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Note

This attachment forms part of the AER's final decision on Jemena Gas Networks'
2015-20 access arrangement. It should be read with other parts of the final decision.

The final decision includes the following documents:
Overview

Attachment 1 — services covered by the access arrangement
Attachment 2 — capital base

Attachment 3 — rate of return

Attachment 4 — value of imputation credits
Attachment 5 — regulatory depreciation

Attachment 6 — capital expenditure

Attachment 7 — operating expenditure

Attachment 8 — corporate income tax

Attachment 9 — efficiency carryover mechanism
Attachment 10 — reference tariff setting

Attachment 11 — reference tariff variation mechanism
Attachment 12 — non-tariff components

Attachment 13 — demand
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Shortened forms

AER Australian Energy Regulator
capex capital expenditure
CAPM capital asset pricing model
CCP Consumer Challenge Panel
Code National Third Party Access Code for Natural Gas Pipeline Systems
CPI consumer price index
DRP debt risk premium
ERP equity risk premium
JGN Jemena Gas Networks (NSW) Ltd (ACN 003 004 322)
MRP market risk premium
NGL national gas law
NGO national gas objective
NGR national gas rules
opex operating expenditure
PPI partial performance indicators
PTRM post-tax revenue model
RAB regulatory asset base
RBA Reserve Bank of Australia
RFM roll forward model
RIN regulatory information notice
RPP revenue and pricing principles
SLCAPM Sharpe-Lintner capital asset pricing model
WACC weighted average cost of capital
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3 Rate of return

The allowed rate of return provides a network service provider (NSP) a return on capital to
service the interest on its loans and give a return on equity to investors.! The return on
capital building block is calculated as a product of the rate of return and the value of the
regulatory asset base (RAB). The rate of return is discussed in this attachment.

3.1 Final decision

We are satisfied that the allowed rate of return of 5.41 per cent (hominal vanilla) we
determined achieves the allowed rate of return objective.2 That is, we are satisfied that this
allowed rate of return is commensurate with the efficient financing costs of a benchmark
efficient entity with a similar degree of risk as that which applies to Jemena Gas Networks
(JGN) in respect of the provision of reference services.®

This rate of return will apply to JGN for the 2015-16 regulatory year. A different rate of return
will apply to JGN for the remaining regulatory years of the 2015-20 access arrangement
period. This is because we will update the return on debt component of the rate of return
each year to partially reflect prevailing debt market conditions in each year. We discuss this
annual update further below. We have made all revisions necessary to give effect to this final
decision in the Approved Access Arrangement, JGN’s NSW distribution networks 1 July
2015-30 June 2020 (June 2015).

We are not satisfied that JGN’s proposed rate of return of 7.06 per cent for the 2015-16
regulatory year has been determined such that it achieves the allowed rate of return
objective.”> We are also not satisfied that JGN has met the requirement to propose an
estimate on a reasonable basis which is the best forecast or estimate possible in the
circumstances.® Additionally, in its revised access arrangement proposal JGN departed from
its (initial) access arrangement proposal in relation to how the transition in the return on debt
approach is made. We do not consider the NGR permit JGN to depart from its (initial) access
arrangement proposal on this matter.” This is because in the draft decision we accepted this
aspect of JGN's (initial) access arrangement proposal and we have not approved JGN
making further amendments to its access arrangement on this matter.®

The term network service provider relates to service providers that provide gas and electricty transmission and distribution
services.

NGR, r. 87(2).

NGR, r. 87(3).

NGR, rr. 64(1) and (5).

JGN's revised proposal contained indicative values based on an indicative averaging periods for risk free rate and return
on debt. On 27 March 2015 JGN provided submissions that updated its approach using values derived from its proposed
averaging periods. JGN's proposed rate of 7.06 per cent is from JGN, Submission on draft decision—Attachment M:
updated appendix 7.15-rate of return forecast model, 27 March 2015.

® NGR, r.74(2).

" NGR, r.60(1)—(2).

AER, Draft decision—JGN access arrangement 2015-20—Attachment 3: Rate of return, November 2014, pp.100-101.

o N W N
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Our allowed rate of return is a weighted average of our return on equity and return on debt
estimates (WACC) determined on a nominal vanilla basis that is consistent with our estimate
of the value of imputation credits.® Also, in arriving at our decision we have taken into
account the revenue and pricing principles (RPP) and are also satisfied that our decision will
or is likely to contribute to the achievement of the National Gas Objective (NGO).'® Our rate
of return and JGN's proposed rate of return is set out in the following table.

Table 3.1 AER's final decision on JGN's rate of return (nominal)

Return over

AER previous JGN revised AER final
decision proposal decision

2015-20

access
(2010-15) (2015-16)® (2015-16) arrangement
period

Return on equity Remains
(nominal post-tax) 11.05% 9.83% 7.1% constant

(7.1%)

Return on debt Updated

(nominal pre—tax) 10.02% 5.22% 4.28% annually

_ Remains
Gearing 60% 60% 60% constant
(60%)

Updated
annually as
return on debt
is updated

Nominal vanilla WACC 10.43% 7.06% 5.410%©

_ _ Remains
Forecast inflation 2.60% 2.50% 2.55% constant
(2.55%)

Source: AER analysis; JGN, Access arrangement: JGN's NSW gas distribution networks 1 July 2010-30 June 2015,
Amended by order of the Australian Competition Tribunal, June 2011; JGN, Submission on draft decision—
Attachment M: updated appendix 7.15-rate of return forecast model, 27 March 2015.

(a) JGN's revised proposal contained indicative values based on an indicative averaging periods for risk free rate and
return on debt. On 27 March 2015, JGN provided submissions that updated its approach using values derived from
its proposed averaging periods. JGN's proposed rate of 7.06 per cent is from JGN, Submission on draft decision—
Attachment M: updated appendix 7.15-rate of return forecast model, 27 March 2015.

Our return on equity estimate is 7.1 per cent. This rate will apply to JGN in each regulatory
year. Our return on debt estimate for the 2015-16 regulatory year is 4.28 per cent. This

® NGR,r.87 (4).
0 NGL, 1. 23-24.
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estimate will change each year as we partially update the return on debt to reflect prevailing
interest rates over JGN's debt averaging period in each year. Our return on debt estimate for
future regulatory years will be determined in accordance with the methodology and formulae
we have specified in this decision. As a result of updating the return on debt each year, the
overall rate of return and JGN's revenue will also be updated.

We agree with the following aspects of JGN's rate of return proposal:

o adopting a weighted average of the return on equity and return on debt (WACC)
determined on a nominal vanilla basis (as required by the NGR)

e adopting a 60 per cent gearing ratio
e adopting a 10 year term for the return on debt
e estimating the return on debt by reference to a third party data series

o forecast inflation based on an average of the RBA's short term inflation forecasts and the
mid-point of the RBA's inflation targeting band.™

Consistent with our draft decision, we also agree with JGN's proposed approach, in its
(initial) access arrangement, to transition from the on-the-day approach to the trailing
averaging approach to estimating the return on debt. We disagree with, and do not consider
the NGR permit, JGN to depart from this approach in its revised access arrangement
proposal.

However, we disagree with JGN on a number of other components of the rate of return.

Our return on equity estimate is 7.1 per cent.> We derived this estimate by applying the rate
of return guideline (the Guideline) approach referred to as the foundation model approach.™
This is the same approach we applied for the draft decision. This is an iterative six step
process which has regard to a considerable amount of relevant information, including
various equity models. At different stages of our approach we have used this material to
inform the return on equity estimate. Our return on equity point estimate and the parameter
inputs are set out in the following table. JGN proposed departing from the approach in the
Guideline. We are not satisfied doing so would result in an outcome that better achieves the
allowed rate of return objective.** We do not agree with JGN that our method applied in the
draft decision will result in a return on equity which is inconsistent with the allowed rate of
return objective.™ Our return on equity draft decision and the final decision is largely
consistent with the views in the Guideline.

" JGN, Access arrangement information, June 2014, 92-98 and AER, Draft decision, Jemena Gas Networks (NSW) Ltd,

Access Arrangement 2015-20, Attachment 3: Rate of return, p.161.
2 NGR, 11.87(3),(6) and (7).
3 AER, Better regulation: Rate of Return Guideline, December 2013.
* NGR, r.87 (18).
5 JGN, 2015-20 access arrangement: Response to the AER's draft decision & revised proposal, 27 February 2015, p.96.
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Table 3.2 AER's final decision on JGN's return on equity (nominal)

AER previous JGN revised

. AER final decision
decision proposal

(2015-20)

(2010-15) (2015-20)®

Nominal risk free rate (return on

equity only) 5.85% 2.53% 2.53%
Equity risk premium 5.25% 7.30% 4.55%
MRP 6.00% 8.25 6.50%
Equity beta 0.8 0.88 0.7
Nominal post—tax return on

11.05% 9.83% 7.1%

equity

Source: AER analysis; JGN, Access arrangement: JGN's NSW gas distribution networks 1 July 2010-30 June 2015,
Amended by order of the Australian Competition Tribunal, June 2011; JGN, Submission on draft decision—
Attachment M: updated appendix 7.15-rate of return forecast model, 27 March 2015.

(a) JGN used a multi-model approach to estimating return on equity. In applying this approach, JGN used single,
consistent estimates of risk free rate and market risk premium but not of equity beta. However, an indicative equity
beta estimate (for comparison purposes) can be calculated from JGN's proposed equity risk premium and market
risk premium. JGN's revised proposal contained indicative values based on an indicative averaging periods for risk
free rate and return on debt. On 27 March 2015 JGN provided submissions that updated its approach using values
derived from its proposed averaging periods. JGN's proposed rate of 7.06 per cent is from JGN, Submission on draft

decision—Attachment M: updated appendix 7.15-rate of return forecast model, 27 March 2015.

Our final decision on the return on debt approach is to:

e estimate an on-the-day rate (that is, based on prevailing market conditions) in the first
regulatory year (2015-16) of the 2015-20 period, and

e gradually transition this rate into a trailing average approach (that is, a moving historical
average) over 10 years.'®

This gradual transition will occur through updating 10 per cent of the return on debt each
year to reflect prevailing market conditions in that year. This approach is consistent with the
approached we proposed in the Guideline and adopted in the draft decision. Our final
decision is to estimate the return on debt in each regulatory year by reference to:

8 This final decision determines the return on debt methodology for the 2015-20 access arrangement period. This period

covers the first five years of the 10 year transition period. This decision also sets out our intended return on debt
methodology for the remaining five years. However, we do not have the power to determine in this decision the return on
debt methodology for those years. Under the NGR, the return on debt methodology must be determined in future decisions
that relate to that period.
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e abenchmark credit rating of BBB+
e a benchmark term of debt of 10 years

e independent third party data series—specifically, a simple average of the broad BBB
rated debt data series published by the RBA and Bloomberg, adjusted to reflect a 10
year estimate and other adjustments®’

e an averaging period for each regulatory year of between 10 business days and
12 months (nhominated by the service provider), with that period being as close as
practical to the start of each regulatory year and also consistent with other conditions
that we proposed in the Guideline.*®

In the Guideline, we proposed to use one or more third party data series to estimate the
return on debt.'® At that time, however, we had not formed a view on which data series to
use. Our April 2014 issues paper outlined how we would make this choice and sought
submissions from service providers. In the draft decision, we formed a view on this issue and
adopted a simple average of the RBA and Bloomberg data series. We maintain our draft
decision position in this final decision.

Our formula for automatically updating the return on debt annually is set out in the revisions
to JGN's access arrangement that we have published with this final decision.

3.2 JGN's revised proposal

Return on equity

JGN proposed a return on equity estimate of 9.83 per cent by:?°
¢ identifying return on equity models

¢ identifying evidence to estimate parameters within each model based on market data and
other evidence

e separately estimate the return on equity using each model

e applying equal weights to the model outcomes to derive its estimate.*

7 For the RBA curve, our final decision is to interpolate the monthly data points to produce daily estimates, to extrapolate the

curve to an effective term of 10 years, and to convert it to an effective annual rate. For the Bloomberg curve, our final
decision is to extrapolate it to 10 years using the spread between the extrapolated RBA seven and 10 year curves (where
Bloomberg has not published a 10 year estimate), and to convert it to an effective annual rate.

AER, Rate of return guideline, December 2013, pp. 21-2; AER, Explanatory statement—Rate of return guideline,
December 2013, p. 126.

AER, Explanatory statement—Rate of return guideline, December 2013, pp. 23-4.

JGN's revised proposal contained indicative values based on an indicative averaging periods for risk free rate and return
on debt. On 27 March 2015 JGN provided submissions that updated its approach using values derived from its proposed
averaging periods. JGN's proposed rate of 9.83 per cent is from JGN, Submission on draft decision—Attachment M:
updated appendix 7.15-rate of return forecast model, 27 March 2015.

JGN, Appendix 7.1 — Return on equity response, February 2015, p. 38.
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Specifically, JGN’s proposed return on equity estimate is an equally weighted average of the
return on equity estimates produced from four financial models—the SLCAPM, Black CAPM,
Fama—French three factor model, and SFG’s construction of the DGM.?2

The material JGN submitted with its revised access arrangement proposal is listed in
Appendix F.?®

Return on debt

In its revised access arrangement proposal, JGN has proposed to further amend its access
arrangement and depart from the position in its (initial) access arrangement proposal in
relation to how to transition from the on-the-day approach to trailing average approach. JGN
now proposes to amend its access arrangement to calculate its return on debt using a hybrid
transition which combines a gradual transition of the base rate to a trailing average and a
backwards looking debt risk premium. Based on this hybrid transition, JGN proposed a
return on debt estimate of 5.22 per cent for regulatory year 2015-16.%*

In implementing the return on debt, JGN proposed:

e a 10 year term and BBB credit rating be used which is different to the BBB+ rating we
proposed in the Guideline, and

e asimple average of the RBA and BVAL curves be used where the difference between
them was, in JGN's opinion, not substantial (less than 60 basis points). However, when
the difference was greater than 60 basis points JGN proposed to adopt the RBA, BVAL
or a simple average of the curves (or some other curve or average of curves that
become available) based on a line of best fit exercise against a sample of bonds chosen
using a pre-specified set of bond selection criteria that JGN has nominated.”®

e nominating averaging periods during the access arrangement period, rather than upfront
in its regulatory proposal, which is also a departure from the Guideline.

3.3 AER’s assessment approach

Our approach to determining the rate of return is set out in this section. This approach is
based on the rate of return framework in the National Gas Rules (NGR). Under this

2 |n JGN's initial regulatory proposal, the SLCAPM, Black CAPM, Fama—French three factor model and DGM were weighted

12.5%, 25%, 37.5% and 25% respectively.

In support of its initial regulatory proposal, JGN submitted reports from SFG Consulting—The required return on equity for
regulated gas and electricity network businesses: Report for Jemena Gas Networks, ActewAGL distribution, Ergon and
Transend, 12 May 2014; Cost of equity in the Black capital asset pricing model: Report for Jemena Gas Networks,
ActewAGL, Networks NSW, Transend, Ergon and SA Power Networks, 22 May 2014; The Fama—French model: Report
for Jemena Gas Networks, ActewAGL, Transend, TransGrid and SA Power Networks,13 May 2014; Alternative versions of
the dividend discount models and the implied cost of equity: Report for Jemena Gas Networks, ActewAGL, APA, Ergon,
Networks NSW, Transend and TransGrid, 15 May 2015; Equity beta: Report for Jemena Gas Networks, ActewAGL and
Networks NSW, 12 May 2014. JGN also submitted Incenta, Update of evidence on the required return on equity from
independent expert reports, May 2014.

JGN, Submission on draft decision—Attachment M: updated appendix 7.15—-rate of return forecast model, 27 March 2015.
JGN, Return on debt response, February 2015, p. 17.
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framework, our key task is to determine an overall rate of return that we are satisfied
achieves the allowed rate of return objective.?® Prior to the submission of this regulatory
proposal, as required by the rate of return framework, we published the Guideline.

An important feature of the rate of return framework is the recognition that there may be
several plausible answers that may achieve the allowed rate of return objective. The
Australian Energy Market Commission (AEMC) in its final rule determination considered that
the estimation of the required rate of return could be improved by permitting us to take
account of a broad range of information.?” The AEMC specifically did not include in the new
rules any preferred methods for determining the rate of return.”® Instead it provided for us to
exercise judgement as to what we are satisfied is the best approach.?

During the AEMC's rule development, the Energy Networks Association (ENA) submitted
that the Guideline should provide a high level of certainty that enables stakeholders to
calculate proxy estimates of the rate of return.*® During the development of the Guideline, a
group of investors and ENA again raised the importance of certainty.** In particular, the ENA
submitted that certainty and stability of outcomes in rate of return issues could materially
benefit the long term interest of consumers.** We have provided this certainty and
predictability in the Guideline in a manner that it is consistent with achieving the allowed rate
of return objective.

We are cognisant that our task is not to determine a rate of return that merely applies the
Guideline. That is, we do not consider the Guideline to be the determinative instrument for
calculating the rate of return. Rather, the allowed rate of return objective has primacy in our
estimation of the rate of return. Nevertheless, the Guideline has a significant role at the time
of each access arrangement because any decision to depart from the Guideline must be a
reasoned decision.* In practice, we have considered submissions on the rate of return
made during this determination process anew so that we are satisfied that our estimate of
the rate of return achieves the allowed rate of return objective. Where no new material was
submitted we maintain our view as expressed in the Guideline for reasons stated therein.
Whilst the legislative framework allows us to depart from the Guideline, we would not do so
lightly. Departing from it may undermine the certainty and predictability that stakeholders
have said they value. We would depart from the Guideline if we are satisfied that doing so
would result in an outcome that better achieves the allowed rate of return objective. Our

% NGR, r. 87(2).

7 AEMC, Rule determination: National electricity amendment (Economic regulation of network service providers) Rule 2012:
National gas amendment (Price and revenue regulation of gas services) Rule 2012, 29 November 2012, p. 67 (AEMC,
Final rule change determination, November 2012).

See, for example, AEMC, Final rule change determination, 29 November 2012, p. iv.

AEMC, Final rule determination, 29 November 2012, p. 38; The High Court of NZ stated: "In determining WACC, precision
is therefore an elusive and perhaps non-existent quality. Setting WACC is, we suggest, more of an art than a science. The
use of WACC, in conjunction with RAB values, to set prices and revenue in price-quality regulation gives significance to
WACC estimates that may not exist outside this context." Wellington International Airport Ltd & Others v Commerce
Commission [2013] NZHC 3289, para. 1189.

AEMC, Final rule determination, 29 November 2012, p. 50.

Financial Investors Group, Submission on AER’s equity beta issues paper, 29 October 2013.

ENA, Response to the Draft Rate of Return Guideline of the AER, 11 October 2013, p. 1.
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28

29

30
31

32

Attachment 3 — Rate of return | Final decision: Jemena Gas Networks 2015-20 3-15



approach is consistent with the AEMC's view that, 'the regulator would, in practice, be
expected to follow the guidelines unless there had been some genuine change in the
evidence'.® In its Rule determination, in relation to the Guideline the AEMC stated:*®

...the Commission would expect service providers, consumers, the AER, the ERA,
and the appeal body to have significant regard to them as a starting point for each
regulatory determination or access arrangement.

The rate of return framework provides for us to take into account a wide range of relevant
estimation methods, financial models, market data and other evidence as well as
considering inter-relationships between parameter values.*® This enables us to determine
the estimate of the required rate of return at the time of each access arrangement
commensurate with prevailing conditions in the market for funds at that time.*” The rate of
return framework incorporates a greater degree of regulatory judgement than did the
previous framework. This framework does not include any preferred methods for estimating
components of the rate of return. Instead, the AEMC in formulating the framework provided
high-level principles to guide the estimation of the rate of return consistent with achieving the
allowed rate of return objective.®®

The Guideline was designed through extensive consultation. This process provided
transparency and the Guideline provides predictability for service providers, users and
investors as to how we consider changes in market circumstances and make decisions. At
the same time, it allows sufficient flexibility for us to account for changing market conditions
at the time of each access arrangement. The process included effective and inclusive
consumer participation which we consider an important feature of our approach.

JGN submitted a large volume of material in support of its rate of return proposal and revised
proposal. We have turned our mind to all of this material to consider its implications for
addressing the allowed rate of return objective and whether we should depart from the
Guideline. We have also referred this material to our consultants for their consideration prior
to making our draft and final decisions. Much of the material submitted by JGN is not new to
us. Much of it was considered directly during the development of the Guideline and
readdresses issues that were before us at the time. Nevertheless, we reviewed the material
in making our draft decision and again for this final decision. Our considerations are
throughout this rate of return attachment and relevant appendices.

Although, this decision relates to only JGN, we simultaneously considered a number of rate
of return proposals and revised proposals from different service providers and our decisions

% AEMC, Final Position Paper, National Electricity Amendment (Economic Regulation of Network Service Providers) Rule

2012; National Gas Amendment (Price and Revenue Regulation of Gas Services) Rule 2012,15 November 2012, p. 28.
*®  AEMC, Final rule determination, 29 November 2012, p. 71.
® NER, r. 87(5)(a).
% NER, r. 87(7).
¥ NERrY. 87.
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on those proposals were released on 30 April 2015.%° TasNetworks' original proposal did not
propose any departures from the Guideline and applied it to determine its rate of return.
TasNetworks and Directlink have accepted our return on equity draft decision. The other
service providers proposed varying reasons, material and propositions to justify their
proposed departures from the Guideline and their proposals to not accept our draft decision.
We have had regard to the material in all of the different proposals and revised proposals in
determining the return that meets the allowed rate of return objective. Our considerations are
throughout this rate of return attachment and appendices.

JGN has challenged most aspects of the Guideline approach (and methods) to estimating
the return on equity and debt and also did not adopt our draft decision. We have engaged
with the material submitted since our draft decision, considered the reasons for the proposed
departures from the Guideline and taken into account stakeholder submissions on our draft
decision. In doing so, we have undertaken two interdependent tasks as required by the
rules:

e consider whether the proposed departures would better achieve the allowed rate of
return objective such that we should depart from the Guideline

e determine a rate of return that we are satisfied achieves the allowed rate of return
objective.

The remainder of our assessment approach is separated into the following subsections:
¢ Requirements of the law and rules.

¢ Rate of return guideline.

¢ Interrelationships within the rate of return.

e Expert advice and stakeholder submission.

3.3.1 Requirements of the law and rules

This section summarises the key aspects of the law and rules that underpin the rate of return
framework.

Overall rate of return (weighted average cost of capital)

The allowed rate of return for a regulatory year must be a weighted average of the return on
equity for the access arrangement period in which that regulatory year occurs and the return
on debt for that regulatory year and must be determined on a nominal vanilla basis that is
consistent with the estimate of the value of imputation credits (WACC).* The WACC
formulae is:

% Revised proposals from Ausgrid, Endeavour Energy, Essential Energy, TasNetworks (accepted the Guideline), ActewAGL,

TransGrid, Directlink and Jemena Gas Networks (NSW) and original proposals from Energex, Ergon Energy and SA
Power Networks proposed departures from the Guideline.
“ NGR ' 87(4).
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E D
1. WACCyanina = E(ke) v + E(kq) v

where:
e E(k.) is the expected required return on equity

o E(k,) is the expected required return on debt
° 5 is the proportion of equity in total financing (comprising equity and debt)

° g is the proportion of debt in total financing, and is equal to the benchmark efficient entity
gearing ratio of 0.6.

In determining the allowed rate of return, we must have regard to:**
e relevant estimation methods, financial models, market data and other evidence;

¢ the desirability of using an approach that leads to the consistent application of any
estimates of financial parameters that are relevant to the estimates of, and that are
common to, the return on equity and the return on debt; and

e any interrelationships between estimates of financial parameters that are relevant to the
estimates of the return on equity and the return on debt.

Allowed rate of return objective

The allowed rate of return we determine is to be determined such that achieves the allowed
rate of return objective. The objective is*

...that the rate of return for a service provider is to be commensurate with the efficient
financing costs of a benchmark efficient entity with a similar degree of risk as that
which applies to the service provider in respect of the provision of reference services.

National gas objective and the revenue and pricing principles

In performing or exercising an economic regulatory function or power, we must do so in a
manner that will or is likely to contribute to the national gas objective.*® The rate of return is a
part of an access arrangement decision which is an AER economic regulatory function or
power. The national gas objective states:

The objective of this Law is to promote efficient investment in, and efficient ope