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Dear Mr Pattas,

EnergyAustralia’s submission on AER’s issues paper on WACC

The rate of return is the key incentive for attracting investment in regulated networks. If the rate of return is set too
low, particularly during times of market uncertainty and volatility, businesses have no incentive to invest. Rather,
investment is deferred (inefficiently) until market conditions or parameters improve sufficiently to encourage and
reward investment.

In this regard, the AER should be mindful of the long term implications of this review and the likely consequences
for investment. EnergyAustralia has a key interest in this review as the outcomes of the review (in terms of
adopted parameters) will be applied to EnergyAustralia for the five year period ending in 2019.1

The AER must be cautious in its decision making

EnergyAustralia cautions against an approach where individual decisions on rate of return parameters are made
in isolation. We do not believe an optimal outcome will be achieved by trying to assign a ‘best estimate’ to each
individual parameter in isolation. In fact, we note this would be inconsistent with the requirements of the National
Electricity Rules (Rules). The Rules require a rate of return for distribution businesses to be:

“forward looking....commensurate with the prevailing conditions in the market for funds and the risk
involved in providing standard control services” 2

The capital asset pricing model (CAPM) is not an exact model for determining a rate of return for businesses but
rather a tool that assists investment decision making. As such, there is no ‘precise’ answer for each parameter
that the AER will review. The AER must therefore exercise caution in its regulatory judgement, particularly where
it is considering changes in one parameter without subsequent changes in others.

" Under the Transitional Rules, the parameters currently in Chapter 6 of the Transmission Rules apply to EnergyAustralia for
the 2009-14 period.

2 Clause 6.5.4(e)(1) of the Rules (bold emphasised)



In some instances there is likely to be a range of values for a parameter, particularly where there is imprecise or
insufficient empirical data. Under such circumstances, it would be unwise to simply choose an average of the
available observations or determine the likely value through a statistical tool. Instead, the Rules require the AER
to have regard to previous values or methods adopted and only move away from these if there is persuasive
evidence.

EnergyAustralia notes that the previous adopted values and methods for NSW and ACT distribution businesses
are prescribed in the transitional Rules. These parameters replicate those adopted for transmission businesses.
EnergyAustralia would expect the AER to exercise caution in moving away from these values and methods in the
transitional Rules, except to the extent required to account for differences in risk attributed to a distribution
business.

Recognising the prevailing conditions in the market for funds

In practical terms, the regulated sector will compete for investment funds in a tightening financial market.
Financial markets are undergoing significant structural adjustment, reducing the availability of finance to fund
investment. This is driven, in part, by a depressed appetite in the market to finance businesses with higher than
average debt levels,

EnergyAustralia recognises that shifts in financial markets are to some extent captured in the parameters in the
CAPM, for instance the debt risk premium. However, historic observations of individual CAPM parameters will not
fully capture the practical difficulties that businesses will experience going forward in obtaining equity and debt to
invest. These difficulties are magnified as the level of required investment and the amount of funds being sought
grows across the sector.

Itis unclear whether the existing global financial turmoil is a temporary aberration or will have long term structural
implications for the ability of regulated businesses to finance their investment needs. The volatility in financial
markets and the consequential risks to the utilities sector, characterised by relatively high financial leverage
compared to the market average should also be carefully considered in the AER’s review.

Recognising the risk involved in providing standard control services

The existing uncertainty in debt and equity markets comes at a time when substantial investment is required to
maintain electrical networks. This is required to provide reliable supply to both businesses and households in
Australia and to support Australia's export market.

There are inherent risks associated with investment in a regulated distribution business which should be reflected
in its required rate of return. Large upfront investments have long payback periods of 40 to 50 years with returns
on this investment subject to 8 to 10 regulatory decisions. EnergyAustralia's own experience has been that the
regulatory arrangements applying to its network business have not yet been consistent for two consecutive
periods. This history of change and potential for future change brings uncertainty and regulatory risk that must be
considered in this review.

A five year regulatory determination process also exposes EnergyAustralia to risks (volatility) in revenue and
costs driven by economic circumstances largely outside of its control. This is particularly the case for
EnergyAustralia which is regulated under a Weighted Average Price Cap (WAPC) control mechanism that caps
retums on the basis of forecast revenues and volumes. Businesses regulated by a WAPC face ‘volume risk’ of
lower revenue if the growth in energy consumed is lower than what is forecast at the time of a regulatory
determination.

A larger proportion of energy distributed through EnergyAustralia's network is driven by business use and as a
result, EnergyAustralia’s revenues are more directly linked to economic activity and the risks associated with an
economic slow down. Preliminary data suggests that growth in energy consumption in EnergyAustralia’s network



for 2007-08 has been lower than forecast at the time of the last determination. This has resulted in a significant
shortfall in revenue as a result of the framework not being flexible to respond to external factors such as customer
demand. The co-incidence of lower growth in energy volume (which relates to revenues) but higher growth in
peak demand (which drives cost) makes forecasting more difficult and outcomes more volatile.

At the same time, regulated businesses under an ex-ante framework are exposed to the risk of being unable to
recover efficient costs in a regulatory period if either capex or opex is higher than the approved amounts in the
regulatory determination. This would occur if there is a spike in economic activity that drives a prudent business
to investment in more capital than the level forecast at the time of the determination. It could also arise if the price
of materials and labour rises unexpectedly as was evident in EnergyAustralia's 2004-09 regulatory period.

The risks faced by EnergyAustralia are magnified by the size of the investment program EnergyAustralia must
undertake over the next decade to avoid breaching its licence obligations and to avoid poor network performance.

In addition, the size of the proposed investment program has particular implications for our financing
arrangements including equity and debt raising issues in a tightening financial market. Specifically,
EnergyAustralia would not be able to secure its RAB refinancing and capex program financing needs over a 15 to
40 day period as assumed by the regulatory framework due to the magnitude of its investment requirements.

While EnergyAustralia supports the ongoing use of the “averaging period” for setting the risk free rate and debt
risk premium, the regulatory framework should recognise the practical and commercial issues of raising capital
and the limitations of the simplified financing assumption in the regulatory framework. The underlying difficulty in
raising corporate debt in the current financial environment and the costs of doing so is also of particular relevance
to EnergyAustralia and its investment program.

EnergyAustralia requests that the AER give consideration to the issues raised in this submission that set the
context for the review. In addition, our response to issues raised in the AER's consultation paper is set out in
Attachment A. EnergyAustralia’s responses draw on the research and findings of experts commissioned by the
Joint Industry Associations. Should you have any questions in relation to this submission, please contact
Ms Catherine O'Neill on (02) 9269 4171.

Yours sincerely

AL S

Trevor Armstrong
Executive General Manager (Acting)
System Planning and Regulation
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