbated without
careful consideration.  It may also tend to transfer additional business risk from the
monopoly utilities to customers.

Finally, rules with inappropriate results will be unsustainable and hence judgment will
be critical.

A prescriptive set of rules may be written into a code but if it achieves the wrong
results one will always have to find ways around the ‘rules’.  Judgments are inevitable.
The US experience is particularly important in this regard.  In some ways the US
experience can be portrayed as providing a degree of certainty because it uses the rate
of return approach.  Indeed it is more certain than the NGMC approach because it uses
an ex-post rate of return approach.  But in fact it is more a mirage of certainty.
Underpinning that framework is a regulatory compact between the regulator and the
utilities which runs along the line of ‘for the right to be a monopoly service the
regulator will need to exercise a degree of control over your revenues and we will
adjust those controls to give you a reasonable return but also to deliver reasonable
outcomes to customers’.  At the heart of this are judgements about the balance of
interests.  These judgments may then be translated into a rule through the parameters
set but you can’t get away from that judgments are involved.

While there may be a degree of simplification, our discussions with regulators in the
US suggests that there is a degree to which the answers come first and then a way is
found to dress up the results in terms of the rate of return approach.  So, the certainty or
consistency may be more apparent than real.  Inevitably the regulator will look at a raft
of indicators and perhaps test the sensitivities of the balancing of various interests.  The
regulator will then translate that outcome into the formal set of rules under a rate of
return approach.  Of course, the key fudge factor in that process is depreciation.  A
recent technical article on optimal depreciation under regulation concluded that
regulated depreciation continues to be a process of negotiation and that it is probably
appropriate that it does.

A former regulator likened the process to the preparation of a rabbit and horse stew.
You spend a lot of time crawling through the depths of the cost allocation models and
assessing O&M costs.  It is like preparing the hare for a fine casserole.  The hare is
chosen with great care and prepared with a subtle mix of herbs then you throw in the
horse called depreciation and boil it furiously for two days.

In some ways the UK experience is not too different except they have not adopted the
formal rate of return approach.  Offer (Office of the Electricity Regulator, UK),
OFWAT and Ofgas (Office of the Gas Regulator, UK) have rejected the approach of
pricing on the replacement cost of the assets.  The essential conclusion that they
reached, expressed in various ways by the different regulators, was that rate of return
on current cost account asset valuations simply delivered too much cash to the
organisations.  Another way of expressing it is that there was no good financial or
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economic reason to provide a windfall gain to the owners of those assets by writing the
assets up or by pricing on the basis of current cost accounting.  Indeed, some of the
recent regulatory reversals highlight the problems they have once you do even start
focussing on asset write-ups and depreciation rather than the reality of cashflows.

In the case of electricity, the electricity regulator was starting from regulatory values
equivalent to around 60 per cent of the current cost accounting asset base.  Offer then
proposed a price path which lifted regulatory values through an ‘asset accumulation
factor’.  Within a year this proposed determination was proved to be too generous for
the utilities in terms of the amount of cash it delivered.  Effectively Offer then reversed
the process of moving the asset values up towards the current cost of accounting
values.  The gas regulator, Ofgas, recently reduced gas network charges by around 17
per cent.  In essence the depreciation charge which had been allowed on the basis of the
current cost values was well in excess of the actual cost requirements for running and
replacing those assets.  These examples highlight the twin problems or devils in a
prospective rate of return approach: the issue of asset valuations and deprecation.  It
really is a problem if we attempt to see depreciation as an objective measure on the
costs of replacing and renewing the assets in the business.

Michael Beesley has also recently provided a paper which reviews his perceptions of
the UK regulatory experience.  Beesley has been heavily involved in the regulation
over there and is well placed to provide that perspective.  He has made a number of
important points I think.  Firstly, the focus should be on efficient cash needs as the
critical input to determining the regulatory revenue cap.  Aligned with that is a focus on
estimates of capex required for renewal expenditure — a renewals approach to
accounting in accounting terms — rather than a focus on depreciation.  This reflects the
problems encountered trying to make sense of the depreciation estimates relative to the
apparent costs required to actually maintain the system.  IPART has encountered
similar problems.

He concluded the ‘asset valuation straight-jacket caused considerable diversion but not
much enlightenment’.  In his view the owners purchased a right to income rather than
the assets per se and inevitably there is some judgment as to what that right to income
should be.  You need to bring in future investment but when you are looking at
providing a return on the existing stock of sunk capital there is necessarily a trade-off:
between owners and the customers.  Consequently, there is necessarily some judgment
and discretion which the regulator must exercise.  The process can be unfairly
described as circular but he would see the process as being one of determining a point
in a trade-off by bringing to that decision process additional information.  Lastly,
Beesley makes the point that he sees the search for asset values as being a way of
dressing up in a technical fashion, what is, at its heart, a search for ‘just prices’.  Now,
we may not like that but we as economists have got to recognise that when we talk
about pricing for sunk assets we really are talking more about equity than efficiency.

I would now like to move on to the issues in rate of return regulation.  The key issues
are obviously asset valuation — and I think we will be talking more about asset
valuation later today with Stephen King so I will be brief on that — and income
measurement.  Aligned with income measurement is the problem of the treatment of
depreciation.  I will go into that in more detail because it may not be picked up in later
sessions.
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Turning to asset valuation, we have already whetted our appetite for the discussion with
Stephen later on, but economics gives little guide to determining the opening value for
the asset base for the organisation.  We need additional information to choose between
the huge range of possible asset value and price combinations.

On the one hand current cost accounts, or optimised deprival value, provide one bit of
information that puts a peg in the ground.  Historic costs can put another peg in the
ground.  Other pieces of information can also be brought to bear to come to a sensible
outcome.  Really, the Tribunal’s approach is about which other bits of information do
we bring to that process.  There is a clearer guide from economics on future investment
where we need to align incentives for efficient investment.  Interestingly, we also have
a range of choices there.  We could provide nominal returns on historic costs or real
returns on optimised deprival value.  Again the choice between those will as much
come down to issues of transparency and information asymmetry because there is not
necessarily one correct answer.  It is very much a pragmatic choice and I must say my
judgment now is at odds with what I would have said five years ago.  I would now be
on the side of a nominal return on historic costs.

In the debate on asset valuation a point overlooked tends to be the actual practical
problems with measuring income in an appropriate way and assessing what target
revenue stream should be given that measurement basis.  Clearly, the weighted average
cost for capital is the most widely used tool and we can all go to the standard finance
textbooks and pick it up and use it.  What those standard finance textbooks aren’t so
good at telling you is the degree of discussion and debate about WACC that still goes.
So it would be wrong to think that it is a tool without any question marks surrounding
it.  Indeed the practical application of the WACC process highlights question marks
that practitioners have about WACC.  Assessing the weighted average cost of capital
inevitably involves a fair degree of subjectivity.  Firstly there subjectivity about the
market risk premium.  A range is of 6 to 8 per cent is commonly used here.  That is
quite a significant range when we are talking about the cost of capital.

Secondly, there is the specific risk assessment.  This is an intriguing element because,
according to theory, we have to try and assess the non–diversifiable risks for those
businesses.  In fact most of the applications of WACC to utilities I have seen, speak
more about the diversifiable risks of the businesses than the non-diversifiable risks.
That is diversifiable risks are brought to account in assessing risk premiums.

Thirdly, there is the treatment of imputation credits where we seem to be having a
peculiarly Australian debate.  This debate tends to minimise the returns by proposing to
offset the WACC for imputation credits.  It is unusual because this issue has not been
raised in other countries which have tax systems with similar effects.  Of course,
practitioners valuing private companies in Australia have largely ignored the debate on
imputation credits and do not allow for the credits in assessing WACC.

These problems become most apparent when you look at some conundrums in the
application.  Firstly, as I mentioned earlier, people tend to look at diversifiable risks
and take those into account in assessing risk premiums.  Why?  It is not consistent with
the theory.  Perhaps the answer is in part that they don’t believe the results that they
would get out of the model if they didn’t take into account those diversifiable risks.
There are various assumption 'fudges' and if you look at the UK regulatory scene there
is a tendency for those WACCs to drift down through time.  Perhaps it reflects the
reality as the regulators are facing the problem of reconciling an attempt to provide a
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return on assets with the reasonable cash flow needs of the organisation.  In any case
there is a drift down in the WACCs that the regulators seem to be comfortable to
include in their analysis.  Those conundrums may reflect the problems with the model
that one should be aware of in trying to apply it.

One other point is that the weighted average cost of capital is a cash concept so we
shouldn’t actually be trying to assess it against accounting income.  Instead, we should
be trying to assess it against economic income, which is cash flow plus change in asset
values.  And of course we have immediately stumbled upon the problem in terms of
measuring economic income and that is trying to assess what the change in asset values
is.  We can brush that under the carpet and go to accounting measures of income but
that is probably an unsatisfactory end result.  In order to measure economic income we
would need to estimate change in asset values, we would need to include unrealised
capital gains.  We would also need to actually mark the debt to market because in the
WACC we include current market interest rates, not the interest rates on the current
bundle of debt that the organisation has.

The big difference between accounting and economic income is depreciation.
Depreciation depends critically on assumptions on asset lives and values which are
‘very flexible’.  From IPART’s perspective we have seen an interesting ritual where
after a price determination comes out some change is made to asset life assumptions to
liberate some cash to become profits that can be paid back as dividends.  I won’t go
into some of the more technical aspects of that.

So, what has been the Tribunal’s approach?  The Tribunal’s approach has been to focus
on a range of measures, to bring that to bear in fixing a point in the asset price trade-
off.  That is, once you have reached a judgment, looking at a range of indicators, of
what seems to be a sustainable commercial revenue stream for that organisation you
can then actually use normal business valuation procedures.  Given that revenue stream
you can then value the assets on an NPV (Net Present Value) of cash flows basis.  That
then sets a regulatory line in the sand for the future.

We looked at a range of benchmark financial indicators and we broadly grouped them
into shareholder indicators, debt indicators and overall measures.  I will go through the
actual indicators in the case of TransGrid.  I am quite comfortable that there are a
number of measures here — it reflects the fact that one simple measure does not always
do the job.  We looked at a range of measures: EBITD (earnings before interest, tax and
depreciation), very much a key to a cash flow measure; EBIT, (earnings before interest
and tax); we looked at profits; rates of return on assets and equity; dividends; and,
importantly, the increase in equity in the business.  We have looked at measures from
the debt holder’s perspective — the classic credit rating ratios such as EBIT to interest,
funds flow and cash flow, capex revenue to debt figures.  We have looked at general
measures, and again some of the same ones come up, and importantly we looked at free
cash to equity and we looked at comparison between capex and depreciation.

Now, when we were looking at TransGrid, both before and then more recently,
TransGrid applied the proposed Chapter 6 in assessing revenue requirements.  Given
their estimate of the ODV values in their books they came up with an estimate annual
revenue requirement of $395 million.  That comprised agreed efficient O&M costs, the
depreciation based on the ODV asset value plus a return on that ODV asset value of
9½ per cent, which has worked out as per Chapter 6.  The question we faced was: is



20 ACCC network pricing forum

that outcome reasonable?  When we looked at other indicators the answer seemed to be
No.  For example, given that revenue streams EBITD to revenue rises fairly
substantially through the period and starts at a point that is already several times the all
companies average of 15 per cent in terms of a ratio of free cash available to total sales.
In addition, depreciation exceeded renewal capital expenses, as far as we could
estimate, by a substantial amount.

TransGrid was in a position where they could fund a large capital expenditure program
that involved a substantial increase in network capacity (e.g. Eastlink (as then
proposed) and other augmentations relating to growth).  Yet during that same period
the debt to equity ratio could halve.  Not many businesses enjoy the capacity to fund
such expansions in their productive capacity without significant recourse to debt.
Under a Chapter 6 revenue path the owner would receive about $525 million post-tax
in the form of either dividends or increases in shareholder equity on a revalued equity
of $1 billion.  The credit indicators were going well up from A levels towards AAA or
perhaps even AAAA (if such a level existed).

I will now go through those issues in a bit more detail.  In the comparison of
depreciation and renewal capex, the top line is the depreciation charges based on the
ODV values.  We looked at the capex program, made some assessments as to the
growth-related components.  We then tested that against the steady state capex program
in the past and projected to form a view on ongoing replacement any renewal capex.
This fell well short of depreciation charges on an ODV basis.

We worked through a range of indicators and the Tribunal came to a view that
$355 million was a more appropriate outcome.  Now I want to run through the
implications of those alternative outcomes; that is the $395 million annual revenue,
which is more consistent with the increased asset values, versus the $355 million.

In terms of the debt holders’ ratios, we can see that under the $395 million stream path
we are looking at a rapid improvement in the funds flow to interest cover going well
above the AAA level.  Under the proposed path, recognising that from 1999 onwards it
is a bit uncertain, the lower revenue path tries to cap the ratios within the A-AA rating.
We should all recognise of course that AAA isn’t necessarily in everyone’s interest.
There was an explicit judgment that A-AA seemed to be a more appropriate target.  On
the cashflow to capex ratio there is a similar story.  The dip here reflects the very large
capex operating in that year.  Essentially they are coming off a relatively strong ratio at
present in terms of cash flow to capex but the revenue path would still return TransGrid
to AAA or above.

We also compared the Price Paths in terms of the ratio of funds from operations to
debt.  Again that shows a pattern where the free cash generated under the NGMC
approach led this indicator going through the roof against the rating agency standards.
Again, the lower revenue stream capped this more towards the A-AA ceiling. In terms
of the funding requirements of the organisation, those outcomes appear to be more
reasonable.

In terms of EBIT ratios, there is not a large difference except that the lower revenue
stream holds that ratio steady rather than increasing it.  Similarly, there was a slight
difference in terms of the EBIT ratios.
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Looking at the return to the shareholder, under the NGMC approach there is a
substantial flow of dividends but there is also a substantial increase in shareholder
equity.

Now, of course if we are pricing on the basis of return on assets then that increase in
shareholder equity is really congealed future income.  On a rate of return basis that
equity provides a future income.  For a private sector corporation that should be
expected to be translated into capital gains for the share owners in terms of the market
valuation of the company.  Allowing for these capital gains there is a substantial return
to the government from TransGrid.  In the Tribunal’s judgment it is larger than
required.  Under the Tribunal's approach the actual dividends are a little bit lower and
there's no guarantee on increases in shareholders' equity necessarily being translated
into future income streams.

So, to wrap up I think, and it is a point Tom made earlier, our approach is still evolving.
We are more comfortable with the level of analysis we have done in gas most recently
than perhaps we were with electricity.  That is the nature of the game, we are all
learning.  We would expect to continue to learn in terms of our use and development of
a range of indicators and their benchmarking.  It mirrors the UK approach more closely
in that we are determining a line in the sand asset value with a commitment to bring
new investment into the next regulatory period.  This will allow for a return on that
new investment, recognising that even at that regulatory period one will still need to
look at a range of indicators.  We will continue to work to enhance the indicators we
are looking at and to develop the benchmarking further.  We also need to develop
further the basis for incorporation of new assets.  This approach makes more explicit
the judgment factors that are inevitable in regulation, whether one dresses up those
judgments in terms of firm rules or not.

Finally, one issue I would like to respond on is the Tribunal’s role in terms of the
reform process in New South Wales.  I don’t think Tom would let me out of here if I
didn’t emphasise the importance the Tribunal attaches to its independence.  The way
the process worked was as follows.  In October 1994 the Tribunal proposed a
determination on electricity prices in its interim report that reflected these sort of
judgments outlined above based on a range of indicators.  That report translated into a
price path for final prices in New South Wales that provided a 20 per cent real
reduction in prices to customers in New South Wales.  This was seen to be a
sustainable revenue base for the industry.

In 1995 when the NSW Government approached the Tribunal, in the context of the
restructuring of the industry and asked the Tribunal to defer its foreshadowed
determination, the Tribunal made it clear that in deferring the determination it expected
that the industry restructuring would live within the end-price to customers previously
foreshadowed in its report.  That is, the end-price path has been an important constraint
on the industry restructuring and it was put forward by the Tribunal independent of the
restructuring process and prior to its commencement.  The reductions in asset values
we have seen in New South Wales have had to be made to be consistent with that price
path.  Thank you.

Vicki Brown:  Thanks very much for that, Eric.  We would now like to invite
questions from the floor.
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Jim Holmes (PowerNet):  The business about the independence of IPART that you
raised at the end — nobody is querying that at all, it is whether you want to accept a
government invitation to participate in initial asset valuation, that’s what Mark Harding
was talking about.  Certainly nobody around here would query the independence of
IPART or indeed any other regulator.

You refer throughout to an NGMC approach and of course the NGMC has made no
approach to IPART to set TransGrid tariffs at all, so you must mean the TransGrid
approach, which might have assumed to be something like Chapter 6.  We have re-run
on our best information, (which is not your best information — it’s less than that) the
revenue requirements of TransGrid and we came up to something like $356–
357 million and I think your result was about a million or two off that.  The question is:
would you be prepared to make available all the information you are working on so we
can re-run that and see if we get $395 million or whatever you came up with?

Eric Groom:  First, there’s been a bit of a misinterpretation in the way you have re–run
those results.

Jim Holmes:  What way?

Eric Groom:  The way you re-ran that analysis.  Under the National Grid methodology
it is fairly clear, the revenue requirement is a sum of WACC times the ODV value, plus
depreciation, plus O&M.  The net present value of that stream of costs should equal the
NPV of the annual revenue requirements over the period of the regulation.  TransGrid
followed that approach to the tee and used the current ODV values as the estimate of
their asset values for the calculation.  This generated an annual revenue of $395
million.  Of course, once the Tribunal came out with a determination of $355 million
those asset values were no longer sustainable.  We expect asset values to be written
down to around 10 per cent, below the ODV to reflect the lower allowed revenues
which is below the ODV value in terms of the NGMC approach.  Now, of course if you
feed in the same input parameters and feed in the new lower asset values which are
consistent with a $355 million revenue stream you will get the same result ($355m).
But it is really twisting the logic of an approach and putting it on its head.  The asset
values were an outcome of our approach rather than an input.

Jim Holmes:  Absolutely.  Well, our view of an asset value was an input of course and
it led to a very similar result to what you got.

Eric Groom:  No, to be fair, if you input the ODV asset values as per the Code you get
$395 million as the annual revenue requirement.  Our asset values are below that.

Jim Holmes:  We put in ours.

Mark Harding:  No, we put in IPART’s.

Eric Groom:  Yes, which are below the ODV values.

Jim Holmes:  Well, we will be pursuing that because we are concerned that you are
flagging this as an NGMC application that the NGMC had nothing to do with.  It was
TransGrid that — I mean, you take my point I hope.

Eric Groom:  TransGrid were implementing the NGMC approach.
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Jim Holmes:  In their opinion.

Eric Groom:  I had a look at the analysis they did — indeed, a quick summary was
passed on to the ACCC.  It appears consistent with Chapter 6 and I have a degree of
faith in the ability of the TransGrid people to interpret Chapter 6, given their
involvement in its development.

Jim Holmes:  The second question, Eric, I was just wondering what you felt regulatory
accountability meant in all of this?

Eric Groom:  Well, I don’t think an equation, such as in Chapter 6, necessarily
actually enhances regulatory accountability if you recognise the fudge factors as shown
by the US regulatory experience.  Regulatory accountability is enhanced more by a
public process, by a writing up of the reasons for determination, than a reliance on an
equation.

Antony Cohen (KPMG):  What struck me more than anything from your presentation,
having been a key part of the Victorian process, that in fact the two are much more
similar than anybody makes them sound.  I mean, I designed our models that others
built for us for our process and all of the measures you talk about are in our models and
are being used as part of that process.  It is not the inputs or the outputs, it is both that
makes the initial determination in Victoria and I think the same is probably true in New
South Wales.  I think it is a question of portrayal rather than anything else of the whole
system.

Eric Groom:  I think there are various issues that are being discussed in terms of
network pricing at the level of the total dollars.  I think there is a high degree of
similarity because in practice to come up with an answer you have to use some
judgment and you have to look at a range of indicators rather than simply the
prospective return on assets.  That is built into your sort of analysis.  We are just
highlighting the need for judgment and saying, ‘Well, rather than let the judgment feed
through depreciation fudges, let’s make it clear, let’s specify the indicators we are
looking at and not pretend that it’s a mechanical outcome of a return on assets’.  I think
there is a second very real issue of how we come to those opening asset values and the
Tribunal is very unhappy with the current cost accounting approach.  However, I think
we all recognise that specifying those opening asset values will always be, by degree,
arbitrary.  Perhaps we can happily live within the whole raft of possible regulatory
frameworks as long as the role of judgment is clearly recognised.
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Slides accompanying this presentation are at Appendix D.

I am going to talk primarily about administrative arrangements in regard to interlink
pricing regimes which include CPI–X controls, particularly as it applies in Victoria but
also as it may apply to a national Code which has many of the Victorian features in-
built to it.  My focus will be rather administrative.  I won’t be touching on issues of
asset valuation et cetera because at this stage the Office is not required, or it won’t be
required until the year 2000, to actually make judgments on these issues and its focus
initially is on implementing a government regime.

I feel I am well qualified to talk about the administration of CPI–X regimes.  Before I
started with the Office I worked for Telstra and I prepared Telstra’s CPI–4 submissions
in 1989–1991 inclusive as Manager, Pricing.  In the period 1992–1995, or at least the
part of 1995 before I left to join the Office, I prepared and was responsible for Telstra’s
CPI–5.5 submissions.  So, I am well versed in the way that these regimes apply in
practice and from my experience with different regimes often what appear to be quite
minor aspects can have quite fundamental impacts on maybe the trend in price in some
instances and the effects of certain prices in others.  Some of those design elements of
CPI–X regimes can come down to how CPI is defined, how the forecast quantities — if
indeed forecast quantities are used — are trapped and included in the model, what
procedures are used for new tariffs, how debits or credits are dealt with in the following
year.

Now, the CPI–4, which must have been the first CPI–X regime to operate in Australia,
was very crude and didn’t have a lot of the features that are necessary for a regulator to
be informed and for companies to understand the impact of the application of the
formula in all cases.  I think the formulas as they are applied in the Victorian context
are very clear, are very robust and provide the Office of the Regulator General with a
very workable regime.

To make clear, which is a little bit different than the situation of IPART, the Office of
the Regulator General is not a policy setting agency, it regulates prescribed service
prices subject to government direction through either the Electricity Industry Act or
through particularly an Order in Council known as the Tariff Order.  So, the Office of
the Regulator General is not free to make things up as it goes along, there are quite
specific principles and guidance laid out, particularly in the Government’s Tariff
Orders.

The Tariff Order is a document that was enacted last year.  It sets out the initial prices,
that is the 1994–95 prices, for transmission and distribution wires comprising the
network tariff and it also sets out the maximum retail tariffs for franchised customers.
It sets out price paths that will apply to those tariffs between 1994–95 and the year
2000.  Some of those price paths, for example, in the case of retail tariffs for franchise
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customers will deliver a 22 per cent real reduction in retail prices to business customers
by the year 2000.  The Tariff Order is locked in effectively to the year 2000.  There is a
provision in the Electricity Industry Act in Victoria that basically states that after the
first of the distribution businesses are sold the Tariff Order cannot be altered.  So it
provides a quite specific road map about what will occur to prices and how the
regulator will go about regulating prices between now and the year 2000.

I will focus on network tariffs of course and on retail prices for franchise customers.
The key features of the Victorian pricing regime for network tariffs should be well
known.  There are CPI–X controls, a five-year term of the price controls, the tariffs are
approved annually by the Office of the Regulator General.  At the end of the five-year
period the Tariff Order mandated price controls will be replaced by price controls that
are determined by the Regulator General.

In administering the network tariffs in Victoria the Regulator General has to take
account of the initiatives of a number of companies and there are a whole different set
of price controls that apply to those initiatives.  It is, on appearance, a very complex
process.  The Tariff Order covers some 136 pages of instructions and legalistic jargon
and tables et cetera but it is a very workable document.  In approving network tariffs
the Office of the Regulator General has to take account of the fact that network tariffs
are comprised of initiatives of the transmission grid operator, being PowerNet Victoria,
the transmission grid controller, being Victorian Power Exchange (VPX), and the
distributors themselves.  Network tariffs aren’t simply a distribution company initiative
because they are composed of building blocks by the Victorian Power Exchange, by
PowerNet Victoria and by the distributors themselves.  And there are quite different
price controls that apply to each of those companies that submits tariffs to us.

•  Victorian Power Exchange’s prices are assessed on an annual basis to recover the
cost of VPX’s operations but not to provide a profit contribution to VPX.

•  PowerNet Victoria’s price controls are essentially a CPI–X revenue cap.  They have
a very similar form to the transmission price controls that are in Chapter 6 of the
national Code.

•  The distribution companies face quite different price controls again in that the
distribution companies accept the pass through that PowerNet Victoria and
Victorian Power Exchange charges, plus they can set their own distribution charge
component which in turn is subject to CPI–X.

So, conceptually there are many links, many different forms of price controls and quite
a number of different companies that provide information to the Regulator General in
the determination or the approval of network tariffs.

The diagram shows the very simple relationship between the companies and the
construction of the network tariffs.  The box on the far left is PowerNet Victoria’s
prescribed services.  Their prescribed services are charged under a network charge
which is charged to PowerNet Victoria and connection charges which are charged to
entities which are connected to the transmission grid.  The total of those prescribed
service charges is subject to a CPI–X revenue cap.  The network charge that PowerNet
Victoria is able to set under its CPI–X cap is charged to Victorian Power Exchange and
Victorian Power Exchange takes PowerNet Victoria’s network charge, bundles it up
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with its own approved cost of operation, which is a separate price control which we
approved, and that bundled amount of network charge plus VPX operating costs
becomes a transmission use of system charge.  That in turn is passed on to the
distribution companies.

The distribution companies, in constructing network tariffs, take the pass through of the
transmission use of system charge from Victorian Power Exchange and they take the
connection charges from PowerNet Victoria and add their own distribution use of
system charges to develop their network tariffs.  Like arrangements that are in the
national Code, at first glance there seems to be a degree of complexity but there are
quite simple administrative arrangements to deal with the linkages and the timings of
the submissions by regulated companies where the submissions will collate to setting
the network tariffs.

It is a fairly lengthy process and it is an exacting process that is heavily dependent on
having sound information systems with the regulated companies.  The Office must
receive Victorian Power Exchange’s submission 60 business days before a financial
year.  It must receive PowerNet Victoria’s submission 35 business days before a
financial year and the distribution companies submissions on network tariffs must be
with us 30 business days before a financial year.  There are a number of linkages
between the submission process, such as while Victorian Power Exchange provides us
with a submission 60 business days before a financial year, of course to finalise the
transmission use of system charge it needs approved PowerNet Victoria connection
charges.  So, there are a number of linkages in the approval process and exchanges of
information between regulation companies when parts of their tariffs are approved.

In that inter-link design of price controls for Victorian Power Exchange and PowerNet
Victoria and distributors there are different principles that apply just on the basis of
administrative arrangement.  Neither Victorian Power Exchange or PowerNet Victoria
can vary their charges during the year.  In the case of Victorian Power Exchange there
can be an under or over recovery of their costs because when we approved Victorian
Power Exchange’s charges in broad terms it will relate to their estimated cost of
operations amortised by the expected usage in the year.  When actual usage doesn’t
equal expected usage there will be an over or under recovery; that is dealt with not
during the year but in the following financial year.  So, with Victorian Power Exchange
and PowerNet Victoria not able to vary their charges during the year — that provides a
stable basis for the distributors to plan their network tariffs.  Distributors in the main
will vary their network tariffs at the start of the financial year but they are also free to
vary their tariffs during the course of the financial year.

The network tariffs that are charged by distributors aren’t subject to a direct price cap.
The distribution component of the network tariffs, which might be some 70 per cent of
the network tariffs, that is subject to a CPI–X price cap — and X will differ between
the regulated companies — but for the overall network tariffs they do not have a single
CPI–X cap.  They are capped in a broad sense in that the distributor’s network tariff
revenue cannot exceed its distribution revenue plus the pass through of PowerNet
Victoria and Victorian Power Exchange’s costs.  There is a rebalancing constraint on
individual network tariffs in that no one network tariff category can vary by more than
CPI+2 in a financial year.  However, the overall movement of network tariffs is closely
governed by the CPI–X controls on distribution because that is the major component of
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the network tariffs, remembering network tariffs can only comprise the distribution
component plus the pass through of Victorian Power Exchange and PowerNet
Victoria’s respective regulated charges.

To recap on the Office’s role in this process, presently it administers a government
pricing regime.  So, the initial network tariffs are the government’s network tariffs and
the price paths that those tariffs will follow between now and the year 2000 are
government price paths.  When the government set up the pricing regime in Victoria in
essence it started from the position that there should be efficient price signals by
distribution area.  However, those efficient price signals needed to be moderated in
some respects where there are differences in average cost — primarily between rural
and urban distribution businesses.

As a government policy decision the government went through a process of adjustment
by writing down the value of the assets of the rural distribution companies, which is
seen to be a once-off subsidy to rural customers, and writing-up the value of the urban
companies.  The effect of that write-up and write-down, combined with an adjustment
to the transmission charge that is paid by the respective distribution companies, is to
ensure that there is not a significant difference between network tariffs by distribution
company area.  It is not so much a rate shock issue, it is more an issue of continuity of
price across the State.  That is a simple example of the way that government can
become involved in seeing what an efficient outcome might bring, or a perfectly
efficient outcome might bring, but setting in place a transitionary arrangement to deal
with the issue of equity between customers.  The balance that was struck in the initial
prices is that the maximum difference between the network tariffs in any distribution
area would be limited by 1.25c a kilowatt hour.  In recognition of the rebalancing that
occurred at creating the initial network tariffs, there are slightly lower X factors that
apply to the rural companies so they have the ability to move over time towards a more
cost reflective position.  These adjustments in value and the slightly different price path
in the rural areas reflects a government objective rather than a simple formula outcome.

I won’t attempt to detail the process by which the initial network tariffs were
established but there is significant work on identification of assets, of cost expectations,
allocation of costs by 11 different customer classes and according to tariff categories
which derived the initial network tariffs.  The initial network tariffs, of course, were
amended slightly on the basis of the asset write-ups and write-downs and by the
transmission price adjustments which was part of the government price path decision.
Administering a pricing regime such as the Victorian regime is heavily dependent upon
sound information.  The Office has a number of information systems in place.  The
price regime that the Office is to deal with is quite complex in terms of the inter-linked
companies, the inter-linked submissions, that each have a different price cap and the
relatively short time — that is, 20 business days — that the Office has to assess each
price submission.

In administering this process the Office is very pro-active in terms of having
information systems in place about forecasts and data being recorded in the Victorian
industry.  Because there is such a significant amount of information to deal with in
approving distributors annual charges for a financial year the only way to deal with that
is to develop standardised models and to direct the process in effect.  The Office
prepares standard pro–formas for the companies to fill out.  A distribution company in



28 ACCC network pricing forum

regard to its network tariffs will have about 10 A4 pages of spreadsheet data to fill out
that will enable the Office to assess whether that company complies or not.  It is a
tightly managed process, it is heavily information dependent and it involves the
distributors providing certified information in their submissions and the Office
assessing those submissions within 20 business days.

There are important elements of design, of approval and price management
mechanisms.  Some of those, the key elements are to, firstly, have a transparent process
so that all parties in the industry and the regulator know fully well how the tariffs are
going to be assessed each year, and I think we achieve quite a clear unambiguous
process.  There has to be significant attention to timing and detail.  Matters such as the
rounding of prices can have a very significant effect on companies if, say, for a
transmission grid operator we are looking at one cent a kilowatt hour, the way that that
might be rounded in particular cases or in particular formulas can have large impacts
and the way that the Office manages the approval and administration of the compliance
process is to spell out all the rounding assumptions, all the procedural assumptions that
are made in approving prices.

It is also very important to keep track of, and to define a clear boundary between the
excluded services and the included services if you like because, depending on the
strategic issue, companies will always have an interest in moving services outside of
the price capped regime into the excluded service regime where they might have some
more discretion.  In those cases it is very important to be fully informed of the services
and the assets that are out there at any time.  It is also very important to have within the
regime a very clear process laid out for the introduction of new tariffs.  It becomes very
easy for a company seeking to introduce a new tariff if the provisions aren’t tightly
defined for that tariff either to have no comparative base or for that tariff to appear
outside of the price capped regime.  There are significant administrative issues
associated with complex CPI–X regimes but they can be dealt with and the Office has
approved all of the 1996–97 network tariff submissions that it received.  On the initial
submissions that it received it disallowed four out of the five for technical non-
compliance but has gone through a further process with the distribution companies so
that now each of their tariff submissions fully complies.

The Victorian regime features these factors known as K factors — I suppose that
anyone who has read Chapter 6 of the national Code will know of the K factor in the
distribution revenue formula.  I won’t go into this slide in any great detail.  My
experience in Telstra in the early price caps is that where the regulated company, being
Telstra, either undershot or overshot the price cap in a financial year there was often
uncertain methods with which to deal with under or over recovery against the allowable
benchmark.  K factors, such as in the proposed transmission price control, or revenue
control in the national Code, and as applied in Victoria to distribution prices and to
network tariff revenues, provide certainty for under or over recovery against the
benchmark price cap, because price control compliance at the beginning of the year is
always assessed — or CPI–X formulas will tend to be assessed against forecast
revenues and forecast quantities.

The early forms of CPI–X formulas quite often adopted past years’ revenues and past
years’ quantities with which to weight individual prices.  That arrangement never
seemed to work properly if there was to be innovation in the pricing regime.  The
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whole purpose of the K factors is merely in a very straightforward formulae sense to
correct for under or over recovery.  The K factors do add complexity to the regime
because, a company when it submits its tariffs for a financial year, must be aware of
what under or over recovery it will need to deal with from the prior financial year.  So
there are some greater difficulties for the companies in planning and some difficulties
or some further things to think of in complying with the tariff price controls.  But they
are a necessary and very clear way of correcting for under or over recovery against
either revenue or average revenue controls.

The network tariffs that are approved by the Office are maximum charges so the
distribution companies can go below their maximum network tariffs.  If they do go
below their maximum network tariffs in some circumstances — particularly if it is in
regard to a deal to their retail arm but not to other retailers — the Office would
consider the anti-competitive effect of such action.  The government’s Tariff Order lays
out some basic principles under which the Office would set the price controls to apply
after the year 2000.  Those principles are to adopt CPI–X and not rate of return
regulation; to set price controls for not less than five years; to use the asset values that
have been specified in the Tariff Order, which will provide a degree of continuity into
the future; and to have regard to the need for companies to operate efficiently, to
provide incentives for companies to operate efficiently, to see an equitable benefit
sharing between customers and companies, to provide incentives for capital
expenditure and to consider executive remunerations in its decisions.  There had been a
concern — and I guess there still is a concern in the UK — that executives of the
deregulated companies benefited to an undue degree from the deregulation process.
That will be one of the things the Office will be looking into in five years’ time.

Because the Office’s price setting powers don’t come into effect until the year 2000 we
don’t have a significant procedure at this stage for determining asset values and the
like.  We have commenced a significant information gathering program to prepare us
for the year 2000.  Our present focus is in administering a government price control
regime which in its operation has a lot of similarities to the national Code.  And while
at first glance the Victorian regime, like the national Code, appears to have a high
degree of complexity, that complexity is quite easily dealt with by regulators who have
sound information systems and who have addressed the relevant issues which include
CPI definition, procedures for introducing new tariffs, rounding procedures, the whole
range of detail that needs to be addressed in price control regimes.

Kaye Johnston (ACCC):  Just a quick question on your use of maximum tariffs.  I am
just interested whether anyone in Victoria has raised the issue of the discounts with you
and how you would deal with it, or do deal with it if it has been raised?

Ross Cartey:  It had been raised some months back by independent retailers.  The
Office convened a working party of distributors to develop standard form agreements
that would be offered to retailers wishing to connect to the distribution networks.
Those standard form agreements effectively limit the extent to which discounts might
be offered unless those discounts are offered on the broader basis.  Discounts can still
be offered in particular circumstances but there is a procedure for the Office in
becoming aware of those discounts and assessing the effect of the discounts being
applied.  That has been done both through standard form contracts that have been
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prepared by this steering committee group and also by the Office in releasing at this
stage a draft guideline on the minimum requirements of such contracts.

Bob Burgstad (Department of Mines and Energy, SA):  On that same question and
following on, are those discount rates made available in the public arena?

Ross Cartey:  No, they are not in the public arena but again there is a system of
reporting to the Office where discounts are offered.

Bob Burgstad:  So, industry players don’t know what other players could be paying?

Ross Cartey:  They are not posted on the doors of each customer.  The onus in
advising customers of network tariffs is with the distributor.  It is always an important
aspect of designing a pricing regime that the onus and the precise information
requirements are clearly spelt out as to which party publishes, and by when, and to
whom and in what form.

Bob Burgstad:  And a follow-on question, if I can take the time.  It is a conscious
decision not to publish these things, because it seems to me from a regulator
perspective you ought to put everything out in the open and no correspondence can be
entered into.  So, what are the pros and cons against that strategy?

Ross Cartey:  It is not a mandated arrangement in the government’s regime, it is more
a matter of the practicalities of it.  We have not had significant concern from parties
seeking connection to distribution systems for these prices to be published.

Chris Pritchard:  It seems that the issue of discounts is quite relevant in both gas and
electricity environments in terms of if the government has what it sees to be a
legitimate strategy as to the relativities at a time or pathways, what do you see as the
relationship between the government’s intentions in that regard and discounting?  Do
you see it as undermining the government’s imposed plans?

Ross Cartey:  The government rather than Office issues — of course the Office is not
a policy setter — but what has occurred on the one hand is that the government has
lessened the potential differences between five distribution areas and it is a broader
issue than a discount being offered to one individual customer.

Chris Pritchard:  Yes, but isn’t the Office becoming a policy varier by saying, ‘We
know what the government’s plan was but we are going to allow shading around that
plan’, that’s what I am saying.

Ross Cartey:  Judgments have to be made on particular issues but I don’t see that the
government’s decision, which is to lessen potential differences between distribution
areas, is so clearly linked to a special deal that is done to one retail customer and not to
others.

Geoff Swier (ESI Reform Unit):  If I might just comment on that, the principle
objective of this regime is to protect customers.  The regime sets maximum prices.  The
government wishes to provide scope for competition to drive prices down below the
maximums — if you don’t allow discounting then you’re effectively fixing prices and
you no longer have maximums — the maximum becomes the minimum.
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Chris Pritchard:  But if I can come back on it, it is a real issue for us in South
Australia because that means then that the act could very well be a greater spread than
1.25 with more discounting in the hotly contested market segments and less
competition in the remote areas.

Ross Cartey:  That might well be an outcome and of course the difference is not
precisely 1.25c between individual customers because the tariff structures vary and
their usage patterns vary.

Geoff Swier:  Again, in terms of protecting rural customers, the objective was to limit
the amount by which the prices might have increased otherwise.  Yes, there was a
political concern at the outset about managing the differential but that is not necessarily
the medium to long term impact.

Mark Harding:  But there are regulatory controls in place to ensure that the
distributors cannot fund the discounts offered to certain sectors by ramping up prices in
captive markets, the CPI+2 cap that Ross mentioned before.

We can observe in Victoria that investors, mainly foreign investors, have paid about
$10 billion for a bunch of assets which the economists will now rightly describe as
sunk come December 2000.  I just wonder whether you are able to express a view from
a regulatory perspective as to the weight that the Office will give firstly to the value of
that sunk investment which has been clearly made by the current owners and, secondly,
perhaps explore in a little bit more detail the constraints, if any — well, you’ve
mentioned them — on your discretions in setting those price controls at December
2000?

Ross Cartey:  Well, we have quite a process to go through prior to the year 2000 and it
is not as though we will wait until the year 2000 to do it; we are commencing that
process now.  I could not commit to what weight we would give to one factor or
another.  One thing that is very clear is that in so far as we take into account asset
values, the values of assets that were in existence at July 1994 shall be valued at the
values prescribed by the government at the time and those prescribed values are in the
Tariff Order.

Antony Cohen:  Yes, $3.8 billion of the $8.3 billion that was paid for those assets.

Mark Harding:  Just to make an observation here, I was up there before arguing for
regulatory certainty on the basis of those legislated deprival value assets. Punters have
come in and paid basically double that value so there is a pretty wide range of possible
outcomes here, notwithstanding the fact that you do appear to have that obligation to
take into account the deprival value as opposed to the market value at sale.

Ross Cartey:  Yes, that is correct, but the precise process that we would look at that
other perspective being a market perspective is something that I could not advise on
how we will deal with at this stage.

Mark Harding:  I just observe that there is an interesting paradox here between the
market valuation of a sunk asset where pure economic theory would dictate that the
valuation of that sunk asset at that point in time is to a large extent arbitrary.  I think
that really reinforces the need for certainty in the administration of the regulation,
particularly where governments are planning or have sold assets because the higher that
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level of uncertainty the greater the discount that is going to be applied by the buyers of
the assets and the taxpayer cops it in the neck.

Bruce Hoffmann (Capricornia Electricity Corporation):  The system of direct pass
through of generation and transmission network costs into a retail pricing regime does
not appear to acknowledge the difference in commercial risk that applies to the various
corporations.  How do you account for the change in commercial risk as you move
from one industry sector to the other in defining contestable or retail tariffs?

Ross Cartey:  I would have to work through that one a bit.  The commercial risk of the
Victorian Power Exchange is really a risk of their forecast of energy being less than
they have bargained for.

Bruce Hoffmann:  I was really inquiring about the cash recovery risk that is
transferred from one organisation to the other. The actual risk each company has may
be quite different.

Ross Cartey:  In terms of a cash recovery risk, we don’t take that into account in the
administration of the regime at this stage.  It is given that there are five distribution
companies that may have particular obligations and they will meet the transmission use
of system charge and Victorian Power Exchange will, by way of its transmission use of
system charge, be able to fund the payment of PowerNet Victoria’s annual network
charge.

Geoff Swier:  I think the answer is that underpinning all of this is a whole set of
contracts between each of the entities, a whole set of agreements, and they are all just
covered by normal contract law.  The ORG is not involved in those — if there are
problems in those contracts they will go to the courts.
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Asset valuation

Dr Stephen King, Director, Competition & Regulatory Policy Program, The
Australian National University

Slides accompanying this presentation are at Appendix E.

Chairperson:  There are a number of issues to address this afternoon.  They come
from the early introduction, the overview of Chapter 6 and the contrasting of asset
valuations in the Code to the IPART approach.  Indeed, this is, certainly from the
Commission’s point of view, a fairly critical area where there have been quite a few
submissions and it seems to me that this is going to be one of the key issues in relation
to the undertaking and authorisation application.  Thus, it is not an empty debate, it is
one where there are quite clear consequences and thus the Commission is keen to
explore that and I am sure many participants here are as well.  We are going to hear
from Stephen King on the issue of asset valuation and for those of you who haven’t
seen Stephen’s papers on this subject I guess you will get a potted summary right now
but it goes back to this distinction between historical or original costs and optimised
deprival value.

The Commission has heard some reasonably persuasive accounts of the varying
methodologies and we are looking to this session to try and crystallise some of those
arguments so that at least one might clarify the points of difference and one might be
able to establish points of similarity so that at least the future of the debate might be
more refined than the all or nothing approach that I suspect has characterised this part
of the debate so far.  I will now invite Stephen King to give us a presentation.

Stephen King:  Let me distribute first off a draft paper see that deals specifically with
the case of electricity.3  I am quite happy for you to quote it, except for the one mistake
that is even in the present draft — I raced back over lunch to get rid of some mistakes.
Basically I summarised the Victorian regime by saying, which the Victorians won’t
like, ‘The Victorian electricity regime establishes specific price schedules for
electricity transmission and distribution’.  It has been pointed out to me already that is
an incorrect statement of the situation so I apologise to the Victorians for that.

The material that I want to present to you today is based on some work which I have
been doing on asset valuation.  The draft paper on which this paper is based, some of
you may have already seen a very early draft of it.  There is going to be a more
complete version of the paper available in about three weeks.  A lot of what I am going
to talk about today is not specific to electricity, it is more general, but I will where
possible bring it back to electricity.

Let me start by giving you a very quick overview of what I would like to cover.  First
off I will run through what are the different methods of asset valuation, what are the
optimisation procedures or what needs are there for optimisation procedures, the

                                                

3  This is a forthcoming paper in the Australian Economic Review, 3/96, Forum on Australian
Competition Policy.
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relationship between valuation, allowed return depreciation and prices, and also you
can pop inflation in there, very quickly just look at other issues in depreciation — in
fact, I probably won’t have time for that — asset valuation and incentives is what I
would like to spend most of the next 10 or 15 minutes on and then finish up on
administrative complexity.  The reason why I would like to spend most of the debate on
here is just to point out that beyond some fairly obvious things, economists have very
little to say about what asset valuation procedures you should be using and you won’t
recognise that from the debate because the debate spends its time talking about getting
signals right and economic incentives and so on.  As far as I can tell, those signals and
incentives simply do not exist.

If we look at our standard measures of economic efficiency where we are talking about
things like efficiency for investment, efficiency for productive use of current assets and
where we talk about efficiency in terms of correct pricing downstream in the retail
electricity market, then in fact the different valuation regimes have almost nothing to
do with those three standard levels of efficiency, and I will explain what I mean by that.
Finally I will talk about administrative simplicity.

Now, the first thing, why do we actually care about asset valuation?  Well, there are
two answers to this.  Firstly, we shouldn’t, and I have a lot of sympathy with that.  I get
very worried when we start seeing draft undertakings, for example, which have been
put up to the ACCC which have large rate of return components4.  The NGMC, quite
rightly, say, ‘We are not doing rate of return regulation’, and I agree with that, they are
not formally doing rate of return regulation but there is a large rate of return component
in there — it is involved in setting the caps, for variable profit caps or for revenue caps,
however you like to call them.  The sensible course, to have some sort of CPI–X
approach in there, we all now understand fairly well.  That gives better cost incentives
than standard US style rate of return regulation.  But even in the jurisdictions such as
the UK where CPI–X or RPI–X (Retail Price Index) has been taken on board very
strongly, what has ended up happening at reviews of the X factors is the story comes
down to a type of rate of return procedure — they run around and try to work out what
is a fair thing to get back on the asset base.

So, why do we care about asset valuation?  Well, we probably shouldn’t but we haven’t
got anything better so it is going to be incorporated into our regulatory regime and
experience in all countries, particularly the UK which has tried to move away from rate
of return type procedures, experience has been that you probably can’t.  Why do we
actually care about the asset valuation?  At its most primitive point we care about it
because the higher the asset valuation, the higher the allowed revenues for the upstream
transmission company.  They are going to be reflected in higher electricity tariffs so at
the end of the process there is going to be an effect on retail electricity prices.  Now, we
may care a little bit about that in the sense that if there was a lot of flexibility in
downstream electricity prices these may all be just involving transfers.  For example, if
there wasn’t any distortion to the prices at the margin because of a higher upstream
asset valuation — for example, if the downstream retailers were able to use highly non-
linear pricing schemes — then all that may happen from asset valuation is that you get
a transfer from consumers to producers.

                                                

4 At this stage the ACCC has not officially received any undertakings in respect to electricity.
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Now, we may care about that, there are equity issues raised there, but economists
usually don’t worry about those equity issues, they talk about efficiency and leave
equity to the politicians.  However, to the degree that downstream retailers are going to
be reflecting upstream transmission prices or upstream transmission revenues into
consumer prices downstream, which are going to tend to be uniform or above short-run
marginal cost or congestion-adjusted short-run marginal cost, we are going to get
allocative inefficiency, the sort of inefficiency that we normally associate with market
power, with collusion and monopoly behaviour.  That will pop out here as well and that
is why we care about the asset valuation.

Now, there is a huge variety of ways that we could measure asset valuation and I have
put down just some of the most common.  We are not the first country obviously in the
world to be dealing with this problem.  The US has a very long history in this, going
back more than 100 years, in trying to work out appropriate asset valuation schemes.
So, most of the stuff that I have got up here isn’t at all new, most of it has been debated
again and again in countries around the world, generally starting with the US because
they have the longest history of the sort of intervention that we are looking at now in
transmission.  So, there are historical original costs, which are simply based on the
original cost of purchase, original book price if you like, of the assets.

We have replacement value which says, what would it cost to replace the facility that
provides these services today with an alternative facility which will provide the same
sort of services?  Notice that replacement value does not ask — what would it cost to
reproduce the facility today?  It says, look at the services produced and saying, what
would it cost to produce those same services today, to find another facility or another
asset to produce those services.  That is an important distinction, reproduction value is
the situation where you simply ask — what would it cost today to build this thing
again, and clearly reproduction value has almost no economic sense in it whatsoever
because why would somebody build, for example, a completely outmoded and outdated
system or asset today if technology has changed?  Reproduction cost doesn’t take that
into account, it just says, let’s look at reproducing what we have got today.  Now, it is
important to get the distinction there.

In the US there has been a movement over time from replacement to reproduction value
and the reason why that movement has occurred is that replacement value was found to
be unworkable, it simply ended up with the public utility commissions in court.  The
only way they have been able to get around that in the US is basically by moving to a
reproduction value standard in those States that still insist on using these type of
standards.  So, part of the reason why that is important is when we get down to a
deprival value that has a large replacement value component we should not
underestimate — and I think it is being underestimated — the potential for litigation
that is going to occur if you go to replacement value.

There is a very nice quote by three experts in this field, Bonbright, Danielson and
Kamerschen, who have written what is probably the manual on public utility pricing in
the States, they simply state that replacement value is subjective, that you can come up
with highly different figures, all of which can be justified, and what court procedures
have ended up doing in the States is trying to guess between those.

Fair value measures also have some nice historic content for today.  Fair value was
imposed by the Supreme Court in the US on all public utility commissions in 1898.
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The US Constitution I think it is, or one of their documents, has the requirement that
you can’t seize assets, very similar to what we have got in our own Constitution.  Now,
what happened with utilities back at the end of the last century, they said, ‘You’re not
allowing us high enough prices.  You’re essentially seizing our assets’.  They went to
court with this dispute.  The Supreme Court in US said, ‘Yes, the regulators can’t, for
example, use original costs.  What the regulators have to do is come up with a fair
value on which you get the return’.  The fair value included original costs, replacement
costs and market value of the utility and a component for foregone revenues.  So, it had
a flavour of what we have now got in deprival value.

Now, one of the reasons why I asked the circularity question before is that fair value
was overturned in the US in 1944 on that very issue, that it was circular.  They didn’t
say it was circular in the same way that is being claimed about deprival value, the claim
there was that it was circular because — and I am trying to remember the exact quote
— something along the lines of, ‘You can’t use market values to set the value of the
assets which will be used to determine the allowed revenues which will set market
value’.  The court in the Hope case in 1944 actually stated that as being the problem of
circularity in the ‘fair’ value system.  Fair value is still used in the US.  The Supreme
Court didn’t say you can’t use fair value, what they said is you don’t have to use fair
value with utilities.  Now, some State courts still require their public utility
commissions to use fair value. What it has become in the States is basically a weighted
average of historic and reproduction value.

Generalised replacement value I am going to come back to in a second.  It is a
theoretical rule that has some economic appeal.  It has never been used in practice and
probably is impossible to use in practice.  It is useful to know why generalised
replacement value is a good idea from an economic point of view to understand why
other asset regimes do not necessarily give you these signals or economic incentives.
Deprival value we all know about so I won’t run through that here.

Scrap value is perhaps a harsh term.  It is simply what is your next best outside option
for these assets.  Now, scrap value need not be a lump of steel but it’s got absolutely no
value outside so it’s going to be zero.  For example, when we are talking about land,
then the scrap value of the land is its market value, it’s a question of simply saying,
‘What could you get for this land in an alternative use?’  So, scrap value need not be
down at zero, which seems to be the opinion of people who talk about this.  You have
got to look at the various assets.

Any asset valuation scheme is going to have to have optimisation procedures built in,
you cannot get away from an optimisation procedure.  The optimisation procedure is
always going to be an issue because the regulator will never be able to set the rate of
return on the assets at exactly the opportunity cost of capital.  There is always going to
tend to be a margin for error there and it is going to tend to be in the upwards direction.
That of course is the standard Averch–Johnson effect.  It has been put into numerous
different contexts, particularly by the US literature, but is simply pointing out that if
you can borrow 10 per cent and you can get 11 per cent return with basically no real
difference in risk then you are going to want to get that 1 per cent of free money.  How
you get that is by trying to expand your rate base.  Deprival value has an optimised in
front of it because you have got to have procedures in place to make sure you are not
getting just rate-based expansion.  Historical cost valuation requires optimisation, scrap
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value requires optimisation and so on.  In the US it is called ‘the used and useful test’.
You can’t get away from it; it is just one of the nasty facts of life that the regulators at
some stage are going to have to say, ‘Well, do we think these assets really should be
there?’

There is the point that different valuation regimes may change incentives to expand the
rate base.  This was a point that some of you who were at the session on access at
Friday’s industrial economics conference that we had here at ANU, this is a point that
Henry Ergas brought up, that perhaps valuation at scrap gives you more incentive to
push up your rate base. You are starting at a low base in the sense that there is more
room to say, ‘Hey, damn, I’m not getting much.  I want to really add to my asset base
here’.  That has something going for it but I don’t think it is a great deal.  All asset
bases are going to have incentives to expand the asset base; you can’t get away from
that.  You may then say, if you really like scrap, you may say, ‘Well, we think this
occurs so we want scrap plus a bit’ but it is not a reason for just throwing it out the
window. Anything you move to is going to have the same sort of problem.

Just a very quick point on values and revenues over time, which is slightly outside what
my main talk is on today.  Valuation is just one part of a package of determining
revenues and we have got to keep that in mind.  Some of the literature in the States, for
example, suggests that what happens as you move between different States and
different valuation regimes for your utilities — all that happens is that as the rate base
changes the allowed cost of capital or the weighted average cost of capital is then
readjusted to lead to things being pretty much exactly the same.  The evidence from the
US shows that the historic cost States tend to have slightly lower profits for the public
utilities than the reproduction — sorry, I should say the fair value States; there’s only, I
think, one or two actual reproduction value States and fair values are the ones who use
the weighted average.  So, there is a bit of a difference but it is not much.  We have got
to remember that this is part of a package: what you do on asset valuation you can
always undo on rate of return if you really decide that you don’t like it.

Depreciation is also important from the same reason.  How you treat depreciation, how
you treat inflation — for example do you inflation-adjust the rate base or do you allow
a nominal return — what that is going to do is it is going to have more to do with how
you turn the rate base into revenues over time rather than determining profits.  You can
fiddle around with all of these things and make the net present value of the assets or the
net present value of the flow of profits to the firm who owns the assets, you can make
them identical just by fiddling around with these things.  So, when we start talking
about things like depreciation or how we deal with inflation we really should be talking
about how we want the revenues distributed over time.  A simple example, if we
inflation adjust the rate base and use a real interest rate then that tends to keep the real
stream of revenues constant.  If we have a nominal rate base and use nominal interest
rates then that leads to a falling stream of real revenues, higher consumer prices
initially and lower consumer prices later on.

Depreciation, by the way, can be used in exactly the same way.  You can come up with
depreciation schedules and basically what you are doing — you can alter your
depreciation schedule, keep the net present value the same — but what you are really
doing with the depreciation schedule is altering the flow of revenues over time.
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Before getting on to the first of the incentives issues I am going to take issue with
something that Eric said.  Eric said that economists don’t have any good rules or
unambiguous rules or something like that for saying what the value of existing assets
should be.  Well, if you really think that there is going to be some effect on the final
retail prices, if you are worried about allocative efficiency in other words, we do have a
good rule that we should say they are set at scrap value.  The scrap value rule will lead
to the smallest flow of revenues to the transmission company over time and will lead to
closest to the allocative efficient prices.  If you believe there is not a problem with
allocative efficiency then we actually don’t care what value you use but to the degree
that you think that these values will be reflected in final prices, we want to draw a line
in the sand — say, today after this seminar — and everybody who has invested before
today, well, sorry, guys, scrap value it is.  There is obviously going to be political
problems involved in that.  I recognise that from the economists point of view there is
actually an optimal rule out there; all we need to do is start saying, ‘To what degree do
the political constraints move us away from that?’  I think that is important to keep in
mind, we are starting to talk about politics, not economics and you need the political
science professor up here, not me.

But, can we come up with a higher than scrap value valuation scheme for, say, existing
assets which does have — and I am going to talk about new assets in a second — other
efficiency properties?  Now, what other efficiency properties do I mean?  Well, for
example for productive incentives to use the asset efficiently over time so that to the
degree that there is flexibility in how intensively you use the asset in different periods
then you want that reflected in a rule or you want a rule which gives the right
incentives for that.  A simple example from rail, which I think is the nicest or the
easiest case, you want to transport a whole bunch of coal over a railway line.  The
railway line is a fixed asset, you have got variable assets called rolling stock.  There is
a trade-off between the rolling stock and the use of the rail track.  If you use less rolling
stock per tonne there is a higher weight per axle, there is increased depreciation for the
railway line.  If you use more rolling stock then you are depreciating the railway line at
a slower rate because you are lowering the weights per axle.

Now, that sort of trade-off is the simple sort of thing where you can think about how
intensively you use a capital asset today or tomorrow.  To the degree that those trade-
offs don’t exist, by the way, then there is no productive incentives with regards to
existing assets. To the degree that you have no ability to alter the flow of services from
those assets over time, productive incentives don’t exist.  But let’s say they do exist.
There is obviously going to be some productive incentives in almost all assets.

What is the first thing?  Obviously you have to value them above their opportunity cost
in the next best use, that is above scrap.  If not, they are just going to immediately
move out of the industry; that is an obvious issue.

The productive incentives, what I have just mentioned, depend on the ability to vary
infrastructure service flows over time.  If there is no discretion and there are no
productive incentives so asset valuation has nothing to say on that, if there is complete
discretion, so in other words if you think of the extreme where your asset is like a cake
and what you are trying to do is work out how much of that cake do we eat today and
how much do we leave for tomorrow; that is what I mean by complete discretion, then
there is a very well formulated answer.  It goes back to a paper by Greenwald in Rand
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Journal of Economics, 1984.  It is called ‘generalised replacement value’ but actually
sets up the correct regime for productive efficiency.

Now, what does generalised replacement value do?  Generalised replacement value
basically sets up a bunch of marginal valuations for the assets but asks, ‘At the margin,
what are the alternatives to using this asset more intensively; how much do those
marginal alternatives cost?’ and including that in the asset valuation.  It is a very
technical procedure.  The important point to notice is that it is always dealing with
marginal substitution possibilities, it actually has nothing to do with what we normally
call replacement value.  It is looking at the replacement at the margin, not the
replacement of the assets.  It is important to keep that in mind because generalised
replacement value does tell us what we need for productive incentives and it isn’t really
anything like replacement value as we know it.  In fact, replacement value as we know
it has no extra productive incentives compared to any other valuation regime which
doesn’t reflect the marginal incentives.

So, one of the important points to get out of generalised replacement value — and I say
this in case any of you immediately go running back to look in your Rand 1984 to get
Greenwald’s article — Greenwald comes up with the scheme where you deal with
marginal values.  That doesn’t tell you where to tie down the starting value.  Now,
because Greenwald is publishing for the US audience he ties down the starting value at
the original cost on the date of investment, because that unambiguously fits in with the
US interpretation of fair value.  But you don’t have to do that.  You can tie down
Greenwald’s formula anywhere you like and in fact you can tie it down at scrap value.
So, to the degree that there are productive incentives you only care about marginal
asset valuation and you can start for existing assets anywhere you like.  You can start
valuing them all at one dollar, if that was above the scrap value, and you could then
impose Greenwald’s scheme from then on.

The other important point to work out if you think that this is a nice thing to look at is
that it is completely administratively infeasible — it’s never been used.  The point of
that isn’t that this is a great way to go — you are now rubbing it out; I said at the
beginning that it was infeasible — the point isn’t that this is a great way to go, the point
is that this has nothing to do with deprival value.  The deprival value will not give you
correct productive incentives.  The signals that we talk about with deprival value for
productive incentives are wrong.  We know what the correct valuation regime is for
productive incentives, it’s not deprival value, deprival value may as well be original
cost or scrap or anything else.  They will give you the same productive incentives; they
are nothing to do — in fact, they have nothing to do with productive incentives, they
will give you no productive incentive.  That is the important point.

What is the third case we can think up?  So far we have talked about existing assets and
I have said the higher the asset value then there is a trade-off of allocative efficiency
and you don’t get any productive incentives or any extra productive incentives by
changing the asset value.  That means for existing assets, subject to political
constraints, scrap value seems to be pretty good.  Now, what about for investment,
scrap value isn’t going to do much there, nobody is going to invest in an asset today if
you are going to revalue it at the scrap tomorrow.  What are the correct investment
incentives?  Well, if there is no asymmetric information, and I am going to explain
carefully what I mean by this because in situations where I have opened up the bottom
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bit of this slide and pointed out to people where you may have under very specific
circumstances an argument for replacement value the next time I always see it is
usually in something that comes back to me which gets rid of all the caveats and simply
says, ‘Well, we know deprival value or replacement value is a good idea because this
holds’.  I sort of look at it and say, ‘Hang on, hang on.  I know where this is coming
from because I told the person about it.  It is just that all the caveats and the ‘ifs’ and
‘buts’ have all suddenly disappeared’.

So, if there is no asymmetric information, in other words if today the regulator is in as
good a position as it will ever be to evaluate that investment — there isn’t going to be
increase in regulatory information over time or, — and this is an ‘or’ statement, it is not
an ‘and’ — if a regulator has got the same degree of uncertainty as the investor, for
example we don’t know exactly what is going to happen to technology tomorrow but
there is really no extra uncertainty in the regulator’s hands than on the investor’s hands,
in those situations there is no difference between any of these valuation rules for
investment incentives — original cost, replacement value or deprival value.  They are
all the same on the date of investment.  All that changing the valuation rule will do is
change the valuation on the investment when it is too late to do anything about the
investment.  However, with original cost valuation there is no shock over time. Under,
say, replacement cost or deprival value the investors are now subject to technological
shocks which you can do nothing about now, because the asset has already been built
— you can say, ‘Gee, wasn’t it a bad idea to build that asset?’ — but there’s nothing
that you can actually do about it after the fact.

So, at the time you make the investment there is no difference between these rules.
Where do the rules hit?  They hit afterwards.  A replacement value rule imposes shocks
or risks on the investor and on the consumer.  If you set original or historic cost you
have set your revenues forever, you have set your flow of revenue over time, there is no
shock to the investor, there is no shock to the consumers.  If you, say, use replacement
value you are imposing technological risk on the investor.  They come along tomorrow
— let’s say you are comparing replacement value to CPI adjusted original cost — if
technological prices or replacement prices have deviated from CPI, and there is no way
they could have predicted them back at the time of investment, basically what you have
done is you have told the investor they have got to face a roulette wheel over time.
That is all you are doing.  And the consumer by the way, because you have changed the
allowed revenues, you change the prices.

The only case where you may want to go to a replacement value based regime is if that
gets over an information asymmetry.  It is a very particular sort of asymmetry.  It is
where the investor has more information about future technology than does the
regulator — that’s the first part — and the reason why it is important is that it may
want to put technological risk on the investor.  But there is an extra bit when we move
forward in time, the regulator must now have all of that information that they didn’t
have originally when the investment was made.  The regulator has to now be able to
come back and say, ‘Whoops, you chose the wrong technology’, they have got to be
able to do, say, the deprival value calculation.  So, that is very important: this is a very,
very specific case — we can debate whether it is at all realistic afterwards.

Finally on administrative simplicity — and I won’t even bother putting the slide up for
that — I think evidence from the US shows that compared to replacement value, and
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ODV obviously has a large component of replacement value, compared to that original
cost is just way, way easier.  In fact, usually where public utility commissions have
moved from, say, reproduction cost or an attempt to get replacement cost in the formula
to historic cost the reason is that it keeps you out of the courts, it is easy to do and it
saves everyone a lot of time and money.  I’ll leave it there; I have gone way over time.

Chairperson:  Some questions or comments for Stephen?

Jim Holmes:  A lot of the responses to the first draft of the Code were on the basis that
optimised deprival value would push asset values up and this type of response is
particularly from existing and potential consumers, the Business Council and so on.  I
was wondering what you think of that compared to what they had in mind, historical
cost.  That historical cost is lower is what they tended to have in mind.  How do you
feel about that?

Stephen King:  It is going to be asset dependent.  It is certainly going to be higher than
scrap, and so is historic.  In some ways it depends how you do it.  If you use an original
cost basis which is unadjusted for CPI and it is, say, 10 years since the asset was built,
that means that there would have to be a really big change in technology for the
replacement value today to be less than that unadjusted — and we’d also be allowing
for depreciation — for it to be under that historic cost.  However, if you were using CPI
adjusted historic cost then there may be a lot less difference.  For example, if there has
been no change in technology so that reproduction and replacement are the same then
in fact they are going to be identical.  So, one of the things to be careful about is when
people talk about the historic cost is lower then you should immediately say, ‘What
historic cost?’ How are they adjusting historic cost for time?

Jim Holmes:  I think they were going straight on book value so there may not have
been any adjustment of the sort you are talking about.

Stephen King:  Then I think you have to realise that if you are going to use that you
have got to then allow for the fact that you need a nominal weighted average cost of
capital.  If that then sets the revenues higher again they may say, ‘Oh, jeez, we don’t
like that.  We want real return and unadjusted’.

Geoff Swier:  There is an assumption underpinning all of this, that the planning
function is bundled with asset ownership and since these activities are in the same
organisation, anyone who has got the planning function for transmission assets has got
these incentives to gold-plate.  That I think is always the case in the US and it is the
case in the UK.  In Victoria the main reason for splitting out the transmission planning
function and putting it in the Victorian Power Exchange and leaving the asset
ownership in a different organisation, which is PowerNet Victoria, was to try and
structurally deal with those incentives.  The planning function in VPX is controlled by
a board run by the industry so VPX is effectively a quasi regulator/planner of the
regional transmission system in Victoria and as an aggregator of transmission services
for the Victorian market it can put new investments out to tender.  It could, subject to
regulatory oversight, write 25 year take-or-pay contracts which would give the same
effect as pricing on a historical cost basis ongoing.  That seems to me a pretty
fundamental structural difference to the models that probably all the US literature is
looking at and I wonder if you would want to comment on that?
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Stephen King:  I think to the degree that we can certainly do the optimisation
procedures better than the US — when I say optimisation I mean both optimisation on
existing and when we are looking at new investment saying, ‘Should this be going on?’
The US has just a very crude ‘used and useful test’, it is the usual one which is a very
crude instrument.  It takes the very top off the gold-plating but it doesn’t do much more
than that.  Any asset regime though is going to have to have something that allows you
to catch gold-plating and that really doesn’t matter on what regime it is.  It is just a fact
that whenever you have your weighted average cost of capital higher than the
opportunity cost this incentive exists and it is going to exist under replacement
valuation or anything else.  Yet to the degree that we can do a lot better than the US, I
would say, ‘Yes, let’s do it’.  And, for example, to the degree that we can separate out
the function, subject to the fact that we don’t want to have a regulatory quagmire before
any investment goes ahead, the degree that we can do that, that we can allow for
example parties who may be in a better position than the regulator to say, ‘Look, this is
completely excessive and it is going to hurt us’, we want to allow that to occur.  But
there is going to be a trade-off there between the ability to do that and the
administrative complexity of the system that we are setting up.

Yes, I agree, we can go further than the US but I’ll again want to separate that
optimisation procedure out from asset valuation, something that has to hold with all
asset valuation regimes.

Eric Groom:  Can I suggest one additional issue in terms of information asymmetry
and ask you to comment on where that stands in terms of your general comments on
information asymmetry and asset value?  If we go down an ODV route then at periods
there will be an optimisation process undertaken.  At each of those points in time the
utility is going to have better information about the impact of optimisation on asset
values than the regulator.  So I would envisage that there is scope for the utilities to
translate that information asymmetry into a capacity to establish higher optimised
deprival values.  That is values higher than the ‘true’ ODVs which might be established
if the regulator had perfect information and was able to countermand the ODVs.

Stephen King:  Well, better information.

Eric Groom:  That’s right, better information.  Now, taking that into account, does that
alter your perspective on the argument of asymmetry of information and ODV?

Stephen King:  I really want to stress that this idea that there may be a better way of
allocating risk, there’s a couple of points.  As far as I know, this has not been shown in
any of the literature that this is even theoretically possible, for a well defined set of
assumptions, for it holds.  This is something that Rod Maddock and I came up with
when we were brainstorming because we were trying to think how can we justify ODV.
Now, it may be somewhere in the literature — I’m sure other people have also thought
up this.  As far I know nobody has actually sat down and said, ‘Gee, we’d better find
out if this works’ and one of the reasons why Rod and I haven’t done this, and despite
the academic incentives to get publications out, one of the reasons is it is a very strict
form of asymmetry of information you have to have.  You have to have the asymmetry
of information existing at the time that you have the investment and then you have to
have that asymmetry of information to a large degree disappearing later on so that the
regulator can do the ODV valuation essentially.
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That is exactly what you are talking about.  If the asymmetry exists at date one when
the investment is made and the asymmetry exists later, then it doesn’t help you at all
because again you have still got that asymmetry of information.  The best judgment
that the regulator can make now is no different to the best judgment they could have
made originally which then comes out in the optimisation process that we were just
talking about, that when the company says, ‘Look, we want to have gold-plated railway
lines going to Darwin’, the regulator says, ‘Well, we really don’t think that’s a good
idea, mate’.  The case would have to be where on date one you say, ‘Well, it all sounds
fine’ but then at a later date you say, ‘Gee, that was a really dumb idea.  We’re going to
penalise you guys’.  So, it is a very, very strict situation.

You will notice in the electricity paper I handed around — and I got beaten up by
Henry Ergas for not including this argument — I didn’t include the argument because
quite frankly I thought it probably just doesn’t apply in electricity.  It may apply in
telecommunications and in fact in the paper I am doing for the ACCC on asset
valuation the example I use is mobile and analogue because there you actually had the
time split naturally.  Telstra at the time that the analogue network was put in place may
have had better information about mobile developments than would AUSTEL at that
time, that they would disappear when mobile was actually up and running in other
countries.  But you have to search long and hard I think to find examples of it.  That’s
the best I have been able to do in favour of ODV and I do not think it is a great
argument for it.

I have been on a bit of a light of Damascus road, as the NGMC people will have
noticed on the stuff they have seen of mine.  The stuff from the Government Pricing
Tribunal originally I said, ‘Well, ODV looks pretty fine for future investment and so
on’ and I have now stepped right back from that because actually, no, I don’t think it
has anything more than original cost.

Jim Holmes:  We like what you say.

Chairperson:  I think we will need to part company now with Saul of Tarsus and move
on to the next session.
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Regulatory risk v regulatory certainty

Professor Tom Parry, Chairman, Independent Pricing and Regulatory Tribunal
of NSW, and
Mark Harding, Executive Consultant, Business Development, PowerNet,
representing National Grid Management Council

Chairperson:  You could expect the stereotypical utility or certainly investors in a
utility to be looking for long term no-risk government bond rate as the level of certainty
with which they want to make plans and investment in managing utilities, while the
stereotypical regulator, none of whom are present here today unfortunately, would want
complete discretion on all issues.  There is, of course, a contest there between the
degree of certainty in any regulatory formula when it comes to pricing issues and
access issues and the arbitral functions in utilities.  Australia is still pretty brand new at
this.  So, it seems to me that we are working from more or less a piece of blank paper
on the extent to which we can draw these balances between the regulatory certainty
versus risk certainty.

The next two speakers are going to be touching on elements of this and I wouldn’t be
able to predict with certainty what line Tom Parry would take or Mark Harding but I
think there’s a fair bet nonetheless.  For 15 minutes each they will be speaking about
these issues and then there will be a shorter time for particular observations on that.
Tom Parry will speak first.

Tom Parry:  There are many issues in the debates that are emerging between
regulators and regulated.  Let me say a few things about risk and uncertainty and
transparency. I think there is a lot of confusion about these terms.  We certainly have
had interesting debates and discussions with those that we regulate, being both
government owned enterprises, as in electricity in New South Wales, and more recently
privately owned, as in the case of AGL, the gas reticulator in New South Wales. We
have got some experience that we can now draw on as we continue to learn against
both public and private ownership in terms of these issues of risk and certainty and
transparency.

I think it is comforting to hear the NGMC say that in the regulation of the monopoly
infrastructure bits, which is what we are talking about today, that there should be some
replication of competitive market outcomes.  I think Mark actually said ‘perfect
competition’.  I’m not sure in fact that there is anything in legislation that requires the
regulator to try and replicate a perfectly competitive market outcome — that may
indeed be an ideal in terms of certain outcomes but there are still Schumpeter type
arguments for imperfect competitive outcomes.  I think that is fine and I think if we are
replicating competitive market outcomes we do need to remember that in real markets
there is an enormous amount of uncertainty and firms are making judgments all the
time about a range of activities and a range of factors that bear on their market
outcomes, including regulatory uncertainty and regulatory risk.
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The fact that those investors who have paid $8.3 billion for assets that had an ODV
value of assets of $3.8 billion tells us something about the private sector’s view about
regulatory risk.  They must have factored in, as well as a range of assumptions or best
guesses about what the market was likely to do in terms of growth, in terms of their
controllable costs, a view about what the regulatory regime in Victoria, and/or
nationally, would look like in terms of the assets that they had just bought.  Now,
unless they were told something that nobody else has heard from either politicians and
regulators they must have a view about what the regulatory risk is and we’re told that
certainly the US participants in those asset acquisitions are very good at dealing with
regulation.  I mean, that’s the market environment in which they have grown up and
that is perhaps one of the Coca Cola type international skills they are taking to the
world marketplace: dealing with regulators.

So, regulatory risk is a fact of life in these games — or should I say regulatory
uncertainty — and it is something that is factored in.  Now, having said that I don’t
believe that it is the job of the regulator to create an environment in which risk is
unacceptable or uncertainty is unacceptable.  As I say, part of the balancing of interests
that a regulator must undertake is balancing the interests of owners — managers,
owners, shareholders; and we understand that both in terms of public sector owners and
private sector owners — and the interests of the ultimate customers, the users of these
monopoly networks.  I think Eric, with his rabbit and horse stew, and it is probably, as I
will explain briefly, a rabbit, horse and donkey stew, blew apart the pretend certainty of
the US type rate of return regulation.

Whether we call written down replacement cost times WACC rate of return rate based
regulation or not, the reality is that it is such a large driver of outcomes that it really
doesn’t take us too far away from rate based regulation.  While we spend a lot of time
on the elusive rabbit of asset valuation, I don’t think we particularly care what
particular method of asset valuation we have as one of the suite of indicators we prefer
to look at but while we spend a lot of time looking at the rabbit of asset valuation, Eric
is quite right in saying that we then throw in the horse of depreciation.  If we want to
we can throw in the donkey of the WACC, because we can as a regulator play with
that.  We know that US regulators behind the facade of certainty of rate based
regulation exercise a lot of discretion but a lot of that discretion is fudged discretion.
The UK regulators are somewhat more transparent about that in indicating the way in
which they seek to exercise their judgment.

What we have tried to do is work on and develop the sorts of factors that Eric put on
the overhead today and we will be putting that out in a paper on gas distribution, within
the next few weeks in New South Wales.  We hope to have a fair degree of
transparency about how we do look at this suite of indicators but at the end of the day
the judgment is there and whether that is judgment that is a fairly, if you like, lazy
judgment of working out what horse or what jackass or what donkey you throw in or as
we will attempt to do a little more sophisticated transparent explanation of judgment, I
think at the end of the day the regulator must apply judgment.  The accountability of an
independent regulator gives me more comfort than the accountability of the owner of
monopoly assets in terms of this exercise of judgment.

Now, having talked about the fudged certainty of rate-based regulation versus the
uncertainty of, if you like, incentive-based with a heavy dose of discretion, but with the
indicators hopefully fairly clearly spelt out — and the process that we have gone
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through both with public sector owners of electricity and private sector owners of gas
distribution networks, has been one in which there has been a fair degree of arm
wrestling and discussion and that will be exposed to customers and to other interested
groups.  So, there is a process there that the regulator at the end of the day has to live
with and defend the outcomes of the regulatory bargain if you like.  And once there is a
regulatory bargain there in terms of a medium term price path –– there will be certainty
of those outcomes.  Those regulatory bargains should be untouched, except in a ‘force
majeure’ type circumstance, they should hold.  So, there is that certainty once the
outcome is there and that is what businesses that have lived in regulatory regimes for
many, many years are used to.  The process by which that regulatory bargain ultimately
pops up can either have a pretend certainty or less pretend and more of a regulatory
compact process.

Those are the issues that we need to be clear about — the differences between certainty
of outcome and transparency of process and the issue of the extent to which there is
necessarily discretion exercised by a regulator that must at the end of the day defend
the process and the outcome.  I believe that the models that we are now working on —
and we still have a long way to go and we still have a lot to develop — are models that
ultimately will serve the process that we are interested in, which is a process of letting
markets work.  As I have been saying on a number of occasions now, getting regulation
right, regulation of the monopoly infrastructure, is important in getting competition to
work in terms of the commodities, the electrons or the molecules that are transported
on this monopoly infrastructure.

So, whilst we are still developing our processes I think that the balance ultimately will
be about right as between certainty, risk and transparency.

Chairperson: Let’s now hear from Mark Harding.

Mark Harding:  My brief, which might have been a little different to Tom’s, was to
come up here and be a bit provocative in terms of getting a discussion going and put a
view.  So, I will put that view and hope that it does provoke some worthwhile
discussion.  I totally agree; I think we would all obviously agree with Tom’s comment
that there is risk in any market.  The observation I would make though is that in the
artificial environment of regulation we have a great deal of control over the level of
that risk and we ought to think pretty carefully about the extent to which the regulatory
process is prescribed in order to manage that risk.  I guess that is one thought I would
leave you with.

I have said this already: network owners — and and I will take my NGMC hat off and
put my PowerNet hat on so I am allowed to be provocative — network owners in the
transmission sector do feel very vulnerable, given their very capital-intensive cost
structure.  So we see some public benefit there in terms of regulatory certainty.  Given
the impact that a regulator’s judgment on cost of capital and asset valuation can have
on the value of our business, we feel concerned about ensuring a reasonable level of
certainty about those outcomes over the long term — and we are talking about assets
here that have 50 year lives which are being carried in our regulatory books at the
moment with an average life of 50 years.  So, we are talking about periods of time that
aren’t common in the normal investor’s view of the world.
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Given the nexus between risk and return I guess the question that we are posing is:
what is the public benefit of not thinking very carefully about prescribing a low risk
regulatory regime in order to contain costs which comprise 80 per cent of the end cost
of transmission?

I want to take you through a three minute case study here.  (See Appendix E.)  How do
I see regulatory risk?  There’s a fair bit of material on the public record.

Certainty and an appropriate return on assets are important but these concerns revolve around
the treatment of future investments rather than the opening asset values.

[Source:  letter from the Chairman of IPART to the ACCC, NGMC, Victorian Office of the
Regulator–General and others, dated 6 June 1996]

And from Dr King:

As these costs are sunk any attempt to recover them must reflect political rather than economic
imperatives.  This is particularly the case where the relevant assets are owned by government
business enterprises.

No-one is here arguing that valuation of opening assets is not somewhat arbitrary.  I
guess as a manager who is charged with looking after shareholder value there is a few
questions that spring to my mind after reading those particular excerpts.  What
confidence does an investor have that a future asset that he constructs won’t at some
future time be regarded as a sunk asset and therefore subject to some arbitrary
revaluation?  That, I believe, is not an acceptable level of certainty, and I am not
suggesting here that any regulator is advocating this as a regime.  I am putting a
provocative position but I am saying to you that there is material on the public record
which a prudent and diligent investor, in my view — because I’m one of them —
would feel uncomfortable with.  Would you put your own money at risk, would you
invest, and if you would what risk premium would you place on your capital under
those circumstances?

Given the ultimate nexus between cost of capital and the end price that ultimately must
be paid or the end cost that ultimately must be recovered, whether it is through some
political process, whether it is through some pricing process that aims to reflect costs in
some way, there has to be an ultimate consumer impact — what is it and should we not
be considering that impact carefully in our consideration of this issue of regulatory
risk?

Finally, just to address the issue of regulatory flexibility, I read through the Business
Council’s submission to the ACCC in response to the ACCC’s issues paper and I
tripped over a very interesting quote.  They say:

Standard and Poors have produced several major papers outlining the requirements which they
see as necessary to allocate an investment grade rating to the financing of power plants.  These
include contracts which have fixed capacity payments and variable energy components and an
avoidance of sales into spot markets.

This is the Business Council arguing for certainty where their members are looking to
put fairly significant amounts of money on the table to invest in generation assets
whose revenues will be derived from a volatile spot market.  They can obviously see
the benefits of contractual arrangements which provide a low risk cash flow to those
asset owners.  I guess what I am suggesting is that we can provide similar sort of
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arrangements in the more capital intensive transmission sector through careful
specification of a regulatory regime which still provides a reasonable measure of
regulatory discretion but which provides the investor with sufficient certainty that is
required to make these significant investments in long-lived infrastructure assets.

So, they are my comments and I hope for the next half hour we are able to have a
useful discussion.

Chairperson:  Yes, I think we will.  The contrast there, Mark started off by noting that
the marketplace is going to be looking at the attitude of regulators to a number of key
things, including asset values and the weighted average cost of capital.  One regulator
at least has suggested that they might be likened to horses and donkeys; I don’t know if
that gives you any message.  It is worthwhile though to try and tease these issues out a
little bit.  Just what is it that constitutes certainty for an investor, for a network planner,
for an operator of the class of assets that we are talking about, contrasted with just what
flexibility a regulator needs to ensure that if there is some discretionary power
exercised that there is some scope for capturing that.  I might say before encouraging
comment that this is certainly not an issue that is unique to utility regulation.

I doubt that there is a day goes by that there is not some commentary about the need for
regulatory certainty in the mergers test, as there was for years over the operation of the
Prices Surveillance Authority and many others.  I suspect that what we have got here is
more in the future of a genetic dialogue than anything that has any fixed resolution.
Nonetheless, I think it would be rather useful for us, and I am sure participants, to get
some more clarification.  So, if we could encourage people to raise issues, just perhaps
whether it goes to that part of Chapter 6 that speaks of the inclusion of new investment
in the asset values or some other aspect of this market where these issues are brought
out.  Some comments and questions please.

Paul Hutchison (ACCC):  Just a general comment on this notion of risk and sunk
costs.  You always get this feedback that electricity or regulated industries are special
and that this is a special instance of their specialness whereas to my mind it is a feature
that runs in many markets.  If you put your money into a wheat farm you take on a lot
of sunk costs, you have got a lot of competitors, you are selling into a competitive
market, that new investment could well become sunk cost and you will redeem it as a
much lesser capital value than you ever invested in and that is just the way of the
world.  There is nothing particularly special.  Unless you are talking about the actual
split between fixed and non-capital costs in, say, utilities, I can’t see anything
particularly special about the risk that they are facing that shouldn’t be the same as it is
in other markets.

Geoff Swier:  I think the difference is not an absolute difference, it is a difference in
degree.  I think what we should be thinking about is trying to optimise the risk
environment so that we can get the maximum benefit for the community.  Transmission
assets for example, are not absolutely different from a wheat farm but they do have a 50
year economic life so the community can benefit a lot by minimising the cost of capital
to be as low as it possibly can.  If we go to the other extreme and say, ‘Look, let’s have
an absolutely blank sheet of paper and the regulator can make a completely different
decision next year and devalue assets by 25 per cent’, well, we know that the cost of
capital could easily increase by, say, 300 basis points and the costs will flow right
through to customers.
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We have seen an enormous number of international investors come through looking at
the Victorian reforms.  They are all looking at Asia.  There is something like $200
billion worth of investment going to go into Asia into electricity investments over the
next ten years and investors are looking for coherent, understandable regulatory
regimes.  There is a market out there where regulatory regimes are being implicitly
priced by investors.  We know that at the moment India for example is being priced
with huge risk premiums.  So, I think the critical issue in this for Australia in trying to
be more internationally competitive in that we have got to have a modern, sophisticated
regulatory regime that makes the cost of capital as low as it possibly can.  That doesn’t
mean eliminating risk, it means getting it down as low as we can.

Chairperson:  Perhaps a greater regulatory risk up-front might prevent some of the
asset inflation that leads to these huge investments that have to flow through to prices.

Antony Cohen:  I was going to make a response to something Tom said in his
comment about regulators as well.  Firstly, Tom made a comment or asked whether
perhaps the investors who paid the price in Victoria knew more about regulation than
was on the public record.  I think it is fair to record that in fact they do.  There are
documents that they saw in data rooms, that are not public information, that include
exchanges of correspondence between us and the regulator about how he thought he
might exercise some of his discretions, for example, and those are not on the public
record.  It is also worth saying, I think, that when you look at distribution pricing in
Victoria, separate from what is on the public record, that there are clearly degrees of
freedom removed or defined in a way which isn’t present in transmission that we are
mainly talking about here.  So, there are two degrees of difference in what they pay.

The other comment I was going to make was on this question on the balancing of the
cost of capital, it seems to me, and others might like to comment, that what we have
here is some monopolies that we are trying to get competitive disciplines into as much
as we can and regulate where we need to because they are monopolies.  It always seems
to me that unless we can get a cost to capital advantage out of a monopoly in the long
run then we have made a mistake, we have gone too far.  I mean, it must end up less
than a competitive market or I just think that we have swung the pendulum too far.  I
don’t know if the regulators and others would like to comment on that.

Chairperson:  Any more comments, including one that perhaps goes to one of the
background questions.  Is it the case that in all of these markets there is an avowed
policy aim of promoting maximum competition or trying to obtain lowest or most
efficient consumer prices; is that the only objective that has been expressed?  After all,
we have got libraries full of textbooks describing the regulatory failures in the UK as
proceeding from the failure adequately to establish those pro-competition or even those
pro-efficiency goals up-front and instead some privatisation revenue goals.

Jim Holmes:  I am not following on what you just said; this is another point.  There are
a lot of emotionally charged words that are used, and I have got to say even Mark used
them at times.  For example, the word ‘discretion’ might well be regarded as having a
certain emotional negative flavour, except perhaps if you happen to favour the
particular discretion in question.  Another one is ‘arbitrary’.  ’Arbitrary’ is generally
used in the context here today as pretty bad as decisions that are all over the place and
of which no-one can make any sense.  What I think we need to do is also make sure
that we have got our language straight between us to move the debate forward.  What
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we are trying to do in Chapter 6 is to avoid an arbitrary arrangement, by which we
mean the opposite of a rational, discussable, even partly-codified, arrangement for
pricing.

So, ‘arbitrary’ is the right to do whatever they want to do, so that you wouldn’t know
what rule they are applying from day to day.  That is arbitrary.  What we are looking
for is a rational arrangement that is predictable as to process — and I don’t hear any
problem about that from Tom or Eric or anybody — process transparency and so on,
but is fairly predictable in terms of the types of discretions that will be brought to bear
so that they are not all over the bloody place, so that they are within a compass.  Those
things should be reasonably capable of being documented so that people can draw
some comfort and not think of the highest price risk premium they are going to put onto
it.

So, I have a feeling that once we start using the right sort of language about ‘judgment’
and ‘discretion’ as opposed to ‘arbitrary’, then we might be in danger of violent
agreement.  You know, we might be coming towards a convergence here because just
going through some of the stuff that Eric had in his slide pack, there really is, on the
whole, no great reason why a lot of that can’t be introduced into Chapter 6 as
appropriate cross–testing.  I was saying to Mark Harding in the middle of it, ‘Do we
have any problem with that?’ and I don’t think we do.  I think the important thing is
that we can’t say it is a black box.  As soon as we say, ‘This is a black box’ then I think
we’re admitting defeat.  We have to say that it is partly codifiable, expressible in the
English language, and partly capable of being written down.  What we haven’t said
today so far is that there is intended to be review of the latest version of Chapter 6 of
the transmission pricing at some stage to pick up any developments that have occurred
between now and then.

I think that both Tom and Eric said that their processes aren’t complete.  Well, in so far
as they are complete in 12 or 18 months’ time we would want to pick up the outcomes
at wherever they have got to, not only in electricity but in anything else they are doing.
At the end of the day though I think it is poor public policy to say to a regulator, ‘Look,
you work it all out.  You work out your aims, you define it as you go’.  I think public
policy deserves a bit more in terms of defining the environment within which the
regulator should be exercising discretion, not a discretion about the environment as a
whole.  So, we may be differing now I think on matters of degree rather than absolute
kind; I hope so.

Chairperson:  I think that is a useful contribution.  Regulatory uncertainty goes both
ways and looking at the proposals that have come forward so far, one sees an
opportunity, almost an invitation, to commit to a scheme whose even general
parameters are highly subject to change, even before it is implemented on day one.
That is the reverse side of that coin.  Whether that is managed by giving more
discretion or arbitrariness to the regulatory rule is obviously a real debate.  I guess we
are faced here with something that is unusual in another respect.  The time frames, not
only over which the regulatory oversight will be exercised but the time that will elapse
even before it is relevant, is so great that it is beyond our collective experience at the
moment and of course where things operate outside your direct experience people do
want to have more handles to grab, more systems of review and more assurance of
repeatability of application.  Some other comments?
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Chris Pritchard:  I would like to make the observation I think in the last couple of
months there has been a new level of uncertainty as to regulatory certainty.  We have
alternative regimes, be it the NGMC approach, the IPART approach, we are now
looking at a review — some people are saying 1998 — of Chapter 6, that has been
quoted to me.  The Commission in its own issues paper has suggested that we should
be flexible and take account of what is happening between now and the year 2000.  It
seems to me that one of the issues that we are facing is, as I said, a level of uncertainty
as to the certainty that will prevail in two or three years time, and most economists
would be very familiar with that sort of hair splitting.  And of course super-imposed on
that is the interim arrangements wanted by the States and to some extent the longer
term arrangements wanted by the States, and super-imposed on that is uncertainty, and
here’s the word again — as to the augmentation issue and the extent to which NGMC
can ultimately say to a jurisdiction, ‘Well, you’ve damn well got to’.

So, that is my perception, working on the issues on a daily basis, that we are in danger
of creating a new degree of uncertainty through our copious talk of the need to review
not only how we do things but how we change the way we do things in the next two or
three years.

Chairperson:  How is that minimised?

Jim Holmes:  The way it is minimised in the current thinking is to say, ‘He who asserts
the need for a change really has to prove it’.  That is a normal sort of legalistic
approach to anything.  The starting point for the review will be what is in the Code
today and if there are good reasons to displace it they will be made and argued
publicly.  It will be a rational debate, it will go through due process, the jurisdictions
will be involved, the ACCC will be more than involved.  So, the process will be to put
the onus on the change arguer, the change asserter, whoever that may be.

Chris Pritchard:  Okay, well I would come back on that by saying I think you are
right and I think probably the Commission is — in a sense in the way it has put its
concerns — putting it differently, it is almost saying, ‘There is a prima facie cause for
concern’, not a prima facie presumption that unless evidence comes up to the contrary
that the concern hasn’t been established.  That’s why I brought it up.  I think the
Commission is already signalling that it is probably going to opt for a pretty cautious
attitude towards whatever methodology is approved in the first round.

Chairperson:  Okay, I think that is a good point and you are right and I will tell you
why.  Our goal, the goal that I have suggested to our project team on this whole pre-
application approach, is to so ventilate the issues to generate sufficient discussion and
interaction between various regulators, users, potential investors, governments and
consumers, such that the day after the application is in we can be confident that there
will be no contrary comments or no changes that will be needed.

We are after certainty.  To the extent that when the application for authorisation and
draft undertaking come in and there are material new issues or new objections, that will
be a direct measure of our failure up-front and for those around this table pretty well
everyone has a stake and we can stick to diverging views and there is a legal process
that we will go through that will resolve that more or less — a pretty unsatisfactory one
in my view — or we can try and seize these issues.  That is why the Commission is
having forums like this one and the number that we have had, why we have put out the
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discussion paper National Electricity Market — Comments and Issues Arising June
1996 and other things, and for our part not only are we precluded by the state from
having made up our minds in advance but also we are somewhat confounded by the
value of different views put.

So, when it comes to this notion of certainty or uncertainty we find this to be another
key area on which we would want input.  After all, there were a number of key
submitters — I think the Business Council, amongst others — who felt that the current
formulation of the Code, not just the text of it but the whole concept, was so excessive
that it shouldn’t be countenanced, while others say, ‘Look, there are so many
uncertainties now we need yet another two or three chapters to make that plain’.  Well,
of course you are always going to have a spectrum of views but I would really
appreciate, at least from the group here, some identification of how one might close-in
on these issues.  The framework that we have already had is a good one about the use
of language and perhaps defining the words and reducing them from epithets to better
descriptors of the concerns.  So, some more input.

Bob Burgstad:  Listening to the discussions today, it seems to me that the New South
Wales model which has been proposed has got checks and balances in it which seem to
be very constructive, looking at some of those slides earlier.  I am just wondering
whether the National Grid Management Council would consider incorporating some of
those checks and balances as a regulatory framework for doing exactly what Tom and
his people are doing, because that makes sense to me if those diagrams are correct, and
I’m sure they are.  It seems to be a substantival position which you can go back to the
industry players on and say, ‘Well, for these reasons we have made these decisions’,
and it just makes sense to me to have those checks and balances in there rather than ---

Chairperson:  So, what are the checks and balances that you are talking about?

Bob Burgstad:  The sort of performance criteria, the financial reporting, the
benchmarking exercises, and I think that is one of the things that all the regulators
would have to do in the future is establish benchmarks on what typical operating and
maintenance costs are for a 500kv line or whatever the case may be, what the typical
construction costs are, typical asset valuation costs are, so that if there are some
differences between the States, particularly when they get into the distribution areas —
which in my view is going to be a lot harder I might add — there is some
benchmarking that goes on.  My suggestion would be that there should be some sort of
regulatory working group set up to do exactly that, benchmark regulations if you like.

Chairperson:  Geoff Swier is going to be speaking in a little while on some related
issues.  Geoff, do you want to comment now on this point?

Geoff Swier:  I basically agree with that.  I think the key question though is what
should you expect to see in an industry code?  After all, this is a code that the industry
is putting up and it is a bit much to ask them to say, ‘You’ve got to have
benchmarking’ and so on; those are activities that the regulators should be carrying out.
So, I think the sort of stage of the dynamic we are at is that the NGMC have put this on
the table and I think it is difficult to ask them to go too much further in putting those
sort of checks and balances in.  I think the question is what does the regulatory
authority come back with in terms of how they are going to carry out their role?  I think
in our minds the regulatory certainty issue, which we are very concerned about, is
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going to be resolved, as Jim was saying, by the ACCC in due course (as the ORG in
Victoria has, and probably IPART is moving to as well) a regulatory statement which
sets out, ‘This is how we as regulators will carry out our role’, in a fair bit of detail.

Offer in the UK at the time of the privatisation there, set down some reasonably clear
statements about regulatory approach.  Now, a lot of those have come back to haunt
them and really what you are trying to do is make sure that when you come to write
your regulatory statement you are going to be making a statements that will stand the
test of time.

Chairperson:  Indeed, we also see a need that some others mightn’t appreciate — but
to ensure a measure of consistency about rules in this artificial regulatory environment
— so that it is not so out of whack with the rest of Australian markets and the way they
behave, and of course internationally as well.  Indeed, in the last few weeks I have been
to several of the UK regulators — Offer, Ofgas and OFTEL (Office of the
Telecommunications Regulator, UK) — and discussing, in particular, some of these
information asymmetry issues and I guess that is one of the profound expressions from
all of those people and people like Brian Carsberg in his two former lives, that the
degree of information that one has to base some of these long term and quite significant
decisions is going to be flawed every time, not just half the time or most of the time but
their conclusions are that you are always working from that assumption.

Of course, for the Australian Competition and Consumer Commission that is nothing
new.  In a sense we have a greater luxury in these markets where there are just so much
time and there has been so much open cooperation by the owners as they submit these
assets to regulation.  We don’t find that from BHP and others so in a sense we might
even be better off.  But before bringing this session to a close is there anybody else who
would like to speak?

Eric Groom:  I think there is scope for us to work together on Chapter 6 and to make it
more open to the inclusion of those other factors.  I would draw a comparison with
what is happening in gas.  The code for gas is much more open in terms of how you
value assets and the factors that may be brought into account in determining that initial
asset base.  That will then need to be supported — or we would see it being supported
at least at the State level — by a statement of regulatory intent or a regulatory
framework that narrows down the possible openness of the Code into a specific
statement of ‘These are the factors we have taken into account’.  We have established
this sort of regulatory asset base at the start of the period for AGL and there is a
commitment to bring in new investment.  Perhaps not all the Ts will be crossed and Is
dotted but it will take the Code to that further step of a precision if you like, whilst
always recognising that inevitably there needs to be scope for judgment.

So, I think there is scope for doing that and then perhaps taking some of the detail out
of the Code, putting in more general provisions.  This would provide for the
development of supplementary statements or agreed positions between the regulator
and the industry as to how that is going to be translated into prices.

Chairperson:  Okay, so whether it is taking the detail out of the Code or the sting out
of the talk there are some productive outcomes there.

Mark Harding:  Could I just respond to the questions that Bob and Eric have made?
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Chairperson:  As long as you don’t undo all that warm and fuzzy feeling.

Mark Harding:  No, no, hopefully I’m going to add to it.  I think there is great
potential to augment Chapter 6 of the Code to include the sorts of measures that Eric
described today, and he has put that view to the NGMC before.  I guess the only reason
the NGMC has been reluctant to take that forward is that — and I suggest a case study
here again — if you were to look at PowerNet’s financials, we have been given a
revenue requirement that gives us a commercial return on deprival value assets.  Profits
and cash flows are very large in this business, particularly compared to the five year
forward estimates of capex.  But we are not just getting a cash flow that gives us
sufficient resources to maintain and augment the network, the bulk of that cash flow is
devoted to servicing the sunk cost, which has been set at deprival value.  Now, if Eric
was to run his financial analysis over PowerNet’s financial statements he would get a
view similar to the one that he developed for TransGrid; I mean, it is a very healthy
business.

Eric Groom:  One of the issues may be a presumption that one cap fits all.  I don’t see
that necessarily because PowerNet has been established on that basis that necessarily
every other transmission company or distributor has to be established on the same
basis.  There was an interesting quote from Martin Cave essentially saying, ‘Sure, we
established the initial asset values on a different basis for each of the utilities’.  And he
was actually talking about electricity asset values.  They were inconsistent but
customers accepted that because it avoided price shocks and other unpleasant surprises.
They accepted it as a going forward basis, as long as you are bringing investment in
appropriately it doesn’t affect the operation of the businesses and it doesn’t affect
competition within the marketplace.

Chairperson:  I think we will have to wind up now.

Mark Harding:  Okay, but if I can just finish the point I was going to make.  Putting
my PowerNet hat on I am more than comfortable having a regulator do the sort of in-
depth analysis that IPART has obviously done; I have no difficulty with that at all.  All
I am saying is that if you were to do that analysis now you would very likely form a
view that there was scope for the asset values to come down and the reason why the
NGMC has therefore been a bit coy about bringing in these supplementary measures is
that they are going to be likely to suggest that there is fat there in terms of the revenue
and the asset valuation that can be stripped out.  Nobody is arguing that but ---

Chairperson:  Might that not be correct?

Mark Harding:  Nobody is arguing that but the fact is the owner government in its
process of industry reform has taken a decision, it has traded off all those conflicting
objectives, it has come to a landing, it may well have sold the assets and the last thing
— PowerNet speaking here — the last thing we want to see is a national code that has
this emphasis on asset valuation and cost of capital but with the supplementary
measures imposed on it which provide the regulator with an opportunity to take $400
million off our asset value.  That is the key concern.  It is nothing to do with
economics, it is all to do with the long run stability of shareholder value at a time when
our owner is certainly considering selling that asset.



ACCC network pricing forum 55

Chairperson:  Well, that might well be the case and it might well be an appropriate
consideration domestically; in terms of our consideration of the material coming
forward, it doesn’t quite fit into the model so easily.

Investment signals of pricing methodologies

Geoff Swier, ESI Refom Unit, and
Eric Groom, Chief Economist, Independent Pricing and Regulatory Tribunal of
NSW

Chairperson:  In this last session we deal with these issues in a slightly different way.
Needless to say, they are the same issues but we cut it from a different angle.  The first
speakers are going to be dealing with issues of investment signals and pricing
methodologies.  The debate here, which has been perhaps as active as anywhere in the
whole area, is the distinction between cost-reflective prices, or congestion pricing,
which of those is more likely to send the best future investment signals.  Implications
of this for efficiency are ones that cannot be overstated.  We expect also this session to
deal with some of the issues that relate to averaging and how averaging is being dealt
with in the Code and some of the critiques of that.  As in the last session we will have
two speakers, Geoff Swier and Eric Groom, and I will ask Geoff to speak first.

Geoff Swier:  I will try not to speak for too long so I will try and leave maximum time
for questions and discussion.  I am really coming very much from a Victorian point of
view in this.  The things I want to cover, which is going slightly out of the terms of
reference but I think it is very relevant, first is private ownership, which I think is an
absolute critical issue that we have to get to grips with.  I want to talk about price path
outcomes and the reform process, thinking about what kind of price outcomes
governments and regulators want to achieve.  Then I will talk specifically about
investment signalling, talk about that in both the transmission sector and then the
distribution.  Then I want to talk about some materiality issues.  I think that it is
important that we try and understand how material some of these things are relative to
the entire compass of the electricity market and even the energy market.

Privatisation I think it is an absolutely critical issue.  Countries all around the world are
deregulating and restructuring their electricity industries; Australia is competing for
global investment.  The Victorian government’s focus is very much on privatising in
the whole energy sector and wants to get the government out of owning assets and
getting the government down to a pretty streamlined policy and regulatory functions.
Other States aren’t quite at that point yet but I personally think that over the next 5 to
10 years we will see most other States moving to privatise a lot of their electricity
industry.  We will be creating an environment where private sector investors are
prepared to invest and we want them, from the point of view of public policy, to be
investing efficiently and to the benefit of the whole community.  That is an entirely
different model from where we have come from historically where an investment has
been undertaken within monopoly State-owned utilities.

I think it is just impossible to overstate the importance of this transition that we are
going through which highlights the importance of the ACCC’s role in all of this.
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The Victorian government is committed to transferring the regulation of transmission
assets to the federal level.

One of the lessons that was learnt from the UK reforms was that the government
restructuring process and then the regulatory process were not very well integrated and
I think a lot of the problems that you have seen in the UK was because of that lack of
integration.  I think it is very important that as we move through this transition that
governments and the regulators and the ACCC are working together so that we have a
smooth transition and we avoid some of the major regulatory problems experienced in
the UK.

I now want to talk about investment signals.  First of all I want to talk about
transmission.  The split between planning on the one hand and ownership and
management of assets on the other hand, as in Victoria, is a pretty critical distinction.
Now, I guess to date we haven’t really seen much practical effect of that because the
capital investment in transmission that is going on in Victoria is minimal.  I think this
split creates a very different set of incentives and drivers when you are thinking about
investment decision-making than the conventional models that you might look at in the
US or the UK.

It is also very different from distribution because in distribution in Victoria, and I think
probably everywhere else, the investment planning and decision making function and
asset ownership is in the same organisation.  So, when we are thinking about the nature
of regulation in the case of transmission I think a critical issue that we have to focus on
is what is the role of what is called the Global Transmission Planning Committee
within NEMMCO (National Electricity Market Management Company).  I am not sure
how many of you have been involved with that debate but certainly within the relevant
NGMC working groups there has been a pretty feisty debate going on between people
about how that will operate.

The second issue I want to talk about is ‘nodal pricing’.  The approach that has been
adopted in the National Electricity Market, is an approximation of nodal pricing.  The
various regions — South Australia, Victoria and New South Wales — are defined as a
single region where electricity is traded by way of statically determined loss factors
relative to a reference node in the main centres.  Between the centres there will be
interconnectors that will be priced on a nodal pricing basis.  So, losses will be
determined dynamically and where transmission constraints occur then prices will
diverge.  There is a Inter-regional Trader that will offer hedges to allow an efficient
allocation of the constraint and interconnection capacity.  It is interesting to point out,
that, as far as I know, this has not been done anywhere else in the world.  I understand
in New Zealand they are moving to some form of nodal pricing this year so it will be
interesting to see how that works out.

Now, implicit in nodal pricing is the potential for entrepreneurial investment.  The
Code provides for NECA (National Electricity Code Administrator) to negotiate with
entrepreneurial investors to restructure the bidding rules to optimally allow that
entrepreneurial interconnector to interface into the market.  There hasn’t been a
prescriptive set of rules drafted yet — I think there has been a fair bit of thinking done
and I think there are various views about how it might happen.  I think in terms of
investment signalling the way in which the nodal prices at either end of any particular
interconnector, or in the case of Queensland which is not currently interconnected or
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Tasmania, how prices are set in each market and the information that comes forward
about what prices are doing in each market and the potential for economic investments
to be made, are extremely important.  As I say, it hasn’t been done anywhere else in the
world so we are at the leading edge.

Inevitably, nodal pricing is going to be extended over time.  A decision was taken that
it was too complicated to try and have nodal pricing going right throughout the
interconnected market and that at this stage we would apply the principles to
interconnectors only.  Over time I believe we will see nodal pricing extended and I
think that is going to provide more potential for transmission investments to be made
on an entrepreneurial basis where there would be effectively no price regulation of
those assets.  It is a complex subject and I agree with the NGMC that we should not be
trying to push that forward too quickly but I think that by the turn of the century we
will be seriously looking at extension of nodal pricing.

Turning to distribution, the key thing I want to talk about there is the incentives — and
this is from a Victorian perspective — that we tried to create in the design of the
regulatory arrangements.  A key aspect is that the regulatory review period needs to be
long enough so that the investors have a reasonable opportunity to extract efficiencies,
to be able to do new things to their business and retain the benefits of that under the
price cap.  Regulators and governments as well have to make trade-offs there because if
the regulatory review periods are too long then there is the potential for the businesses
to become excessively profitable and pressures arise to take away some of that excess
profitability.

In Victoria we tried to create incentives for the distribution businesses to design their
tariffs to manage their load and to manage their capex so as to optimise their business.
That leads to consideration of things like embedded generation.  We have got
distribution businesses looking at how they might structure their network tariff to create
better incentives for customers to shift hot water load to optimise distribution
investment.  Those are just some of the examples of the things that you want to try to
encourage.

Coming back to the issue of regulatory certainty that we were debating earlier.  The
certainty of regulatory rules is very important because to get distribution businesses, for
instance, to do innovative things with hot water load, why are they going to bother if
next week the rules are going to be changed and the profitability of making these
optimising investment decisions is taken away from them?

Under a CPI–X regime the key risk for regulators is more likely to be under-
investment.  Therefore the regulation of price and the regulation of service have to be
done together.

The last point I wanted to make was about materiality.  We have been discussing today
network pricing and we have been focussing mainly on transmission pricing.  How
material is all of this in actual fact?  Well, I guess we in Victoria did not see it as a
particularly material reform issue.  Transmission costs are about 10 per cent of the total
cost structure.  In terms of ongoing investment it would be a figure much, much lower
than that — and I don’t know quite what it is — but in terms of the overall investment
in the industry going forward over the next five years it would be a figure, of about
three or four per cent of the total investment; that would be a guess.  But it is not very
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material at the moment.  We may be moving into a cycle within 10–15 years where
investment and transmission assets might be a lot more significant — but certainly in
the next five years it is not a big issue.  I think this is something that both people who
are designing reform processes and regulators need to look at.  We need to consider the
dollars that are spent because we can’t do very much about the sunk cost, we have got
to be looking at the dollars that are going to be spent in the short to medium term
because it is those dollars that we are actually going to have some influence over.

So, I would have to say that transmission pricing, certainly in Victoria (it is different in
other States and certainly different in Queensland) is not a big issue from either an
allocative efficiency point of view or a dynamic efficiency point of view.  It certainly
may become a bigger issue in a 10 to 15 year time frame.  I think the major benefits of
reform will come from other sectors:

•  improved efficiency in investment of generation assets;

•  competition in fuel sources;

•  investment in distribution assets;

•  lower operations and maintenance cost in distribution;  and

•  demand side management.

If we are talking about investment signalling I would hope that there is some kind of
strategic focus on where the big game is in the short to medium term.  Where are the
dollars that are going to be saved?  Where is there improvements in customer service
that can be achieved, whether they are improvements in reliability or whatever; what
segments of the industry are we going to see those effects, because that tells us where
we should be aiming our effort.  The reason why regional transmission is not I believe
a material issue is that by and large the networks are very mature.  As far as I can tell
most new transmission investment that is going to occur, certainly in the south east
Australian market, is going to be in interconnectors.  We have got Eastlink, which may
or may not go ahead, I think there certainly will be more interconnection between
South Australia and Victoria and possibly Basslink.

These interconnector investments are going to be principally driven by regional price
differentials and so the operation of the inter-regional trader, the inter-regional hedge
market is going to be a critical issue.  One of the issues that we are concerned with is
the potential for inter-regional hedges to be bought by regionally dominant generators.
If you are a regionally dominant generator and you can control all of the hedges into
your market then you are going to have a lot easier time setting prices where you want
them to be.

The last point I want to make is in respect of regional investment in Victoria.  Victoria
has split its transmission planning and asset ownership.  VPX effectively carries out a
quasi regulatory role in planning.  We think it would be a good idea if other States look
seriously at that structure.  Until nodal pricing begins to develop, and I think there are
big question marks about how far and how fast nodal pricing can be extended into
regional transmission markets, then I think this separation of the planning function will
probably be the most appropriate way to manage investment and transmission assets in
regional markets.
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Chairperson:  I will ask Eric to come up for the second of his three starring
appearances today.  Perhaps especially on those issues of nodal pricing you might have
some comments to make.

Eric Groom:  In fact, Geoff has picked up a number of points I was going to make,
which helps me because then I can be a bit briefer than I would otherwise have been.  I
would like to talk about investment not just in terms of investment by the utilities in the
network but also the implications for investment by users in demand management,
energy efficiency and embedded generation.  That is, I would like to pick up the other
ends of the pipe or wires so to speak.  I would like to step our way through a few
different levels at which prices may inter-relate to investment.  I will start off at the
lowest level — where I spent a number of years — the process of project evaluation.

Within a monopoly utility prices matter very little for the bulk of project evaluation.
For many of the investment decisions prices don’t matter because it is essentially a
matter of meeting engineering standards at least cost.  Evaluations compare the costs
you deferred or avoided with the costs of the equipment you are putting in place, et
cetera.  So, in terms of how a utility goes about constructing its investment plans, for
many of the projects that come forward — and my experience may be dated, it goes
back to the mid-eighties — prices matter very little.  People may choose to comment on
that, but I believe it is a point to bear in mind.

Prices matter more where we are talking about putting in new capacity, meeting new
demands, rather than simply replacing equipment.  There prices matter and questions of
nodal pricing and the structure of pricing can become very important.  I should say at
the outset that I don’t think pricing methodologies will provide the solution in terms of
giving the utility, a monopoly utility, the right investment signals.

This is the problems of aligning prices which signal efficient use of monopoly
networks with appropriate investment signals.

In terms of those nodal pricing solutions, efficient use of the network would require
higher prices on points of congestion of the system.  If it is a monopoly business, and
we have not got entrepreneurs coming fishing around for investment opportunities yet,
it is a far easier life for the utility to sit on the network constraint and collect the
dollars: that is, sit on the high prices for those congestion points.  But congestion
pricing matters for the investment decisions of others, the people on the end of the
wires, be they embedded generators or people using them.  I believe there is real merit
in exploring those opportunities for congestion or nodal pricing.  This could go beyond
variations in pricing levels either side of an interconnector to perhaps pricing in zones
within systems.  This is very much a personal view now and is a medium to long term
view because, as Geoff Swier has indicated, congestion pricing is some way away.

But I think there is real merit in exploring those nodal pricing opportunities or
congestion pricing opportunities, both at the transmission level and perhaps even at the
distribution level.  Even at the distribution level it may be possible to identify, sense,
hot spots of congestion within their system.  If we do that, we will give better signals
for, say, embedded generators to bring in capacity on the other side of a system
constraint.  Similarly we would give better signals for energy efficiency on the other
side.  That will feed back into the utility business because they will be a partner in
many of these ventures as they broaden their horizons to becoming energy management
companies rather than sellers of electricity.
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One final point on the structure of pricing, we often talk in terms of ‘Should prices be
higher at this point because it is a congested point in the system or because it is a long
way away?’  I have a problem with pricing higher just because it is a long way away
when the system isn’t congested, because I think it sends a wrong signal.  If the system
is not congested the marginal costs of transmission of additional electrical energy may
be minimal (excluding the costs of losses of energy which are not part of transmission
pricing).  We should also think in terms of structure of prices; that is the weight given
to the fixed component versus the usage related component.  Transmission has large
fixed costs so there will always be an argument for a substantial fixed component
within transmission pricing.  We could encourage the transmission companies to not
apply standard weights for the components across the whole system.  Instead we could,
perhaps, give a greater weight to the variable component in transmission pricing on the
other side of the transmission constraint and a greater weight to the fixed component
where the system is not congested.  That means that the average unit price need not
vary but you are starting to send the right signals in terms of congestion through the
weight given to the variable component.  It is really an application of two-part tariffs,
which we should all be familiar with.

Finally, I wish to move on to the role of regulation in investment decisions.  Remember
we are assuming transmission and distribution is a monopoly at this stage.  There are
some important linkages between our approach to regulation and investment decisions.
One linkage comes through the form of regulation.  IPART has implemented with the
distributors and TransGrid, a form of revenue regulation which reduces the link
between the revenues of the distributors and the amount of electricity sold.  We
actually believe — and hopefully we are correct — that that reduces the disincentives
to energy efficiency and gives the utilities better incentives to partner their customers in
either energy efficiency or embedded generation.  Revenue regulation reduces the link
between their revenues and the amount of electricity actually transmitted across their
network.  We believe it encourages better investment decisions ‘on the other end of the
networks’ without adversely affecting the financial viability of the utility.  This form of
regulation should encourage the utilities to focus on ‘how can we meet customer
energy needs at minimum costs’ in assessing investment projects.  A price cap simply
focuses attention on minimising the costs of selling more electricity.

We have actually had an interesting test case on the north coast of New South Wales
where there was a study done by SRC of energy efficiency opportunities.  We asked the
consultants to look at the impact of alternative regulatory arrangements.  If you allow
for some benefit in terms of deferring future generation needs there was a net
community-wide benefit from targeted energy efficiency programs on the north coast.
However, under a simple price cap there was no financial incentive for their Northern
Rivers Electricity to become involved — in fact, there was a financial disincentive.
Under a broader revenue cap there was actually a financial incentive for them to get
involved in demand management energy efficiency rather than asking TransGrid to
augment the 132kv system.  That is, the financial interests of the utilities were aligned
better to the objective of better meeting customers energy needs of lower cost.

The other element of regulation operates at the very highest level that we have largely
been discussing today.  That is, the link between the regulation and future investment.
The Tribunal has been quite comfortable signalling to the utilities it deals with its intent
to bringing future investment into the revenue base and providing a commercial return.
This is of course subject to the investments being prudent and efficient.
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We are still discussing with the utilities how we should measure that investment and
what return should be provided for.  However, the commitment is there.  That of course
then gives the utilities the incentive to invest wisely; if they do, an appropriate return is
obtained.  The problem is the incentives to over-invest, which Stephen King mentioned
earlier.  This tends to become part of the terrain with regulation that relates revenue to
asset bases.  It also means that really we are getting back to a system where, like it or
not, there is an onus on the regulator to test those investment programs.

Now, Geoff mentioned that in Victoria they have gone down the path of structural
separation — that is, the investment planner is a different organisation from the
network company.  We haven’t gone that way in NSW.  The NSW legislation requires
an explicit planning process for major investment but the actual investment process
isn’t separated.  Personally, as a regulator I don’t want to be responsible for the detailed
investment planning of TransGrid.  There is a real danger that this may become part of
the ‘norm’ of regulation: as assets are brought into the asset base the regulator may get
involved in investment decisions.  Gradually, whether you like it or not, the regulator
may take over part of the business.  That is one of the real risks that I think we as
regulators face.  It does raise, as I mentioned, the issue of who does the planning and I
think that is a very valuable issue for us to talk about now.

In the early days of some of the development of the Code there was a view, it was
suggested, that the regulator would formally tick through major individual network
planning decisions.  We reacted with some horror because that wasn’t how we saw our
role.  It is now required that there is a transmission planning process but there is still a
real issue to be faced in terms of the issue of automatic cost pass-through of those
investment plans.  The framework we are looking to develop for future investment into
the regulatory base still requires regulatory caveats.  These include strong caveats in
terms of the concept of automatic cost pass through.  Automatic cost pass-through
always entails real risk from the regulatory perspective.

Perhaps if I could leave it there and throw it open to the discussion.

Chairperson:  Yes, I think there are some important issues to bring out a little more
fully in this discussion.  We are looking after all at some of the dynamic elements of
the whole purpose of the scheme, especially when it comes to issues like demand
management.  Recently I was visiting the UK regulators and they gave an example of
the effectiveness of demand management in noting that they were able to shift a lot of
demand from a lot of the heat bank operators and water pumpers and others to three
o’clock in the morning where they had the highest price of the day for a while.  So, you
can get some interesting results.  Some comments on this issue.

Chris Pritchard:  Obviously in South Australia we have got a planning dilemma I
suppose between interconnector augmentation or generation in the not too far distant
future.  I would like to ask both the speakers, what should the Commission do about the
optimisation of investment between transmission and generation and will the result be
technically and environmentally optimal?  I don’t think there’s an answer but I’d like
them to answer the question.

Geoff Swier:  I think the main thing that the Commission ought to be doing is just
trying to make sure that there is a level playing field between the two — certainly that
is what we in Victoria are concerned to see; we don’t ask for anything more than that.  I
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think it is a question of as these rules are applied and as this market develops I think the
area where the Commission is going to get dragged in is where one side or the other —
the generation people or the people who are trying to get their interconnector — may
feel that there is not a level playing field.  In terms of planning and environmental
issues, I don’t think this has got anything to do with the ACCC but I think there are
important issues there.  I think that as we were talking about transparency and so on
this morning in terms of economic regulation I think there are some real issues — and
we are just really seeing this in Queensland — I think it is important that there is
thought going into ensuring that these planning processes and environmental consents
and consents over easements etcetera are brought into a more transparent, open and
defensible process than they perhaps seem to be at the moment.

Eric Groom:  In terms of the interconnectors, I expect that will be caught under the
planning requirements under the National Grid.  In a sense they will need to go out for
evaluation of different options as alternatives to that interconnector and I expect we are
getting ourselves into a much more open process which is very much a positive move.

Geoff Swier:  By the way, I wouldn’t underestimate the entrepreneurial side of things
because if you look at Hazelwood power station in Victoria, it may well have big
incentive to make sure there is expanded interconnection into South Australia.  It could
well get involved as an investor or an underwriter or some way in promoting that kind
of investment so that it can gets its juice into the South Australian market.

Eric Groom:  That may raise some interesting questions about the actual linkage
between the generation company and the transmission company.

Vicki Brown:  Reintegration?

Eric Groom:  Yes.

Chairperson:  In fact, could I ask you to elaborate on that in terms of impact on
vertical integration issues.

Geoff Swier:  I think I would say that if that is promoting competition to generators in
South Australia, where there isn’t much generation competition at the moment, one
would have to say it is pro-competitive.

Chairperson:  Would one?

Bob Burgstad:  If I could just make a comment on that.  One of the dilemmas that I
think we face — and it is not only South Australia, it is anybody — is that the current
bias of the Code is towards transmission planning, there is no mention of generation
planning.  So, there is a possibility that you are going to have powerlines going all over
the place from New South Wales and Victoria when in real terms from a customer’s
perspective it would be cheaper to build a generation plant in South Australia,
Queensland or wherever the case may be.  So, I think that is an issue, that currently
there is a bias towards transmission planning, not planning per se for the best interests
of the customer.

Chairperson:  Could I ask you to expand on that?  How do you say there is a bias in
favour of transmission planning, just because of the treatment of it?
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Bob Burgstad:  The Code is basically looking at transmission planning, there is no
mention of generation planning or load planning or anything like that.

Chairperson:  But why should there be?

Bob Burgstad:  Because the overall cost of putting in additional generating plant
rather than additional transmission systems may be cheaper to the end customers.

Mark Harding:  Can I just respond there?  Just being an observer of the contents of
Chapter 5, it is my understanding that the transmission planning process that is outlined
there requires this inter-regional planning body, the global planning authority that
NEMMCO will sponsor, to consider the net public benefit of any interconnection
augmentation and that means looking at the economics of all the competing
technologies: distributed generation, large generation.  They have access to market data
and forecasts about market development on the supply and demand side and they are
required under the Code to take that into account before they start building or
authorising the construction of transmission assets.  If I can pick up on a point that Eric
made at the end of his presentation on this issue of automatic cost pass-through and
wind it in with the point that Geoff was making, my own personal view is that future
new investment in the network will be undertaken with the approval of this NEMMCO
body because as a network owner I am nervous about the prospects of future
optimisation.  If I take a view on demand for a network investment and I sink capital
into that asset knowing that it is then subject to ongoing deprival revaluation, I have an
option of doing that.  I also have an option of getting a NEMMCO authorisation for
that investment and then the accountability, responsibility and risk of that investment
decision falls on to that NEMMCO body.

So, I think there are some interesting questions arising here about the accountability
and the constitution of that NEMMCO planning body because until we do move to a
full nodal spot pricing regime and we can also in practice get competition in there for
the constraint rents — big if — I think we are stuck with a model of central or some
sort of coordinated planning process which signs off the investment and the risks
associated with that.  When you have got a passive network owner on the side, just
constructing assets, hearing a regulator say, ‘We don’t like the idea of automatic cost
pass-through’ I think that raises questions about the incentives for a network owner to
respond to a request for NEMMCO to build an asset.

Chairperson:  You wouldn’t want the whole system driven though by those strained
elements and I guess the way I am hearing you, you are minimising the role for Geoff’s
entrepreneurial investor.

Geoff Swier:  I think what is going to happen though, Mark, is that at the end of the
day, yes, there is going to be that regulatory risk and what it is going to do, it is going
to encourage interconnectors to be built where there are significant regional price
differentials.  Where there aren’t strong regional price differentials the only way the
investment is going to be made really is with a lot of regulatory belts and braces, and
really that is what we want to happen.

Mark Harding:  Yes, and that is precisely the point I am making.  But the economics
of the entrepreneurial interconnector investment don’t depend on regulatory risk, they
depend on the actual price differential between those two pools and we are quite happy
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to see an entrepreneur come in and pre-sell hedges or whatever to fund the construction
of that asset and, as Geoff said, under those circumstances we wouldn’t expect a
regulator to be too involved in there because it is simply an investor taking a view on
market prices over time.  But where we don’t have those investment signals, where we
can’t give the incumbents or competitors claim to the constraint rents, it is going to be a
very difficult decision for a network owner to make to invest in network assets in
response to this NEMMCO sign-off if there is a threat out there in the future of write-
down of that asset.

Chairperson:  I wonder if there is somebody from north of border who wants to
comment on this issue?

Geoff Swier:  Which border?

Chairperson:  Well, it could be either New South Wales or Queensland, it doesn’t
matter.

Eric Groom:  If I could offer one comment.  I think what it highlights is that for some
of these substantial transmission investments we have not escaped from the planning
domain.  Past experience suggests that entails substantial risks.  Experience suggests
planning approaches have erred on the side of over-investment in the industry, or so it
seems as an outsider observer.  Perhaps we need to look at the process as a whole in
terms of the checks and balances in the process as a whole, especially to focus on the
incentives of the NEMMCO planning group.  That group will have the key of coming
up with recommendations on planning and I am not too sure what the risks and rewards
are for them.

Geoff Swier:  I think they will be for under-investment.

Eric Groom:  There may be constraints built in to the process via the costs of the
public process and the different people and views which will come forward.

Chairperson:  Could I suggest some input from somebody from Tasmania might be
appropriate here too?

Bob Rutherford (Office of Energy Planning, Tasmania):  I guess we go along very
much with Mark’s view that we would like to see a connection made on an
entrepreneurial basis and exactly on that way of pre-selling hedges and without
regulatory risk.  I guess one of our fears in all of this is the very fact that there is a
planning process which can go through this tick off through the NGMC to put in an
interconnector — representing a barrier to an entrepreneurial process coming forward.
We have been concerned that something like that coming in over the back can
undermine an entrepreneurial investment and that is, I guess, a special form of
regulatory risk.

Chairperson:  Okay, can we develop that theme?  Would anyone want to comment
further on that issue?

Geoff Swier:  I think that the philosophy has been that we are in a transition — nobody
really knows enough about how nodal pricing is going to work in practice so we have
set up this regime where we are going to give it a go.  I am sure in four or five years
time people are going to be sitting around saying, ‘What have we learnt from that?’ As
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I say, my own feeling is because of these problems the push is going to be towards full
nodal pricing but there is a lot still to be developed.  There is not a lot to understand
about it and I think this is just an evolutionary process.  But I tend to think the central
planning process, if all this works, will just tend to fall away by the wayside.

Chairperson:  I think that the issues under that topic have been reasonably well
opened up and I appreciate that.
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Chairperson:  We will move on now to our next session.  In a sense this session has
already been opened for us, not today but yesterday at the Business Council
competitiveness symposium where we had John Prescott from the Business Council —
I almost said BHP but I am sure it was the Business Council interest that he had
uppermost in his mind — calling for uniform national regulation and for the States to
be more concerned about national outcomes.  We had Tony Daniel from the National
Competition Council commenting that there might be some evidence of State
backsliding in implementation of the reforms and also Woodward from the Australian
Gas Association saying some similar things.  They were all more than evenly matched
though by the redoubtable Gary Sturgess who pointed out that federalism did require
partnership in a lot of these things and that there is a sharing of powers under the
Constitution.  What better introduction of a session on consistency in regulatory policy
and pricing amongst the States.  So, I will first ask Andrew Reeves, Commissioner for
Government Prices Oversight Commission in Tasmania, to speak and then
John Tamblyn.

Andrew Reeves:  Perhaps I should first put this discussion in context.  The Prices
Oversight Commission was established in January of this year and the HEC (Hydro-
Electric Commission) retail prices investigation is the first investigation it had to
undertake.  We are looking at total retail prices; we have not been required to look at
network prices.  Again putting things in context, the Tasmanian system is quite
distinctive with a very large proportion of major industrial customers who are supplied
under contract representing the bulk of the energy and the smaller amount of the
revenue.  The retail sector is made up, in broad terms of course, of domestic and
business and it has been that sector that we have been examining.  Now, to identify the
retail prices we have had to disaggregate energy prices and the transmission prices so
that we could see the allocation between the two major customer classes.

In moving to network pricing, we took as a starting point the current National
Electricity Market Code of Conduct for a couple of reasons.  Firstly, there seemed at
the time — at least at the beginning of the year — to be a broad acceptance of the
NGMC, at least as a backdrop.  We also at some time in the future will be faced with
the setting of transmission and distribution prices.  It seemed then to avoid a rate shock
that that would be a sensible starting point.  However, we certainly didn’t confine
ourselves to that as the single model.  We also looked at commercial factors, a number
of financial parameters and, in particular, the adequacy of funds for ongoing investment
in the network for refurbishment over the next few years, comparity of interstate rates
and there, in coming behind Victoria and New South Wales and having to draw very



ACCC network pricing forum 67

much on their experience, we did look at how the network rates were coming out in
Victoria and New South Wales and I will show some interesting features out of that
shortly.  Finally, the community impact, bearing in mind that the network pricing does
represent something of the order of 40 per cent of the final cost to the end user and in
particular a local issue was our structure of prices and the mix of fixed and variable
charges, particularly figures to the network.

In following through there were a few things that having put our toe in the water we
will probably be more aware of when we are faced with the real task.  The approach
was basically optimised replacement cost and some of the issues there, in arriving at
asset values first off, the difficulties of finding benchmarks.  As a starting point there
was some work that was reported in a previous version of the Code, I think in August
1995, giving asset values, that disappeared from subsequent versions.  There was also a
New South Wales Treasury guideline for valuation of assets of distribution businesses
and there was the work that was done by consultants within the HEC also.  What we
found there was the engineering debates about the impact of terrain factors, we looked
at the New South Wales values and found some apparent anomalies in the values of
some of the assets and at the end of the day really had to come back and ask the
engineers, ‘What order of accuracy would you put on these estimates?’ and we were
greeted with figures of the order of plus or minus 15 per cent as a rough estimate.  So,
even though the methodology may be fairly prescriptive there is a lot of latitude.  So
we are dealing with something of that order for starters.

External input and the degree to which these have been examined by audit all bar the
factors or whether they are used for other purposes was another element that we looked
at to try to work out what degree of confidence we could have in these figures.  And of
course they are not used for very much other than very high level planning, which
doesn’t take place very often, depending on where you are in the investment cycle.
Optimisation was another contentious issue.  Some work had been done within the
HEC for optimisation of transmission assets.  No work in the distribution sector, and
again it was really a question of judgment and we found that now, and certainly for the
future, the difficulty of the regulator having to form a view on engineering issues of
what constitutes an optimum network is going to be quite an issue in the future.  The
optimisation factor for the transmission system was about 6 per cent as the HEC
engineers had developed it.  They also argued that in some parts the network was sub-
optimal in that it didn’t meet current design specifications and criteria, liability criteria.

The use of the WACC is another exciting area to churn over.  First of all we are looking
at a network business, not the total corporation, and in figures initially put to us for an
estimate of the WACC we were faced with a WACC for the HEC as a total business
carrying at this stage not much generation risk because of the lack of competitors, at
some stage in the future a potential business risk on the retail end.  But in looking for
benchmarks again we find that there are no purely network businesses, that the
information that is about on betas, for example, is on, say, distribution businesses
which have a combined low risk network function as well as the riskier retail function.
Cost of debt, a debate there of whether to use an actual cost of debate, which in the case
of HEC and probably other utilities, bears the mark of the high interest rate
environments of the 1980s or whether to be using a 10-year bond rate and even there
depending on which point in time you take it you might find a half a percentage point
difference on whether it was done now or whether it was done six months ago.
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Cost of equity, as I said for betas the difficulty of finding comparable enterprises and
the debt-equity, which I have glossed over, again, should we be using the actual debt-
equity ratio or should we be using some notional debt-equity ratio that is optimum for
that type of business?  This is also an issue when it comes to ring-fencing and
allocation of debt to the ring-fenced network side of the business.  There are different
views, of course, on the appropriate optimum debt structure for the different aspects of
the businesses.

The other contentious areas are tax, whether to use effective or notional rates, and
finally, on which there has been some debate, how to treat the dividend imputation.
Now, the dividend imputation really does have quite a big impact on the overall cost of
equity and there was quite a lot of latitude for reviewers to come up with WACCs that
are broadly in the range of something of the order of, say, 8 per cent real pre-tax at the
lower end to something of the order of, say, 11 real pre-tax at the top end.  Add to that
a something of the order of 15 per cent, plus or minus, an asset value and you can end
up with a very wide variation on what amounts to 50 per cent of aggregate annual
revenue requirements for the business.

Asset lives, driving depreciation, again looking at interstate benchmarks, material
produced by NGMC and some other tests of — for what other tests have they been
used, that is use in other accounts of the enterprise — again there were different
drivers.  There is a fair latitude allowable by auditors for assessment of asset lives.
They may be acceptable for reporting in annual accounts, they may need a bit more
definition for use by the regulator for derivation of depreciation.

On operations and maintenance, there is little good benchmarking information about.
There is the material produced by the ESAA (Electricity Supply Association of
Australia), but it suffers from lack of definition and, again, the difficulties of getting
comparisons between organisations for scale and local factors.  There are many more
subjective factors: outages frequency, the amount of losses in a system for example,
really useful perhaps for just giving a bit of a guidance of what the optimum
performance should be.  We also used the work that had been done by IPART in its
review of the efficiency of New South Wales distributors.

Moving further down to the allocation of the AARR (Annual Aggregate Revenue
Requirement).  Another contentious issue for the regional signals that have been
produced, not a particularly big issue in Tasmania — it is after all a fairly small region
and there we simply decided to deal with averaging and really to ignore the issue.

Network pricing structure, which Eric started to talk about, the structure of network
tariffs are important.  We are dealing with the three cost drivers of energy, demand and
customer connection costs.  The weight put on those factors seems to vary considerably
between the current Victorian tariffs and the tariffs that were proposed in New South
Wales.  It had been a very contentious issue in Tasmania where the structure was
weighted much more to the customer costs leading to very high fixed charges of the
order of $100 a quarter for a residential customer and that was something that we were
specifically required to look at.  We did form a view on the connection cost, and I think
what has come out is, that the structure of the network costs can have a very big impact
on where the burden falls; that is, whether it is falling on the low consumption
customers or the high consumption customers.  It then starts to influence behaviour of
those customers and choice of products and end prices.  Network owners certainly
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have, because of the size of the network charges at about 40 per cent of the total.  This
certainly has a big impact potentially on the final tariff structure, and while a retailer
may choose to package his product in any way, he is taking on a greater risk if he
doesn’t pass through the same shape of costs for the network into his final tariffs.

On comparative network rates, in very broad terms the Victorian rates standing charge
for small residential are something of the order of $11 a quarter and something of the
order of 5–6 cents a unit converting the demand component to an energy equivalent
compared to New South Wales which is coming in broad terms on average, something
of the order of $30 per quarter and something of the order of 2 cents a unit.  So,
between the two States there is a fairly big disparity in the overall structure of network
prices.  I might say that in New South Wales these were prices that were developed by,
I think, a working group, Office of Energy, in 1994–95 and I don’t know whether they
have actually been translated through into the tariffs — Eric is signalling they have not.

Eric Groom:  Are they the network charges or the end charges?

Andrew Reeves:  They are the network charges.

Eric Groom:  They are still working through their network charges and coming up
with some proposals.  There is some diversity between the distributors but we are not
expecting to see those translated into that structure of retail tariffs for small customers.

Andrew Reeves:  Looking to a market that has been operating for a little longer and
drawing on the New Zealand experience — again a mix of fixed and variable charges.
I must say that these figures include both the fixed element of the network as well as
the fixed element for customer services and the concentration seems to be there of the
order of $NZ250 per annum, translating back to something of the order of $A50 — it
might be of the order of $A25 per quarter for fixed charges for the network — but
again indicating a considerable range of outcomes.

The approach that we ended up taking was to put a cap on average revenue for the
residential sector and a separate revenue cap for the business sectors so that price paths
would decline or do a change at different rates for the two sectors.  But, partly because
of the contention over the network charge and because of the potential abuse by a
loading of the unavoidable cost component, we also decided to put a site cap on the
fixed daily charges.  I guess the other issue we are looking at is whether additional caps
may be necessary as we roll through — I should add that we have released the draft
report with proposals and in a phase of consultation for the next month.  What
additional constraints we look at putting on will depend on further work that we are
doing now on impacts on customers as well as responses to the draft paper.

Some of the lessons that we have picked up, and I guess really confirming what New
South Wales has found, trying to define the priorities first up.  The challenges of
pragmatism versus consistency of outcome, no single measure is really adequate.  It
really does require examination of a range of financial and economic and community
parameters.  The issue of regulatory consistency for industry confidence, and certainly
there is a very strong nexus and I guess I would certainly endorse the approach that
New South Wales is taking in trying to get to a better definition of the parameters going
into the regulatory outcome.  Consistency needs to be intertemporal for the investment
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horizon and while the regulatory periods are of the order of five years it is probably not
a really satisfactory investment horizon for very long life assets.

The other issue then is the inter-regional consistency.  I guess there would be a greater
confidence throughout the industry if there was seen to be some consistent approach
between jurisdictions as well as within the one jurisdiction over time.  To move
towards that, whether the price is an optimised, recoverable cost or other, there are
some issues that I think the process could be improved.  That is firstly the
standardisation of asset values to attempt to remove some of the debate in that area;
articulation of principles for optimisation so that the work is reproducible; some
indication of the derivation of rate of returns, given the range of parameters that go into
that or the range of values for those parameters, and they may be things like focussing
the debate on betas and gammas, the allowance for a dividend imputation.

Operating cost benchmarks, there is a bit of information about but again generally not
on a consistent basis.  There is question there of where the responsibility should lie:
should it be with the industry to be developing those itself, as it has through ESAA;
should it be for the regulators to be looking to set out what they require and the formats
in which they require it; and then should it be done at a State level or cooperatively
between the States?

Operating performance reports in much the same measure, an issue of standardised
reporting within States and between States on a range of financial performance
parameters and again requiring utilities, perhaps through the regulatory guidelines, to
be reporting on those financial parameters in a consistent format and, finally, the
publication of network tariffs so there is some comparison of the end result and some
feel for the sensibility of the outcomes.

Chairperson:  John Tamblyn from the Commission will take some of these themes a
little further.  I just ask the question for reflection there that if these weren’t assets that
were substantially in State ownership now would one use that same analysis for
calculation of costs for regulatory purposes or development of definitions and all of
those things or would those State-based distinctions be even relevant?  I think this is
one of the issues that is going to become more pressing over time: just to what extent
ought there be unique calculus done from State to State and in the end does that have a
negative impact on outcomes or is it largely irrelevant to outcomes?  Maybe that is
something we can take up after John has spoken.

John Tamblyn: The topic I am going to speak to is the need for consistency of
approach in the regulation of transmission and distribution pricing and also the need for
consistency of approach to distribution pricing as between different jurisdictions.  What
are the arguments for consistency?  Is there a case for some differences — if you like,
some regulatory competition — between those levels so that best practice will rise to
the surface?

I am going to take the position that there is a good argument for pursuing consistency
of approach, both between transmission and distribution pricing regulation and for
trying to get as much consistency as possible across jurisdictions in the way that they
regulate distribution pricing.  There is a similar debate going on in the gas context as to
whether there should be national or State-based regulation of access to gas transmission
and distribution pipelines.  There is also discussion in the gas context as to the level of
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consistency that is desirable as between transmisison and distribution and across
jurisdictions.

The first point to make is that for distribution pricing and regulation the very same
policy issues and regulatory concerns arise as for transmisison.  Regulation of a natural
monopoly is involved at both levels.  We want to do that in a way which eliminates or
reduces substantially monopoly rents but provides reasonable rates of return.  The
problems discussed today about the determination of the average aggregate revenue
requirements, asset valuation, weighted average cost of capital and depreciation issues,
all arise in the context of both transmission and distribution pricing.  The revenue
capping problem for distribution is essentially the same as for transmission.  Equally,
we want to give the right sort of incentives through both transmission and distribution
pricing for efficient usage of the existing system for appropriate investment in the
transmission and distribution network.

The point I am making quite simply is that the very same set of problems arise for
distribution as they do for transmission.  The presentation that we had from Ross
Cartey of the Office of the Regulator-General made a very important point about the
inter-relationship between transmission pricing and distribution pricing and the way
those prices pass through into final prices.  They are parts of an integrated regulatory
system and must be handled, in my view, in a consistent way.

There are other issues to bear in mind.  If you look at the issue of consistency across
jurisdictions in the way distribution pricing is handled, we do not want to have
differences of approach in the regulation of distribution or in the interpretation of the
Code’s guiding principles that are of an order that will distort competition, trade,
investment and location decisions.  It is also important to note that the outcome of the
review of transmission pricing methodology that is proposed in the Code will have to
be translated where appropriate into the principles that will apply for distribution
pricing and those principles will need to be applied and interpreted reasonably
consistently across jurisdictions.  I am not arguing for complete and perfect consistency
— of course there can and will be differences across jurisdictions.  My point is that if
those differences are sufficient to cause problems for competition or trade in the
national market or result in distortions of investment or location decisions then those
differences should be identified and eliminated.

There are some other important points to raise in the distribution area.  We do have the
additional difficulty that there will be a need for ring-fencing between the distribution
function of many distributors and their retail activities.  Encouraging entry of new
retailers is going to be one of the important forces for competition in the competitive
national electricity market.  New entry at the retail level will generate more diverse and
innovative ways of providing retail service and so promote more competitive pricing
and delivery of retail  services.  The way integrated distributor/ retailers are regulated
should not give them unreasonable, unwarranted advantages in that competition to the
disadvantage of other retailers and potential new entrants.

Another point is the need for consideration of the independence of the regulators at the
State level.  At the moment we have some independent regulators and some regulators
that are likely to be under Ministerial and policy direction.  In the latter case, there is
the potential for conflicts to arise between the policy responsibilities of those Ministers
and the regulatory role.  This can arise both within their portfolios and also as members



72 ACCC network pricing forum

of Cabinet where decisions are being made on budgetary objectives dividend and
revenue targets for government businesses, privatisation policies, and the values to be
obtained from the sale of government businesses.  When such Ministers are also
responsible for discharging regulatory function, there is considerable potential for
conflicts to arise in relation to regulatory decision-making.  For these reasons, I think it
is important that this regulatory function is seen to be independent and that will be a
matter for individual jurisdictions to consider.

There is also a suggestion, and I would not put it higher than that, that there may be a
tendency for some State regulators — of course, none that are here today — to look
more favourably on the operators within their jurisdiction, be they generators,
distributors or retailers, in dealing with competitive entry from outside the jurisdiction.
It will therefore be important to ensure that the regulator does not favour the local
operators in the way the regulations are interpreted and applied in practice.

That is all I will say on those points.  The Code will need to appropriately address these
issues to provide a framework within which these consistency concerns can be
addressed.  Equally it seems to me to be important that the regulators involved have an
appropriate means of consultation and coordination so that they can discuss their
regulatory principles and interpretations and also the way they are dealing with the day-
to-day regulatory issues in practice.  The ACCC already has such arrangements with
the Office of the Regulator-General and IPART.  I think a mechanism for regulators to
consult, coordinate and to agree on regulatory principles and approaches is going to be
very important in achieving appropriate regulatory consistency between transmission
and distribution and between jurisdictions in their regulation of distribution.

Chairperson: Some comments then and discussion of these points?  I do not think it is
going to lead here to any ultimate conclusion but I wonder if I could suggest some
further exploration of the possibility of at least common standards within States.  I do
not think there is any profit in us here talking about the extent to which schemes should
be national or even regional but within jurisdictions or within the national Code can we
talk about how some of these objectives that both speakers pointed to might be
achieved or is that just a meaningless exercise?  What do people think?

Sandra Gamble (NSW Electricity Reform Taskforce): John, I was wondering
whether you could comment on uniformity of not only network pricing methodology
with regard to transmission and distribution systems but also access and dispute
resolution as well.  Those things go hand-in-hand pretty much with the regulation of
the networks and I think you mentioned precisely network pricing but the others are
issues too.

John Tamblyn: I think that is a very important point.  From the ACCC’s point of view
we would be looking at consistency of outcome so that if there were different
mechanisms in some jurisdictions — for instance, for dispute resolution — that they
had sensible features which were likely to produce outcomes which would be
consistent with the objective of the national market.  Regarding other terms and
conditions of access which the national Code deals with, the connection agreements
and so on, I would make the same point.  That is, we would want outcomes where there
were no impediments to competition or no disadvantages in the market place arising
from differences that were applied across jurisdictions.  I think some flexibility and
some variation across jurisdictions can be quite acceptable and may be a healthy thing
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provided we do not see outcomes which are distorting the market place.  That would be
my test.  How we do it in practice will need some more careful examination.

Chris Pritchard:  I can’t let John go without making the point that if I was debating
him — which of course I’m not; we are just here to discuss things — that the
Competition Principles Agreement makes it quite clear that a State government taking
into account a whole range of social policy targets can give rise to what he, as a purist,
may call distortions, it is a question of the conjugation of the verb, isn’t it?  It is quite
clear, I believe, that the Competition Principles Agreement envisages that States will in
fact have some other criteria that they want to bring to bear and obviously electricity
pricing is a very important one, be it spatial uniformity or looking after old age
pensioners or economic development.  So, I think it would have to be seen that
distortion of itself is not in fact a measure of failure of the distribution or pricing
systems to be economically efficient, it is only a sign of failure if you regard there to be
a monistic function which is economic efficiency narrowly defined, nothing else
matters.

So, I would say before you put that label — and I guess we are getting back to labels
with pejorative meanings — before you start putting distortions on some of these things
the question then is — well, distortions in what sense?  Are they legitimate, permissible
distortions in accordance with the Competition Principles Agreement or are they
intrinsically anti-competitive, are they barriers to entry?  So, if we were debating I
would probably take you to task a bit.

John Tamblyn:  I think that is a fair point, that CSOs (Community Service
Obligations) are acknowledged and recognised in the Competition Principles
Agreement.  There is, I think, some reference to transparency and looking at their costs
and benefits and whether there might be better and more efficient ways of achieving
those objectives than distorting the price system or impeding competition.  They are
policy matters, as you rightly raised.  We also had the description earlier on from Ross
Cartey of some quite conscious adjustments that were made in Victoria to asset values
and limits on differences in price across distribution areas and they were policy
decisions that were made in the context of getting the reforms in place and I simply
acknowledge that those things are going to happen.

Chairperson:  Lots of you have pointed out already today too that regulators aren’t
responsible for writing the rules, or at least there is a good reason for them not being
responsible for that, and that in many jurisdictions there are policy bodies and policy
considerations that operate quite outside the whole of the COAG process is part of such
a policy process and, of course, those who administer the derived policies, through
legislation or whatever, have to be mindful of that.  I am just going to ask Ed Willett if
he would like to say a few words, not necessarily about that but about this general
issue.

Ed Willett (National Competition Council):  On the general issue, I agree with John.
I think we need to be careful about how we draw on the Competition Principles
Agreement, particularly the area of access.  Yes, in the agreement there are references
to the importance of social policy objectives and taking a broad view of the costs and
benefits of certain actions and jurisdictions have discretion in those areas.  There is not
too much about that in the area on access.  I think if you look at not only the
Competition Principles Agreement but the whole package of COAG agreements, I
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think there is much more of an efficiency bias in areas like electricity and gas than
there are in areas like regulation review or application of rules on competitive
neutrality where there are very explicit references to the importance of taking social
policy objectives into account.

I think that sort of distinction is quite deliberate.  I think in these areas we need to be
more careful about how we take non-efficiency issues into account.  I am not
suggesting that it will never be done, I am not suggesting that an access regime that did
take those sort of considerations into account could never be effective under clause 6 of
the Competition Principles Agreement,  What I am suggesting is that the agreement is
much more careful in that area on access rules than it is in those other areas where there
is explicit recognition of social policy objectives.

Chris Pritchard:  If I could make a very brief response to that.  The South Australian
Electricity Bill, which is pretty well final in its drafting, makes it quite clear that a party
who is eligible for access to the NEM will automatically be licensed in South Australia.
So, at that level at least the access is handled up-front quite explicitly.  I was thinking
more of the price regimes rather than the access criteria.

Chairperson:  Some other comments?

Peter Price (SEQEB):  As a distributor I would just like to make an observation, and
maybe Geoff could comment on it.  The comment has been made that transmission
prices aren’t all that material in the final price seen by the customer and also we have
talked about the possible differences in State application of distribution prices.  Is it in
fact possible that State differences in distribution pricing methodologies could swamp
any perceived benefits of having the whole part of transmission pricing for nodal
pricing or whatever other pricing that you are trying to build into transmission pricing,
that those benefits could in fact be swamped by the differences in application of
distribution prices, given that transmission prices are passed on through distribution
prices as an average?

Geoff Swier:  I was actually going to make a comment related to that.  I think the guts
of competition that we are focussed on at the moment is really in the upstream market
and that is between generation and interconnectors, that is where the bulk of the
competitive activity is going to be.  In the retail market retailers operate on very thin
margins.  But it doesn’t really matter what distribution pricing structures they are
operating within as long as it is the same for every retailer.  So, just commenting on
John’s point, I think we have got to see that we are right in the middle of a big
transition.  Victoria went through a big debate on differentials between rural and urban
pricing; every State is going through that.  I think the principles that we should be
trying to achieve in that process is to make them transparent, which we did, and to try
and deal with them all up-front so that as new investment comes forward, prices are
migrating to a more cost-reflective level.  That is what we tried to do in Victoria and I
think regulators in other States will be much happier about what the other States are
doing if they can see that there is a transition path to a more cost-reflective pricing
environment.

Eric Groom:  I think we have got to bear in mind what is really important and what we
are aiming at: competition upstream and downstream.  That is where the real gains to
customers will come from at the end of the day.  Pricing of the networks will need to
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focus on what we are really concerned about: the extent that those prices impact upon
either competition upstream and downstream or resource allocation.  I think it is
actually the conditions of access and the rules of the game that may be more important
than the specific price structures we each put in place.  There can be scope for some
differentiation in those price structures without doing too much damage.  Indeed
variations between jurisdictions may have a positive effect in terms of allowing us to
explore different options and see which ones work best.  One never knows which
options work best until they are actually in practice.

We won’t know whether revenue regulation helps reduce the biases against energy
efficiency until a couple of years down the track.  If it works it may be something
others will wish to pick up.  There are some benefits in that trialling.  We also need to
recognise that each State will come into the market with some specific problems they
have got to solve.  In gas, for example, IPART has been quite explicit that the problems
relate to existing cross-subsidies and take or pay contracts.  The regulatory framework
for access to distribution in gas cannot ignore those problems.  In electricity Victoria
had a specific requirement in terms of uniform tariffs.  Each jurisdiction is likely to
have its own specific circumstances.  In many cases, this may revolve around how the
fixed costs are to be recovered and who will pay them.  In this case the tax policy
maxim that an ‘old tax is a good tax’ is relevant.  People have adjusted to a lot of these
distortions or means of recovering fixed costs.  Unwinding them rapidly may not
actually be economically efficient.  It just puts in train a whole new set of adjustments
to different ways of recovering sunk costs.
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Implementation issues

Ross Cartey, Manager Pricing, Office of the Regulator-General, Victoria, and
Eric Groom, Chief Economist, Independent Pricing and Regulatory Tribunal of
NSW

Chairperson:  We might move to the last session.  This one is about implementation
and we have anticipated a short introduction here both from New South Wales and
Victoria and then to talk about some of the implementation issues.  I will ask Ross to
speak first.

Ross Cartey:  The perspective that I will give will be as an administrator primarily,
which is my background essentially.  Notwithstanding choosing the right method and
the right way of categorising service into prescribed, into excluded services,
notwithstanding making those correct high level decisions, unless you have got a robust
management plan and a sound information gathering process you really won’t achieve
your overall objectives, because services and prices will leak out of the price capped
part of prescribed services and will leak into excluded services and outside the
regulatory regime.  The way that the regime is set up, it should clearly spell out who
has responsibility for doing what and when things have to be done, because in the
description of the Victorian regime there are a number of factors, a number of
companies’ initiatives to take into account at any one time.  It needs to be tightly
managed.

The regulator is dependent on information from the companies and elsewhere.  It needs
strong information gathering powers and it needs robust and comprehensive
information systems.  Its information should extend to statistical data, financial data, it
should not only cover the price-type information but it should cover information on
quality and standards.  I know this is a pricing seminar but part of the benefit to
customers from competition or us performing as surrogates for competition is to deliver
price and service outcomes.  It is important that as well as covering off the pure price
related issues that standards of quality of service isn’t forgotten.  As part of the
information gathering program there needs to be certification of the information
coming in and there needs to be a registration of the information.  It is particularly
important in regard to assets.  One way or another, assets will be fundamental to the
review processes and unless you know precisely what those assets are, how they are
treated, and you can track them over time, the fine points on how you judge them in the
first place are going to be lost because of the inability to track and manage the assets
over time.

Regulators need to be informed about issues such as efficiency and they become
informed about efficiency which is capital and operating from knowledge of the
companies, from performance of benchmark activities and the like.  Regulators need to
be very clear in their definition of what is an included service versus an excluded
service; there needs to be a very clear way of treating new services or new assets that
are added to the system.  The standard approach is that they become excluded services;
that really does need to be worked through, but these regimes require very tight
management.  Importantly, the regimes, as Tom Parry mentioned earlier, need a little
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bit of flexibility.  There is certainty that needs to be provided in a general sense to
customers and to owners and to government, but by the same token with absolute
certainty there will be pressures that build up on account of issues such as force
majeure events or certain untoward outcomes and those particular outcomes must be
dealt with in the regulatory regime.  And, moreover, the form of the regulatory regime
should not restrict the normal run of commercial initiatives that a regulator should be
able to foresee over the five-year period, if that be the period that is selected.

So, if there is a general point that is from that, it is that in finalising the big picture —
that has to be supported by very sound management of the regime that is set up because
if it is not soundly managed the information asymmetry which exists in a broad sense
just becomes unmanageable, and the broader outcomes which the competition reform
process is trying to achieve won’t be achieved in effect because there will have been
leakage outside of the regulatory regime.

Chairperson:  I also invite Eric to make some opening comments to provide a basis for
some further discussion on implementation issues.

Eric Groom:  I should say at the outset that Ross and ORG are probably much further
down the track in terms of implementation than we are in IPART.  The market is only
just getting up and away in New South Wales and the distributors are only just coming
back with their wires prices at present so we have still got a lot of thinking to do.  What
I wanted to do is run through a few issues that we see as perhaps some of the critical
issues for us implementing an access regime.  A number of these issues remain
unresolved.  In several cases, harmony across the States is strongly in the interests of a
more effective market.

The first issue is that of ring-fencing between the monopoly businesses and the
competitive businesses.  Within New South Wales we expect to require the distributors
to report against a code of accounting separate.  We believe that will get us some way
towards putting boundaries around the monopoly business.  This is important to
prevent slippage of funds that can help the retail arm of a wires business have a
competitive advantage against other retailers.  We will have to see how that works and
I dare say that it will work better if we can coordinate that more across the States.  This
is particularly so since the same retailers are likely to be operating in different States.
Different reporting requirements may add to transaction costs in the market.

A second related point is that of disclosure.  A few people have asked me about the
graphs I put up this morning and I have had to respond, ‘Well, I can’t actually hand
them across because TransGrid regard them as commercial in confidence at this stage’.
It is a worry to me.  We are constantly working with the industry to encourage greater
disclosure rather than less.  Again, it is an issue where harmony may be able to be
achieved but I think, as a regulator, one has to take with a grain of salt some of the
claims for commercial in confidence with regard to the monopoly components of the
business.  There will always be a tension between the regulator and the businesses with
the regulator pushing for more information disclosure.  The focus of that may well be
on cost of supply models which are an important element of price structures.  My
natural presumption is that information on the cost of supply models should be
available.  However, that view is not shared by the utilities at this stage.

I anticipate that we may request the distributors in New South Wales, to at least have
available a detailed outline of how they went about the pricing process, what their
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aggregate costs were and how they allocated them.  In fact, I recently saw a Trans
Power (New Zealand) document which explained their 1996–97 charges.  This
document was prepared by Trans Power to meet its customer's concerns rather than any
regulatory requirements.  To my mind, it may provide a suitable  model for the
documents to be sought from NSW distributors.  My natural presumption is that
customers have a right to information.

Two related issues are firstly, negotiation and bypass and secondly, related party
transactions.  In our determinations we have specifically provided for negotiation and
bypass.  Bypass occurs when customers can connect in directly to a higher level within
the network at a lower price than the distributor or transmission authority is currently
asking that customer to pay.  IPART has also provided a greater role for negotiation
other than in the case of bypass.  We are currently developing some principles for
negotiation which will outline the circumstances most conducive to negotiation.  Such
circumstances would include: where a customer has a realistic bypass option; where a
customer has specific characteristics to their load or the nature of their demands on the
system so that they really should have a different price to the reference price.  The
latter would include those cases where a customer may be happy to trade off quality of
service for price.

There is also the issue of the extent to which there may be scope for any Ramsey
pricing within the system.  That is pricing according to elasticities or the capacity of the
customer to bear the costs.  It is not actually in people’s interests to insist that every
customer pay fully distributed costs if that means that some customers go off the
system and the residual customers have to pick up more of the fixed costs.  It would be
nice if we could come up with a system for negotiation which allows those customers
to stay on, recognising of course that as much as we would all love to be marginal
customers we can’t.  At least not if we expect PowerNet to stay in business anyway.

Related to the issue of negotiation is how related party transactions are to be handled.
This can arise where a distributor negotiates a price with their retail arm for the use of
the network to supply customers.  Such transactions raise a number of potential
problems.  It would be undesirable to discourage initiative in terms of product
innovation and new approaches to supply customers.  Such innovation may require
negotiation around network charges.  Against that negotiation should not be used as a
competitive advantage.  I think at the minimum there needs to be some sort of
regulatory oversight of related party transactions.  Perhaps those prices need to be made
available to other distributors on a comparable basis.  That may protect against abuse of
that power.  But it does raise an issue if there’s a genuine innovative product.  The
retailer may not be able to gather the benefit from that innovative product if the
negotiated network price is automatically made available to any other retailer.  This is a
difficult issue but sometimes I think we may have to err on the side of reducing the
anti-competitive possibilities at the expense of perhaps foregoing some product
innovation and dynamic efficiencies.  Thank you.

Chairperson:  Could we have some discussion on some of these issues.

Jim Holmes:  Eric, you mentioned the scope for Ramsey pricing and a diminishing
group of people bearing the fixed cost and so on, that was one point you made, but the
other point about negotiating bypass, and I presume you are concerned about
uneconomic bypass that postage stamp or similar pricing arrangements often produce,
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what are you doing about it in New South Wales?  I mean, has it cropped up as an
issue?  I know that Ross Cartey has got a letter out seeking comments on it.

Eric Groom:  There are a couple of people who have raised the option of bypass in
terms of their negotiations with a distributor of a transmission company.  In terms of
our guidelines, there is nothing that prevents them from bypassing, there is nothing that
prevents them from bypassing in terms of the legislative framework in New South
Wales.  They can be either an exempt network company or a registered licensed
network company; that’s their choice.  Once you remove those obstacles it means that
the distributor has to really come to the table if they want to keep that customer on and
offer them a price that is competitive with their direct bypass options.

Jim Holmes:  And have you given the distributors — and it is mainly the distributors
who seem to be at risk at the moment but it could easily be anybody in the wires
business — have you given them the offsetting flexibility to be able to come to the
table without putting everything on the table with all the customers in a non-
discriminatory outcome?

Eric Groom:  That’s right, they can negotiate a specific price for that specific
customer, as far as we are concerned.

Jim Holmes:  Are they doing it?

Eric Groom:  Well, it hasn’t come up, it is too new to know.  What we have said is to
the extent they provide discounts then they won’t be able to automatically recover
those discounts from other customers, the question of rolling of those discounts would
occur at the next regulatory period.

Sandra Gamble:  I think there is perhaps one slight difference between our approach
and Victoria’s approach in that in Victoria there is a maximum price set; in New South
Wales there would be a reference price set and a reference standard of service.  So, you
could actually negotiate a higher price for a better level of service.  I don’t know if that
is necessarily different.

Eric Groom:  The price cap is a weighted average revenue yield right across all of the
different tariff classes.  So, over time — two to three years — they could introduce new
tariffs which push a particular tariff class up as long as they are rebalancing somewhere
else so that the overall revenue is coming down.

Sandra Gamble:  For a particular customer though could they negotiate a higher
network price for a better level of service?

Antony Cohen:  They can because it is for a specific service package; they cannot with
the franchise customer market.

Peter Price:  I would just like to ask Eric a question about transmission pricing and
how it relates back to bypass.  I noticed in New South Wales transmission prices are
basically set across the distributors areas, there is no variation at different connection
points, which isn’t necessarily the situation that would arise under a national grid
situation, nor is it the situation that arises in Queensland.  How do you establish prices
for customers who might connect directly to the transmission network, other than the
distributors, within that franchise area?  Is it set the same as the distributors?
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Eric Groom:  In the absence of negotiating a specific price with TransGrid, they would
come in on the same tariff for that distributor’s area.  So, they would see the same
charges per kilowatt hour of energy and kilowatt of demand.

Peter Price:  That raises the bypass issue then: if a big customer comes in close to a
generator then his price could be substantially lower than the average that you are
setting within that franchise area.

Eric Groom:  He could be if he can negotiate a lower deal based on threatening bypass
or whatever.

Peter Price:  Has that situation arisen?

Eric Groom:  Not as yet.

Chairperson:  What about in Victoria, how would that same transaction operate?

Ross Cartey:  I was about to make the comment that our colleagues from PowerNet
Victoria might have a better idea of that.  It is not the most well used part of the
government’s Tariff Order, new connectors to the transmission grid.  Maybe Mark
Harding would have a clearer view of how that is dealt with in the government’s
document.

Mark Harding:  I guess in a manner similar to the manner that Eric has outlined in
New South Wales but the difference is that, well, this is yet to be tested.  Our working
assumption is that the price offered to the connecting party would not be an average
price.  There is a question here about the extent to which those connecting parties have
to bear a share of the tariff adjustments that have been built into the Tariff Order but I
think the working assumption that the industry is making at the moment is that these
unforseen developments would be dealt with on a truly cost-reflective basis.  Of course,
the connecting party always has the option of getting a transmission license anyway
and constructing his own connection point to the network so the bypass option is a real
alternative if he has difficulty dealing with the incumbent.

Eric Groom:  That right really constrains you to pricing no more than the costs.

Mark Harding:  That’s right but it does bring up the issue that Peter Price has raised
and that is wherever you do have that averaging in your network tariffs there is going to
be that potential conflict arising.

Chairperson:  Are there any issues that people feel haven’t been given sufficient
consideration or issues left hanging without any resolution that they would like to raise
in this session as well?

Jim Holmes:  This is a bit of a plug for Chapter 6.  Whatever its faults, it does allow
the arrangements that we have just been talking about, that is, direct negotiation to
avoid bypass.  There is nothing there to preclude it.  There is nothing there, by the way,
that specifically encourages it. It is regarded as an appropriate arrangement that will
just have to be worked through because it often is geography that is dictating this,
nothing to do with pricing: if somebody is next door to somebody geography starts to
have its impact.
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Peter Price:  While we are talking about new issues in Chapter 6, I am on the
Chapter 6 committee so I suppose I should say that I am in favour of Chapter 6 as it
stands, but one of the big comments that came out — and I think it was in the Business
Council document — was the issue of direct point-to-point wheeling.  Would anyone
here like to make some comment about their stance on point-to-point wheeling from
the point of view of pricing that type of transaction, because that has been specifically
excluded in Chapter 6 of the Code.

Geoff Swier:  My comment would be that the legislation that has been passed in South
Australia says that all electricity has got to be traded through pool and there has
obviously been a longstanding debate with the Business Council about wheeling —
which I characterise as a very traditional US concept — compared to a pool which I
characterise as a much more competitive arrangement that is structured to allow all
parties to participate in the wholesale market.  The governments have basically made
their decision about that.

Mark Harding:  It is really a wholesale market issue though, isn’t it, it is not a
transmission pricing issue.

Bob Burgstad:  Could I just make a comment on that particular point?  That legislation
that was just referred to, that is actually lead legislation which is supposed to be picked
up by all the other States and Territories.

Mark Harding:  Yes, we’ll follow.

Chairperson:  I would like to change the subject, not totally but materially, and ask
Tony Fenwick from the Ministry of Commerce in New Zealand to perhaps give us
some observations and a lot of the early experimenting in this issue comes to us from
New Zealand and I guess a bit of a progress report wouldn’t hurt either.
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Observations from New Zealand

Tony Fenwick, Manager, Energy Group, Ministry of Commerce, New Zealand

I didn’t mean to cut off what is certainly a very interesting discussion but it seems to
me that we might just be running a couple of minutes ahead of time so I thought I
might offer a few remarks about what is happening in New Zealand.  This is entirely
impromptu and I promise not to talk about the rugby union.

I am sure you know that in New Zealand we don’t have a regulator, nor do we have any
real form of price control in the sense in which you understand the term here in
Australia.  We have a system which we call ‘light-handed regulation’.  I heard that term
used earlier in the session today, but it seems to me that our form of light-handed
regulation is a touch or two lighter than the sorts of approaches that we have been
talking about today.

Our form of light-handed regulation has three elements.  Firstly, it relies extensively on
over-arching pro-competitive legislation, i.e. the Commerce Act, our equivalent of the
Australian Trade Practices Act.  The second element is comprehensive information
disclosure regulations and I’ll say a little more about that shortly.  The third element of
light-handed regulation is the threat that if the first two don’t do the job then the
government will resort to some heavier form of regulation which could involve some
form of price control.

We have adopted this approach in New Zealand as a reaction to the style of economic
management during the Muldoon era, when there was very heavy intervention in the
economy.  That style of economic management is no longer seen as appropriate in New
Zealand.  It is now widely perceived as being amongst the causes of our (until recently)
poor economic performance.

I want to say a few words about information disclosure.  The information disclosure
regulations require the distribution and the transmission businesses to place a whole lot
of information into the public domain.  The information also comes to us in the
Ministry of Commerce, but only copies of it, and only to ensure that the regulations
have been complied with.  In other words, the Ministry's task is to make sure that these
natural monopolies put the correct information into the public domain at the stipulated
time.

The idea is that, armed with all of this information, those who are contracting with
natural monopolies can make some judgment about whether any monopoly pricing or
anti-competitive practices may be occurring.  In relation to any anti-competitive
pricing, if they don’t like what they see, their resort is to the Commerce Act.  Under
that Act, they can take cases through the courts or they can complain to the Commerce
Commission, which is our equivalent of the ACCC.  The Commerce Commission can
conduct an investigation and take its own case through the courts if it thinks there is a
problem.  The remedies in the case of monopoly pricing would likely involve a
Commerce Commission inquiry, which may result in a recommendation to the
government that some form of price control be introduced.
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So, the approach to regulation in New Zealand is very much based on self-regulation
by the market participants.  It draws on the incentives that those market participants
have to use the information effectively in their negotiations with the line businesses.

Let me outline the nature of the information that must be disclosed under the
regulations.  In the case of vertically integrated natural monopolies (i.e. our
40 distribution businesses), audited financial statements that distinguish natural
monopoly activity from potentially competitive activity must be disclosed.  In addition,
the accounting allocation methodology that was used to separate these businesses must
be disclosed.  That’s ring-fencing, at that accounting level.

Secondly, all the natural monopolies have to disclose the key provisions of their
contracts, including prices.  There is a limited exception for contracts that pre-date
1990, which is when this regime was announced.

Thirdly, line charges must be disclosed, together with the methodology that is used to
determine those charges.

Fourthly, a wide range of performance measures must be disclosed.  These
performance measures include measures of profits, but performance measures on
reliability and productive efficiency are also included.

The accounting profitability measures are based on ODVs.  There was a very
significant debate about ODVs in New Zealand a few years ago but that debate has
substantially subsided and ODVs are now relatively well accepted as part of the
information disclosure regime.  Some companies are taking the extra step of using
ODVs for pricing, but that is a commercial decision for the companies themselves (they
are free to price on the basis of ODVs if they wish to do so).  There hasn’t been a great
deal of rate shock as a result of ODVs.  Most companies are now moving progressively
over a period of years to full commercial pricing, i.e. to recovery of the full weighted
average cost of capital on their ODV valued assets.

There are some other items that must be disclosed under the regulations but those are
the main ones.

There has been some discussion at this seminar about benchmarking.  We have about
40 distribution and retail businesses in New Zealand.  That’s a very large number for a
small country but it does have one advantage — it gives lots of opportunities for
benchmarking.  Some of the consulting firms like Ernst & Young and others have
developed a market in massaging disclosed information and turning it around in a
relatively user-friendly, comparative, format for others to use.

Line businesses can disclose more information voluntarily, and we heard a few
moments ago that Trans Power is putting more information into the public domain.
The information that was referred to then is information that has been disclosed on a
voluntary basis.  The information disclosure regulatory requirements are compulsory
and come on top of any voluntary disclosures.

Let me conclude by making a few remarks about some of the other issues that are on
the table in New Zealand at the moment.
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Development of a properly functioning wholesale electricity market is currently
receiving a great deal of attention.  There is a very tight program to introduce a
wholesale market, which is scheduled to take effect from 1 October this year.  All the
detailed arrangements for operating the pool, i.e. the dispatch arrangements and so on,
are currently being negotiated by the market participants themselves.  The pool rules
are presently out for voting in three phases.

The government has split ECNZ, which is our dominant generator, into two competing
companies.  Both are State owned.  Given ECNZ's larger size, the government has put
some constraints around ECNZ's operations — these constraints will apply until
ECNZ's dominance is reduced.

While the government has set out some public policy principles for the development of
the wholesale market arrangements, it is not directly involved in the present stage of
the development of the market.  The government’s concern is simply to ensure (or,
more correctly, to encourage the market participants to ensure) that the arrangements
are consistent with the Commerce Act.

In transmission pricing, the big policy issue in New Zealand is avoiding uneconomic
embedded generation.  For economic efficiency reasons, the government is keen to see
the sunk costs of the national grid reflected in fixed charges.  The idea is that
generators that are embedded in distribution networks should not be able to avoid fixed
transmission costs, as that would create artificial incentives for embedded generation.
Trans Power has adopted an approach which has substantial fixed charge elements in
both their pre-existing transmission pricing regime and in the new regime that was
announced early last month.

There is also a debate in New Zealand about an access pricing regime known as
Baumol-Willig pricing.  It is quite a complex area.  Baumol-Willig pricing was first
introduced in New Zealand in the telecommunications sector.  It was the subject of a
court case under the Commerce Act that went all the way to the Privy Council, which is
New Zealand’s highest court. The Privy Council effectively ruled that Baumol-Willig
pricing is consistent with the Commerce Act.  However, we are very uncomfortable
with the economic efficiency implications of Baumol-Willig pricing, particularly in an
environment such as New Zealand where there is no price control.  This is because it
enables any elements of monopoly pricing in the contestable retail sector to be
incorporated in the access price.  One or two of the electricity distribution businesses
appear to be applying an approach which they are not calling Baumol-Willig pricing
but which appears to be very close to it.  The Commerce Commission is taking an
interest in one or two of those cases at the moment.  Watch out for Baumol-Willig
pricing.  It doesn’t deal with economic efficiency concerns particularly well.

There was also some discussion today about rural pricing and the continuation of cross-
subsidies.  We have gone pretty strongly for economically efficient pricing approaches
in New Zealand, but at the end of the day distribution pricing and final retail pricing is
in the hands of the distribution businesses.  I said a moment ago that Trans Power had
done a good job in terms of recovering a high proportion of its costs in the form of
fixed charges.  At the distribution and retail level, however, the government is
concerned to ensure that fixed charges, particularly to domestic consumers, are
contained to reasonable levels.  A lot of the fixed price signals have been eroded in
price repackaging to determine retail prices.  In rural pricing, we haven’t struck the
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problem that we anticipated — there is a great deal of price averaging between rural
and domestic consumers within the retail prices of the distribution and retail
businesses, and price shocks for rural consumers have hardly been an issue.

Lastly, let me tell you what is happening to prices.  Domestic prices are rising.
However, it seems that industrial and commercial consumers are getting a pretty good
deal as a result of the reforms.  These changes are a result of the progressive removal of
cross-subsidies that domestic consumers enjoyed at the cost of industrial and
commercial consumers.  They also reflect the introduction of commercial rates of
return on ODV assets, which as I said before is being phased in.  On the other side of
the ledger, there have been some significant productivity gains, including a 14 per cent
reduction in real wholesale prices by ECNZ.

It is still early days and we are still watching the outcomes with great interest.



86 ACCC network pricing forum

Summary

Chairperson: Thank you very much for that.  We are afraid that 15 speakers was not
quite enough for the day and we were just able to squeeze Tony in there.  We have
come now to a final wrap-up session.  It is compressing a hundred years of US
regulation of electricity markets and six years of the development of the Code into the
seven hours today and John in 15 minutes is just going to highlight some of the issues
that come from that.  If you are looking for asymmetry, that is a minute for each
speaker.  So, John, could we ask you to come and speak now.

John Tamblyn: For me two points stood out in today’s discussion.  I thought Eric
Groom’s rabbit, horse and donkey stew analogy made a very strong point about the
relationship between asset valuation, weighted average cost of capital and depreciation.
The other point that stood out was Bob Burgstad’s contribution where he said, ‘Is it
going to be possible for the IPART approach to be integrated into the NGMC
approach?’  There was a very positive response to that suggestion which seemed to me
to be an important pointer to the way forward in dealing with the transmission pricing
debate.

The objectives of transmission pricing and regulation seem to be broadly agreed
amongst this group. It was agreed that we are concerned about efficient regulation of
natural monopolies.  We want to ensure that there is a reasonable commercial return on
investments for those monopolies but no monopoly rents.  We are also agreed that
efficient pricing signals for usage of, and investment in, the network are going to be
very important.  There is general agreement that political acceptability and
administrative practicability are going to be important in transmission pricing.  There is
also acceptance that reasonable consistency of approach in the application of
transmission pricing and distribution pricing is going to be important.  Having said that
we must recognise the point that Eric Groom and Geoffrey Swier made — we are in
transition and there will be some differences across jurisdictions in the starting points
and approaches adopted during the transition period.  We also want a transmission
pricing regime which produces acceptable, repeatable results over time — we want the
regime to stand the test of time.  These broad objectives for transmission pricing appear
to be fairly well accepted around the table.

The discussion today has been about the features of the regulatory framework that we
need to put in place to achieve these goals.  Three important presentations were made
today addressing this central point.  Mark Harding’s presentation illustrated very
clearly what was in Chapter 6 and what lay beneath the NGMC approach.  Eric Groom
spoke about the IPART  approach and brought out some key differences with the
NGMC approach.  Stephen King also made some provocative comments on asset
valuation which is central issue in transmission.  I want to emphasise some of the key
points that came out of those presentations.

Mark Harding made the point that the objective of Chapter 6 is efficient regulation of
natural monopolies in transmission and distribution.  He said Chapter 6 was not about
rate of return regulation with a guaranteed profit stream.  He emphasised that the
ACCC has a very strong role in determining the aggregate revenue requirement, asset
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values, and the weighed average cost of capital.  There is therefore a lot of scope within
Chapter 6 for the ACCC to exercise regulatory discretion.

He also made the point that asset valuation will be the starting point for transmission
price determination in the NGMC model and is the means of breaking the revenue
stream circularity problem in the pricing of natural monopoly services.  This is one
point of contrast with the IPART approach where Eric Groom made it clear that IPART
focuses on the determination of sustainable, defensible income streams for natural
monopoly businesses and the asset valuation is the outcome of that process.

Mark Harding said that based on the Victorian experience, ODV has not proved to be
distortionary and has not led to rate shock.  In contrast, Eric Groom showed us some
detailed analysis that IPART had done in the TransGrid context which seemed to
suggest that use of ODV resulted in excessive cash positions for the regulated business
and over-valuation of its assets.  This is essentially an empirical issue which needs to
be worked through and resolved.  However, differences of view on the appropriateness
of the ODV methodology in the context of network pricing is one of the points of
difference between NGMC and IPART.

Mark Harding also referred to what I call the P0  problem.  He made it quite clear that
the initial asset valuations, the approach to restructuring of public utility businesses,
and the balance sheet positions established for transmission and distribution businesses
are going to be matters for governments.  He said the Code deals with regulatory
arrangements from that given starting point and those initial valuations should not be
questions for the regulators.  He commented that a number of  governments have been
selling assets in the market place and commercial values are being placed on those
assets in the market place.  If regulators were given the tools to revalue those assets, to
take value out of those businesses in the context of future approaches to pricing
regulation, that would create a serious problem.

There is a very important policy issue here but is it an issue that we should avoid?  Do
we want to come to the right valuations in terms of our competition policy objectives or
are these assets going to be valued, in a privatisation context, to simply fatten up assets
for sale for budgetary reasons with distortionary effects in the marketplace.
Alternatively, can the regulator review on the basis of market place knowledge and
experience what those values should be?  That is a really fundamental issue.  It is
relevant for future asset sales, for example airports, and has cropped up in previous
sales, for example pipelines and electricity businesses.

Thus, P0  is a very important issue: what the initial asset values are and what effect
they have on access prices, investment incentives, resource allocation and efficiency is
important.  It seems to me that we have to develop the right analytical approach to
determining those initial asset values.  It may be that governments will choose  to go in
a different direction in particular cases but we should get the analysis and the principles
right for the determination of P0  as a benchmark against which such valuations can be
assessed.

Eric Groom explained the IPART approach to transmission regulation and its
differences with the NGMC Chapter 6 approach.  He argued that the IPART approach
is closer to the UK approach.  IPART looks at the future cash flows, defensible cost
projections, capital expenditure requirements and rates of return.  These cash flows are
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given ‘reality checks’ by looking at some financial market indicators to come up with
sustainable cash flows and defensible asset valuations.  I would like to hear a little
more from Eric Groom about the circularity problem in that context.  It will be
important to understand how IPART deals with that issue.

Those two presentations brought out some of the central issues that have to be resolved
in relation to transmission pricing and highlighted some important differences of
approach between the NGMC and IPART.

Stephen King presented a paper analysing the different approaches to asset valuation
and some of their consequences.  The issues he raised will have to be worked through
carefully in the context of the Chapter 6 approach to network pricing.  One of the issues
he raised was the option of adopting a scrap valuation for existing network assets.
While in some market situations that valuation may be warranted (including under the
ODV methodology) there would be incentive problems for future investment if it were
adopted as a general rule for all existing assets.  What incentives would there be for
future investment if the transmission operators were concerned that the regulator is
going to behave opportunistically by revaluing their sunk investments at scrap value
after they have been made?  This issue and a number of others raised in Stephen’s
presentation will need to be addressed and resolved in dealing with asset valuation in
the context of transmission pricing.

Where do we go from here?  There is broad agreement about what we are trying to do
and what our objectives are. There are remaining differences as to how we get there,  as
highlighted by Mark’s and Eric’s presentations.  I referred earlier to the important
contribution from Bob Burgstad regarding options for integrating the IPART  approach
and the NGMC approach.  I think Bob was pointing to the way ahead.  Mark Harding,
speaking with his NGMC hat on, said that he was willing to pursue that option with
IPART  and others and that is obviously an exercise that should be undertaken as soon
as possible.

It remains for me then to conclude the discussion by thanking the speakers.  Many
people have put a lot of effort into putting together some challenging presentations at
today’s seminar.  The discussion of the issues raised by the other participants has been
thoughtful and sometimes provocative.  As a result we have had a very stimulating and
productive day.  Thank you for your participation and contributions.



ACCC network pricing forum 89

Appendix A

List of participants

Jane Melanie Energy Economics Branch, Australian Bureau of Agricultural
Research and Economics

Dr Stephen King Director, Competition & Regulatory Policy Program, The
Australian National University

Bruce Hoffmann Manager, Development Services, Capricornia Electricity
Corporation

Bob Rutherford Director, Office of Energy, Planning & Conservation, Tasmania

Bob Burgstad Manager, Regulation Branch, Mines & Energy, SA

Chris Pritchard Economic Analyst, Mines & Energy, SA

Rafael Orschulok Principal Engineer, Electrical, Mines & Energy, SA

Craig Tucker Policy Advisor, Electricity Task Force, Department of Primary
Industries & Energy

Geoff Swier ESI Reform Unit

Andrew Reeves Commissioner, Government Pricing Oversight Commission,
Tasmania

Eric Groom Chief Economist, Independent Pricing and Regulatory Tribunal
of New South Wales

Prof. Tom Parry Chairman, Independent Pricing and Regulatory Tribunal of
New South Wales

Antony Cohen Director, KPMG Corporate Finance, Vic

David Cousins KPMG Corporate Finance, Vic

Tony Fenwick Manager, Energy Group, Ministry of Commerce, New Zealand

Ed Willett Executive Director, National Competition Council

Harry Schnapp Project Manager, Inter-regional Trading, NSW Electricity
Reform Taskforce

Sandra Gamble Project Manager, National Electricity Market, NSW Electricity
Reform Taskforce

Michael Styles Analyst, Industry Development Division, Office of Energy, WA

Ross Cartey Manager Pricing, Office of the Regulator-General, Victoria

Velu Ramasamy Manager, Economic Analysis, Office of the Regulator-General,
Victoria



90 ACCC network pricing forum

Jim Holmes Executive Manager, Corporate Strategy, (PowerNet)
Representing NGMC

Mark Harding Executive Consultant, Business Development, (PowerNet)
Representing NGMC

Peter Price Network Planning Manager, South East Queensland Electricity
Board

Steven Ross Structural Policy Division, Commonwealth Treasury

Commissioners

Allan Asher, Deputy Chairman

David Lieberman, Commissioner

ACCC staff

Joe Dimasi, Senior Commissioner

John Tamblyn, Advisor, Micro-economic Reform

Margaret Arblaster, Senior Assistant Commissioner

Mike Rawstron, Acting Senior Assistant Commissioner

Vicki Brown, Director, Electricity Team

Kaye Johnston

Kanwaljit Kaur

Paul Hutchison

Philip McGrath

Jason McNamara

David Hatfield



ACCC network pricing forum 91

Appendix B



92 ACCC network pricing forum



ACCC network pricing forum 93



94 ACCC network pricing forum



ACCC network pricing forum 95

Appendix C



96 ACCC network pricing forum



ACCC network pricing forum 97



98 ACCC network pricing forum



ACCC network pricing forum 99



100 ACCC network pricing forum

Appendix D



ACCC network pricing forum 101



102 ACCC network pricing forum



ACCC network pricing forum 103



104 ACCC network pricing forum



ACCC network pricing forum 105

Appendix E



106 ACCC network pricing forum



ACCC network pricing forum 107



108 ACCC network pricing forum



ACCC network pricing forum 109



110 ACCC network pricing forum

Appendix F



ACCC network pricing forum 111




