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Dear Mr Pattas

As the owners’ representatives for Ergon Energy Corporation Limited (Ergon),
ENERGEX Limited and the Queensland Electricity Transmission Corporation Limited
trading as Powerlink Queensland (Powerlink), we take the opportunity to respond to the
Australian Energy Regulator’s (AER) proposed ‘Electricity transmission and distribution
network service providers; Statement of the revised weighted average cost of capital
(WACC) parameters (transmission); and Statement of regulatory intent on the revised
WACC parameters (distribution)’, of December 2008.

We note with concern the proposed parameters will result in lower WACC for both
transmission and distribution businesses. In the current climate of tight liquidity, higher
risk premiums, weakening credit ratings, increased credit spreads and tight competition
for limited capital, regulated businesses are at a disadvantage in obtaining new
investment and will be unable to receive appropriate returns on regulatory assets.
Additionally, a relatively lower WACC is considered a further deterrent for private sector
investment.

Structural Change in Financial Conditions

In its review of the WACC parameters, the AER appears to have been guided heavily by
historical financial data. While it acknowledges the economy-wide impacts of the global
financial crisis and the difficulties businesses are experiencing in raising capital, current
conditions have been largely ignored, with WACC parameters assessed primarily on the
basis of long-term market fundamentals, consistent with historical experience.

In adopting this approach, the AER has assumed the effects of the current crisis will be
transitory, essentially part of a normal business cycle. As a result, it contends that there
will be no tong-term legacy for financial and credit markets - in other words, from 2010
onwards, financial conditions will return to the same conditions which prevailed a few
years ago.
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We consider that such a backward-looking methodology may be reasonable in
circumstances where the past is a reliable guide to the future. However, the
methodology is not defensible in the current environment, where the sheer scale of the
upheaval will ensure that the adverse financial impacts will continue to be felt well into
the future, and where business/investor perceptions of risk have fundamentally altered.

This view is supported by consultants S* Advisory who, in its final report to the Australian
Energy Market Corporation in December 2008, ‘Financing of Future Energy Secior
Investments in Australia: The Potential Effects of the Carbon Poliution Reduction
Scheme and Renewable Energy Target’, noted that:

‘... Itis clear the significance of the current credit crisis and the limit it is likely
to place on access to and cost of capital should not be underestimated as it
establishes a new paradigm ... and will have a significant influence throughout
the period to 2020°. {p. 12)

and, contrary to the view of the AER,

‘it is expected that the risk premium required on investments will increase,
with those in the regulated energy sector being no exception’. (p. 50)

Clearly, markets are currently reassessing the value of risk following the recent period of
high availability of capital at an unsustainably low cost. Debt providers are reassigning
risk to equity holders, who now hold a portfolio with risk characteristics materially
different to those it held previously. Equity holders will remain exposed to these risks
well into the future, In this context, going forward, a paradigm shift signals that it is the
past, rather than current, financial conditions which should be seen as abnormal.

Accordingly, given that risk has been inappropriately priced, the AER should not rely on
the past as an over-riding guide to the future.

Credit Ratings of Government Owned Businesses

Although we recognise the significance of the benchmark credit rating as a key input into
the calculation of the cost of debt for regulated firms, it is disappointing that the AER has
limited its sample of comparator firms to those with publicly-available credit ratings. In
doing so, the regulator has excluded from the data set several businesses with
unpublished ratings — including Powerlink, a large electricity fransmission network
service provider. Given the importance of the analysis, and the relatively small effort
reqguired to obtain this additional information, it would be reasonable for the AER 1o
expand its information base.

Moreover, the small sample size exposes the AER's analysis to a heightened risk of
bias. This risk is most evident with the inclusion of publicly-available credit ratings for
Government-owned businesses. These entities are imperfect comparators in that, by
virtue of a financially-supportive parent, they have characteristics which distinguish them
from ‘benchmark’ efficient businesses. To the extent that no compensating adjustment
is made, their inclusion would bias any assessment upwards.

The fundamental flaws in the AER’s methodology and analysis are clearly illustrated in
its assessment of Ergon. Firstly, for both 2007 and 2008, Ergon is the only
government-owned network included within the sample of comparator firms. The
statistical properties of the sample, which is used to assess the median credit rating
across all network providers, are severely weakened by the AER’s failure to include any
other government-owned transmission and distribution entities in that sample.
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Secondly, the AER has relied on the use of Ergon’s AA+ public credit rating. This rating
is inappropriate, being inclusive of the Queensland Government's implicit guarantee of
financial support. This point was made by Standard and Poors in its public credit rating
report on Ergon:

‘The rating on Australian slectricity distributor and retailer Ergon Energy
Corp. Ltd. (EEC) principally reflects the very strong support of the company's
government owner, the State of Queensland (AAA/Stable/A-1+)".

All Queensland Government owned corporations (GOCs) are subject to the Queensland
Government's competitive neutrality framework, whereby GOCs pay a premium on the
risk free borrowing rate to reflect the difference between the risk free rate and an
applicable rate under their stand alone credit rating. This ensures the GOCs receive no
competitive advantage relating to the cost of funds due to their Government ownership.

Additionally, the Queensland Government is committed to maintaining GOCs’
‘investment grade’ credit ratings, which is a credit rating of at least BBB-. The
Queensland Government periodically undertakes capital structure reviews of the GOCs
on a stand alone basis to determine appropriate capital structures and maintain
investment grade credit ratings. With stand alone credit ratings for the individual GOC
entities likely to be ‘investment grade’, especially in the current financial and investment
environment, the AER credit rating parameter is not considered to be representative.

Given the objective of the AER’s analysis is to ascertain a firm’s actual cost of debt, a
stand alone credit rating is the only one that is fit for purpose when considering
government-owned businesses. This measure is issued by a ratings agency:

» recognising the businesses’ payment of a competitive neutrality fee on its
borrowings, consistent with national competition policy requirements; and

» on the assumption that the entity does not receive any other implicit or explicit
support from its government shareholders.

Given these shortcomings, and in lieu of a more comprehensive analysis being
undertaken, there would appear to be no persuasive evidence for the AER to depart
from its previously-adopted benchmark credit rating of BBB+.

Risk Free Rate

The AER’s position to move from a 10 to five year proxy for the risk free rate will reduce
the ability of regulated businesses to manage refinancing risk. The current 10 year term
is appropriate and should be maintained:

e to be consistent with the capital asset pricing model principles;

¢ to correctly compensate regulated businesses when seeking long term funding as a
way of reducing refinancing risks; and

o todiscourage regulated businesses from adopting less diversified short term debt
even where longer term funding is available, thereby overcoming increases in
refinancing frequency, transaction costs and business risk, without the benefit of
compensation by way of increased equity beta.




-4 -

This is supported by the fact that the amount of over compensation actually received
from the regulated cost of debt due to use of a 10 year term is minimal and has
averaged only 11 basis points between 2001 and 2008, and has steadily declined during
this period. The attached paper provides further supporting information.

Renewables Policy and Carbon Pollution Reduction Scheme

As mentioned, the lower WACC is not considered to be representative of the increased
risk and premium faced by the entities in the current economic climate, is expected to
serve as a significant deterrent to new investment, and will adversely impact existing
investment. This is even more important with the rapidly changing energy market,
renewables policy and the pending introduction of the Commonwealth Carbon Pollution
Reduction Scheme in 2010.

Attached Submission

As the State’s central financing authority and advisor on financial risk, Queensland
Treasury Corporation has prepared a more detailed paper which is attached to this letter
and forms the basis of the Queensland Government's submission (the submission).

There would appear to be a strong case for the AER to reconsider the WACC
parameters it has proposed, particularly in the context of the uncertainty in which the
financial markets and the energy industry in general finds itself, and the adverse impacts
the decision is likely to have on future developments in the energy sector.

We urge the AER to reconsider the parameters to enable regulated businesses to
efficiently finance their operations by reducing financing costs and volatility, and being
able to better manage the cost of debt and associated risks. The Queensland
Government via its transmission and distribution businesses is committed to providing all
customers with a safe and reliable electricity supply at a reasanable cost, thus requiring
the entities to be able to invest in their networks without undue pressures.

Should you have any queries or wish to discuss the submission further please contact
Mr Adrian Noon, Executive Director, Office of Government Owned Corporations,
Queensland Treasury on (07) 3224 4396 or Mr Neil Castles, General Manager Credit at
Queensland Treasury Corporation on (07) 3842 4740.

Yours sincerely

s et

Gerard Bradley

Mr Gerard Bradley, Under Treasurer, Treasury
Department

Level @ Exacutive Building
100 Gaorge Strest, Brisbane

GPO Box 611, Brisbane
Queensland 4001 Australia

Telephone +617 3224 4643
Facsimile +617 3221 1781

Encl.

Dan Hunt

Mr Dan Hunt, Diractor-General, Department of
Mines and Energy

Level 17, 61 Mary Street, City East
Queensland 4002

PO Box 15216, City Easy
Queensland 4002 Australia

Telephone +B17 3224 2884
Facsimile +617 3237 1317




General Comments

The AER’s proposed changes, if adopted, will lead to a significant reduction in the
regulated weighted average cost of capital (WACC) relative to the current parameters.

To argue the case for a lower WACC one must first show that risk has decreased. A
sharp reduction in the availability of equity capital suggests that investors now require
higher expected returns, yet a reduction in the equity beta has been proposed. Credit
spreads have widened significantly and credit ratings are generally weakening, yet a
stronger credit rating of A- has been proposed. Moving to a 5 year proxy for the risk free
rate will reduce the ability of a regulated business to manage refinancing risk at a time
when this risk has clearly risen. The proposed changes are at odds with the fundamental
principle that increased risk should be compensated by a higher expected return.

Offering a lower relative WACC in the cutrent environment will be a major deterrent to
new investment, especially from the private sector. Similarly, state government owners of
transtmission and distribution assets will be placed under further stress in providing
services at a time when their balance sheets and revenues are already under pressure due
to the weakening economy. While historically there has been reasonable access to capital
in the transmission and distribution sectors, this draft recommendation, at a time when
the availability of debt and equity has significantly reduced, is likely to lead to:

" the creation of additional uncertainty and risks that will ultimately deter investors
from deploying capital in the Australian market.

* the pool of potential investors diminishing as a consequence of the proposed
negative ‘shocks’ to the WACC,

Our submission focuses on the term for the risk free proxy and the ability for a regulated
business to meet the assumed cost of debt. We believe the current 10 year term is fair
and appropriate, consistent with CAPM and should therefore be maintained. We strongly
disagree with AER’s use of actual debt maturity information to justify shortening the
proxy term to 5 years. This information is of no relevance whatsoever in calculating
expected equity returns within the CAPM framework.

Attempting to meet the regulated cost of debt will require hedging strategies that will
incur very high transaction costs. Although costs cannot be allowed for in the WACC
they are relevant when considering whether the regulated cost of debt can be met in
practice. We believe they should be classified as operating expenditure and fully
recovered from regulated revenues.
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Section 1- Term of the Risk Free Proxy

'The AER has proposed reducing the term of the proxy for the risk free interest rate and
debt risk premium from 10 to 5 years. Our understanding of the main reasons behind the
proposal are as follows:

» regulated networlk businesses do not, as a matter of preference, seek to issue long
term debt.

= 3 forecast lack of liquidity in the corporate bond market means that regulated
businesses will be forced to borrow for shotter terms than they have in the past.

"  the weighted average term to maturity of regulated debt portfolios is between 1
and 5 years, implying that refinancing already takes place every 5 years or less, on
average,

= there will be no incremental transaction costs or refinancing risks associated with
switching to a 5 year proxy term.

= the term premium between 5 and 10 year A-rated corporate bond rates is 40 basis
points. The full amount of the premium represents over-compensation to a
regulated business.

» the above over-compensation violates the ‘present value principle’.
p p p P

Taken together, these points are viewed as persuasive evidence for reducing the proxy
term from 10 to 5 years. We disagree with this conclusion for the following reasons:

»  the appropriate term of the risk free rate cannot be implied from the actual
funding strategies used by regulated businesses. These strategies are not relevant
when calculating expected returns within a CAPM framework.

®  the 5 year term is arbitrary and has no basis in theory or economics. Aside from
being a calculation tool, the length of the regulatory term should have no material
influence within the regulatory framework.

» the theoretical basis for application of the CAPM and WACC appears to be
inconsistent with the approach adopted by the AER in determining the
approptiate parameters.

= 2 regulated business should not be penalised for managing refinancing risk by
attempting to borrow for the longest tenor possible. A 5 year debt risk premium
will under-compensate for the actual credit margin on longer term borrowings.

®  the use of interest rate swaps to achieve a 5 year combined interest rate exposure
does not influence the frequency of refinancing or the size of the credit margins.
These are determined by the original term of the actual borrowings. The use of
swaps also creates another layer of costs for a regulated business.
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" refinancing does not already take place every 5 years or less, on average. A 5 year
term will significantly increase refinancing risk and transaction costs, pamcularly
in distressed markets, for which the business is not compensated via an increase
in the equity beta.

*  the term premium does not measure actual over-compensation. Most of the
premium represents the pure credit margin between 5 and 10 year A-rated
corporate bonds. This margin is already being paid by the typical regulated
business and cannot be viewed as over-compensation.

» given the size of the risk free term premium and its declining long term trend, the
extent of any over-compensation is immaterial.

A detailed discussion of these key points follows.
Use of the Capital Asset Pricing Model

As the AER acknowledges in the Explanatory Statement, its review of WACC
parameters does not extended to a review of whether the Capital Asset Pricing Model
(CAPM) is the appropriate approach for establishing the cost of equity. However, we are
concemed that the AER’s conclusion with respect to the term of the risk free asset:

= is not consistent with the application of CAPM to determine the cost of equity, and

»  has been determined with regard to the requirement to use the same term to establish
the corporate debt margin, That is, the observed borrowing terms of regulated
businesses have been used to support the argument for moving to a 5 year risk free
rate and debt risk premium.

Application of CAPM to determie the cost of equiity

We submit that the use of the CAPM in the NER to determine the cost of equity, and
the wording of clauses 6.5.2(b) and 6A.6.2(b) of the NER, requires that:

»  the cost of equity in the WACC is calculated as the return on equity required by the
equity investors in a distribution or transmission business, and

» the relevant risk free asset is the asset which investors would compare the return on
to calculate the required return on equity.
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'This view, that the cost of equity is the return on equity required by investors in
regulated entities, is consistent with the use of equity market data to determine the beta
and market risk premium parameters. As a consequence:

» The relevant risk free asset, the return on which the investor compares in valuing the
risky investment, is not deternined by consiceration of the length of the regulatory period
Investments in regulated entities span multiple regulatory periods and investors
compare returns between regulated and non-regulated companies.

= In the case of equity investments in regulated companies, which are indefinite life
entities and owners of long term assets, it is strongly argued that the relevant risk free
asset to which an equity investor would compare is a long term risk free rate.

®» The financing structure adopted by regulated entities is niot relevant to the investor’s
determination of the risk free asset against which it determines the required rate of
return. To argue otherwise is to argue that asset values are determined by the way in
which they are funded. This is clearly incorrect.

= The process of calculating a regulated WACC simply takes a ‘snapshot’ of the cost of
capital at a particular point in time and fixes the return on capital for a 5 year period.
It is inappropriate to confuse the frequency of measurement of the cost of capital
with the length of the risk free and risky assets which the investor compares to
determine the required return for investing in a regulated business.

= The length of the regulatory period is arbitrary, has no economic basis and, therefore,
is not relevant to the calculation of expected returns. If the regulatory period was one
year, equity investors would not compate the returns available on one year risk free
assets to price their equity investment in a regulated entity. It would be inappropriate
to argue that a 1 year risk free rate should be used in the CAPM, however, this is
exactly what the AER’s reasoning implies,

» Tf, as the AER asserts, the regulatory price setting removes inflation, interest rate and
systematic risks for the regulated entity at each reset, this would be reflected in a
lower observed betas for equities in regulated entities and is therefore already
accounted for under the CAPM. In this context, deeming a risk free rate equal to the
regulatory period would be double counting the reduced risk relating to regulatory
price setting, and would under-compensate equity investors.

» A regulator which opts to change the process for setting the parameters adds to the

risk from an investor’s perspective and therefore the rational investor will seck a
higher return or remove themselves from the market.
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The AER appears to have adopted an alternative model, which assumes that the
regulated entity’s cost of equity is separate and distinct from the return required by the
equity investors in that entity. This has allowed the AER to argue that:

»  due to the reset of a number of systematic risk parameters, the systematic risks borne
by the regulated entity exist for a short, finite period, and accordingly a risk free rate
equal to the term of the regulatory period should be used, and

»  if the regulated entity receives a return calculated by reference to returns on risk free
and risky assets beyond the {ive year period it is being over-compensated.

In our view, the AER’s model is not consistent with the CAPM model used under the
NER for these reasons:

» The CAPM model as it is applied elsewhere by the AER (ie estimation of beta and
market risk premium) is based on a market for equity securities which are long-term
investments, not finite life assets.

» The AER’s model is inconsistent with the actual equity funding of distribution and
transmission businesses, which are listed companies with indefinite lives extending
across regulatory periods,

» The cost of capital is “the return required by investors in a commercial enterprise
with a similar nature and degree of non-diversifiable risk as that faced by the
distribution business” {cl 6.5.2(b), 6A.6.2(b)). This does not allow the AER to
hypothesise that these investors bear risks only for a finite period. Any reduction in
risk borne by the business must instead be expressed in its equity beta which 1s the
measure of non-diversifiable risk.

Allowing regulated entities a lower return on capital based on the assumption that risk is
borne for five years risks under-compensating its equity investors, and therefore
inhibiting the ability of regulated entities to raise capital in the market.

Consideration of corporate risk premisiminvisk free vate

'The interaction of clauses 6A.6.2(¢) and 6.5.2(¢) in drawing a direct connection between
the term of the risk free rate (asset) and the credit premium on the corporate bond do
not allow the AER to decide the term of the risk free rate by reference to the term of
corporate bonds issued by regulated entities.

There is potential for inappropriate results where the CAPM theory is not applied
correctly in pursuit of other aims. In particular, it would not be possible to determine
whether the aspects of the CAPM which deal with the measurement and pricing of
systematic risk are functioning appropriately if the risk free rate element is arbitrarily
changed. The AER Tssues Paper or Explanatory Statement does not include any evidence
to support the proposition that the CAPM theory does not appropriately capture the
impact of the regulatory pricing regime on the beta, and hence cost of equity capital, of a

regulated entity.
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Tf the AER is concerned that the impact of clauses 6A.6.2(e) and 6.5.2(¢) result in
overcompensation, this could be addressed by an amendment to the NER. The relevant
risk free rate for the CAPM is determined independently of the regulated entity, and as
shown above, is not related to the length of the regulatory period.

In our view, determining the risk free rate by reference to the entity, and not the investor,
could be a breach of the obligations under the clauses 6.5.2 and 6A.6.2 to apply the
CAPM to determine the cost of equity for a regulated entity.

Empirical Evidence Relevant to the Risk Free Rate

A report prepared by Deloitte for the AER examined the historical empirical evidence
relevant to the term of the risk free rate. In particular, the following areas were examined:

*» liquidity in the Commonwealth Government and corporate bond markets,
»  debt portfolios in the enetgy network sector, and
* term premium on long term bonds,

We have concerns with many of the conclusions reached by Deloitte and the AER based
on the findings contained in this report, Of most concern is the ‘reverse engineering’ of
the term of the risk free rate from the actual debt strategies used by regulated businesses.
'This is totally inappropriate as it violates of one of the most fundamental principles of
asset pricing theory - that the value of an asset is determined independently of the way in
which it is funded. It also sends a very dangerous message that a regulated business is not
truly free in choosing the structure of their debt portfolio.

Even if this approach was valid, we will show that some of the AER’s conclusions
relating to the structure of regulated debt portfolios are incorrect. As a consequence, the
extent of the over-compensation due to the use of a 10 year proxy has been greatly
overstated.

Liquidity in the CGS and Corporate Bond Markets

Deloitte reports that the market for non-financial institution corporate bonds has
effectively vanished. As a consequence:

The arerage maturity of corporate debt facilivies has shortened, to aronnd 3 years
compared to 5 years plus predonsly. In the past, 5 and 10 year bonds were widely issued,
but in the arrvent market, the little wlume that is being issued is primarily 3 year bank
dlebit, with wery little ligradity in 5 year facilittes.

Houewer, in the aivent mavket, the conporate bovd market is iliquid and syndicated
debt facilities are the only option available for vefinanding In the curvertt corporate debt
nwrket, financing is most likely anailable for only 3 years, which will mean ower time e
wil] see the maturity profiles of rongovermment nerwork businesses be move beauly
weighted to short termdebl, despite thesr desive for fonger term funding.
[erphasis added]

Page 6 of 15




We believe some of the data in the Deloitte report has not been interpreted correctly.
Firstly, the average debt term at a single point in time only reflects the position of each
business within the current regulatory period and the impact of interest rate swaps. This
figure conveys no information about the term of the debt when it was originally issued.
For example, Deloitte state that:

wor a5 at 2007 the mujovity (64 per cerm) of delt on. issue by energy reruork businesses
bad a terme to-maturity of less than 5 years. Thas smplies a wenghted averge
term gf debt portfolios across the enengy network sector of berweern 7
arnd S years. {enmphasis added]

'This does not mean that regulated businesses ssue debt with an average term between 1
and 5 years. A business that is approaching a reset petiod will have a much shorter
average debt term compared to one that has just completed a reset. However, this does
not mean that shorter term debt was originally issued. Similarly,

wo COMfimE that goernnent businesses terd to issue niove short term debt velatie fo
privtte bustnesses — debt on. isswe with a term of less than fire years vepresents 76 per aent
of the portfolios of goverrment businesses compared. to 57 per eent for private businesses.

Neither group necessarily issues significant amounts of shost term debt ~ the original
borrowings become short-term with the passage of time. It is well known that, at past
determinations, regulated government businesses have not borrowed for terms less than
5 yeats.

Interest rate swaps can create a material difference between the term of the actual
borrowings and the combined interest rate exposure. This is confirmed by Deloitte:

Dypically private comparies borrow on the longest tenor auatiabie, and then
coment the fixed rate debt into syrthetic floating vate debt, This uould then be bedged
during the reset period via and interest rate swup for the duration of the reglatory period.
[ermphasis added

On average, the original term of the borrowings is likely to be longer than the regulatory
period. The JIA data support Deloitte’s findings and show that when private regulated
businesses issue new debt they generally choose fixed terms longer than 10 years, Swaps
are then used to lock in a fixed rate of interest during the reset period for the term of the
regulatory period (5 years). The AER adopts a very different interpretation:

Therefore if energy netuork businesses hawe 4 natural prefevence to isswe long tern deby,
ue would expect the weghtad awerage debt porifolio to be around ten years or greater,
grwen that the spread on ten year bords is conpersated via vegulated prices. Howeer the
empirical evidence from Deloitte stirates the ueighted average term of debi porifolics for
reglated energy nerwork businesses at avound fice years or less,

Ginen that energy retwnrk bisinesses are estimated to hare & weighted aerage debt
nuturity profile of around fine years or less, there & no evidence to suggest that

nezwonk busmesses will seek to Bsue long fern debt as @ matter of

preference. [emphasis added]
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Whether or not longer term debt is available in the future is irrelevant to the choice of
term for the risk free proxy. A regulated business should not be penalised for attempting
to borrow for the longest tenor available, as this is a prudent way of funding long term
assets and managing refinancing risk. A 5 year proxy will force regulated businesses to
raise shorter term funding even if longer term funding is available. Although the AER
does not prescribe the type of funding strategy to be used, the proposed change will
effectively ‘price out’ debt with tenors longer than 5 years as the debt risk premium will
be lower than the actual credit margins.

The borrowing terms that may be available in the corporate debt market several years
from now cannot be known with sufficient certainty and in any case should not have any
influence on a key WACC parameter. Erting on the side of caution and maintaining a 10
year term is the appropriate course of action.

Deloitte also provided market based feedback on liquidity in the OTCand ETC
derivatives market. Our comments relating to this feedback appear in Section 2.

Debt Portfolios Used in the Energy Network Sector

The average debt term determines the total cost of debt paid by a regulated business. As
this cost is the sum of the risk free rate and a credit margin, it is essential to consider the
composition of the physical borrowings and how the total interest rate exposure has
been achieved. A valid analysis of the debt portfolios must distinguish between:

1. the debt term to maturity when it was originally raised, and

2. the total interest rate exposure achieved by combining physical debt with
detivative instruments such as interest rate swaps.

Both points need to be considered when estimating the size of any potential over-
compensation. The first point is relevant in determining whether the debt risk premium
included in the regulated cost of debt is sufficient to cover the credit margin in the actual
cost of debt. The combined interest rate exposure will determine the extent of any over-
compensation due to the use of the 10 year risk free rate.

Review of the Deloitte and Joint Industry Association Findings

Data provided in a submission to the AER by the Joint Industty Associate (JIA) shows
the original term to maturity of debt raised by private network businesses in Australia,
The weighted average original term to maturity is 11.4 years. The JIA did not include the
debt of government owned businesses in its analysis which, in general, tends to have a
shorter original average term because government has traditionally had greater capacity
to manage refinancing risk,

'To obtain a more complete view of the debt profiles used, Deloitte collected debt
maturity data from published 2007 annual reports and financial statements for both
private and government owned businesses. The average debt term appears to be
sighificantly shorter than the figure reported by the JIA,
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We strongly disagree. Provided the debt risk premium is based on a 10 year term it is
clear that network businesses will corimue to seek borrowings for the longest tenor
possible and then use interest rate swaps to achieve a combined interest rate exposure of
5 years during the reset period. It is emphasised that, in the absence of regulatory pricing,
no business would ever fully reset their cost of debt every 5 years. That regulated
business currently do this is entirely due to the presence of the 5 year pricing reset. This
has no relevance to the appropriate term of the risk free rate.

Contrary to the AER’s conclusion, moving to a 5 year proxy term will impose
incremental costs and risks on the typical regulated business as:

* recovering the regulated cost of debt will require a more concentrated funding
strategy with most debt having an initial term of 5 years. This will increase the
refinancing frequency and reduce diversification, thereby increasing refinancing
tisk and transaction costs, and

" funding opportunities longer than 5 years will no longer be pursued even though
they are an appropriate way of funding long term assets and managing
refinancing risk.

'The composition of the A-rated term premium cannot be ignoted. The only true source
of over-compensation comes {rom the margin between 5 and 10 year risk free rates. As
we will show in the following section, this margin is immaterial and has been steadily
declining for several years.

Term Premium on Long Term Bonds

Using data sourced from Bloomberg on A-rated corporate bonds over 2001-2008,
Deloitte calculated an average term premium of 40 basis points. The size of the premium
appears to be an important factor in the AER’s proposal to shotten the term of the risk
free proxy:

Insum, the AER corsiders that there will be a naterial inoenental bengfit to corsumens
as a result of a potential move to a visk free vate termwhich mutdhes the length of the

regulatory pericd,

Using Bloomberg data over the same time period considered by Deloitte we calculated
an average term premium of 11 basis points between 5 and 10 year Commonwealth
government rates. The results are summarised in the table below:

A-Rated Corporate Bonds
Commonwealth Total Premium Credit Premium
2001 - 2005

2006 - Sept 2008
Average
* Data source: Bloomberg
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The 40 basis point premium does not represent the actual over-compensation received
by a regulated business. Of the premium, 29 basis represents the pure credit margin
between 5 and 10 year A-rated corporate bond rates. Information provided by Deloitte
and the JIA shows that the typical regulated business has a preference for borrowing for
terms closer to 10 years, Therefore, they already pay credit margins consistent with this
term. A 10 year proxy provides correct compensation. A 5 year proxy will not.

Significance of the Risk Free Term Premium

The following chart displays the term premium between 5 and 10 year Commonwealth
Government bond rates over the same period analysed by Deloitte:

Term Premium Between 5 and 10 Year CGS Rates
(Data Source: Bloomberg)
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In addition to being small in an absolute sense, the term premium has been declining for
several yeats. These findings are confirmed by longer term data. Extending the analysis
back to September 1994 we compared the average term premium during the first and
second halves of the sample period. The decrease in the average term premium is highly
significant in both a statistical and economic sense':

First Half Second Half
Mean 31 8
Standard Deviation 17 22

Qur analysis shows that the true over-compensation is immaterial and has been steadily
declining. Any benefits enjoyed by consumers will come at the expense of the regulated
businesses and will result in a reduced appetite for investment in these businesses.

! Based on an hypothesised mean difference of zero between the average term premium in each half of the
sample period, a t-statistic of 34.85 was calculated.

Page 10 of 15




The AER concludes that:

Insumthe AER estimates that, velatiwe to a temassumption corsistert with the length
of the regulatory period (1.e. 5 years), the aurvent 10 year assumption will result in
incorrect compersaiion for the visks facad ouer the vegilatory period, The empivical
eviderce indicates that the extent of ower-compersation on the cost of debt bas been aroml
40 basis poirts on aerage

We strongly encourage the AER to revisit this conclusion, bearing in mind that:

» the length of the regulatory period is arbitrary and therefore not relevant to the
expected return calculated using CAPM,

= a5 year term will under-compensate for the actual credit margins paid by a
typical regulated business that appropriately seeks to fund long term assets and
reduce refinancing risk by borrowing for the longest tenor possible, and

*  the term premium between 5 and 10 year risk free rates is the only true source of
over-compensation. The average premium is immaterial (11 basis points) and has
been steadily declining over the long term. The extent of the over-compensation
based on the Deloitte report is greatly overstated,

In summary, there is no persuasive evidence supporting the proposal to shorten the term
of the risk free proxy and debt risk premium from 10 to 5 years.
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Section 2 - Meeting the Regulated Cost of Debt

We acknowledge that the NER requires a single rate of return be applied for each
regulatory period, and that this period cannot be shorter than 5 years. As such, the
alternative method for calculating the risk free rate and debt risk premium contained in
our original submission cannot be adopted at this time. This requirement is unfortunate,
given that significant benefits would accrue to both consumers and regulated businesses
if the alternative methodology was adopted.

The practical problems and risks created by current methodology still remain:

* Itis not possible for a regulated business to simultaneously pursue a diversified
debt funding strategy and be able to guarantee full recovery of the assumed cost
of debt. Even if the risk free rate is hedged during the reset period, the debt risk
premium cannot be locked in.

Large borrowers who attempt to hedge interest rate risk during the reset period
can expect to incur vety high transaction costs.

» Large borrowers are exposed to the risk of signalling to the market that a rate
reset is taking place. This will produce an adverse outcome relative to the
regulated cost of debt as market participants are likely to engage in opportunistic
pricing behaviours, This risk is not captured by the equity beta.

Qur proposed methodology would have significantly reduced these costs and
risks. As they will still be present at future determinations, the issue of how
they will be compensated for needs to be examined,

The Cost of Hedging

We understand that transaction costs cannot be included in the WACC although they
may be recoverable through regulated revenues as opetating expenditure. We believe it is
important to provide objective, transaction based information regarding the potential size
of these costs. According to Deloitte:

oo the corsensus vewus that through OTC and E TC markers there is still axpacity in
the nmarket 1o bedge large armounts of debt (up to $11.1 billion) withina 5-40 day
window Spreads in the interest nate swap ket hawe increased, and arve expected to
increase further, but there s still avilable capacity in both swap and fistures nokes.

Spreads on 5 year swaps hane increased from 2-5 bps for BBB-+ 12 months ago, to 14+
bps atrventhy, and banks expect the possibilily of those spreads dowbling
2 the near fatnre. Market makers indicated these spreads are on a per trarsaction
basis, are strictly impacted by time to matwity, and are not impacted by swap
notional valie. [emphasis added]

These statements are contradictory. If spreads are not impacted by the notional value of
the swap then there should be no limit on the amount of hedging that can be performed,
Tt is realistic to expect spreads to generally increase with the swap notional value,
especially when market conditions are highly volatile.
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The way in which the $11.1 billion figure was arrived at is unclear. If, for example, five
market makers indicated they would have capacity to individually hedge $2.2 billion of
swaps, this does not mean that $11.1 billion could be hedged i tatal over a 5-40 day
period at the quoted 14+ basis point cost. The impact of multiple market makers
attempting to hedge at the same time will cause spreads to widen and swap rates to rise.
In practice, some market makers may refuse to quote a rate if several competitors were
pricing and hedging the same transaction at the same time, especially when the volume is
very large. We strongly doubt that $11 billion of swaps could be hedged (if at all) without
incurring very large transaction costs and adversely moving the level of swap rates.

We support these claims by referring to the interest rate risk hedging for the Queensland
based Airport Link public-private partnership project (BtisConnections). Approximately
$3 billion of swaps were executed on alternate days over a 10 day period through a panel
of swap providers. Total transaction costs of 21 basis points above the mid-swap rate
were charged. According to the consensus view, spreads are expected to increase further
and possibly double from current levels. As the Airport Link swaps were executed in
August 2008, transaction costs of at least 50 basis pouts per arvmm in the current market
represents a reasonable base case estimate.

'The AER offers support for the hedging of interest rate tisk during the reset period:

The A E R acknorledges the veus fromsubissions that a prudent financing strategy
wil] seek a diersified delt porifolio so as to minimise vefinancing visk. On this basis the
seaond option — 2o Hedge snlerest rale sk exposire durig the awerag g
period - appears 1o be a reasonable assumplion [emphasts added)

A regulated business should therefore be very confident of being able to fully recover all
costs associated with hedging interest rate risk. We believe they should be classified as
operating expenditure and fully recovered from regulated revenues.

Potential for Opportunistic Pricing

Transacting large swap volumes with the same tenor over many consecutive days will
send a clear signal to the market that a rate reset is taking place. If this occurs the
regulated business will be vulnerable to “front running” by other market participants. We
continue to view this as a significant shortcoming of the current regulatory framework.
Putting aside the issue of transactions costs, we still believe that from a pure financial risk
management perspective, it is not approptiate to attempt to transact such large swap
volumes, especially in the current market. The best way to remove this risk is to partially
update the risk free interest rate and debt risk premium each year.

It could be argued that risks such as these are captured via the equity beta. By
construction, the equity beta is invariant to size. Applymg a single equity beta to all
regulated network businesses regardless of their size will not capture the risks that are
unique to those with very large debt portfolios. There is no teason to believe this risk is
compensated for in the WACC even though the risk is created by current regulatory
framework. With this in mind, the AER’s proposal to reduce the equity beta is
concerning given that so many sources of risk have risen to levels well in excess of those
prevailing at prior determinations.
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Conclusions

We believe that a 10 year term for the tisk free proxy is appropriate and should be
maintained for the following reasons:

» The proposed approach to the calculation of the risk free rate is inconsistent with
the CAPM principles.

* the length of the regulatory period is arbitrary and, by dgfinition, not relevant to the
expected return calculated using CAPM.

* A 10 year term correctly compensates regulated businesses for continuing to seek
funding for the longest tenor possible as a way of funding long term assets and
reducing refinancing risk.

* A5 year term will force regulated businesses to adopt less divessified, shorter
term debt portfolios even if longer term funding is available. This will lead to an
increased refinancing [requency, transaction costs and business risk for which
there is no compensation by way of an increased equity beta.

* the amount of over-compensation actually received from the regulated cost of
debt due to the use of a 10 year term has averaged only 11 basis points over
2001-2008 and has been declining since 1994. The 40 basis point estimate
provided by Deloitte is greatly overstated.

We reiterate that it is inappropriate to reverse engineer the term of the risk free proxy by
observing the debt strategies used by regulated businesses. These strategies are not
relevant to the investor’s determination of the risk free asset against which the required
rate of return is determined.

Given the sustained rise in interest rate volatility, attempting to meet the regulated cost
of debt will incur a significantly higher level of transaction costs than in the past, The
implicit support of hedging interest rate risk offered by the AER suggests that full
recovery of these costs should be expected via increased operating expenditures.

Finally, we encourage the AER to reconsider the combined impact of the proposed
changes. Collectively, the changes will lead to a lower WACC relative to the current
parameters. This implies that risk has reduced when cleatly it has not. This will sexrve as a
significant deterrent to new investment and will adversely impact existing investment, As
stated by David Green®:

Australia is « vet apital importer but its vequirenents wake up only aronrd three per cent of the
total global demard for aapital. As such, A ustralia is a price taker in the marke for global
aapital, This means that in tenrs of the st of aapital, A ustralia ts lavgely at the mercy of foreign
rrrkets as irmestors baw opportunities to use that capital freely elseubere. Arhing that adds
unoentainty or additional visks in the eyes of inmustors neads to be mitigated, maraged and/or
priced by themand the qpportunities for them to inuest their capital are wide and wiried

2 Green, David, Draft report to the Australian Energy Market Commission, “Financing of future energy
sector investments in Australia: The potential effects of the Carbon Pollution Reduction Scheme and
Renewable Energy Target”, December 2008,
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While David Green’s report focuses on generation assets, similar concerns can be raised
with other industries and sectors, including the electricity transmission and distribution
sector, Any additional uncertainty around regulatory frameworks particularly with regard
to the downward adjustment of the cost of capital parameters will further reduce the
pool of debt and equity providets.
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