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International Accounting Standards Board 
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Request for Information - Rate Regulation 

CLP Power Hong Kong L11nteci 

8 Laguna Verde Avenue, Hung Horn 
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We refer to your Request for Information on Rate Regulation issued in March 2013 and are 
pleased to provide information I comments as set out in the Appendix to this letter. 

Please do not hesitate to contact us if any further information or explanation on our response 
is needed. 

Yours sincerely, 

~ 
Yip am Keung 
Director- Financial Control (Hong Kong) 
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Appendix 

l. The regulated industry and why it should be considered 

Question 1 
For the types of rate regulation that you think would be useful for us to consider in 
the Discussion Paper (or would not be useful to consider, if applicable), what types 
of goods or services are subject to the rate regulation being described? 

Industry sectors such as utilities sectors are usually subject to the rate regulation. Our 
company CLP Power Hong Kong Limited, in fact, is one of the rate-regulated entities 
engaging in the generation and supply of electricity to customers in Hong Kong 

Electricity supply in Hong Kong has all along been provided by the private sector. There 
are two power suppliers in Hong Kong. Both entities are private-sector entities and 
considered to be subject to rate regulation. 

CLP Power Hong Kong Limited has to prepare its financial statements in accordance with 
Hong Kong Financial Reporting Standards issued by the Hong Kong Institute of Certified 
Public Accountants. 

2. The objectives of the rate regulation 

Question 2 
What are the objectives of the rate regulation and how do they influence the 
interaction between the rate regulator, the rate-regulated entity and customers? 

The main objective of the rate regulation in Hong Kong is to ensure the reliability of 
power supply so that there are sufficient facilities to meet the demand for electricity while 
the service to the customers is provided at the lowest cost which is reasonable in light of 
financial and other considerations. 

In order to achieve the above objective, the rate regulator has to develop a tariff (rate) 
setting mechanism to attract the rate-regulated entity for its continuous investment in 
electricity infrastructure. The rate-regulated entity is allowed to earn a return which is 
reasonable in relation to the risks involved and the capital invested in and retained in the 
business. In Hong Kong, the tariff setting mechanism is basically a cost-plus mechanism: 
for each year, the rate regulated company designs unit basic tariff rate based on projected 
unit sales, operating expenses and return (based on an annual permitted rate of return of 
9.99% on the average net fixed assets investments) for the entity. 

There are also financial incentives I penalties in form of adjustments to the allowed return 
relating to emission performance, customer performance, energy efficiency and 
renewables performance. These performance related adjustments are in the range of 
0.43% to +0.2% on the average net fixed assets. 

The rate regulator has the power and responsibility for overseeing the operation and 
financial position ofthe rate-regulated entity. Through the monitoring role of the rate 
regulator, the customers can enjoy the reliable electricity supply at a reasonable cost. 
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3. The rights and obligations established by the rate regulation 

Question 3 
What sort of rights or obligations does the regulation create? 

In Hong Kong, the rate-regulation does not establish or involve franchise for supply of 
electricity and the rate-regulated entity does not have exclusive right to supply electricity. 
While interested parties are at liberty to enter the electricity market, there are latent 
constraints in the electricity supply industry for new suppliers to emerge such as intensive 
capital investment with long payback periods, the relatively small size of Hong Kong's 
electricity market, and the availability of suitable land for infrastructure development. 

The rate-regulation under review is operated through a bilateral agreement with a fixed 
term (1 0 years) entered into between the rate-regulator (Hong Kong Government) and the 
rate-regulated entity, with an option of the Hong Kong Government to extend for another 
5 years on the same term. The bilateral agreement (named as the "Scheme of Control 
Agreement") sets out the obligations and rights of the regulated entity, and provides a 
framework for the Government to monitor the financial affairs of the regulated entity 
during the tenure of the agreement. 

Rights under the regulation 
• Under the Scheme of Control Agreement, the entity is entitled to receive tariff 

revenue sufficient to earn the permitted return (profit) on its investments through the 
planning, design and charging of annual basic tariff rates during the term of the 
agreement. 

• The entity has also the right of full recovery of the actual costs of fuels consumed by 
the entity for the generation of electricity. 

• In the event of a change implemented by the Hong Kong Government to the 
electricity supply market structure that causes material impact to the entity, the entity 
is entitled to recover from the market stranded costs (including costs of investments, 
fuel and power purchase agreements and may include a fair and reasonable return on 
the costs) that cannot be mitigated by measures required by the Hong Kong 
Government. The amount of stranded costs and recovery mechanism are to be agreed 
between the Government and the entity. 

Obligations under the regulation 
The entity is obliged to provide sufficient facilities to meet present and future electricity 
demand and to supply electricity at lowest possible cost. The entity cannot unilaterally 
choose to stop the supply of electricity while it has the continuing obligation to provide 
sufficient facilities to meet the demand over the term of the Scheme of Control 
Agreement. 

21 Page 



4. The enforcement of rights and obligations 

Question 4 
For the rights and obligations identified in response to Question 3, how does the 
rate-regulated entity enforce its rights, or how does the rate regulator enforce the 
settlement of the rate-regulated entity's obligations? 

(i) Recovery of allowable costs and return 
The entity is entitled to receive tariff revenue sufficient to earn the permitted return 
on its investments (based on an annual permitted rate of return on the average net 
fixed assets investments). To achieve this, the entity designs, for each year, basic 
tariff rates it charges customers to cover its operating costs and return permitted 
under the Scheme of Control Agreement. The Scheme of Control Agreement has 
stipulations on the type of allowable operating costs and how they are accounted for 
the purpose of recovery through basic tariff. There are certain areas that the 
accounting requirements under the Scheme of Control Agreement are different from 
the requirements under HKFRS including the treatment/recognition of costs incurred 
and funds collected by the entity. 

(ii) Planning ofbasic tariff rates and implementation 
On periodic basis (every 5 years) during the term of the Scheme of Control 
Agreement, projected levels of basic tariff rates shall be determined by the entity 
which will take into account of the entity's investment plans, projection of the 
operating expenses, taxation charge and allowed return for the planning period 
(covering a period of at least five successive years). The investment plans and 
projected tariff rates (named as "Development Plan") will need to be agreed and 
approved by the Hong Kong Government and remain in force until replacement by I 
succeeded by a new plan. 

Implementation of basic tariff rates for a year within the approved 5-year 
Development Plan period will be subject to a tariff review conducted prior to 
commencement of the year. The basic tariff rates set and agreed by the entity and the 
Government to be effective for the coming year will be based on the forecast unit 
sales, operating costs, taxation and the permitted return on fixed assets for that year. 

(iii) Tariff stabilisation fund 
Since the basic tariff rates effective for a year are based on forecast of unit sales and 
costs for that year, there will be variation in actual net revenue (sales revenue less 
operating costs) from projection resulting in over- or under-recovery of costs plus 
returns under the Scheme of Control Agreement. A tariff stabilisation fund (TSF) is 
established for the retention of actual net revenue in excess of the agreed return for a 
year. 

The main purpose of the TSF is to accumulate and provide funds to ameliorate tariff 
increases or facilitate tariff reduction. In a year when there is over-recovery, the 
excess amount will be transferred to and retained in the TSF. Whereas when there is 
under-recovery, the shortfall amount will be transferred from the TSF provided 
always that the amount so transferred shall not exceed the balance ofthe TSF. As the 
actual costs recovery and return are determined for each year, there will not be 
retrospective recovery or reversal of under- or over-recoveries of allowable costs 
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and return. The entity may also adjust total net tariffs it charges customers through 
rebates from the TSF. 

(iv) Rate reduction reserve 
There will be an annual interest charge on the average balances of the TSF which is 
credited to a separate rate reduction reserve (RRR) account. The balance of the rate 
reduction reserve shall be reduced by rebates to customers applied as to the tariff of 
the year following so as to effect tariff reduction or minimise tariff increases. 

(v) Fuel clause recovery 
Cost of fuel consumed by the entity is passed on the customers. There is separate 
fuel clause tariff for recovery of fuel costs consumed by the entity. The entity may 
adjust fuel clause tariff through a fuel clause recovery account from time to time to 
reflect changes in the cost of fuels consumed by the entity for generation of 
electricity. 

(vi) The Scheme of Control Agreement specifies that upon its expiry, the entity and the 
Government will agree on the discharge of the balances of the TSF and the RRR. In 
addition, if as a result of change implemented by the Government to the electricity 
supply market causing material impact to the entity, the entity shall recover from the 
market stranded costs (as mentioned in input to Q3 above). The amount of stranded 
costs and recovery mechanism are to be agreed between the Government and the 
entity. 

(vii) As a contracting party to the Scheme of Control Agreement, the rights and 
obligations under the agreement are not separable from the business. When the 
entity ceases to provide the rate-regulated electricity supply during the term of the 
Scheme of Control Agreement, it will constitute a breach of the agreement which 
shall be settled by arbitration. 

5. The recovery or reversal of cost and income variances 

Question 5 
How does the rate regulation ensure the recovery or reversal of under- or over
recoveries of allowable costs (ie variance amounts) (if applicable)? Are these 
mechanisms effective in recovering or reversing those amounts within the targeted 
time frame?? 

(i) While the tariff setting mechanism for basic tariff uses forecasts or projection of 
operating costs, permitted return and unit sales, it does not provide for the recovery or 
reversal of under-or over-recoveries of actual allowable costs. In case of over
recovery for a year, the variance amount is captured in the TSF which can be utilised 
to make up for an amount of under-recovery of other future years up to the limit of the 
TSF balance as at each year. The main purpose of the TSF is to accumulate and 
provide funds to ameliorate tariff increases or facilitate tariff reduction where 
appropriate for future years. 

(ii) When there is an unexpected change in electricity demand within a planning period 
resulting in adjustments required for basic tariff rates for a particular year, projected 
tariff rates can be increased by up to an agreed percentage above the level as approved 
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in the Development Plan for that particular year. If the required increase would 
exceed this agreed percentage, a new Development Plan will need to be conducted 
and approved by the Government. 

(iii)As for the recovery of fuel costs incurred by the entity, the fuel clause recovery 
mechanism as described in Question 4 above will ensure the recovery or reversal of 
under- or over-recoveries of actual fuel costs consumed for the generation of 
electricity. While there is a rising trend of coal and gas prices, the recovery through 
fuel clause charges may not be able to keep pace with the rise in fuel prices 
considering the impact to customers. With the recovery to be spread over a longer 
period, there has a chance for an under-recovery (net debit balance) in the fuel clause 
recovery account. This net debit balance under the rate regulation is recoverable from 
the customers through higher fuel clause charges. 
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